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December 5, 2016
Via Electronic Mail (e-ORI@dol.gov)
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Re:

RIN 1210-AB63; Annual Reporting and Disclosure

Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to comment on the
proposal by the Department of Labor, the Internal Revenue Service and the Pension Benefit
Guaranty Corporation (collectively Agencies) to make changes to Form 5500, Annual
Return/Report of Employee Benefit Plan.2 Investment advisers serve as service providers to
employee benefit plans, and provide plan administrators with information necessary to complete
Schedule C of the Form and categorize investments on Schedule H, Financial Information. Our
comments below are limited to these two Schedules.
Schedule C Reporting of Indirect Compensation
A plan administrator of a plan with 100 or more participants must include with its annual
Form 5500 filing a Schedule C, Service Provider Information, to report amounts of at least
$5000 paid by the plan to service providers during the plan year. Under the existing “alternative
reporting option,” if some or all of the service provider’s compensation qualifies as “eligible
indirect compensation,” the plan administrator may report that the service provider has received
the compensation, but is not required to detail the compensation or supply a dollar figure.

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission. The IAA has more than 600 member firms that collectively manage
approximately $20 trillion for wide variety of individual and institutional investors, including pension plans, trusts,
investment companies, private funds, endowments, foundations, and corporations. Almost three quarters of IAA
members manage at least one pension or profit sharing plan. For more information, please visit
www.investmentadviser.org.
2

81 Fed. Reg. 47534 (July 21, 2016) (“Proposal”).
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Instead, the plan administrator verifies that it has received certain required disclosures from the
service provider.3
The Proposal would eliminate this option, however, citing the goal of “harmonizing”
Schedule C reporting with the regulation under section 408(b)(2) of ERISA (“408(b)(2)”), which
was adopted in 2012, after the most recent changes to Schedule C. The 408(b)(2) regulation
requires advance disclosures concerning direct and indirect compensation paid to investment
advisers and other covered service providers in order to exempt the provision of services to
ERISA plans from the prohibited transaction rules.4 As to indirect compensation, the 408(b)(2)
regulation requires “a description of the arrangement…pursuant to which such indirect
compensation is paid” reasonably in advance of entering into the agreement to provide services. 5
We submit that the proposed elimination of this option and replacement with the new
requirement would go well beyond what is required under 408(b)(2) in the context of soft dollar
arrangements. Under the Proposal, an investment adviser would be required to furnish either a
dollar amount representing the soft dollar benefits received during the plan year or an estimate of
such amount along with the formula used to calculate the estimate.6 In contrast, the 408(b)(2)
disclosure requirements permit a description of the soft dollar arrangement rather than a dollar
amount.
We agree that Schedule C reporting should be harmonized with the 408(b)(2)
disclosures, but we submit that the Form 5500 reporting requirements should adopt the same
language as the 408(b)(2) disclosures so that the requirements are in fact the same.7 Using the
same criteria for each would benefit both service providers and plans. Service providers could
disclose and report one set of consistent information, and plans would not need to process and
analyze two separate sets of information concerning the same soft dollar arrangements.

3

72 Fed. Reg. 64731, 64826 (Nov. 16, 2007). The required disclosures are (a) the existence of the indirect
compensation; (b) the services provided for the indirect compensation or the purpose for payment of the indirect
compensation; (c) the amount (or estimate) of the compensation or a description of the formula used to calculate or
determine the compensation; and (d) the identity of the party or parties paying and receiving the compensation.
4

77 Fed. Reg. 5634 (Feb. 3, 2012). The regulation under section 408(b)(2) also requires as a condition to the
prohibited transaction exemption that the covered service provider supply the plan administrator with information
necessary to prepare the annual Form 5500 upon written request. 29 CFR § 2550.408b-2(c)(1)(vi). Therefore, a
service provider must also supply the required Schedule C information on soft dollars in order to comply with
408(b)(2).
5

29 CFR § 2550.408b-2(c)(1)(iv)(C)(2).

6

Line 3b – Proposal at 47578.

7

In the alternative, the revised Form 5500 could retain the alternative reporting system for eligible indirect
compensation, which service providers and plan administrators have relied on over the past seven reporting cycles.
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Background on Soft Dollars and Investment Advisers Act Disclosures
The history of Schedule C disclosures reflects the difficulties with quantifying soft dollar
arrangements. Initially, the Agencies had proposed to require that indirect compensation,
including soft dollars, be reported in the same manner as direct compensation, but the IAA and
others opposed the proposed requirement in their comments. As noted in the preamble to the
final rule in 2007, commenters asserted, among other things, that “the proposed changes could
result in duplicative, misleading and confusing reporting.” The Department in response adopted
the alternative reporting option in its current form.8
The list of “eligible indirect compensation” under the existing rule includes “research or
other products or services, other than execution, that an investment adviser may receive from a
broker-dealer or other third party in connection with securities transactions (soft dollars).”9 In
soft dollar arrangements, the investment adviser obtains products and services from a brokerdealer in exchange for client commissions paid to that broker-dealer for executing clients’
securities transactions on an aggregate basis.
Such arrangements are specifically permitted under section 28(e) of the Securities
Exchange Act, which provides a safe harbor from alleged fiduciary violations under federal law
(including ERISA) if the adviser pays more than the lowest available commission cost for
eligible brokerage and research services as part of a soft dollar arrangement. To rely on the safe
harbor, an investment adviser must determine that the eligible products and services provide
lawful and appropriate assistance in the performance of investment decision-making and must
make a good faith determination that the amount of client commissions paid is reasonable in
light of the value of the products received or services rendered. The Department has indicated
that investment advisers generally may not use commissions paid in connection with transactions
in the plan to obtain products or services that are outside of the section 28(e) safe harbor.
Soft dollar research generally can be categorized as either “proprietary” or “third-party.”
When a broker-dealer executing a trade also provides internally generated research in exchange
for one bundled commission price, the arrangement is referred to as “proprietary.” Brokerdealers are not required to provide information to advisers for the various components of the
bundled price, and may not separate out the cost of execution from research. And the value of
the research cannot be ascertained by comparing the cost of these bundled services to “execution
only” broker-dealers because, for example, the quality of the execution may not be equivalent in
the two instances. In addition, the “pure” execution price of a trade may vary based on a number
of factors, including the size of the transaction, the timeliness of execution, the ability to
maintain the investor’s anonymity, the difficulty of the trade, or unusual market conditions.

8

72 Fed. Reg. 64731, 64738 (Nov. 16, 2007).

9

2015 Instructions for Schedule C (Form 5500) at 25.
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We also note that, even if broker-dealers were able and willing to provide a dollar figure,
differences in their methodologies and assumptions could produce numbers that would not be
useful in comparing broker-dealers or advisers. The value of these numbers to the plan, the
Agencies, and the public therefore would be quite limited. For all these reasons, quantification
of soft dollar benefits remains challenging.10
Furthermore, investment advisers already provide extensive information to their clients
concerning their soft dollar arrangements. As fiduciaries under the Investment Advisers Act of
1940, investment advisers must act in the best interest of their clients, may not use client assets
for their own benefit without consent, and must seek best execution of client transactions. They
also are required to disclose any material conflicts of interest and how they mitigate these
conflicts. In addition, investment advisers are explicitly required to disclose information related
to brokerage commissions and soft dollar arrangements in Form ADV, Part 2, the brochure that
advisers must provide to clients. Item 12 of Form ADV, Part 2 requires that the brochure discuss
brokerage practices, including the factors that the adviser considers in selecting or
recommending broker-dealers for client transactions, and provide specific information about the
use of soft dollars.11
These disclosures already provide all clients, including ERISA plans, with full disclosure
about their advisers’ soft dollar arrangements. The 408(b)(2) disclosures supplement these
already extensive disclosures with information tailored to ERISA plans. Accordingly, we submit
that the final rule should rely on the 408(b)(2) disclosures to satisfy the Schedule C reporting
requirements with respect to soft dollars.
Financial Information on Schedule H
Investment advisers may also assist plan administrators in categorizing the plan’s
investments in Schedule H to the Form 5500. As types of investments have proliferated, the
catch-all category of “Other” on Schedule H has served as the repository for many diverse types
of investments not anticipated in 2007. The Agencies have therefore proposed to add a number
of new categories to the Schedule.
For example, plan administrators would need to separate out various types of funds,
including private equity and hedge funds, which are defined in the proposal. We note that the
definitions of private equity and hedge funds12 do not conform with the definitions that such
funds use when filing Form ADV (Uniform Application for Investment Adviser Registration and
10

See Letter from Karen Barr, Investment Adviser Association, to Office of Regulations and Interpretations on the
Revision of Form 5500 (Sept. 19, 2006), available at https://www.dol.gov/sites/default/files/ebsa/laws-andregulations/rules-and-regulations/public-comments/1210-AB06/00016.pdf.
11

The information required by Item 12 is listed in Appendix A.

12

See Lines 1b(8)(A)(3) & (4) – Proposal at 47623.
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Report by Exempt Reporting Advisers) and Form PF (Reporting Form for Investment Advisers
to Private Funds and Certain Commodity Pool Operators and Commodity Trading Advisors).13
In order to promote consistency across these reporting regimes, we recommend that the
Department adopt the Form PF definitions of these terms for purposes of the Schedule H
definition.14
The proposed changes to Schedule H also would require at Line 4i that each investment
listed indicate whether the asset is “hard to value.” Under the definition, investments are hard to
value if they are not listed on any national exchanges or over-the-counter markets, or for which
quoted market prices are not available from sources such as financial publications, the
exchanges, or the National Association of Securities Dealers Automated Quotations System
(NASDAQ).15 We note that the value of certain securities are often set by independent, thirdparty pricing agents, and request the addition of this valuation method as an exception to the
“hard to value” definition, as set forth in Appendix C.
*

*

*

We appreciate the opportunity to provide comments on the Proposal and would be
pleased to meet with the Department regarding our comments and to provide any additional
information. Please contact Kathy Ireland, IAA Associate General Counsel, or me at
(202) 293-4222 with any questions concerning our comments.

Respectfully submitted,
Robert C. Grohowski
Robert C. Grohowski
General Counsel

cc:

Joe Canary, Director, Office of Regulations and Interpretations
Mara Blumenthal, Office of Regulations and Interpretations

13

Form ADV is available at https://www.sec.gov/about/forms/formadv.pdf and Form PF is available at
https://www.sec.gov/rules/final/2011/ia-3308-formpf.pdf. For ease of reference, we have included these Forms’
definitions of private equity fund and hedge fund in Appendix B.
14

The Agencies should also consider providing more detail as to the various categories in Schedule H. For example,
the definition of derivative in Line 1b(11) of Schedule H includes forwards. Proposal at 47623. We request
clarification that the term “forwards” for this purpose includes TBA (to-be-announced) securities, which involve
forward trading of mortgage-backed securities (MBS).
15

Proposal at 47630.
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Appendix A
Item 12 of Form ADV, Part 2 requires disclosure of soft dollars as follows:
If you receive research or other products or services other than execution from a broker
dealer or a third party in connection with client securities transactions (“soft dollar
benefits”), disclose your practices and discuss the conflicts of interest they create.
Note: Your disclosure and discussion must include all soft dollar benefits you receive,
including, in the case of research, both proprietary research (created or developed by the
broker-dealer) and research created or developed by a third party.
a. Explain that when you use client brokerage commissions (or markups or markdowns)
to obtain research or other products or services, you receive a benefit because you do not
have to produce or pay for the research, products or services.
b. Disclose that you may have an incentive to select or recommend a broker-dealer based
on your interest in receiving the research or other products or services, rather than on
your clients’ interest in receiving most favorable execution.
c. If you may cause clients to pay commissions (or markups or markdowns) higher than
those charged by other broker-dealers in return for soft dollar benefits (known as payingup), disclose this fact.
d. Disclose whether you use soft dollar benefits to service all of your clients’ accounts or
only those that paid for the benefits. Disclose whether you seek to allocate soft dollar
benefits to client accounts proportionately to the soft dollar credits the accounts generate.
e. Describe the types of products and services you or any of your related persons acquired
with client brokerage commissions (or markups or markdowns) within your last fiscal
year.
Note: This description must be specific enough for your clients to understand the types of
products or services that you are acquiring and to permit them to evaluate possible
conflicts of interest that do not qualify for the safe harbor in section 28(e) of the
Securities Exchange Act of 1934, such as those services that do not aid in investment
decision-making or trade execution. Merely disclosing that you obtain various research
reports and products is not specific enough.
f. Explain the procedures you used during your last fiscal year to direct client
transactions to a particular broker-dealer in return for soft dollar benefits you received.
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Appendix B
Forms ADV and PF define the term “hedge fund” as follows:
“any private fund (other than a securitized asset fund):
(a) with respect to which one or more investment advisers (or related persons of investment
advisers) may be paid a performance fee or allocation calculated by taking into account
unrealized gains (other than a fee or allocation the calculation of which may take into account
unrealized gains solely for the purpose of reducing such fee or allocation to reflect net unrealized
losses);
(b) that may borrow an amount in excess of one-half of its net asset value (including any
committed capital) or may have gross notional exposure in excess of twice its net asset value
(including any committed capital); or
(c) that may sell securities or other assets short or enter into similar transactions (other than for
the purpose of hedging currency exposure or managing duration).
A commodity pool is categorized as a hedge fund solely for purposes of this question. For
purposes of this definition, do not net long and short positions. Include any borrowings or
notional exposure of another person that are guaranteed by the private fund or that the private
fund may otherwise be obligated to satisfy.”
Forms ADV and PF define the term “private equity fund” as follows:
“any private fund that is not a hedge fund, liquidity fund, real estate fund, securitized asset fund,
or venture capital fund and does not provide investors with redemption rights in the ordinary
course.”
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Appendix C
[Proposed new text in red]
Line 4i of Schedule H, Element a(iv). Check here if the asset is a ‘‘hard-to-value’’ asset. Assets
that are not listed on any national exchanges or over-the-counter markets, or for which quoted
market prices are not available from sources such as financial publications, the exchanges,
independent, third-party pricing agents, or the National Association of Securities Dealers
Automated Quotations System (NASDAQ), are required to be identified as hard-to-value assets
on the Schedule of Assets Held for Investment at End of Year.

September 21, 2016
Via Electronic Mail (fsb@fsb.org)
Secretariat of the Financial Stability Board
c/o Bank for International Settlements
CH-4002, Basel, Switzerland
Re:

Proposed Policy Recommendations to Address Structural
Vulnerabilities from Asset Management Activities

Dear Ladies and Gentlemen:
The Investment Adviser Association (“IAA”) 1 appreciates the opportunity to comment on
the FSB’s recent consultation on proposed policy recommendations to address structural
vulnerabilities from asset management activities. 2 Because the IAA’s members are primarily
U.S. asset management firms, we have a great interest in the FSB’s work on this topic.
We appreciate that the FSB has moved away from pursuing the designation of particular
asset managers as non-bank non-insurer global systemically important financial institutions (GSIFIs). The FSB is correct to recognize that traditional asset management is not a source of
systemic risk because asset management is fundamentally an agency business where the asset
manager is neither a counterparty to nor a guarantor of its clients’ investment risks.
We also appreciate that, in a number of places, the FSB is recommending that IOSCO
review its existing guidance and enhance it as appropriate. For most aspects of the asset
management business, securities regulators are the primary functional regulator. As a global
organization of securities regulators, IOSCO is in the best position to encourage local securities
regulators in each jurisdiction to study these issues and develop approaches that are both
appropriate in light of the purposes and structure of the overall regulatory scheme for asset
management in that particular jurisdiction and consistent with other regulatory approaches to the
greatest extent possible.
This letter has two principal parts. In the first part, recognizing that the FSB is studying
these issues globally and that different jurisdictions have addressed the issues in varying degrees,
we provide a brief summary of regulatory developments that are currently underway in the
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission. The IAA has approximately 600 member firms that collectively manage
nearly $20 trillion for a wide variety of individual and institutional investors, including pension plans, trusts,
investment companies, private funds, endowments, foundations, and corporations, and many of our members are
part of a global financial services firm. For more information, please visit www.investmentadviser.org.
2

Proposed Policy Recommendations to Address Structural Vulnerabilities from Asset Management Activities (the
“Consultation”), published by the Financial Stability Board (the “FSB”), available at http://www.fsb.org/wpcontent/uploads/FSB-Asset-Management-Consultative-Document.pdf.

1050 17th Street, NW, Suite 725 ▪ Washington, DC 20036-5514 ▪ 202.293.4222 ▪ Fax 202.293.4223 ▪ www.investmentadviser.org

Secretariat of the Financial Stability Board
September 21, 2016
Page 2 of 11
United States at the Securities and Exchange Commission (the “SEC”). We believe that the
SEC’s initiatives are intended to address the same underlying concerns outlined in the
Consultation. In the second part, we discuss the FSB’s specific recommendation with respect to
measuring leverage in funds. We generally favor greater harmonization with respect to reporting
obligations, recognizing that asset managers operating in multiple jurisdictions expend
considerable resources meeting local reporting requirements. For a number of reasons, however,
we believe that the FSB’s recommendation that IOSCO develop a single simple way to measure
leverage is overly ambitious. In our view, it will prove to be very difficult to reach consensus on
a single methodology to calculate leverage that would be appropriate for all types of funds in
every jurisdiction around the world, and IOSCO’s time and energy would be better spent on a
comprehensive survey on that topic.
I.

The SEC’s Current Rulemaking Agenda with respect to U.S. Asset Managers

When considering the policy recommendations in the context of U.S. asset managers, as
the IAA has previously commented to the FSB, 3 it is imperative to fully evaluate the impact of
current regulatory developments with respect to the U.S. asset management industry as a result
of the Dodd-Frank Act and other market developments. The SEC, as the primary regulator of
U.S. asset managers and the investment fund industry, has begun to undertake several substantial
rulemaking initiatives that are intended to enable the SEC to better monitor and address risks
across the asset management industry in the U.S. These initiatives include regulatory proposals
to strengthen registered investment companies’ management of liquidity, better address risks
related to registered investment companies’ use of derivatives, enhance data reporting, plan for
business continuity and the transition of client assets, and stress test large registered investment
companies and large asset managers.
Liquidity Management. As a practical matter, asset managers take significant steps to
address liquidity risks and ensure that they can honor redemptions, particularly in open-end
funds, and many asset managers have enhanced these practices since 2008. In addition, the
SEC has proposed a comprehensive set of rules designed to mitigate the liquidity risks
associated with investment strategies used by certain open-end funds. 4 If adopted, the
proposed rules would require long term open-end funds, including mutual funds and
exchange-traded funds (ETFs), to adopt liquidity risk management programs and provide
enhanced disclosure on the liquidity of the fund’s portfolio. The required liquidity risk
management programs would have to classify the liquidity of each fund asset based on the
amount of time in which the fund could convert that asset into cash without moving the
3

Letter from Karen L. Barr, IAA CEO & President, to Financial Stability Board Re: Assessment Methodologies for
Identifying Non-Bank Non-Insurer Global Systemically Important Financial Institutions (May 29, 2015), available
at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/150529cmnt.pdf.
4

See Open-End Fund Liquidity Risk Management Programs; Swing Pricing; Re-Opening of Comment Period for
Investment Company Reporting Modernization Release, SEC Release Nos. 33-9922; IC-31835 (Sep. 22, 2015),
available at https://www.sec.gov/rules/proposed/2015/33-9922.pdf.
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market price. The liquidity management program also would have to include a periodic
assessment of the fund’s liquidity risk and a determination of a “three-day liquid asset
minimum”—a new concept that some amount, to be determined by each fund, must be
invested in cash and assets that are convertible to cash within three business days. The
program would be subject to board approval and annual review. The SEC has also proposed
rules that would allow funds to use “swing pricing” once certain purchase or redemption
thresholds were crossed. 5
We believe that in proposing these rules on liquidity management, the SEC addresses the
same concerns underlying Recommendations 1 - 5, 7 and 8. For example, the rules seek to
reduce the likelihood of material liquidity mismatches; increase information, transparency, and
reporting concerning funds’ liquidity profiles; enhance investor disclosure requirements;
improve the extent to which liquidity risk management tools are used and understood; and reduce
first-mover advantage, specifically through the use of swing pricing.
Derivatives. The SEC has proposed to adopt a new rule under the U.S. Investment
Company Act of 1940 to regulate the use of derivatives and the issuance of senior securities by
registered open-end and closed-end investment companies, including ETFs, and business
development companies. 6
The rule would permit a fund to enter into derivatives transactions under the following
circumstances: (1) it must comply with an overall portfolio limit on the amount of exposure to
derivatives transactions and financial commitment transactions, measured at the time of each
transaction (either a 150% limit on notional exposure without regard to hedging or cover
transactions or a 300% limit on notional exposure using a value at risk (“VaR”) test); (2) it must
maintain an amount of “qualifying coverage assets” to cover the mark-to-market obligations
under a derivatives transaction, as well as an “additional amount,” determined by boardapproved policies and procedures designed to address potential future losses and payment
obligations under the derivatives transaction; and (3) except for a fund that uses a minimal
amount of derivatives or does not use complex derivatives, it must establish a formalized
derivatives risk management program administered by a designated derivatives risk manager
who must be an employee or officer of the fund or adviser but may not be a portfolio manager of
the fund. Other policies and procedures would generally be required, as well as recordkeeping
and disclosure requirements. For example, funds would be subject to detailed recordkeeping
requirements regarding the fund’s portfolio limitations, notional exposure, VaR testing, and the
coverage amount.

5

Swing pricing enables funds to adjust net asset value during heavy periods of redemptions or purchases, offsetting
some of the costs associated with handling those flows. Although the IAA did not comment on this proposal, we
note that many industry commenters expressed serious reservations about the feasibility of implementing swing
pricing in the U.S. under the Investment Company Act.

6

See Use of Derivatives by Registered Investment Companies and Business Development Companies, SEC Rel.
Release No. IC-31933 (Dec. 11, 2015), available at https://www.sec.gov/rules/proposed/2015/ic-31933.pdf (“SEC
Derivatives Proposal”).

Secretariat of the Financial Stability Board
September 21, 2016
Page 4 of 11
Enhanced Data Reporting. The SEC has adopted amendments to Form ADV (the
registration and disclosure form for SEC-registered asset managers) to modernize and enhance
data reporting to better assess and respond to risks across the asset management industry. 7 The
amendments will require asset managers with large total separately managed account (“SMA”)
regulatory assets under management (“RAUM”), 8 and that manage accounts with large net asset
values, to report more data to the SEC.
The amendments will require reporting of the following information: (i) for all asset
managers, the amount of SMA RAUM invested in various asset categories; (ii) for asset
managers with at least $500 million but less than $10 billion in separately managed account
RAUM, the amount of aggregate SMA RAUM and the dollar amount of borrowings attributable
to those assets that correspond to three levels of gross notional exposure as of the end of the year;
and (iii) for asset managers with at least $10 billion in separately managed account RAUM,
derivatives exposure across six derivatives categories.
The SEC has also proposed significant changes to reporting requirements for registered
investment companies, such as mutual funds, including rule changes that would require
standardized, enhanced disclosure about derivatives in investment company financial statements
under the Investment Company Act of 1940. 9
The SEC’s enhancements to its collection of data on advisers and registered investment
companies, in concert with its rules on liquidity management and derivatives, seek to address the
same concerns underlying a number of the FSB’s recommendations. These changes seek to
increase the information available to the SEC, particularly on leverage and liquidity, which
would in turn facilitate more meaningful monitoring and further enhance the SEC’s
understanding of leverage and liquidity risks in funds.
Business Continuity and Transition Planning. U.S. investment advisers, as
fiduciaries, take protecting the interests of advisory clients very seriously, including by taking
steps to address and mitigate the risks of business disruptions. Most SEC-registered
investment advisers already have business continuity plans in place as part of their
compliance policies and procedures and some have considered elements of transition planning
as well.
To further enhance these practices, the SEC has proposed a new rule that would
require all registered investment advisers to adopt and implement written business continuity
7

See Form ADV and Investment Advisers Act Rules, SEC Release No. IA-4509 (Aug. 25, 2016), available at
https://www.sec.gov/rules/final/2016/ia-4509.pdf.
8

RAUM is calculated on a gross basis, i.e., without deduction of any outstanding indebtedness or other accrued but
unpaid liabilities such as accrued fees, expenses, or the amount of any borrowing. See Form ADV: Instructions for
Part 1A, instr. 5.b., available at https://www.sec.gov/about/forms/formadv-instructions.pdf.
9

See Investment Company Reporting Modernization, SEC Release Nos. 33-9776; 34-75002; IC-31610 (May 20,
2015), available at http://www.sec.gov/rules/proposed/2015/33-9776.pdf.
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and transition plans. 10 The proposed rule is designed to ensure that investment advisers plan
and prepare in advance to address operational risks and preserve the continuity of advisory
services in the event of a significant temporary or permanent business disruption in the
adviser’s ability to provide services to clients. The proposed rule covers both (i) business
continuity after a significant business disruption (including disaster recovery planning such as
when dealing with natural disasters, cyber attacks, technology failures, or the departure of key
personnel), and (ii) business transition in the event an adviser is unable to continue providing
advisory services to clients and ceases or winds down (e.g., it exits the market, merges with
another adviser, sells all or part of its business, or enters bankruptcy).
In proposing these rules, the SEC sought to address the same concerns underlying
Recommendation 13, mainly the operational risk in transferring investment mandates or client
accounts, including protecting client interests from being placed at risk as a result of the
adviser’s inability to provide advisory services.
Stress Testing. The SEC is considering appropriate ways to implement annual stress
testing by large asset managers and large registered funds. 11 Although the SEC has not yet
proposed these rules, the initiative is clearly based on the same concerns underlying
Recommendations 6 and 9.
II.

Leverage Within Investment Funds

The FSB expresses concerns that the “use of leverage by funds can create and/or amplify
risks to the global financial system,” 12 and that current “metrics may not be ideal for measuring
the potential impact of such leverage on financial stability.” 13 It recommends that IOSCO
10

The SEC’s proposed rule is available at https://www.sec.gov/rules/proposed/2016/ia-4439.pdf. The IAA’s
comment letter on the proposal is available at https://www.sec.gov/comments/s7-13-16/s71316-27.pdf.
11

See Chair Mary Jo White, Enhancing Risk Monitoring and Regulatory Safeguards for the Asset Management
Industry (Dec. 11, 2014), available at http://www.sec.gov/News/Speech/Detail/Speech/1370543677722, at note 27,
citing Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, Section 165(i)(2), 124
Stat. 1423 (2010) (codified at 12 U.S.C. § 5365) (“The Dodd-Frank Act requires the Commission to establish
methodologies for this stress testing of financial companies such as broker-dealers, registered investment companies
and registered investment advisers with $10B or more in total consolidated assets—including baseline, adverse, and
severely adverse scenarios—and to design a reporting regime for this stress testing, which must be reported to the
Commission and the Federal Reserve Board.”).
12

Consultation at 23. The FSB states it is concerned with (i) funds that obtain leverage through borrowing or that
use derivatives, resulting in “synthetic” leverage; and (ii) the potential for funds to transmit risk to their
counterparties or through interconnections with investors and other intermediaries. The FSB states that it continues
to remain concerned about: (i) the potential for funds to transmit risk to their counterparties or through
interconnections with investors and other intermediaries, (ii) lack of consistent and accessible data on leverage that
would facilitate aggregation of data and comparisons of different funds across jurisdictions, (iii) the absence of
simple, uniform standards for measuring leverage, (iv) potential “contagion,” and (v) leverage that may contribute to
“procyclicality.”
13

Consultation at 24. The FSB states that most jurisdictions require investment funds to measure their leverage
based on one or more metrics for compliance with regulatory leverage limits, reporting, or disclosure, including: (i)
focusing on an investment fund’s “on-balance sheet leverage,” which is defined as the ratio of a fund’s total on-
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“develop simple and consistent measure(s) of leverage in funds” with due consideration for
hedging and netting assumptions (Recommendation 10) and that IOSCO should collect
national/regional aggregated data based on the measure(s) that it develops (Recommendation
12).
There are several concepts embedded in this Recommendation that we would generally
support. For example, to the extent regulators pursue this type of undertaking, it ought to be led
by local securities regulators through their participation in IOSCO’s process. And broadly
speaking, to the extent that asset managers have similar reporting obligations in multiple
jurisdictions, we generally favor greater harmonization.
That said, however, we question whether IOSCO (or any global organization) could reach
consensus on a single methodology to calculate leverage that would be appropriate for all types
of funds in every jurisdiction around the world. In our view, IOSCO’s time and energy would be
better spent on a comprehensive survey that might lay the foundation for each local regulator to
take steps appropriate to the funds in their jurisdiction, in accordance with the FSB’s
Recommendation 11.
A. No Universally Agreed-Upon Definitions or Measurements of Leverage
The primary barrier to achieving the type of global data collection envisioned by the FSB
is that there is no universally agreed-upon definition of leverage in funds, much less any one
agreed-upon way to measure it. Indeed, the FSB notes—and we agree—that various approaches
to measuring leverage may be appropriate in light of the purposes and structure of the overall
regulatory scheme for funds in a particular jurisdiction.
Our experience in the United States may provide a case study that demonstrates how
difficult it would be to reach consensus. The SEC has considered various aspects of leverage
separately in the context of private funds and registered funds, and the U.S. Financial Stability
Oversight Council (“FSOC”) has considered it more broadly.
The SEC does not require private funds to report “leverage,” but does require them to
report the gross notional value for derivatives (other than options) on Form PF 14 and to report a
figure for “regulatory assets under management” that is meant to reflect some measure of the

balance sheet assets to net asset value (NAV) (i.e., the total balance sheet assets/NAV), or (ii) taking into account
“synthetic leverage” that can arise from off-balance sheet transactions such as derivatives transactions by making
assumptions about the extent to which netting and hedging effects should be recognized “in the calculation of
leverage.”
14

We are not suggesting that the use of derivatives necessarily constitutes leverage. As discussed more below, it
does not.
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amount of leverage in the fund. 15 FSOC has found this insufficient. After analyzing Form PF
data, FSOC noted that:
These [PF] metrics are helpful for identifying potential areas for further analysis,
but they are not sufficient to identify whether the use of leverage by hedge funds
may present financial stability risks. In particular, aggregating notional derivative
amounts to measure synthetic leverage is likely to overstate leverage. Evaluating
risks from the use of leverage by hedge funds requires an analysis of other factors,
which could include the nature of investment positions, trading and hedging
strategies, financing arrangements, counterparties, margin requirements, and the
effects of central clearing. 16
Nonetheless, a few months later FSOC issued its annual report analyzing “leverage risk”
in relation to financial stability considerations, which noted that Form PF showed that many
hedge funds use relatively small amounts of leverage. 17 In reaching that conclusion, FSOC also
noted that the “relationship between a hedge fund’s level of leverage and risk, and whether that
risk [might] have financial stability implications, is highly complex.” 18 It cautioned that Form
PF “does not provide complete information on the economics and corresponding risk exposures
of hedge fund leverage or potential mitigants associated with reported leverage levels.” FSOC
has created a working group to further assess whether there are potential risks to financial
stability in hedge fund activities and, in particular, consider potential enhancements or

15

Form PF is the Reporting Form for Investment Advisers to Private Funds and Certain Commodity Pool Operators
and Commodity Trading Advisors, available at https://www.sec.gov/about/forms/formpf.pdf. See Question 13(b) of
Form PF (provide the aggregate value of all derivatives positions of the reporting fund). See also
https://www.sec.gov/rules/final/2011/ia-3308.pdf (adopting the new Form).
16

See FSOC Update on Review of Asset Management Products and Activities at 15-16 (Apr. 18, 2016), available at
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%2
0Management%20Products%20and%20Activities.pdf. FSOC noted that it used a number of metrics for measuring
leverage in hedge funds based on existing data from Form PF and expressed its view that each metric has certain
shortcomings. FSOC used the following three metrics: (1) borrowing divided by net asset value (borrowing/NAV):
this provides a measure of credit exposure relative to shareholder assets but does not measure synthetic leverage
obtained through derivative investments; (2) gross asset value divided by net asset value (GAV/NAV): this provides
a measure of financial leverage obtained through the use of cash borrowings (including repo, prime brokerage
borrowing, and other secured and unsecured borrowing) but only includes the market value of derivatives and thus
may understate synthetic leverage; and (3) gross notional exposure divided by net asset value (GNE/NAV): this
provides the summed absolute values of long and short notional positions. This measure incorporates financial and
synthetic leverage, but has limitations, including (i) the summing of long and short positions ignores favorable
effects of hedging or offsetting positions, which may reduce risk, and (ii) it treats all notional derivative values
equally when calculating leverage levels, so it does not capture differences in risk exposure across different classes
of derivatives (however, notional exposure on Form PF is adjusted for certain derivative instruments; funds report
delta-adjusted values for options and 10-year bond equivalent values for interest rate derivatives).
17

See FSOC 2016 Annual Report at 10 (June 21, 2016) (“FSOC 2016 Annual Report”), available at
https://www.treasury.gov/initiatives/fsoc/studies-reports/Documents/FSOC%202016%20Annual%20Report.pdf.

18

FSOC 2016 Annual Report at 10.
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“establishment of standards governing the current measurements of leverage, including riskbased measures of leverage.” 19
In the mutual fund context under the Investment Company Act, the SEC has evaluated
“leverage” differently than in the private fund context for reporting on Form PF. The Investment
Company Act does not define “leverage,” but does restrict registered funds from investing in
senior securities. Through that lens, leverage has been evaluated by the SEC for almost 40 years,
with no specific definition, regulatory treatment, or adopted measurement of leverage articulated
by the SEC. 20 For example, in discussing types of leverage as it relates to registered funds, the
SEC has stated that “[c]ertain derivatives investments entered into by a fund, such as futures
contracts, swaps, and written options, create obligations, or potential indebtedness, to someone
other than the fund’s shareholders, and enable the fund to participate in gains and losses on an
amount that exceeds the fund’s initial investment.” 21 The SEC concluded that leverage created
by such an arrangement is referred to as “indebtedness leverage.” 22 Other derivatives entered
into by a fund, such as purchased call options, provide the economic equivalent of leverage
because they convey the right to a gain or loss on an amount in excess of the fund’s investment
but do not impose a payment obligation on the fund above its initial investment. 23 The SEC
stated that this type of leverage is referred to as “economic leverage.” 24
These types of leverage may be obtained through a registered fund’s “derivatives
transactions and other senior securities transactions.” 25 In analyzing how the Investment
Company Act treats leverage, the SEC has noted that Section 18—which prohibits a registered
fund from issuing senior securities—“limits a fund’s ability to obtain ‘leverage’ or incur

19

FSOC 2016 Annual Report at 10.

20

SEC Derivatives Proposal at 12 (quoting Securities Trading Practices of Registered Investment Companies,
Investment Company Act Rel. No. 10666 (Apr. 18, 1979) [44 FR 25128 (Apr. 27, 1979)] (“SEC Release 10666”)).
The SEC noted in the SEC Derivatives Proposal that a “common characteristic of most derivatives is that they
involve leverage or the potential for leverage.” The SEC has stated that: “[l]everage exists when an investor
achieves the right to a return on a capital base that exceeds the investment which he has personally contributed to the
entity or instrument achieving a return.” SEC Release 10666.
21

Use of Derivatives by Investment Companies under the Investment Company Act of 1940, SEC Rel. IC-29776
(“SEC Concept Release”) at 13, available at https://www.sec.gov/rules/concept/2011/ic-29776.pdf. The SEC
proposed the term “derivatives transaction” in its SEC Derivatives Proposal to mean “any swap, security-based
swap, futures contract, forward contract, option, any combination of the foregoing, or any similar instrument
(“derivatives instrument”) under which the fund is or may be required to make any payment or delivery of cash or
other assets during the life of the instrument or at maturity or early termination, whether as a margin or settlement
payment or otherwise.”
22

SEC Concept Release at 13 (citing Mutual Funds and Derivative Instruments, Division of Investment
Management Memorandum, transmitted by Chairman Levitt to Representatives Markey and Fields (Sep. 26, 1994)
(“1994 Report”), available at https://www.sec.gov/news/studies/deriv.txt)).
23

SEC Concept Release at 13.

24

SEC Concept Release at 13 (citing 1994 Report).

25

SEC Derivatives Proposal.
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obligations to persons other than the fund’s common shareholders through the issuance of senior
securities.” 26
Although there is no formal limit on leverage, the SEC stated its recent proposed rules on
the use of derivatives in registered funds (discussed above) are designed to “impose a limit on
the leverage a fund may obtain through the use of derivatives and financial commitment
transactions and other senior securities transactions.” 27 FSOC’s reaction to this proposal shows
that different approaches may be warranted in different contexts. It welcomed the SEC’s efforts
“to limit” the amount of “leverage” that these publicly offered funds may obtain through
derivatives transactions by limiting the gross notional exposure (“GNE”) of derivatives
transactions in these mutual funds while not trying to impose a same measurement or definition
on registered funds as on private funds. 28
Other global regulators have also studied ways to measure leverage and reached different
conclusions: the EU approach under UCITS using the commitment approach to limit leverage,
where derivatives are included in the calculation; under AIFMD, the gross notional method or
the commitment method is used, where derivatives are included in the calculation of leverage
and enhanced disclosure is required; and under Basel III, the approach uses an estimate of riskweighted exposure of each underlying derivatives exposure added to the gross assets of the
portfolio, divided into the balance sheet total. There is no consensus that one reporting regime is
superior to another.
We are concerned that any effort to develop a single reporting metric is likely only
achievable if it resorts to the lowest common denominator, like the GNE of derivatives. 29 We
strongly believe this would be a serious mistake both because it would be difficult and costly to
26

See SEC Derivatives Proposal (defining “senior securities transaction” to mean “any derivatives transaction,
financial commitment transaction, or any transaction involving a senior security entered into by the fund pursuant to
[Sections 18 or 61] of the Act without regard to the exemption provided by” the proposed rule).

27

SEC Derivatives Proposal at 9. The IAA has objected to the part of the SEC’s proposal that would impose overall
limits based on GNE. In our view, the Section 18 asset segregation regime effectively constrains leverage in
registered funds without the need for overall exposure caps.
28

See supra, note 4 (emphasis added). We do not necessarily agree that the use of derivatives transactions in
registered investment companies creates “leverage” under Section 18 of the Investment Company Act, as the SEC
has stated.

29

We are discussing GNE only as an example of a relatively simple metric that might represent a “lowest common
denominator” in this context. The FSB should recognize that global regulators, including in the U.S., have generally
concluded that GNE does not adequately reflect the risk level or leverage. In fact, even the SEC noted in the final
release for reporting by investment advisers’ separate account assets that that GNE is “not a risk measure” and does
“not always reflect the way in which derivatives are used in a [SMA]” but rather are commonly used metrics that are
comparable to information collected in Form PF regarding private funds. SEC Form ADV and Investment Advisers
Act Rules, supra, note 7. The SEC’s view is that GNE is appropriate to collect information on the “scale” of an
SMA’s derivatives activities, “rather than to collect specific risk metrics or more granular information regarding the
ways in which derivatives are used in a separate account.” Id. at 105. Although the SEC’s rules for Form ADV do
not address reporting “leverage” for investment funds, the final rules and SEC statements highlight the absence of an
easy way to measure leverage.
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report and, more importantly, it would not provide regulators with meaningful information.
GNE—proposed by the SEC for registered funds—is simply not sufficient to provide reliable
information about an investment fund or to draw conclusions about the impact of one fund, or
many funds, on financial stability. As we said to the SEC in our comment letter on the SEC
Derivatives Proposal, “gross notional exposure from derivatives transactions is an inapt way to
measure leverage and risk” and should not be used for the SEC’s proposed portfolio limits for
registered investment funds. 30 In order to be meaningful, firms must be permitted to adjust gross
notional exposures to take into account various factors that reduce or better reflect risk, such as
netting agreements that close out positions, hedging, adjustments to reflect duration, or whether
or not the derivatives are centrally cleared. 31 These types of adjustments would make the
reported data more meaningful, but also far more complex. It may be appropriate in the context
of the SEC’s particular rule on derivatives used by registered funds, but would be unlikely to be
universally accepted for all types of funds in all jurisdictions.
For all these reasons, we believe the FSB should reconsider its Recommendation 10 to
develop one simple and consistent measure of leverage in funds. Such an undertaking is
complex, and even within a single jurisdiction, such as the U.S., thoughtful analyses over years
has not resulted in a single and consistent measure of leverage within the registered fund context
or the private fund context. Even after appropriate consideration and analysis of factors, an
attempt at such an undertaking may result in different reporting regimes for various types of
funds. Getting to a single worldwide metric would be exponentially more difficult.

30

See Letter from Robert Grohowski, General Counsel, IAA to the SEC re: Use of Derivatives by Registered
Investment Companies and Business Development Companies (“BDCs”) (Mar. 28, 2016), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/160328cmnt.pdf. See also Supplemental Letter from Robert Grohowski, General Counsel, IAA to SEC
re: Use of Derivatives by Registered Investment Companies and BDCs (Aug. 18, 2016), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/160818cmnt.pdf (supporting ICI’s supplemental letter to SEC re: Derivatives Use by Registered
Investment Companies and BDCs (July 28, 2016), available at https://www.sec.gov/comments/s7-24-15/s72415244.pdf).
31

See Letter to the SEC from Robert Grohowski, General Counsel, IAA re: Amendments to Form ADV and
Investment Advisers Act Rules (Aug. 11, 2015); see also FSB/IOSCO Assessment Methodologies for Identifying
Non-Bank Non-Insurer Global Systemically Important Financial Institutions (Mar. 4, 2015) at 39, n.60, available at
http://www.financialstabilityboard.org/wp-content/uploads/2nd-Con-Doc-on-NBNI-G-SIFI-methodologies.pdf (in
discussing gross notional exposure for investment funds, noting “the calculation of the global exposure as defined in
EU regulation through the so-called ‘commitment approach’ allows adjustment of GNEs based on clearly-defined
hedging and netting rules”). See also Letter from PIMCO to FSB/IOSCO on Second Consultation (May 29, 2015),
available at http://www.financialstabilityboard.org/wp-content/uploads/PIMCO.pdf; Letter from AIMA to
FSB/IOSCO re: Response to the second FSB and IOSCO Consultation Paper on Assessment Methodologies for
Identifying Non-Bank Non-Insurer Global Systemically Important Financial Institutions (June 1, 2015) at 8, 12,
available at http://www.financialstabilityboard.org/wp-content/uploads/Alternative-Investment-ManagementAssociation-AIMA.pdf (noting that “GNE does not directly represent an amount of money (or value) that is at risk.
It is a reference figure used to calculate profits and losses.”).
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B. Benefits of an IOSCO Survey
The experience in the United States demonstrates how difficult it would be to develop a
single metric to measure leverage. IOSCO’s time would be far better spent developing a survey
on global leverage measurements/reporting. Such a survey could begin to evaluate (i) different
definitions of “leverage” used among jurisdictions and within jurisdictions based on different
types of funds; (ii) whether jurisdictions limit an exposure based on the type or purchaser of a
particular fund; and (iii) the rationale for the different treatment among jurisdictions. After such
a review, more meaningful conclusions could be made and effective actions could be taken.
For all these reasons, we believe the FSB should reevaluate Recommendations 10 and 12
and refrain from recommending that IOSCO develop a single, global measure of leverage in all
types of investment funds.
***
We appreciate the opportunity to provide comments on the Consultation and would be
pleased to provide any additional information. Please contact the undersigned, Monique
Botkin, Associate General Counsel, or Laura Grossman, Assistant General Counsel, at (202)
293-4222 with any questions regarding these matters.
Respectfully submitted,

Robert C. Grohowski
General Counsel

September 14, 2016
Via Electronic Submission (www.regulations.gov)
Mr. Jamal El-Hindi, Acting Director
Financial Crimes Enforcement Network
P.O. Box 39
Vienna, VA 22183
Re:

Anti-Money Laundering Program and Suspicious Activity Report Filing
Requirements for Registered Investment Advisers,
Docket Number FINCEN-2014-0003, RIN 1506-AB10

Dear Mr. El-Hindi:
The Investment Adviser Association1 (IAA) is filing this letter to supplement its previous
comment letter with updated data on the investment adviser industry. On November 2, 2015, the
IAA filed a comment on the Financial Crimes Enforcement Network’s proposal relating to antimoney laundering compliance requirements for certain investment advisers.2
In our November 2 comment letter, we asked FinCEN to reconsider the scope of its
proposal regarding advisers. In our view, the Bank Secrecy Act (BSA) does not need to extend to
all investment advisers with respect to all of their activities in order to have a comprehensive
anti-money laundering regime in the United States. We recommended that FinCEN carefully
consider the varying types of advisers and the diversity of their advisory activities and client
bases, and seek to extend the BSA only where doing so would fill a potential gap in our nation’s
anti-money laundering regime.
To illustrate this point, we frequently cited to the 2015 Evolution Revolution report,
which is our annual comprehensive profile of the SEC-registered investment adviser industry.
On August 23, 2016, we released the 2016 report, which is attached to this letter. The report
includes information on 11,847 advisers that filed their annual reports on Form ADV Part 1 as of
April 8, 2016. As you continue to consider whether to adopt the proposal, we thought you might
find it helpful to note the updated statistics, listed below with reference to our 2015 letter.

1

IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the U.S.
Securities and Exchange Commission (SEC). The IAA’s membership consists of approximately 600 firms that
collectively manage approximately $20 trillion for a wide variety of clients that are individual and institutional
investors, including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit www.investmentadviser.org.
2

See Anti-Money Laundering Program and Suspicious Activity Report Filing Requirements for Registered
Investment Advisers, 80 Fed. Reg. 52,680 (Sept. 1, 2015), available at http://www.gpo.gov/fdsys/pkg/FR-2015-0901/pdf/2015-21318.pdf.
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1. Small advisers. In 2015, we stated that “[b]y applying an asset-based ‘small entity’
definition that primarily covers advisers that are not even eligible to register with the SEC
(with limited exceptions), FinCEN has not appropriately accounted for the rule’s impact
on the more than 6,000 SEC-registered advisers that have fewer than 10 non-clerical
staff. In considering the economic burden of its proposal, FinCEN should consider these
advisers to be small entities and take careful note of the potential ways in which the
proposal might disproportionately impact them.” In a footnote, we also stated that “less
than 8% of advisers registered with the SEC in 2015 reported having less than
$25,000,000 under management.” (2015 letter, at page 2 and footnote 5)
o In 2016, 6,725 advisers reported having fewer than ten non-clerical employees,
with a median number of nine employees. (2016 report, at pages 27-28)
o The number of advisers registered with the SEC reporting having less than
$25,000,000 under management increased slightly from 914 to 987, now
representing about 8.3% of advisers. (2016 report, at page 9)
2. Custody. In 2015, we noted that the actual physical custody of the cash and securities in
a client’s account is maintained by a “qualified custodian,” such as a bank or brokerdealer, and that advisers themselves rarely serve as qualified custodians. In a supporting
footnote, we stated that only 78 advisers (or 0.7% of advisers) reported acting as qualified
custodians in connection with their advisory services. (2015 letter, at page 3 and footnote
8)
o In 2016, the number of advisers that reported acting as “qualified custodians” in
connection with their advisory services dropped to 74, making up only 0.6% of
advisers. (2016 report, at page 25)
3. Qualified custodians. We explained that the fact that a small number of advisers serve as
qualified custodians themselves is not a gap in the AML regime: in cases where the
adviser acts as the qualified custodian, the adviser also is either a bank or broker and
acting as a qualified custodian in such capacity—not as an adviser. Further, we noted
that, in 2015, only a very small number of advisers reported being entities that could be
eligible under the so-called “Custody Rule” (17 C.F.R. § 275.206(4)-2) to serve as
qualified custodians: only 4% are dually registered with the SEC as investment advisers
and broker-dealers, only 0.2% are banks, and only 0.2% are futures commission
merchants. (2015 letter, at footnote 8)
o The number of dually registered firms has declined. In 2016, only 444 or about
3.7% of advisers are dually registered as investment advisers and broker-dealers.
The percentage of advisers that are banks and futures commission merchants
remains unchanged. (2016 report, at page 32)
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4. Affiliations with qualified custodians. We also noted that, notwithstanding the assertion
in the Proposal that advisers “are often dually registered as a broker-dealer in securities or
affiliated with” other BSA-defined financial institutions, our statistics find that less than
21% of advisers report an affiliation with a broker-dealer, and just over 7% report an
affiliation with a bank or thrift institution. (2015 letter, at footnote 8)
o Those figures are slightly down in 2016. This year, 20.6% of advisers reported an
affiliation with a broker-dealer and 6.9% reported an affiliation with a bank or
thrift institution. (2016 report, at page 31)
5. Advisers with no assets or clients. In 2015, we explained that certain advisers provide
non-management advisory services, such as nondiscretionary financial planning and
publication of securities-related newsletters, impersonal “model portfolios” or research
reports, noting that 410 (3.4%) advisers reported that they have no clients and 585 (4.9%)
reported having no assets under management. (2015 letter, at page 5 and footnote 12)
o Those numbers are slightly higher. In this year’s report, 442 (3.7%) advisers
reported that they have no clients and 623 (5.2%) reported having no assets under
management. (2016 report, at page 15)
We hope you find these updated statistics helpful. We also hope that the other
information contained in the 2016 Evolution Revolution report will inform your consideration of
SEC-registered investment advisers. As always, we would be happy to discuss the report and our
comments on FinCEN’s proposal at your convenience. Please contact me or Paul D. Glenn, IAA
Special Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully,

Robert C. Grohowski
General Counsel
cc:

David Grim, Director, Division of Investment Management, SEC
Diane Blizzard, Associate Director, Division of Investment Management, SEC

Attachment

September 6, 2016
Via Website: http://comments.cftc.gov
Mr. Christopher J. Kirkpatrick, Secretary
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, N.W.
Washington, D.C. 20581
Re:

Amendment to Commission Regulation 3.10(c): Exemption from
Registration for Certain Foreign Persons - RIN No. 3028-AC26

Dear Mr. Kirkpatrick:
The IAA, SIFMA AMG, and ICI Global (collectively, the “Associations”)1 appreciate the
opportunity to comment on the recently proposed amendments to Regulation 3.10(c)(3)(i) issued
by the Commodity Futures Trading Commission (“CFTC” or “Commission”) under the
Commodity Exchange Act.2 We strongly support the proposed amendments, which would
simplify the CFTC registration exemption for foreign CPOs and foreign CTAs.
The Proposal codifies no-action relief issued by the CFTC staff earlier this year that
granted relief from the registration requirements for foreign CPOs or foreign CTAs that would be
exempt under Regulation 3.10(c)(3)(i), except for the condition in the rule that the commodity
interest involved be submitted for clearing through a registered FCM.3 The Proposal would
1

The Investment Adviser Association (“IAA”), the Asset Management Group of the Securities Industry and
Financial Markets Association (“SIFMA AMG”), and ICI Global are three leading associations of financial services
firms that represent, among their members, entities that are registered as commodity pool operators (“CPOs”) or
commodity trading advisors (“CTAs”). More information about each of the Associations can be found at the end of
this letter.
2

Amendment to Commission Regulation 3.10(c): Exemption from Registration for Certain Foreign Persons, RIN
3038-AC26, 81 Fed. Reg. 51824 (Aug. 5, 2016) (“Proposal”), available at
http://www.cftc.gov/idc/groups/public/@lrfederalregister/documents/file/2016-18210a.pdf. The amendments to
3.10(c)(2)(i) affect foreign futures commission merchants (“FCMs”), and the amendments to 3.10(c)(3)(i) also affect
foreign introducing brokers (“IBs”).

3

Proposal at 51825. CFTC Letter No. 16-08 to SIFMA AMG and IAA regarding Regulation 3.10(c)(3)(i) (Feb. 12,
2016), available at http://www.cftc.gov/idc/groups/public/@lrlettergeneral/documents/letter/16-08.pdf; Letter from
Timothy Cameron, Head of Asset Management and Laura Martin, Associate General Counsel, SIFMA AMG and
Robert Grohowski, General Counsel and Monique Botkin, Associate General Counsel, IAA, to CFTC re: Request
for Relief – Commodity Exchange Act Section 4k and Commission Regulation 3.10(c)(3)(i) (Feb. 2, 2016)
(“SIFMA AMG and IAA Letter”), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/160202cmnt.pdf. The Proposal also would result in the rule’s registration relief being available with
respect to transactions in all commodity interests, not just swaps, as under the 2016 no-action letter, and would
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eliminate the condition that the commodity interest transaction involved be submitted for
clearing through a registered FCM, as long as the foreign CPO or foreign CTA, in connection
with a commodity interest transaction, only acts on behalf of (1) foreign located persons (i.e.,
persons located outside the U.S.), or (2) IFIs, without regard to whether such persons or
institutions clear such commodity interest transaction.4
We very much support and appreciate the Commission’s codification of the existing noaction relief to eliminate the clearing condition in the exemption. We believe the proposal is
consistent with the underlying purposes, goals, and intent of Regulation 3.10(c)(3)(i) as evident
from the history of amendments to that provision, the clearing requirements under Section 2(h)
of the CEA, and Commission policy.5 As the Commission states, the proposed amendments
would enhance protection of market participants “by providing greater legal certainty . . .” as
well as “greater efficiency, competitiveness and financial integrity of financial markets; price
discovery; and sound risk management practices by ensuring greater depth in swaps markets
accessed by U.S. persons.”6 The Commission appropriately recognizes that where a foreign
CPO’s or foreign CTA’s “customers are located outside the U.S., the jurisdiction where the
customer is located has the preeminent interest in protecting such customers.”7
*

*

*

codify no-action relief issued by the Commission staff in 2015 regarding “international financial institutions”
(“IFIs”). See CFTC Letter No. 15-37 (June 4, 2015), available at
http://www.cftc.gov/idc/groups/public/@lrlettergeneral/documents/letter/15-37.pdf. Letter No. 15-37 provides noaction relief under Regulation 3.10(c)(3) from registration for foreign IBs and CTAs where they were acting for
customers that are IFIs that may have U.S. headquarters or a significant presence in the U.S. but do not have the
attributes of domestic persons (i.e., institutions such as the IMF and others). The Proposal would codify the term
“IFIs” used in Letter 15-37 and other CFTC rulemakings.
4

Proposed Regulation 3.10(c)(3)(i). In addition to eliminating the clearing requirement, the Proposal would
eliminate references to any designated contract market (“DCM”) and swap execution facility (“SEF”) from
Regulation 3.10(c)(2)(i) and 3.10(c)(3)(i). Proposal at 51826.
5

See SIFMA AMG and IAA Letter, supra note 3.

6

Proposal at 51827.

7
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For all of these reasons, we support adoption of the amendments as proposed. If you
have any questions regarding our comments or wish to discuss further, please do not hesitate
to contact any of the undersigned.
Respectfully submitted,
/s/
Robert C. Grohowski
General Counsel
Investment Adviser Association
(202) 293-4222
robert.grohowski@investmentadviser.org

/s/
Monique S. Botkin
Associate General Counsel
Investment Adviser Association
(202) 293-4222
monique.botkin@investmentadviser.org

/s/
Timothy W. Cameron, Esq.
Managing Director
Asset Management Group – Head
Securities Industry and Financial Markets
Association
(202) 962-7447
tcameron@sifma.org

/s/
Laura Martin
Managing Director and Associate General
Counsel
Asset Management Group
Securities Industry and Financial Markets
Association
(212) 313-1176
lmartin@sifma.org

/s/
Dan Waters
Managing Director
ICI Global
011 44 207 961 0831
dan.waters@ici.org

/s/
Sarah Bessin
Associate General Counsel
Investment Company Institute
(202) 326-5835
sarah.bessin@ici.org

cc:

Honorable Timothy G. Massad, Chairman
Honorable Sharon Y. Bowen, Commissioner
Honorable J. Christopher Giancarlo, Commissioner
Eileen Flaherty, Director, Division of Swap Dealer and Intermediary Oversight
Frank Fisanich, Chief Counsel, Division of Swap Dealer and Intermediary Oversight
Katherine Driscoll, Associate Chief Counsel, Division of Swap Dealer and Intermediary
Oversight
Greg Scopino, Special Counsel, Division of Swap Dealer and Intermediary Oversight
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About the Associations
The IAA is a not-for-profit association that exclusively represents the interests of SECregistered investment adviser firms, with a membership that consists of approximately 600
firms that collectively manage nearly $20 trillion for a wide variety of individual and
institutional investors, including pension plans, trusts, investment companies, private funds,
endowments, foundations, and corporations. Many IAA members are also registered as CPOs
or CTAs. For more information, visit www.investmentadviser.org.
SIFMA AMG’s members represent U.S. asset management firms whose combined global
assets under management exceed $34 trillion. The clients of SIFMA AMG member firms
include, among others, tens of millions of individual investors, registered investment
companies, endowments, public and private pension funds, UCITS and private funds such as
hedge funds and private equity funds.
The international arm of the Investment Company Institute, ICI Global serves a fund
membership that includes regulated funds publicly offered to investors in jurisdictions
worldwide, with combined assets of US$19.9 trillion. ICI Global seeks to advance the
common interests and promote public understanding of regulated investment funds, their
managers, and investors. Its policy agenda focuses on issues of significance to funds in the
areas of financial stability, cross-border regulation, market structure, and pension provision.
ICI Global has offices in London, Hong Kong, and Washington, DC.

September 6, 2016
Via Electronic Filing
Mr. Brent J. Fields
Secretary
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re: Adviser Business Continuity and Transition Plans; File No. S7-13-16
Dear Mr. Fields:
The Investment Adviser Association 1 appreciates the opportunity to comment on the
Securities and Exchange Commission’s proposed new rule that would require SEC-registered
investment advisers to adopt and implement written business continuity and transition plans. 2
This important Proposal is the fourth in a series of rulemakings designed to enhance the
Commission’s risk monitoring and regulatory safeguards for the asset management industry.
We understand and appreciate the goals underlying the Proposal. Investment advisers, as
fiduciaries, take protecting the interests of advisory clients very seriously, including by taking
steps to address and mitigate the risks of business disruptions. As the Commission notes, most
SEC-registered investment advisers already have business continuity plans (“BCPs”) in place as
part of their compliance policies and procedures and some have considered elements of transition
planning as well. We recognize that the Commission has seen a wide variation of practices
across the industry, however, and we agree that more can be done to encourage advisers to
thoughtfully plan for potential significant business disruptions. The Proposal will foster an
important dialogue in this regard.
We also appreciate that the Commission intended to propose a principles-based rule that
would allow advisers to tailor their business continuity and transition planning to the unique
attributes of their businesses. As the Commission knows, there are literally thousands of SECregistered investment advisers with a myriad of business models and client bases. Some are very
large and quite complex, but many are small firms with relatively simple and straightforward
businesses. In fact, of the 11,847 firms in our recently published Evolution Revolution report,
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission. The IAA has approximately 600 member firms that collectively manage
nearly $20 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 www.investmentadviser.org.
2

Adviser Business Continuity and Transition Plans, SEC Rel. IA-4439 (June 28, 2016) (“Proposal”), available at
https://www.sec.gov/rules/proposed/2016/ia-4439.pdf.
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10,404 (87.8 percent) have fewer than 50 non-clerical employees and 6,725 (56.8 percent) have
fewer than ten. 3 It will be extremely important that each adviser has the flexibility to satisfy the
principles in the rule in ways that make sense given its unique business model.
To better effectuate the Commission’s goals and the critical principles-based approach to
BCPs, we recommend that the Commission use a different vehicle than a new anti-fraud rule.
Rule 206(4)-7, the Compliance Program Rule, provides the Commission with an appropriate and
well-established framework to mandate and evaluate business continuity and transition planning.
We strongly recommend that the Commission issue interpretive guidance under the Compliance
Program Rule that covers BCPs and, subject to our comments below, transition planning for
reasonably foreseeable disorderly events. 4
Business continuity and transition planning are inherently more operational in nature than
conduct typically governed by anti-fraud rules. Advisers that are faced with the potential for an
inadvertent violation of an anti-fraud rule may go to great (and potentially unnecessary) lengths
to satisfy the perceived intent of the rule and avoid the potential of a fraud charge. In this
respect, we are concerned that, although intended to be principles-based, the rule and some of the
statements in the release could be interpreted in a more prescriptive way—to suggest that all
investment advisers are required to develop and implement detailed policies and procedures on
each of the areas covered by the rule, whether germane to their business model or not. Given
these concerns, the Commission’s statements in the release implying that perceived inadequacies
in this type of planning constitute fraud are particularly troubling. 5 We strongly submit that a
deficiency in business continuity and transition planning should not be considered per se fraud.
Thus, we believe that the adoption of a new anti-fraud rule, as proposed, is unnecessary
and in fact could become counterproductive. New guidance under the Compliance Program Rule
would be preferable, both because it would be inherently more flexible than a new rule and
because it would allow the Commission to more appropriately characterize deficiencies in
business continuity and transition planning as a breakdown of the firm’s compliance program
rather than as fraud.
This overarching recommendation is explained below. In addition, we offer comments
and seek clarification on several specific aspects of the Proposal, including on the substantive
3

2016 Evolution Revolution, available at
https://www.investmentadviser.org/eweb/docs/Publications_News/EVREV/evolution_revolution_2016.pdf.
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We do not believe that transitions that occur in the ordinary course of business, such as mergers or general
succession planning, present the same sorts of risks to clients that need to be addressed by a rule or new guidance.

5

See, e.g., Proposal at 10 (“it would be fraudulent and deceptive for an adviser to hold itself out as providing
advisory services unless it has taken steps to protect clients’ interests from being placed at risk as a result of the
adviser’s inability (whether temporary or permanent) to provide those services”); see also Proposal at 23 (“an
adviser’s fiduciary duty obligates it to take steps to protect client interests from being placed at risk as a result of the
adviser’s inability to provide advisory services and, thus, it would be fraudulent and deceptive for an adviser to hold
itself out as providing advisory services unless it has taken such steps”).
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requirements for BCPs and transition plans and on the annual review and recordkeeping
provisions.
I.

Recommendation for Guidance Rather than an Anti-Fraud Rule

We support the principle that an adviser should have reasonably designed policies and
procedures to address operational risks and preserve the continuity of critical advisory services to
clients in the event of a significant business disruption. In addition to being part of an adviser’s
fiduciary duty, business continuity planning is already effectively required under the Compliance
Program Rule 6 and is a prudent practice as a business matter.
While we agree that advisers should have robust BCPs, we strongly believe that business
continuity—and to a limited extent, transition planning—is more suitably addressed as an
interpretation of or guidance under the existing Compliance Program Rule framework than as a
separate, new anti-fraud rule. The Commission appears to recognize the feasibility of this
approach in asking whether it should issue guidance under Rule 206(4)-7 instead of the proposed
anti-fraud rule. We think it should, for three principal reasons.
First and foremost, business continuity and transition planning requires advisers to take
current action in the face of varied and unknown potential events. There is no such thing as a
perfect BCP, and imperfections—likely assessed in hindsight—may not reflect fraudulent or
deceptive conduct, but rather decisions made in good faith that were rendered inadequate by
unforeseen events. For example, the Proposal states that “with respect to alternative locations,
examination staff noted that some advisers did not have geographically diverse office locations,
even when they recognized that diversification would be appropriate.” 7 An adviser may
reasonably believe that an alternative location is sufficiently geographically diverse only to
experience a once-in-a-century event that makes both the primary and alternative locations
unusable. Or a smaller adviser may recognize that diversification would be appropriate under an
unlikely circumstance but resource constraints may compel it on balance to choose an alternative
location that is closer to its primary location, easier to maintain, and more likely to be used. In
each case, the adviser’s good faith planning and balancing of factors in the face of such varied
and unknown potential events should be respected. A divergence from the plan may be prudent
and should not be judged or otherwise wrongly scrutinized after the fact.

6

See Compliance Programs of Investment Companies and Investment Advisers, SEC Rel. IA-2204 (Dec. 17, 2003),
at n.22, available at https://www.sec.gov/rules/final/ia-2204.htm (“We believe that an adviser’s fiduciary obligation
to its clients includes the obligation to take steps to protect the clients’ interests from being placed at risk as a result
of the adviser’s inability to provide advisory services after, for example, a natural disaster or, in the case of some
smaller firms, the death of the owner or key personnel. The clients of an adviser that is engaged in the active
management of their assets would ordinarily be placed at risk if the adviser ceased operations.”).
7
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As the Commission explicitly emphasizes, 8 proposed Rule 206(4)-4 is an anti-fraud rule,
and the failure of an adviser to have the required plan and review it at least annually could
constitute an “act, practice, or course of business which is fraudulent, deceptive, or
manipulative” within the meaning of the anti-fraud rule. 9 Therefore, an adviser could be found
to have violated the fraud section of the Advisers Act without having committed any substantive
violation that harmed or even impacted clients. For example, suppose an adviser failed to
include what the Commission deemed to be an adequate discussion of the corporate governance
structure of the adviser in its plan. It seems fundamentally unfair to attach a fraud label to that
firm’s conduct, potentially misleading clients and the general public as to the severity of the
violation and causing the adviser significant reputational and financial harm, based on a drafting
decision in developing policies and procedures intended to prevent or mitigate risk. This
deficiency would be much better characterized as a violation of the Compliance Program Rule.
Second, an anti-fraud rule also has the potential to be interpreted more prescriptively and
thus be counterproductive, as it could cause advisers to devote enormous resources in order to
fend off a potential fraud claim for relatively minor risks or risks unrelated to their business.
Guidance would be inherently more flexible.
We recognize that the Commission intended the Proposal to be principles-based to give
each adviser flexibility to tailor its BCP and transition plan to its business. The proposing
release speaks in terms of a plan that is “reasonably designed” to address operational risks and
notes that “advisers need only take into account the risks associated with its particular
operations.” 10 We agree that overly prescriptive rules will not achieve the Commission’s overall
goals; a principles-based approach that allows for maximum flexibility consistent with an
adviser’s fiduciary duty and regulatory obligations is more in keeping with the Commission’s
intent. The level of detail and prescriptive language in the release, however, suggests a more
particular set of regulatory expectations that is seemingly inconsistent with that intent. For
instance, the text of the proposed rule specifies five elements, with the last element broken into
five subparts, that every plan must include. In addition, the proposing release contains dozens of
specific examples of issues and areas that an adviser’s plan “should” or “must” consider, include,
address, cover, identify, review and/or assess. This leaves advisers uncertain as to whether these
provisions are suggestions or are meant to be binding, and makes it difficult for advisers to
operationalize the new requirements.
Guidance may afford the Commission and SEC staff more flexibility to establish clear
regulatory expectations while also giving an adviser discretion to determine which elements are
relevant to its business and which are not necessary or appropriate—something that is critical to
mitigate the considerable costs involved.
8

Supra, note 5.

9

§206(4), Investment Advisers Act of 1940.

10

See, e.g., Proposal at 28.

Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
September 6, 2016
Page 5 of 18
And third, the existing Compliance Program Rule already provides an appropriate and
well-established framework for the Commission to mandate and evaluate BCPs, preserving the
Commission’s power to address poorly constructed or maintained plans. As a result, additional
guidance under that rule would address many, if not all, of the Commission’s concerns and
encourage good faith efforts to prepare for material service disruptions, making a new anti-fraud
rule unnecessary.
In interpreting Rule 206(4)-7, the Commission has already stated that a registered
investment adviser’s compliance policies and procedures should include business continuity
planning to the extent it is relevant to the adviser’s business, recognizing that the operational and
risk-based nature of that planning fits well within the types of activity governed by that rule. 11
We recognize that Rule 206(4)-7 itself does not specify the content of a BCP and SEC staff has
observed “weaknesses” and divergent practices in how advisers implement BCPs. 12 But rather
than adopting a redundant requirement as a new anti-fraud rule, staff guidance or a Commission
interpretive release could state that under Rule 206(4)-7, a plan is expected to include certain
elements to the extent they are relevant to the adviser’s business. When a plan is found to be
deficient or an annual review is not conducted properly, the violation would then be cast more
appropriately as a breakdown of the firm’s compliance program, not as a separate fraud. This
approach would also avoid confusion about whether advisers are subject to different
requirements under Rule 206(4)-7 and Rule 206(4)-4, as well as subject to potential violations
under two separate rules for the same deficiency.
For all of these reasons, we strongly recommend that the Commission address this topic
through additional guidance, rather than a new rule. If, however, the Commission ultimately
determines to address this topic through a new rule, at a minimum, we urge it to remove from the
adopting release the statements about violations constituting fraud and confirm that it would not
characterize a technical finding of a deficiency in a plan, or the mere fact that an adviser
experiences a business disruption, as “fraudulent and deceptive.”
II.

Specific Requirements for BCPs and Transition Plans

Although we favor guidance rather than the proposed rule, we offer comments on the
Proposal below, many of which will be relevant whether the Commission moves forward with a
rule or issues guidance instead.
As proposed, Rule 206(4)-4(b)(2) contains five specific areas that must be addressed in
an adviser’s business continuity and transition plan. We recognize that the Commission did not
propose to require advisers to have separate BCPs and transition plans, and uses the term
“business continuity and transition plan” in the text of the rule to refer to one or more sets of
policies and procedures that would cover these areas. However, business continuity planning
11
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(how to keep the business going) is a very different concept from transition planning (how to
wind the business down). For purposes of this letter, therefore, we are separating proposed Rule
206(4)-4(b)(2) into two distinct sections—addressing subsections (i) through (iv) as primarily
relating to BCPs and subsection (v) as primarily relating to transition plans.
A. BCP-Related Policies and Procedures
(i)

General Comments

As noted above, we support the principle that advisers should have reasonably designed
policies and procedures to address operational risks and preserve the continuity of advisory
services to clients in the event of a significant business disruption. Consistent with the
Commission’s interpretation of Rule 206(4)-7, we understand that most advisers have BCPs in
place. Nevertheless, we have several specific comments on these sections, which we address in
the order they appear in the proposed rule.
As a preliminary matter, we ask the Commission to confirm that organizations composed
of multiple affiliated advisers may implement BCPs at an organizational level. For many larger
organizations, maintaining individual plans at the level of each adviser would be impractical and
would not reflect the reality that their business continuity activities are considered and
implemented at higher organizational levels.
(ii)

Proposed Rule 206(4)-4(b)(2)(i) – Maintenance of critical operations
and systems, and the protection, backup, and recovery of data, including
client records

The proposed rule states that advisers “shall include policies and procedures…that
address…maintenance of critical operations and systems, and the protection, backup, and
recovery of data, including client records.” The release contemplates that advisers will “consider
alternatives and redundancies to help maintain the continuation of operations in the event of a
significant business disruption.” 13
We believe that the Commission has inadvertently created considerable uncertainty in the
Proposal in discussing backups and redundancies. We appreciate that the Commission
recognizes “it may not be feasible or may be cost prohibitive for an adviser to retain backup
service providers, vendors, and/or systems for all critical services. In such cases, an adviser
should consider backup plans, functions and/or processes to address how it will manage the loss
of a critical service.” 14 We agree with these statements; the degree to which a plan should
address a required component should depend upon the nature of each particular adviser’s
business.
13
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But the Commission in other places appears to suggest that advisers are expected to
maintain duplicate functions for a wide variety of tasks normally performed by the adviser itself,
its parent, its affiliate, or its service provider. In particular, the release suggests that critical
operations and systems requiring backup include the “management, trading, allocation, [and]
clearance and settlement” of portfolio securities transactions, 15 including “post-trade processing,
corporate actions, reconciliation, etc.” 16 This could be interpreted, for example, to mean that an
adviser would have to go so far as to retain a second fund administrator to maintain shadow net
asset values for the mutual funds it advises. There should not be an implication that the adviser
is responsible for having a redundant service provider “ready to go” in the event of a business
disruption. We ask the Commission to clarify that this duplication of function is not what was
intended, as it would be both impractical and entirely cost prohibitive for the vast majority of
advisers to satisfy such a requirement, in particular for smaller advisers.
Business continuity and transition planning is expensive, and the cost of implementing a
transition plan from the ground up would be sizeable. The Commission’s own analysis estimates
that one-time costs necessary to adopt and implement a business continuity and transition plan
would range from approximately $30,000 to $1.5 million per SEC-registered adviser, and
ongoing costs would range from approximately $7,500 to $375,000. These figures would
grossly underestimate costs if duplicative service providers are required.
Given these substantial initial and ongoing costs, it is critical that the Commission allow
advisers to conduct reasonable cost-benefit analyses and manage the potential for a disruption in
ways other than maintaining redundant backup service providers, vendors, and/or systems. We
ask that the Commission confirm even more clearly that an adviser need not arrange for backups
if it concludes from its risk assessment that those backups are not critical, the likelihood of
needing them is remote, or it takes other steps to address the potential risk.
(iii)

Proposed Rule 206(4)-4(b)(2)(ii) – Pre-arranged alternate physical
location(s) of the adviser’s office(s) and/or employees

The Proposal would require each adviser to “include” in its plan one or more prearranged alternate physical locations of the adviser’s offices and/or employees. It is not clear
whether the Commission intended this to mean that every adviser must have an actual alternate
physical location, access to an alternate physical location, or merely plans to allow employees to
work remotely as necessary to maintain operations.
We would oppose a blanket requirement that advisers establish an actual pre-arranged
alternate physical location. As the Commission recognizes, “a smaller adviser with minimal
employees may be able to function by enabling its employees to telework and access the

15
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adviser’s systems remotely instead of requiring formal meeting space.” 17 We agree. For many
advisers, an alternate physical location would add substantial cost with no commensurate benefit.
As the staff has acknowledged, many advisers store duplicate copies of their advisory records in
a location separate from their principal office in order to ensure the continuity of their business in
the case of a disaster. 18 And technology continues to improve, allowing for efficient and reliable
remote connectivity. Advisers equipped to operate without a redundant physical office should
not be artificially required to secure one.
Accordingly, the Commission should confirm that advisers have full discretion to
determine the degree to which they need alternate physical sites; advisers (regardless of size) are
not required to rent commercial space and can use a personal residence as a secondary location; 19
and using a personal residence on a temporary basis for these purposes would not subject that
space’s records to SEC oversight and examination.
(iv)

Proposed Rule 206(4)-4(b)(2)(iii) – Communications with clients,
employees, service providers, and regulators

Under the Proposal, a business continuity plan would need to address communications
with clients, employees, service providers, and regulators. We strongly support the
Commission’s decision not to propose a requirement that advisers provide disclosure to their
clients about their plans. The extent of any such disclosure should be at the adviser’s discretion.
For instance, while discussions about overall concepts and protocols of BCPs with clients may
be appropriate, providing detailed information about the plan or copies of plans to clients, fund
investors, or the general public may not be. It would not provide meaningful information about
the merits of a particular advisory firm and might in fact risk revealing confidential information.
The information contained in a BCP is often very granular (e.g., contact telephone numbers of
staff) and includes confidential or secure information that, if made public, could expose the
adviser to additional risks such as providing a road map for bad actors to conduct cyber attacks
or otherwise disrupt operations. Specific elements (such as the identity of certain individuals and
other succession planning details) could be highly sensitive and making them known (even
internally) could create disruption in the adviser’s business.
The Commission asks for comment on whether to require advisers to disclose to clients
or regulators incidents where they relied on or activated their plans. Advisers should be
permitted to maintain discretion as to when and how they notify clients, regulators, or other
parties about their reliance on their BCPs. Advisers need flexibility in this regard, as each
17
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incident is unique and it would be impractical to attempt to identify the materiality of a particular
type of incident in advance. Further, it would not be feasible to outline in advance each specific
circumstance under which an adviser would notify regulators of a disruption. Instead, an adviser
could include in a plan the types of factors that it will consider in deciding whether to notify
regulators, such as the severity of the event, whether clients are impacted, and the length of the
disruption. Moreover, reporting every incident where an adviser has relied on its BCP to the
Commission would not be particularly meaningful; in fact, more instances of a plan being
activated could indicate that an adviser merely has more comprehensive plans to identify and
remedy events. We also note that advisers would generally maintain a record of incidents where
they rely on their BCPs and make such records available to the Commission during an
examination.
Also with respect to regulators, the release notes that a plan generally should include “the
contact information for relevant regulator(s), and identify the personnel responsible for notifying,
as well as under what circumstances it would notify, such regulator(s) of a significant business
disruption.” 20 Because contact information for regulators is readily available on regulators’
websites, it is not necessary to require its inclusion in a plan.
(v)

Proposed Rule 206(4)-4(b)(2)(iv) – Identification and assessment of
third-party services critical to the operation of the adviser

The Proposal would require an adviser’s BCP to include the identification and assessment
of third-party services critical to the operation of the adviser. We appreciate that the
Commission appears to recognize that only “critical” third-party functions and services would be
subject to this identification and assessment element of the rule, and also appreciate that an
adviser could determine for itself which service providers should be deemed critical. We
strongly recommend that the Commission maintain this flexibility in any final rule or guidance.
To that end, we would suggest that the Proposal’s list of service providers that the Commission
generally would consider to be critical 21 appears to be over-broad. We ask that the adopting
release or guidance focus more on the factors to be considered in determining whether thirdparty services are critical and refrain from drawing conclusions as to which service providers are
likely to be critical.
With respect to assessments of service providers, we also, in particular, appreciate that
the Commission recognizes that “the adviser’s ability to require or request actions of its service
providers will impact the steps that advisers should consider taking.” 22 Most advisers already
conduct due diligence and oversee third-party service providers that are critical to an adviser’s
20
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operations, but service providers sometimes resist giving detailed information about their BCPs
to advisers and only provide a general overview of their plans. The assessment of BCPs of thirdparty service providers is thereby limited by the information provided. Smaller advisers in
particular lack the bargaining power to demand such access, and should not be held to
unreasonable expectations with respect to their due diligence. We ask that the Commission
clarify that it would be reasonable, in assessing a critical third-party service provider, to
document the adviser’s reasonable belief that the third party is adequately prepared for its own
business continuity events.
The Commission also asks whether it should explicitly require advisers to annually
review the business continuity and transition plans of their critical third-party service providers.
We strongly recommend that this not be required but that advisers maintain flexibility as to the
frequency, scope, and methods of such reviews.
B. Transition Plan-Related Policies and Procedures
Proposed Rule 206(4)-4(b)(2)(v) lists five elements that every transition plan must
include: (A) policies and procedures intended to safeguard, transfer, and/or distribute client
assets during transition; (B) policies and procedures facilitating the prompt generation of any
client-specific information necessary to transition each client account; (C) information regarding
the corporate governance structure of the adviser; (D) identification of any material financial
resources available to the adviser; and (E) an assessment of the applicable law and contractual
obligations governing the adviser and its clients, including pooled investment vehicles,
implicated by the adviser’s transition.
We have a number of comments and concerns about these provisions. First, taken
together, the five specific elements of this part of the rule, along with the accompanying
discussion in the proposing release, may be interpreted as overly prescriptive. Not all of these
elements would apply to all advisers in all circumstances, and many of them are particularly
inapt for smaller advisers. Advisers should be given greater flexibility with respect to transition
planning. Second, the key elements of transition plans can be addressed appropriately without
highly detailed transition plan provisions. Third, the object of the proposed transition plans
should be reasonably foreseeable or likely potential disorderly events—normal corporate
transactions or wind-downs do not raise the same sort of client protection concerns. Finally, we
request clarification with respect to some of the specific components of the proposed transition
plan requirement.
(i)

The Need for Sufficient Flexibility in Transition Planning

There is a significant risk that this part of the rule will be interpreted in an overly
prescriptive way. Because the Commission has listed five specific elements, advisers will feel
compelled to address each one despite the Commission’s own affirmation that each adviser has
the flexibility to tailor its program to fit its business, taking into account factors such as “the
adviser’s assets under management, number of employees, number of offices, number and types
of clients (e.g., high net worth individuals, private funds, or registered investment companies),
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types of advisory activities, other business activities or lines of business which may affect the
adviser’s advisory business, types of investment strategies pursued, and the extent of reliance on
service providers (in-sourced vs. out-sourced models).” 23
Despite the Commission’s own affirmation that each adviser has the flexibility to tailor
its program to fit its business, the level of detail in both the text of the proposed rule and the
proposing release may create regulatory expectations that could require advisers to develop a
detailed set of policies and procedures to guide them through almost any event, covering each of
these five areas. This would impose a significant new burden on investment advisers of all sizes
that is neither appropriate nor practical. Attempting to establish a highly detailed plan with
specific components when the nature of the event, the products, clients, counterparties and
vendors involved are unknown would be unrealistic and not a useful exercise. And the task of
developing these comprehensive detailed policies would undoubtedly fall primarily to chief
compliance officers, who are already subject to escalating burdens and expectations and
understandably concerned about potential liability for a breakdown in planning that will be
evaluated in retrospect.
We do not believe such a prescriptive standard was intended. In any final rule or
guidance, however, the Commission should make it absolutely clear that advisers have the
flexibility to exercise judgment as to which elements to include in a plan, the extent to which
those elements are addressed, and the types of potential events to cover.
In particular, the Commission should stress that a small firm with limited resources
should not be expected to address every component at the same level of a very large firm.
Instead, a plan should be proportionate to the size and nature of the business. For example,
Proposed Rule 206(4)-4(b)(2)(v)(C) on the corporate governance structure of the adviser and (D)
on the identification of any material financial resources available to the adviser may be
particularly inapt for smaller advisers. A sole proprietor should not need to reduce to writing
information regarding his corporate governance structure or the location of his backup systems,
if they are at his house. A sole proprietor who wishes to close her business upon her death would
not need all of the transition elements contemplated in the Proposal, but rather would simply
have to make sure the records were in good order and leave directions on how to transfer trading
authority over accounts, subject to the client’s consent.
As noted above, the vast majority of investment advisory firms are quite small. 24 They
tend to employ a few highly educated professionals who generally work together in intimate,
collegial settings. More than 6,500 firms or 56.8 percent of all SEC-registered advisers have ten
or fewer employees performing investment advisory functions. And more than 10,000 firms or
87.8 percent of advisers employ 50 or fewer non-clerical employees. We believe the
Commission should continue to foster an environment that is conducive to supporting the robust
23
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and dynamic population of relatively small businesses that dominate the U.S. investment
advisory profession, rather than imposing burdensome requirements that likely won’t be useful.
Therefore, it is critically important that the Commission treat the proposed components with
sufficient flexibility for advisers to determine whether or not to address as appropriate to their
businesses.
(ii)

Transition Planning as a Separate Concept

Unlike the BCP portions of the Proposal, the idea of a plan of transition—a plan that
accounts for the possible winding down of the adviser’s business or the transition of the adviser’s
business to others in the event the adviser is unable to continue providing advisory services—is
new for investment advisers (other than some dual registrants) 25 outside of routine succession
planning. That is not surprising, given the nature of advisory services and the regulation of the
investment advisory industry. As we have highlighted in numerous comment letters, in the
terminology of the systemic risk debate, advisers are “highly substitutable,” meaning that client
accounts are easily transitioned in the ordinary course of business. In both business continuity
and transition types of events, the same regulatory concerns—protecting client interests from
being placed at risk as a result of the adviser’s inability to provide advisory services—are
prompted at the outset of an event. In one case, the business continues, and in the other case, the
business winds down. As a result, we believe that the Commission’s concerns about client
protection in transition types of events involve the same operational issues that can be largely
addressed as part and parcel of a BCP, without the need for highly detailed transition planspecific elements in the new rule.
In considering the need to identify transition planning elements, our starting point, like
the Commission’s, is to understand the fundamental distinction between investment advisers and
banks, broker-dealers, and insurance companies. We appreciate that the Commission states that
it is “not proposing that advisers adopt resolution plans or ‘living wills’ similar to that which
certain financial institutions must now adopt under FDIC and Federal Reserve rules because
investment advisers do not interact with the government in the same way as banks.” 26 As the
Commission points out:
In the normal course of business, it is our understanding that advisers routinely
transition client accounts without a significant impact to themselves, their clients,
or the financial markets. We believe that much of this is largely attributable to the
agency relationship of advisers managing the assets on behalf of their clients and
25

See, e.g., FINRA Rule 4370 (requiring a business continuity plan to address “[h]ow the member will assure
customers’ prompt access to their funds and securities in the event that the member determines that it is unable to
continue its business”).

26

Proposal at n.40. We would oppose the Commission’s adoption of a more prescriptive rule that calls for a more
specific transition plan similar to the “living wills” required by the Federal Reserve Board and the FDIC for large
banks and systemically important non-bank entities. While a living will may be appropriate for a bank, it is not
appropriate for an investment adviser.
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the regulatory framework supporting this relationship whereby advisory client
assets for which the adviser has custody are required to be held at a qualified
custodian, such as a bank or broker-dealer. Because client assets custodied by an
adviser must be held at a qualified custodian and segregated from the adviser’s
assets, we have observed that transitioning accounts from one adviser to another
can largely be a streamlined process that in many cases may not involve the
physical movement or sale of assets. Pooled investment vehicle clients generally
have the ability to terminate the advisory contract of the adviser or remove the
governing body that may provide advisory services (e.g., general partner or
managing member) and appoint a new adviser or governing body if they so desire,
while separate account clients can generally terminate the advisory contract and
appoint a new adviser to manage their assets, all while their assets are typically
maintained at a qualified custodian. 27
All of this is exactly right. An investment adviser acts merely as an agent in managing
assets on behalf of clients and clients’ interests are protected even if the adviser becomes unable
to provide services. Investment advisers must generally use qualified custodians to hold client
assets, as required by regulation, which facilitates the substitution of investment advisers and
reduce the risk. The qualified custodian keeps a separate accounting for the client under its
books and records obligations. The vast majority of advisers—more than 96 percent 28—have
independent qualified custodians that are unaffiliated with the adviser. Advisers that have an
affiliated qualified custodian are subject to additional requirements in order to safekeep client
assets.
As a result, in the ordinary course, clients may easily transfer advisory authority over
separately managed accounts to another investment adviser simply by removing trading
discretion from one adviser and granting it to another. Based upon the client’s direct contractual
relationship with the custodian, the client would have control over how its assets are handled in
the event of an adviser’s material business disruption. Accounts either remain at the same
custodian with a different adviser, or are transferred to a different custodian and different
adviser.
This high degree of substitutability does not mean that firms do not fail. Like all
businesses, investment advisers fail or close from time to time, but those failures do not deprive
clients of essential or irreplaceable services or access to essential records.
For all of these reasons, we believe that the Commission can and should address its
concerns about client protection during an adviser’s transition—limited in scope to planning for

27
28

Proposal at 19-20.

See 2016 Evolution Revolution, supra note 3, at 25 (only 74 advisers reported acting as a qualified custodian in
connection with their advisory services and 384 advisers reported that a related person acts as a qualified custodian).

Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
September 6, 2016
Page 14 of 18
reasonably foreseeable disorderly events as discussed below—without a highly detailed
provision in the new rule.
(iii)

Limiting Transition Planning to Reasonably Foreseeable Disorderly
Events

The Commission states that “a plan of transition generally should account for transitions
in both normal and stressed market conditions.” 29 But the Commission also states that the
components of the rule are designed to help advisers be well prepared so they “can act quickly” 30
(emphasis added). In our view, the latter statement is more correct—transition planning is meant
to prepare advisers for unanticipated/unplanned events. As a result, we fundamentally disagree
that a plan of transition needs to address an orderly event that occurs in the normal course of
business, such as succession planning, a merger or acquisition, liquidation of a pooled
investment vehicle, or partial transition of an adviser’s business. In planning for such a
transaction, an adviser necessarily contemplates taking steps to protect its clients’ interests from
being placed at risk as a result of the event. These types of orderly transitions do not require a
rule or advance plan and should be treated as distinct from unexpected situations that could cause
a sudden suspension of advisory services.
On the other hand, advisers also should not be required to catalogue every potential
highly unlikely event that could conceivably occur. We understand the Commission’s
heightened concern about protecting client interests in times of stress or during disorderly events,
but we think that the Commission should clarify that it does not expect advisers to identify and
address in advance all “black swan” events. An adviser does not guarantee uninterrupted
service, and it would be unreasonable to expect it to be able to plan for events that are very rare
and potentially only apparent in hindsight. Rather, a transition plan should be expected to
generally identify only reasonably foreseeable events.
Even with respect to reasonably foreseeable events, any transition planning guidance or
new rule should avoid suggesting that the plan should be set in stone. Even if a great amount of
detail were included in a plan, when faced with a real crisis, it is likely that some or all preplanned steps might need to be changed or abandoned. Advisers need to have discretion to make
decisions at the time that actual situations arise and adjust their plans accordingly in the best
interests of clients without fear of incurring regulatory liability for not following the predetermined plans.

29
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(iv)

Specific Comments on the Five Proposed Elements in Proposed Rule
206(4)-4(b)(2)(v)

Subsections (A) and (B). The first two subsections of the proposed rule would require
policies and procedures intended to safeguard, transfer, and/or distribute client assets during a
transition and policies and procedures facilitating the prompt generation of any client-specific
information necessary to transition each client account. We support the substance of both of
these proposed elements.
Subsection (C) on Corporate Governance. The Proposal states, “We believe senior
executives at an investment adviser generally, and especially in times of stress, should be able to
quickly identify the important decision-makers within the organization and understand the interrelationships between the adviser and any affiliated entities to be able to assess whether and how
issues at an affiliate may affect the advisory entity.” 31 These justifications are clearly aimed at
large, complex investment advisers with multiple affiliates. Smaller firms do not need to
formally make organizational charts or information about the adviser’s ownership and
management structure part of their transition plan. For most firms, this would not add any value
to the firm’s readiness for disorderly events. Accordingly, the Commission should make clear
that this is not a required element, but simply a factor to be considered as necessary or
appropriate depending on the characteristics of each firm.
Subsection (D) on Identifying Material Financial Resources. Proposed Rule 206(4)4(b)(2)(v)(D) would require advisers to identify any material financial resources available to the
adviser. We request clarification on what this means, such as whether advisers are required to
simply identify potential resources or to assess the availability or amounts of these resources.
The latter, which the Proposal could be interpreted to imply, would be difficult, if not
impossible, to do in advance.
Subsection (E) on Assessing Contractual Obligations. Proposed Rule 206(4)4(b)(2)(v)(E) would require advisers to assess the applicable law and contractual obligations
governing the adviser and its clients, including pooled investment vehicles, implicated by the
adviser’s transition. As with any risk assessment, certain contractual obligations carry more
weight than others. An adviser should not have to create an inventory of every legal and
contractual obligation to a level of granularity and detail that does not currently exist and would
be logistically infeasible to maintain and keep current. Instead, this element should be limited to
appropriate counterparties, such as counterparties to derivative contracts, and critical service
providers, as determined by the adviser for purposes of its business continuity plan pursuant to
Proposed Rule 206(4)-4(b)(2)(iv).

31
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III.

Other Aspects of the Proposal
A. Annual Review

The Commission proposes that advisers review their plans annually and seeks comment
on whether it should require more frequent reviews. Given our overarching recommendation to
address this topic as guidance under Rule 206(4)-7, we support the idea of an annual review,
consistent with the required annual review of an adviser’s compliance program. As a practical
matter, consistent with the requirements of the compliance program rule, as businesses evolve, as
regulations are interpreted, and as practices and services change, most firms annually reconsider
their BCPs as a matter of course to evaluate whether they work as designed and whether changes
are necessary to assure their continued effectiveness. 32 Further, because their operations can be
quite complex, large firms already review their plans on a continuing basis to keep pace with
internal changes. An annual review would serve as a useful check on these systems to ensure
that appropriate steps have been taken during the year. We would oppose any formal
requirement for firms to review their plans more frequently than annually. A formal quarterly
review requirement would add extra cost without adding commensurate benefit to clients or
advisers.
The Commission states that “annual reviews generally should address weaknesses an
adviser may have identified in any testing it has done or assessments that have been performed to
address the adequacy and effectiveness of its business continuity and transition plan.” 33 While
advisers are familiar with how to test a BCP, it is not immediately clear to us how a plan of
transition can be tested. We request that any final guidance or the adopting release provide
examples of how a plan of transition can be tested.
The Commission also seeks comment on whether it should require advisers to report to
the Commission regarding the annual review of their business continuity and transition plans.
We do not believe that this would provide particular value to the Commission. Consistent with
the Compliance Program Rule, this type of review would best be documented by the adviser and
provided for inspection as part of an SEC examination.
B. Recordkeeping
(i)

BCP and Transition Planning as Living Documents

While we agree that advisers would have to keep records relating to their business
continuity and transition planning, we note that the Proposal appears to contemplate a plan that is

32

An annual review is the standard recommended by the Board of Governors of the Federal Reserve System (FRB)
and the Federal Financial Institutions Examination Council (FFIEC).
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maintained as a single record and easily produced. 34 In reality, many advisers are large and have
complex business structures operating in multiple jurisdictions across multiple business lines,
and the multiple policies and procedures comprising a plan are “living” documents. These
multiple policies and procedures may be dispersed throughout many different areas of an
organization and could frequently change and be updated in various bits and pieces on an
ongoing basis in response to events. This is perfectly appropriate; a single static plan that is
updated infrequently most likely would be inappropriate and insufficient for a large and complex
firm. We therefore request the Commission to confirm that it does not expect to see a single
comprehensive “playbook” but rather expects an adviser to produce the same types of records
relating to this planning as it does for its compliance program generally.
We are also concerned about the proposed requirement to maintain a copy of the
adviser’s plan that was in effect at any time within the past five years. As noted above, many
advisers frequently update their plans as needed. It might be as simple as changing a name,
system name, or IP address. A requirement to produce a snapshot of “a plan” from any day in
the past five years would be a significant undertaking, logistically challenging, impractical, of
limited use to the Commission, of limited value to the adviser (because an old version of a plan
would not be used), and would not provide any meaningful benefit or protection to clients. Even
if an adviser has a system that tracks changes to each field in a document, an adviser cannot
recreate a given plan as of a given point in time. Also, a large firm with many BCPs, disaster
recovery plans, and crisis management plans for each of its affiliates would generate hundreds of
snapshots of plans over a five-year period.
As an alternative, we suggest that recordkeeping requirements should be limited to an
annual summary of the plan, the plan as of the date of the most recent annual review (or as of
year end) and evidence of the annual review for each of the past five years. An adviser would be
expected to produce each summary over the past five years, and the current version of the plan,
during an SEC examination.
(ii)

Filing Plan with the Commission

We support the Commission’s decision not to require advisers to file their business
continuity and transition plans with the Commission, which even on a non-public basis would
have a number of drawbacks. For larger advisers, the significant costs of compiling and filing a
large and disparate plan (as discussed above) would far outweigh any benefit to the
Commission. 35 And for all advisers, parts of the planning would necessarily contain highly
proprietary and sensitive information, such as succession plans and information about the firm’s
34

Rule 204-2 is proposed to be amended to require an adviser to maintain “[a] copy of the investment adviser’s
business continuity and transition plan formulated pursuant to §275.206(4)-4 that is in effect, or at any time within
the past five years was in effect.”
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systems, structure, possible points of entry, and key personnel. Firms take great steps to guard
against accidental public disclosure of this type of information, and would be naturally wary of
including it in a regulatory filing, even if that filing were confidential.
The Commission’s proposal to simply rely upon the recordkeeping requirement is a far
more practical approach. This would make the plan available to the Commission and its staff
upon request and would maintain the confidentiality of that information pursuant to the
Commission’s examination authority.
(iii)

Application of the Proposal to Non-Resident Advisers with respect to their
Non-U.S. Clients

Because the general position taken by the staff is that investment advice provided by nonresident advisers to non-U.S. clients should not be governed by the substantive provisions of the
Advisers Act, we would expect that principle to be followed under the Proposal. However, to
the extent that the final rule contains precise prescriptive requirements, the Commission should
confirm that these should not apply to non-U.S. clients of non-U.S. advisers and that, to the
extent that there are any purely local plans, a non-resident adviser should not have to comply
with the Proposal’s books and records obligations with respect to its non-U.S. clients (similar to
no-action letters on other records).
***
We appreciate the opportunity to provide comments on the Proposal and would be
pleased to meet with the Commission and its staff regarding our comments and to provide any
additional information. Please contact Laura Grossman, IAA Assistant General Counsel, or me at
(202) 293-4222 with any questions regarding these matters.
Respectfully submitted,

Robert C. Grohowski
General Counsel

August 22, 2016
Via E-Mail to: FederalRegisterComments@cfpb.gov
Monica Jackson
Office of the Executive Secretary
Consumer Financial Protection Bureau
1700 G Street, NW
Washington, DC 20552
Re:

Arbitration Agreements
Docket No. CFPB-2016-0020; RIN No. 3170-AA51

Dear Ms. Jackson:
The Investment Adviser Association 1 appreciates the opportunity to comment on the
rules proposed by the Consumer Financial Protection Bureau that would (1) prohibit providers of
certain consumer financial products and services from contractually mandating pre-dispute
arbitrations relating to class action lawsuits, and (2) require covered providers to submit
arbitration records to the CFPB. 2 We comment only with respect to the scope of the proposal.
Summary of Position
In creating the CFPB, the Dodd-Frank Wall Street Reform and Consumer Protection Act 3
(Dodd-Frank Act) excluded registered investment advisers acting in an SEC-regulated capacity
from its jurisdiction. Nonetheless, the CFPB asks whether the proposed rules should include a
specific provision excluding investment advisers if they are subject to an SEC rule that is
functionally equivalent.
A specific exclusion is not necessary, both because registered investment advisers are
already generally excluded from the CFPB’s jurisdiction to the extent such persons are acting in
an SEC-regulated capacity and because Congress explicitly granted the SEC and CFPB separate
and parallel authority to regulate mandatory pre-dispute arbitration agreements. As a result,
there can be no doubt that Congress intended for the SEC to exclusively regulate such
agreements in contracts between registered investment advisers and their clients, and it would be
inappropriate for the CFPB to attempt to exercise its limited authority in this context. In other
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission (SEC). The IAA’s membership consists of approximately 600 firms that
collectively manage nearly $20 trillion for a wide variety of clients that are individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and corporations.
For more information, please visit www.investmentadviser.org.
2

Arbitration Agreements, 12 CFR Part 1040, RIN 3170-AA51, 81 Fed. Reg. 32830 (May 24, 2016), available at
https://www.gpo.gov/fdsys/pkg/FR-2016-05-24/pdf/2016-10961.pdf.
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Public Law 111–203, 124 Stat. 1376 (2010).
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words, there is no need for an express exclusion in the rule because the CFPB does not have the
requisite jurisdiction to extend the rule to advisers in the first place. 4
The CFPB generally does not have the authority to regulate SEC-registered investment
advisers acting in their “regulated capacity.”
In enacting the Dodd-Frank Act, Congress deliberately defined the SEC’s and CFPB’s
respective authority to avoid duplication or overlapping rules. 5 As noted in the proposal,
Congress did not give the CFPB statutory enforcement authority over SEC-regulated investment
advisers. 6 Congress accordingly limited the CFPB’s rulemaking authority to “covered persons”
who provide “consumer financial products or services” defined to cover a wide range of
consumer-related topics, such as consumer lending, brokering real property leases, deposittaking activities, and consumer credit reports. Notably, the definition also includes providing
“financial advisory services” but explicitly excludes:
“services relating to securities provided by a person regulated by the [SEC] or a
person regulated by a State securities Commission, but only to the extent that such
person acts in a regulated capacity…” (emphasis added).
Management agreements between investment advisers and their clients as well as the
advisory services provided pursuant to those agreements are squarely within the universe of
activity regulated by the SEC. Indeed, regulating the adviser/client relationship is a significant
SEC mandate. Specifically, the principles-based fiduciary standards and anti-fraud provisions of
the Investment Advisers Act of 1940 (Advisers Act) provide a strong framework that governs all
aspects of this relationship. 7 And contractual agreements between investment advisers and their
clients regarding management services are a critical component of the adviser/client relationship
that is explicitly regulated by the Advisers Act.
In addition to authorizing the SEC to restrict mandatory pre-dispute arbitration
agreements, Section 205 of the Advisers Act requires certain provisions to be included in
management contracts. For example, the contract must include a provision that prohibits
assignment without client consent and for the appropriate refund of any unearned prepaid fees
4

The CFPB also seeks comment on the extent to which an investment adviser who is acting in an SEC-regulated
capacity may also be providing a consumer financial product or service that would be subject to the proposed rules.
However, we believe that this question is not relevant for purposes of this rulemaking because Congress intended to
preclude the CFPB from regulating matters that fall within the SEC’s jurisdiction, as discussed in this letter.
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See Congressional Record – House, Report on Resolution Providing for Consideration of Conference Report on
H.R. 4173, Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), H5212, H5216 – 5217
(June 30, 2010), available at https://www.congress.gov/crec/2010/06/30/CREC-2010-06-30-pt1-PgH5212-3.pdf.
6

See Dodd-Frank Act § 1027(i)(1) (providing that Dodd-Frank Act Title X provisions may not be construed as
altering, amending, or affecting the authority of the SEC and that the Bureau has no authority to enforce Title X with
respect to a person regulated by the SEC).
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upon termination. The Advisers Act also voids any condition, stipulation, or provision intended
to bind a client to waive compliance with the law.
While the subject of mandatory arbitration provisions in advisory contracts was not
specifically addressed in the Advisers Act prior to the Dodd-Frank Act, the SEC had clearly
considered these types of clauses to be well within its jurisdiction.8 Thus, we believe that
agreements between investment advisers and their clients that are subject to the requirements of
the Advisers Act are outside the CFPB’s jurisdiction because they clearly are in connection with
“services related to securities” by an SEC-regulated person “acting in a regulated capacity.”
The SEC’s explicit statutory authority to regulate mandatory pre-dispute arbitration
agreements precludes the CFPB from extending the proposed rule to SEC-registered
investment advisers.
Consistent with the overarching principle to avoid duplication or overlapping rules,
Congress explicitly granted the CFPB and SEC separate authority to regulate mandatory predispute arbitration agreements by enacting parallel provisions in the Dodd-Frank Act — Section
1028 for the CFPB and Section 921(b) for the SEC. Section 1028 directed the CFPB to study
pre-dispute arbitration agreements in connection with consumer financial products or services
and report back to Congress, both of which were done last year. 9 Section 1028 also authorized
the issuance of rules restricting or prohibiting the use of arbitration agreements, consistent with
the findings of the CFPB’s study. We note that neither the proposal nor the study address the
use of arbitration agreements by SEC-regulated persons, including registered investment
advisers. 10
Section 921(b) largely parallels Section 1028, although it does not require the SEC to
conduct a study. It authorizes the SEC to “prohibit, or impose conditions or limitations on the
use of, agreements that require customers or clients of any investment adviser to arbitrate any
future dispute between them arising under the Federal securities laws, the rules and regulations
thereunder, or the rules of a self-regulatory organization if it finds that such prohibition,
imposition of conditions, or limitations are in the public interest and for the protection of
investors.” We note that while the SEC has not yet proposed rules regarding the use of
mandatory arbitration agreements, it continues to gather comments in connection with this
8

The SEC staff has previously stated that arbitration provisions in advisory contracts were incompatible with the
Advisers Act. See McEldowney Financial Services, SEC Staff No-Action Letter (Oct. 17, 1986) (noting that the
Advisers Act provides certain non-waivable rights of action, including “the right to choose the forum, whether
arbitration or adjudication, in which to seek resolution of disputes.” This position has been subject to litigation. See
e.g. Bakas v. Ameriprise Financial Services, Inc., 651 F. Supp. 997 (D. MN 2009) (noting that the SEC position was
based on a Supreme Court decision (Wilko v. Swan, 346 U.S. 427 (1953)), which had been overturned).
9

See Bureau of Consumer Fin. Prot., Arbitration Study: Report to Congress, Pursuant to Dodd-Frank Wall Street
Reform and Consumer Protection Act §1028(a) (2015), available at
http://files.consumerfinance.gov/f/201503_cfpb_arbitration-study-report-to-congress-2015.pdf.
10
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authority. 11 Moreover, as noted above, it is also an area in which the SEC has previously
expressed its views. 12
It is clear that the authority to regulate pre-dispute arbitration agreements between
registered investment advisers and their clients falls squarely within the jurisdiction of the SEC,
and that the CFPB must defer regulation in this area to the SEC. Accordingly, the CFPB should
confirm in any adopting release that SEC-registered investment advisers are not subject to the
proposed rules in the first instance, without the need of an explicit exclusion.
*

*

*

We appreciate your consideration of our comments. Please do not hesitate to contact us
me or Sanjay Lamba, IAA Assistant General Counsel, at (202) 293-4222 with any questions
about our position.
Respectfully,
/s/
Robert C. Grohowski
General Counsel

11

See https://www.sec.gov/spotlight/regreformcomments.shtml. Comments received are available at
https://www.sec.gov/comments/df-title-ix/pre-dispute-arbitration/pre-dispute-arbitration.shtml.
12

See supra note 8.
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August 18, 2016
Via Electronic Mail (rule-comments@sec.gov)
Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

Use of Derivatives by Registered Investment Companies and Business
Development Companies, SEC Rel. IC-31933; File No. S-7-24-15

Dear Mr. Fields:
The Investment Adviser Association1 appreciates the opportunity to provide
supplemental comments on the Securities and Exchange Commission’s proposal to adopt new
rule 18f-4 under the Investment Company Act of 1940 (“ICA”) governing the use of derivatives
by registered funds.2 We are writing with respect to the ICI’s recent recommendation that, if the
Commission proceeds with portfolio limits based on a fund’s notional exposure to derivatives, it
should allow funds to risk-adjust those notional amounts according to a specific schedule.3
In March, the IAA submitted a comment letter opposing the rule’s two proposed portfolio
limitations.4 We did not—and still do not—believe that such an approach is necessary to achieve
the Commission’s stated goals. We continue to believe that the gross notional exposure of
derivatives in a portfolio is not an accurate representation of leverage or systemic risk, and that

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission. The IAA’s membership consists of approximately 600 firms that
collectively manage nearly $20 trillion for a wide variety of individual and institutional investors, including pension
plans, trusts, investment companies, private funds, endowments, foundations, and corporations. More than 40
percent of IAA members manage at least one registered investment company or business development company
(“BDC”). For more information, please visit www.investmentadviser.org.

2

Use of Derivatives by Registered Investment Companies and Business Development Companies, SEC Rel. IC31933 (Dec. 11, 2015) (“Proposal”), available at http://www.sec.gov/rules/proposed/2015/ic-31933.pdf. The rule
applies to mutual funds, exchange-traded funds, closed-end funds, and companies that have elected to be treated as a
BDC under the ICA, collectively referred to in the Proposal and this letter as “funds.”
3

See Supplemental Letter from David Blass, General Counsel, Investment Company Institute (July 28, 2016) (“ICI
Supplemental Letter”), available at https://www.sec.gov/comments/s7-24-15/s72415-244.pdf. We do not comment
here with respect to the Commission’s proposed risk-based portfolio limit that the Commission should significantly
amend from the Proposal in order to make the test usable for registered funds.
4

See Letter from Robert C. Grohowski, General Counsel, Investment Adviser Association to the SEC on the
Proposal (Mar. 28, 2016) (“March Letter”), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/160328cmnt.pdf (“conditioning the use of derivatives on compliance with either the 150 percent or 300
percent [of the value of the fund’s net assets] tests is unnecessary to protect investors”).
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the proposed portfolio limits based on gross notional exposure are unnecessary and unwarranted
given the other components of the proposed rule.5
Nevertheless, we understand that the Commission is giving serious consideration to
moving forward with its proposed portfolio limits. If the Commission determines that some sort
of portfolio limits based on the fund’s exposure of aggregate notional amounts of derivatives
should be required under Section 18, then we continue to recommend the Commission consider a
risk adjustment to the proposed measurement. In our March Letter, we noted that the
Commission could consider “risk weighting” the measurement of fund exposure to underlying
derivatives transactions by, for example, providing a haircut to the value of derivatives when
calculating the aggregate notional value.
This concept has been further developed in the ICI Supplemental Letter. The ICI
recommends that if the Commission proceeds with portfolio limits, it should include riskadjusting notional limits according to a specific schedule based on the “Initial Margin Schedule”
for uncleared swaps adopted by the prudential regulators and the CFTC.6 The rationale for the
proposed risk-adjustment schedule is that derivatives that are less risky will receive a larger
adjustment to notional than derivatives that are more risky, thus better reflecting the fund’s true
risk of loss under the transaction.
The ICI’s proposed risk-adjustment schedule seems to be a reasonable approach for riskadjusting notional amounts. It is relatively simple and straightforward, based on a currently
5

In particular, the Proposal’s other components contain significant new asset segregation requirements that require
funds to earmark an amount beyond the amount that would be necessary to exit the derivatives transaction. This
additional “risk-based coverage amount” would provide a cushion that both addresses potential future losses and
naturally constrains a fund’s ability to take on leverage. In our March Letter, we recommended the Commission
adopt an alternative approach that would rely instead on this proposed risk-based coverage amount of cash and other
assets that the fund would likely be required to pay or deliver under a derivatives transaction, even in “stressed”
conditions, especially given that segregated assets could only be earmarked for a single transaction.
We also note that FSOC has highlighted the deficiencies with a gross notional exposure measurement, noting that
“summing the long and short notional positions [in gross notional exposure] ignores favorable effects of hedging or
offsetting positions, which may reduce risk.” FSOC, Update on Review of Asset Management Products and
Activities (Apr. 18, 2016) at 16, available at
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%2
0Management%20Products%20and%20Activities.pdf. FSOC also noted that “aggregating notional derivative
amounts to measure synthetic leverage [via derivatives] is likely to overstate leverage” and that evaluating risks
from the use of leverage “requires an analysis of other factors,” such as investment positions, trading and hedging
strategies, financing arrangements, counterparties, margin requirements, and the effects of central clearing.
6

See Margin and Capital Requirements for Cleared Swap Entities, 80 Fed. Reg. 74839 (Nov. 30, 2015) (final rule),
available at https://www.gpo.gov/fdsys/pkg/FR-2015-11-30/pdf/2015-28671.pdf; Margin Requirements for
Uncleared Swaps for Swap Dealers and Major Swap Participants, 81 Fed. Reg. 636 (Jan. 2, 2016) (final rule) at
Section 23.154(c), available at http://www.cftc.gov/idc/groups/public/@lrfederalregister/documents/file/201532320a.pdf. See also, ICI Supplemental Letter at 5, n. 12 (“[t]he Initial Margin Schedule specifies the minimum
amount of initial margin that will need to be posted and received for uncleared swaps, if the parties to the swap do
not elect to determine the initial margin under a model approved by the relevant regulator.”)
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existing haircut schedule, and should result in a more appropriately tailored metric for
determining compliance with the portfolio limits. And, as we and other commenters pointed out
in our earlier letters, the idea of risk-adjustments is consistent with the approach taken in other
jurisdictions.
Our support for the ICI’s proposed schedule is coupled with support for ICI’s other
recommendation—that in addition to adopting the risk-adjustment schedule, the Commission
should also increase the exposure-based portfolio limit (from 150 percent to 200 percent) and the
risk-based portfolio limit (from 300 percent to 350 percent). While we remain opposed to the
limits in general, if adopted, the thresholds should be raised.
*****
We appreciate the opportunity to provide supplemental comments on the Proposal and
would be pleased to meet with the Commission and its staff regarding our comments and to
provide any additional information. Please contact me or Monique S. Botkin, IAA Associate
General Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully,
/s/
Robert C. Grohowski
General Counsel
cc:

The Honorable Mary Jo White, Chair
The Honorable Kara M. Stein, Commissioner
The Honorable Michael S. Piwowar, Commissioner
David Grim, Director, Division of Investment Management
Diane Blizzard, Associate Director, Division of Investment Management

July 22, 2016
Via Electronic Submission (www.sec.gov)
Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

Incentive-based Compensation Arrangements
File No. S7-07-16

Dear Mr. Fields:
The Investment Adviser Association appreciates the opportunity to comment on the
recently proposed rules relating to incentive-based compensation arrangements utilized by
certain large banks, broker-dealers, investment advisers, and other financial institutions.1 The
IAA exclusively represents the interests of SEC-registered investment adviser firms, with a
membership that consists of approximately 600 firms that collectively manage nearly $20 trillion
for a wide variety of individual and institutional investors, including pension plans, trusts,
investment companies, private funds, endowments, foundations, and corporations.2 We are
submitting this letter to provide specific comments on the application of the rules to those firms.
We generally support the way the SEC proposes to implement these rules, although we
recognize that it gives rise to a number of practical implementation questions. In particular, we
address below the proposed definition of “covered financial institution” as it applies to
investment advisers, the potential need for further guidance on the treatment of parent-subsidiary
structures, what constitutes “non-proprietary assets,” and “operational integration,” and the need
to ensure consistency between the registration form used by advisers (Form ADV) and this rule’s
definition of covered financial institution.

1

Incentive-based Compensation Arrangements, Release No. 34-77776; IA-4383 (May 6, 2016), available at
https://www.sec.gov/rules/proposed/2016/34-77776.pdf (the “Release”). The proposal was jointly proposed by the
Office of the Comptroller of the Currency, Treasury (OCC); the Board of Governors of the Federal Reserve System
(Board); the Federal Deposit Insurance Corporation (FDIC); the Federal Housing Finance Agency (FHFA); the
National Credit Union Administration (NCUA); and the SEC (collectively, the “Agencies”).
2

For more information, please visit www.investmentadviser.org.
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Definition of “Covered Financial Institution”
As proposed, the rules would apply to an investment adviser, as such term is defined in
section 202(a)(11) of the Investment Advisers Act, with average total consolidated assets greater
than or equal to $1 billion. “Average total consolidated assets” is further defined to mean an
adviser’s “total assets (exclusive of non-proprietary assets) shown on the balance sheet for the
regulated institution for the most recent fiscal year end.”3
We strongly support this definition, and we appreciate that the SEC clarified in the
proposed rule that investment advisers should include only proprietary assets in the calculation—
that is, non-proprietary assets, such as client assets under management would not be included,
regardless of whether they appear on an investment adviser’s balance sheet.4 In enacting Section
956 of the Dodd-Frank Act, Congress was primarily concerned with the types of behavior that
could threaten the safety and soundness of the financial institution itself, or ultimately threaten
financial stability.5 In essence, Section 956 was intended to address the types of behaviors that
could put an institution’s own balance sheet at risk. Focusing on an entity’s balance sheet—and
more particularly on those proprietary items on the balance sheet that could be put at risk by
someone at the firm—is therefore appropriate and consistent with the intent and purposes of
Section 956.
More generally, we support the approach of determining an adviser’s status by looking
first at the proprietary assets on its balance sheet, and then—only if the adviser is at that point a
covered financial institution—to affiliations with other covered financial institutions to
determine which level under the rule applies.
Potential Need for Further Guidance
While we support the proposed approach, we recognize that there are wide ranges of
business models, structures, specialties, and compensation practices within the investment
advisory profession. These variations may give rise to interpretive questions in three areas in
particular: the treatment of subsidiaries, consolidation, and the meaning of “non-proprietary”
assets. Each of these are discussed below.
For the most part, the SEC staff is well-suited to resolving these types of questions
through interpretive guidance, such as responses to FAQs, that would help the industry apply the
3

Section 303.2(b).

4

Release, at n.72.

5

As Congress explained, “This subtitle also requires federal financial regulators to monitor incentive-based payment
arrangements of federally regulated financial institutions larger than $1 billion and prohibit incentive-based payment
arrangements that the regulators determine jointly could threaten financial institutions’ safety and soundness or
could have serious adverse effects on economic conditions or financial stability.” See the Joint Explanatory
Statement of the Committee of Conference, at 873, available at http://www.llsdc.org/assets/DoddFrankdocs/doddfrank-act-jt-expl-statement.pdf.
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principles in the rule to advisers. The Agencies could consider, however, whether additional
clarification in an adopting release may be necessary or desirable. The Agencies might also
consider incorporating some sort of mechanism to provide flexibility where the rule may produce
anomalous results, such as where significant intangible assets such as goodwill inflate a firm’s
balance sheet with assets that do not represent capital at risk.6 Embedding a process within the
rule that would permit firms to seek relief under unique circumstances would allow the Agencies
to avoid situations where two otherwise similarly situated firms were subject to disparate
treatment.
Subsidiaries. We strongly support the proposed rule’s treatment of subsidiaries. The
definition of “covered financial institution” in each of the proposed rules includes an exception
for subsidiaries that are depository institutions, broker-dealers or investment advisers.7 The
Release explains that “[i]n general, the operations, services, and products of broker-dealers and
investments advisers are not typically effected through subsidiaries and it is expected that their
incentive-based compensation arrangements are typically derived from the activities of the
broker-dealers and investment advisers themselves.”8
While we agree, it is not entirely uncommon for advisers to be either subsidiaries or
parent companies of other entities. The SEC might therefore consider further clarifying
examples illustrating the rule’s treatment of subsidiaries, along the lines of the example provided
in the Release of a hypothetical bank holding company with a Level 1 subsidiary national bank, a
Level 3 mortgage subsidiary, and an adviser with $100 million in average total consolidated
assets that is not a covered financial institution under the rule.9 In this regard, the SEC might
consider examples that include an adviser that is a subsidiary of a non-bank holding company,
which is a common structure for publicly traded advisers, and an adviser parent to an adviser
subsidiary where only one is a covered financial institution and the two are not operationally
integrated.
6

A number of commenters, including the IAA, raised issues in 2011 relating to the inclusion of intangible assets in
the calculation of total assets. See Letter from Jennifer S. Choi, Associate General Counsel, Investment Adviser
Association to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission (May 31, 2011), at 4,
available at https://www.sec.gov/comments/s7-12-11/s71211-627.pdf. (“IAA’s 2011 Comment Letter”). See also
letters from Blackrock, Federated, and ICI.
7

Each Agency has set forth text for its Agency-specific definition of the term “covered institution” that specifies the
entities to which that Agency’s rule applies. For example, in the case of the OCC, the term includes “A national
bank, Federal savings association, or Federal branch or agency of a foreign bank with average total consolidated
assets greater than or equal to $1 billion; and a subsidiary of a national bank, Federal savings association, or Federal
branch or agency of a foreign bank, if the subsidiary (A) is not a broker, dealer, person providing insurance,
investment company, or investment adviser; and (B) has average total consolidated assets greater than or equal to
$1 billion.” OCC rule section 42.2(i) [emphasis added], available at http://www.occ.gov/news-issuances/newsreleases/2016/nr-occ-2016-49a.pdf. Each Agency’s definition includes the same exception for advisers.
8

Release, at 71. We understand that there is an exception for covered financial institutions that are subsidiaries of
other covered financial institutions, in which case the subsidiary would be subject to the same rules as the parent.
As a result, to the extent that an adviser is itself a covered financial institution, it may be subject to treatment at a
different level based on its affiliations.

9

Release, at n.90 and accompanying text.
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Consolidation. The proposed rule includes a provision making it unlawful to do
indirectly anything that would be unlawful to do directly. The Release suggests, in a footnote,
that this prohibition may be used by the SEC to consolidate the balance sheets of two or more
affiliated investment advisers for purposes of determining status as a covered financial
institution, with reference to the concept of operational integration.10
It is not clear when and to what extent the SEC will exercise this power to consolidate
two or more affiliated advisers, but we would expect that it should be relatively rare. It is
common for larger firms to maintain multiple advisers for legitimate business, accounting, and
other reasons. A given firm may, for example, have separate advisers for its registered
investment company clients, private fund clients, and institutional separate account business. It
also may have separate advisers for different jurisdictions or regions. Given the context of this
rule, consolidation should be used only when the advisers appear to have chosen a legal structure
that has no apparent business purpose other than to evade status as a covered financial
institution—in other words, to do indirectly something that they could not do directly.
Accordingly, as in essentially all other contexts under the Investment Advisers Act,11 we would
expect that the separate legal status of the advisers would be respected unless there is sufficient
reason to disregard it.
The existing guidance on operational integration may be useful as a starting point for the
consolidation analysis, but we caution that it was developed in the context of SEC registration
and may be too rigid to be appropriate in this particular context.12 An analysis in the context of
this particular rule should look at a variety of factors as to how each investment adviser conducts
its business, without any one factor being dispositive or constituting a bright-line test. And the
analysis may involve factors that have not been used for purposes of SEC registration. For
example, the SEC could take into account the fact that the “significant risk taker” provisions in
the rule would extend across legal entity lines, such that individuals that are employed by one
entity might be considered “significant risk takers” of another entity. This would appear to make
it less likely that a particular corporate structure would be designed to evade covered financial
institution status, and thus less likely that the two entities would need to be consolidated for
10

Release, at n.64.

11

Id. at n.63 (noting that the SEC’s “regulatory regime with respect to…investment advisers generally applies on an
entity-by-entity basis”).

12

In the context of determining which entities need to register with the SEC, the staff has indicated that a subsidiary
entity may be regarded as having a separate, independent existence and to be functioning independently of its parent
if it (1) is adequately capitalized, (2) has a buffer, such as a board of directors a majority of whose members are
independent of the parent, between the subsidiary's personnel and the parent, (3) has employees, officers, and
directors, who if engaged in providing advice in the day-to-day business of the subsidiary entity, are not otherwise
engaged in an investment advisory business of the parent, (4) itself makes the decisions as to what investment advice
is to be communicated to, or is to be used on behalf of, its clients and has and uses sources of investment
information not limited to its parent, and (5) keeps its investment advice confidential until communicated to its
clients. See Letter to Richard Ellis, Inc. (March 18, 1981), available at
http://www.sec.gov/divisions/investment/noaction/1981/richardellis031981.pdf.

Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
July 22, 2016
Page 5 of 6
purposes of the rule. In any case, we strongly recommend that the SEC develop a flexible, facts
and circumstances framework for operational integration that is specific to this rule and context.
Non-Proprietary Assets. As noted above, we appreciate and strongly support the
exclusion of non-proprietary assets from the definition of “average total consolidated assets” for
purposes of determining status as a covered financial institution.13 We recognize, however, that
the lack of a definition for “non-proprietary assets” may give rise to interpretive questions as to
which assets on a balance sheet should be counted towards the thresholds.
As with questions on consolidation, these questions likely are best addressed by the SEC
staff through FAQs or other interpretive guidance. In resolving these questions, the SEC staff
should be guided by the basic purpose of this rule, which, as noted above, was to address the
types of behaviors that could put an institution’s own balance sheet at risk. Consistent with this
purpose, we would expect advisers to include those “proprietary” assets where the adviser is
acting as principal and gains and losses directly affect the assets on its balance sheet for which
the adviser is the beneficial owner, and to exclude those “non-proprietary” assets where it is
acting as an agent in the management of assets for clients, including clients that are employed by
or affiliated with the adviser. For example, an adviser would include assets of a pooled vehicle
or special purpose entity, such as a collateralized loan obligation where the adviser serves as
collateral manager, only to the extent of the adviser’s beneficial ownership interest in that pool,
even where accounting rules may require the entire pooled vehicle’s assets to be included on the
adviser’s balance sheet. We would also expect that items that might be on the balance sheet
purely for accounting purposes, but that do not represent assets that can be placed at risk, could
be excluded from an adviser’s total consolidated assets.14
If the Agencies adopt this rule, we look forward to working with the SEC staff on
guidance on these types of interpretive questions.
Need for Clarification and Amendment of Form ADV Item 1.O
Item 1.O of Form ADV asks advisers “Did you have $1 billion or more in assets on the
last day of your most recent fiscal year?”15 Instructions to Form ADV explain that “For purposes
of Item 1.O. only, ‘assets’ refers to your total assets, rather than the assets you manage on behalf
of clients. Determine your total assets using the total assets shown on the balance sheet for your
most recent fiscal year end.”16
13

Section 303.2(b).

14

For example, new accounting rules for leases were issued earlier this year that require companies to recognize a
lease as a “right of use” asset on its balance sheet, offset with the accompanying lease obligations. The effect is to
increase both a firm’s assets and liabilities in the same amount, which could lead to anomalous results for purposes
of this rule. See ASU 2016-02 Leases (Topic 842), available at
http://www.fasb.org/jsp/FASB/FASBContent_C/CompletedProjectPage&cid=1176167904031.

15

See Form ADV, available at https://www.sec.gov/about/forms/formadv-part1a.pdf, at page 4.

16

See Instruction 1(b), available at https://www.sec.gov/about/forms/formadv-instructions.pdf.
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As the SEC recognizes in the Release, Item 1.O was added to Form ADV in 2011
specifically to help identify advisers that might be subject to this particular rulemaking.17 As the
SEC explained in the 2011 adopting release, “we will use [Item 1.O] to identify those advisers
that could be subject to rules regarding certain excessive incentive-based compensation
arrangements required by section 956 of the Dodd-Frank Act.”18
Based in part on responses to Item 1.O, the SEC estimates that approximately 669
investment advisers will be covered institutions under the proposed rules. Based on our
experience and discussions with members about Form ADV, our sense is that a number of
advisers may have answered affirmatively based on a misunderstanding of the question or the
consolidation of non-proprietary assets. Accordingly, we strongly recommend that if the
Agencies adopt this rulemaking, the SEC also should adopt a technical clarifying amendment to
Item 1.O to ensure consistency of that response with this rule’s definition of covered financial
institution and treatment of non-proprietary assets. Given the common use by advisers of the
term “assets” to describe assets under management, we strongly encourage the SEC to make the
question itself as clear as possible, relying less upon the instructions to highlight the difference
between balance sheet assets and assets under management. For example, the SEC might
consider rephrasing the question to read: “Did you have $1 billion or more in balance sheet
assets (not assets that you manage on behalf of clients) on the last day of your most recent fiscal
year?”
***
We appreciate your consideration of our comments on this proposal. Please contact me
at (202) 293-4222 with any questions regarding these matters.
Respectfully,
/s/
Robert C. Grohowski
General Counsel

17

See Rules Implementing Amendments to the Investment Advisers Act of 1940, Advisers Act Release No. IA-3221
(September 19, 2011), available at https://www.sec.gov/rules/final/2011/ia-3221.pdf, at nn.322, 323.
18

Id. at n.323.

June 29, 2016
Via Electronic Submission (www.sec.gov)
Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

Report on the Review of the Definition of “Accredited Investor”

Dear Mr. Fields:
The Investment Adviser Association1 appreciates the opportunity to comment on the
report issued by the staff of the Securities and Exchange Commission regarding the “accredited
investor” definition (“Staff Report”). The IAA commends the staff for the comprehensiveness of
the review and commends the Commission for seeking public comment on it as it considers
whether and how to modernize the definition of accredited investor.
We are disappointed, however, that the recommendations in the Staff Report do not
include an approach whereby a person could qualify as an accredited investor if that person has
retained the services of a registered investment adviser to act as a fiduciary in managing his or
her investments. The IAA has long supported this approach, and we respectfully submit that if
and when the Commission proposes amendments to the definition of accredited investor, it
should consider this means to qualifying investors to invest in private offerings.2
Background and Summary of Position
Regulation D under the Securities Act of 1933 (“Securities Act”) is a critical exemption
available to issuers of private offerings and is designed to facilitate capital formation by
simplifying existing regulations and eliminating unnecessary regulatory burdens on issuers. As
noted in the Staff Report, the “accredited investor” definition is the central component of
Regulation D and enables investors who fall within the definition to participate in investment
opportunities that are generally not available to non-accredited investors. Currently, financial
thresholds based on income and net worth have to be met to qualify as an accredited investor.

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms
registered with the U.S. Securities and Exchange Commission. The IAA’s membership consists of
approximately 600 firms that collectively manage nearly $20 trillion for a wide variety of clients that are
individual and institutional investors, including pension plans, trusts, investment companies, private
funds, endowments, foundations, and corporations. For more information, please visit
www.investmentadviser.org.
2

See Letters to SEC from Investment Adviser Association, dated Sept. 23, 2013 and Mar. 9, 2007.
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The Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”)
requires the Commission to conduct a comprehensive review of the accredited investor definition
as applied to natural persons at least once every four years and then permits the Commission to
consider whether the definition should be “modified or adjusted for the protection of investors, in
the public interest and in light of the economy.”3 The outcome of the Commission’s
deliberations will have significant implications for many investment advisers, including those
that manage hedge funds, private equity funds, and venture capital funds or recommend private
offerings to their clients.
At its core, the accredited investor definition is intended to identify investors who are
able to “fend for themselves” and bear the economic risk of investing in private offerings, and
thus do not need the protections afforded by the full panoply of federal securities laws. We
continue to believe that investment advisers retained by investors to manage their assets on a
discretionary basis, and pursuant to a fiduciary duty, provide precisely the type of protections
intended by the definition.4 The current standards disregard this fact, and in doing so unduly
restrict investment opportunities for the large number of investors who have engaged investment
advisers to determine whether opportunities are in their best interest. We believe that expanding
the definition to include these types of investors is consistent with all of the Commission’s
objectives and goals here—it would continue to protect investors, while also providing clarity for
market participants and promoting the supply of capital in the private offering market.
Investors that use registered investment advisers to manages investments on a discretionary
basis and pursuant to a fiduciary duty should qualify as accredited investors.
We propose that the Commission amend the definition of accredited investor to include
investors whose relevant investments are made by the SEC-registered investment advisers they
retain, as fiduciaries, to manage their investments on a discretionary basis. For reasons
explained more fully below, we believe that a registered investment adviser is an appropriate
3

See Section 413(b)(2) of the Dodd-Frank Act [Pub. L. No. 111-203, 124 Stat. 1376 (2010)]; Staff Report
at 4. The Staff Report also addresses how the definition has been applied to entities not specifically
covered by one of the enumerated categories under the rules (e.g., limited liability companies, certain
other governmental entities and educational expense “529” plans. See, e.g., Alaska Permanent Fund, SEC
Division of Corporation Finance Interpretive Letter (July 14, 2011). We agree with commenters that have
expressed the concern that not enumerating these and other legal entities in the definition has led to some
degree of uncertainty as to whether they may qualify as accredited investors or as qualified institutional
buyers under Rule 144A (“QIBs”). The same principles justifying our recommendation regarding natural
person investors would apply to entities that have retained the services of an investment adviser, and we
urge the Commission to clarify that both an entity and a natural person that has an investment adviser
acting on their behalf would qualify as an accredited investor. And, although not the focus of the staff’s
recommendations, we encourage the Commission to apply the same analysis and reasoning to QIBs. In
our view, entities that satisfy the $100 million in securities of unaffiliated issuers component of the QIB
definition in Rule 144A(1)(i) and that have investment advisers acting on their behalf should qualify as
QIBs.
We do not specifically address the SEC staff’s recommendations, except that we support the
recommendation that knowledgeable employees of private funds should be deemed accredited investors.
4

2
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proxy for an investor’s own investment experience and satisfies the Commission’s goals in
ensuring that investors are adequately protected and able to bear the economic risk of those
investments.
The accredited investor standard is designed, in part, to provide assurance that an investor
has a requisite level of sophistication—in a sense, the capacity to understand the nature of a
private placement and the differences in disclosure from a public offering, and the wherewithal
to request and obtain additional information as necessary to evaluate the merits of the
investment. Advisers serve precisely this function for their clients.
In managing assets on a discretionary basis, advisers have the authority to make
investment decisions on behalf of their clients. Such advisers may discuss the merits and risks of
potential private fund investments with their clients before making the investment, and clients
will sign the subscription agreement and other documents as appropriate. In so doing, clients
may acknowledge that the adviser is their representative during the course of the purchase of an
investment.
We suggest that the concern about these investors fully appreciating the risk of these
investments should be greatly alleviated by the fact that SEC-registered investment advisers are
obligated to place their clients’ interests above their own. An investment adviser stands in a
special relationship of trust and confidence with, and therefore is a fiduciary to, its clients.5 As a
fiduciary, an investment adviser has an affirmative duty of care, loyalty, honesty, and good faith
to act in the best interests of its clients. The parameters of an investment adviser’s duty generally
include: the duty at all times to place the interests of clients first; the duty to have a reasonable
basis for its investment advice; the duty to make investment decisions consistent with any
mutually agreed upon client objectives, strategies, policies, guidelines, restrictions and
acceptable levels of risk; the duty to treat clients fairly; and the duty to make full and fair
disclosure to clients of all material facts about the advisory relationship, particularly regarding
conflicts of interest.6
Moreover, the fiduciary duty of SEC-registered investment advisers provides substantial
protections for their clients.7 Specifically, in the course of their duties, investment advisers
conduct research and due diligence on hedge funds, private equity funds, and venture capital
funds, among others, on behalf of their clients before making an investment for them. The
5

See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191-92, 201 (1963).

6

Id.; see also In re Arleen Hughes, SEC Release No. 34-4048 (Feb. 18, 1948); IAA Standards of Practice,
as amended February 28, 2006, available at:
https://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=StandardsPractice.
7

In addition, SEC-registered investment advisers are subject to Commission examinations under the
Investment Advisers Act of 1940. They are also obligated to adopt and implement written policies and
procedures reasonably designed to prevent violation of the Advisers Act, review those policies and
procedures annually, and designate a chief compliance officer to be responsible for administering the
policies and procedures. See Rule 206(4)-7; Compliance Programs of Investment Companies and
Investment Advisers, SEC Release Nos. IA-2204; IC-26299; File No. S7-03-03 (Dec. 17, 2003).
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recommendations or investments are vetted by advisers after satisfying their duties to make
investment decisions in the best interest of their clients. In addition, advisers are required to
understand the complexities and risks of any investment vehicle in which they invest their
clients’ assets and determine that the investments are suitable. To fulfill the obligation, an
adviser will make a reasonable determination that the investment advice provided is suitable for
the client based on the client’s financial situation, investment objective, and tolerance to risk.
This unique relationship should satisfy the Commission that these investors are appropriately
protected and able to bear the risk of investments.
We disagree with the SEC staff’s assertion that permitting the use of investment advisers
would be inconsistent with the use of a “purchaser representative.”8
In determining not to recommend the use of professionals9 as a means to qualifying as an
accredited investor, the staff was concerned that this approach would appear to “run counter to
the Commission’s prior determination to allow [non-accredited persons] to participate in
[private] offerings” where a purchaser representative is able to evaluate additional financial
information about the issuer.10 We do not see our recommendation as inconsistent with the
Commission’s prior decision, but rather an expansion of the same concept. The current
framework allows a purchaser representative to provide the “sophistication” necessary to
demonstrate that a non-accredited investor has sufficient knowledge and experience in financial
and business matters to make them capable of evaluating the merits and risks of the prospective
investment, but only applies with respect to the 35 non-accredited investors permitted to
participate in a private offering under Rule 506. Extending this concept to apply more broadly is
precisely the type of change that would more closely align the definition of accredited investor
with concepts of sophistication, as opposed to the arbitrary nature of the current net worth
thresholds.
We believe that investment advisers are, in essence, the most effective type of purchaser
representative. They are obligated to perform due diligence in evaluating the merits and risks of
private offerings on behalf of their clients. In fact, we believe that investment advisers, as
fiduciaries, have a broader mandate in evaluating the merits and risks of private offerings on
behalf of their clients relative to other “professionals,” including purchaser representatives.
Also, given the proliferation of the availability of information in recent years, advisers are in a

8

Securities Act Rule 506(b). The Commission has stated that purchaser representatives may be
investment advisers. See Interpretive Release on Regulation D, SEC Release No. 33-6455, 1983 WL
409415 (Mar. 3, 1983) at 7, n. 24 (citing SEC no-action letters Winstead, McGuire, Sechrest & Trimble
(pub. avail. Feb. 21 and Mar. 25, 1975) and re Kenisa Oil Company (pub. avail. May 6, 1982)).
In considering this approach, the SEC staff used the term “professionals” broadly encompassing, for
example, “licensed” experts, financial advisers, and accountants.
9

10

Staff Report at 62. See Rule 502(b) (specifying the information an issuer must provide to purchaser
representatives of non-accredited investors).
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better position than most purchaser representatives to access and assimilate this vast trove of data
into their due diligence processes.11
The SEC’s examination staff published a report in 2014 summarizing their findings on
the “widespread” due diligence practices of investment advisers that we believe reaffirmed this
broader mandate.12 In particular, the SEC staff observed that advisers are “seeking more and
broader information and data directly from managers of alternative investments” and that they
are “performing additional quantitative and risk measures” on these investments. The staff also
observed that advisers are “enhancing and expanding their due diligence processes and focus
areas” to include, for example, onsite visits to provide increased access to review relevant
documents. In particular, the staff observed that advisers have expanded their review of audited
financial statements of private alternative investments.
Moreover, the Commission’s Investor Advisory Committee essentially recommended
imposing obligations on purchaser representatives that are on par with those already imposed on
investment advisers. Specifically, the Committee suggested that if “investor protections
associated with reliance on a recommendation from a purchaser representative” were
strengthened, the “Commission could consider permitting individuals to qualify as accredited
through a similar means of relying on the recommendation of a fiduciary adviser with no direct
or indirect financial stake in the offering.”13 The strengthened protections recommended by the
Committee include prohibiting purchaser representatives from having any personal financial
stake in the investment being recommended, prohibiting purchaser representatives from
accepting compensation from the issuer, and requiring purchaser representatives who are
compensated by the purchaser to accept a fiduciary duty to act in the best interests of the
purchaser. As noted below, these protections are central to an investment adviser’s fiduciary
duty to clients which includes an obligation to make full and fair disclosure to clients of all
material conflicts of interest.14

11

We also note that Regulation D does not exempt private offerings from the anti-fraud provisions of the
federal securities laws. Moreover, managers of these offerings have a duty to disclose to investors all
material information so as not to make disclosures (e.g., private placement memoranda) misleading.
12

See National Exam Program Risk Alert, Investment Adviser Due Diligence Processes for Selecting
Alternative Investments and their Respective Managers (Jan. 28, 2014). For purposes of the Risk Alert,
“alternative” investments included private funds such as hedge funds, private equity, venture capital, real
estate, and funds of private funds. Available at https://www.sec.gov/about/offices/ocie/adviser-duediligence-alternative-investments.pdf.
13

Recommendation of the Investor Advisory Committee: Accredited Investor Definition (Oct. 9, 2014),
available at http://www.sec.gov/spotlight/investoradvisory-committee-2012/accredited-investordefinition-recommendation.pdf.
14

Moreover, Section 206(3) of the Advisers Act prohibits an adviser, acting as principal for its own
account, from knowingly selling any security to or purchasing any security from a client for its own
account, without disclosing to the client in writing the capacity in which it (or an affiliate) is acting and
obtaining the client’s consent before the completion of the transaction.
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A purchaser representative is required to have such knowledge and experience in
financial and business matters that he or she is capable of evaluating the merits and risks of the
prospective investment. Likewise, a registered investment adviser has knowledge and
experience in financial and business matters and is capable of evaluating, and does evaluate, the
merits and risks of prospective investments for its clients. In addition, a purchaser representative
is obligated to disclose to the purchaser in writing any material relationship between himself or
his affiliates and the issuer or its affiliates that then exists or that has existed at any time during
the previous two years, and any compensation received or to be received as a result of such
relationship.15 Similarly, a registered investment adviser is required to make disclosures
regarding material conflicts of interest it has in relation to its position for the accredited investor.
The SEC staff also expressed concern that there “may be significant overlap between
individuals who receive advice from professionals and those who meet the existing financial
standards in the accredited investor definition.”16 We submit, however, that any duplication
would be beside the point and should not be a basis for denying investment opportunities to
investors who have retained the services of an investment adviser but who do not otherwise meet
the financial thresholds to qualify as an accredited investor.17
The GAO study regarding the accredited investor standard found that the use of registered
investment advisers could balance the goals of investor protection and capital formation.
We submit that incorporating the use of a registered investment adviser into the
accredited investor standard would be consistent with the Commission’s interest in balancing the
goals of facilitating capital formation and protecting investors. In 2013, the U.S. Government
Accountability Office (GAO) published a report regarding its study mandated by the Dodd-Frank
Act on the appropriate criteria for determining the financial thresholds or other criteria needed to
qualify for accredited investor status and eligibility to invest in private funds.18 According to the
GAO, the use of a registered investment adviser could balance investor protection concerns with
the policy objective of facilitating capital formation and be relatively feasible to implement.
Specifically, the GAO found that a majority of market participants in the GAO’s study19
selected the use of a registered investment adviser as the most important criterion with respect to
15

Securities Act Rule 501(h)(4).

16

Staff Report at 62.

17

We note also that the use of purchaser representatives is limited to Rule 506(b) offerings and even then
is limited to no more than 35 investors. Moreover, we note that the concern over duplication may also
apply were the Commission to expand the accredited investor definition pursuant to the staff’s
recommendations but leave the financial thresholds in place.
18

See U.S. Government Accountability Office Report, Alternative Criteria for Qualifying as an
Accredited Investor Should Be Considered (July 2013), available at http://www.gao.gov/products/GAO13-640.
The IAA participated in the GAO’s study, along with 27 market participants and six other trade
associations. The market participants were categorized into four groups intended to represent different
segments of the accredited investor population: (1) attorneys who have experience in private placement
19
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measuring investors’ understanding of financial risk. Study participants also noted that adding
the use of an adviser to the current standard would strengthen investor protection because
advisers have a duty to examine the financial needs of their clients. In addition, most market
participants believed that “having a registered investment adviser criterion would be feasible to
implement and that the market would be willing to accept it.” For example, some participants
noted that this criterion could be feasible to implement because advisers were already registered
and subject to regulation. Others believed having an adviser would be a “practical and objective
way to approximate understanding of financial risk.” Accordingly, we recommend the
Commission consider the GAO’s recommendations for alternative criteria for the accredited
investor definition, such as an investor’s use of a registered investment adviser.20
The Commission has acknowledged that the protections provided by the fiduciary duty to
investors materially reduce the need for the protection of a higher accredited investor
standard.
The Commission has previously acknowledged that an adviser’s fiduciary duty to clients
could materially reduce the need for the adviser’s clients to individually meet the accredited
investor standard. For example, the Commission recognized that pension plan fiduciaries can
appropriately determine whether to invest in private pools, consistent with the protection of plan
participants:
[N]atural persons may have indirect exposure to private pools as a result of their
participation in pension plans and investment in certain pooled investment vehicles that
invest in private pools. Such plans and vehicles are generally administered by entities of
plan fiduciaries and registered investment professionals. This protection is not present in
the case of natural persons who seek to invest in 3(c)(1) Pools outside of the structure of
such pension plans and pooled investment vehicles.21 [Emphasis added]
We respectfully submit that an investor’s retention of a registered investment adviser
provides the same level of protection as a plan fiduciary or “registered investment professional”
previously cited with approval by the Commission.22
transactions, (2) accredited investors who invest in private placement securities, (3) retail investors who
meet the current accredited investor criteria but do not actively invest in private placement securities, and
(4) investment advisers and broker-dealers who work with accredited investors.
We also recommend that the SEC consider the GAO’s other recommendation regarding a liquid
investments requirement (that is, a minimum dollar amount of investments in assets that can be easily
sold, are marketable, and the value of which can be verified by a financial institution).
20

21

See Prohibition of Fraud by Advisers to Certain Pooled Investment Vehicles; Accredited Investors in
Certain Private Investment Vehicles, SEC Release No. 33-8766; IA-2576; File No. S7-25-06 (Dec. 27,
2006), available at http://www.sec.gov/rules/proposed/2006/33-8766.pdf, as published in 72 Fed. Reg.
400 (Jan. 4, 2007).
See also President’s Working Group on Financial Markets, Agreement Among PWG and U.S. Agency
Principals on Principles and Guidelines Regarding Private Pools of Capital, at section 5 (Feb. 22, 2007),
which noted that fiduciaries that manage pension funds, fund-of-funds, or other similar pooled investment
vehicles “have a duty under applicable law to act in the best interest of the beneficiaries. They have an
22
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The Commission should carefully consider the regulatory burdens of any change to the
accredited investor definition.
As the Commission considers our recommendation and the wide range of other
suggestions in the Staff Report, we urge that it carefully consider the regulatory burdens that
would be placed on issuers with respect to each such change in the accredited investor definition.
We agree with the staff that the “need for clarity in the definition is particularly important
because an issuer relying on an exemption from registration carries the burden of proving that
the exemption is available.” Regulation D was “adopted, in part, to bring a greater degree of
clarity for small businesses” and is a “fundamental objective of the accredited investor
definition.” We believe that permitting the use of a registered investment adviser would provide
certainty as a “bright-line [test] that allow[s] market participants to readily determine an
investor’s status under the definition” and would impose relatively fewer regulatory burdens on
issuers.
*

*

*

Many investors have retained registered investment advisers to make investments on their
behalf as fiduciaries, including in the types of investments that are currently only available to
investors who fall within the current accredited investor definition. Accordingly, the
Commission should acknowledge this protection and adopt an accredited investor standard that
expressly includes investors who hire an investment adviser registered with the Commission to
manage their accounts on a discretionary basis.
We appreciate your consideration of our comments on this important matter. Please do
not hesitate to contact us if we may provide any additional information or assistance to you
during this process. Please contact me or Sanjay Lamba, IAA Assistant General Counsel, at
(202) 293-4222 with any questions regarding these matters.
Respectfully,
/s/
Robert C. Grohowski
General Counsel
cc:

The Honorable Mary Jo White, Chair
The Honorable Kara M. Stein, Commissioner
The Honorable Michael S. Piwowar, Commissioner
Keith F. Higgins, Director, Division of Corporation Finance
Sebastian Gomez, Chief, Division of Corporation Finance

ongoing responsibility to perform due diligence to ensure that their investment decisions are prudent and
conform to sound practices for fiduciaries.” Advisers, as fiduciaries, provide the same level of protection
and similar functions with respect to their clients’ investments.
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June 14, 2016
The Honorable Jeb Hensarling
Chairman
Financial Services Committee
United States House of Representatives
2129 Rayburn House Office Building
Washington, D.C. 20515

The Honorable Maxine Waters
Ranking Member
Financial Services Committee
United States House of Representatives
2129 Rayburn House Office Building
Washington, D.C. 20515

Dear Chairman Hensarling, Ranking Member Waters, and Members of Congress,
The American Investment Council, Association for Corporate Growth, Investment Adviser
Association, and Small Business Investor Alliance are submitting this letter in support of the
Investment Advisers Modernization Act of 2016 (H.R. 5424). We strongly support this
bipartisan piece of legislation introduced by House Financial Services Committee Members
Robert Hurt (R-VA.), Juan Vargas (D-CA.), Steve Stivers (R-OH), and Bill Foster (D-IL), and
recognize the importance of this legislation. Each of our organizations thanks the Members from
both sides of the aisle who are supportive of this legislation, and we urge the House Financial
Services Committee to approve this proposal as soon as possible.
H.R. 5424 pursues three key goals in the investment adviser regulatory space that are important
for our member firms. First, this bill modernizes outdated portions of the Investment Advisers
Act. Second, it removes duplicative burdens and better tailors other provisions. Third, it
facilitates robust capital formation by preventing regulatory mismatch.
We are pleased that these common-sense and appropriate adjustments are being offered; they are
much-needed revisions to an Act established in 1940.
"These thoughtful modifications show a commitment to improving the regulatory structure for
private funds and we look forward to seeing this bill advance. We consider it an excellent start to
addressing a series of issues in this space. The bill would make the regulatory process more
efficient and effective for both regulated entities and the regulators." – Mike Sommers, President
and CEO, American Investment Council
"The Investment Advisers Modernization Act streamlines the antiquated regulatory framework
for small and midsize advisers, while maintaining appropriate industry oversight. This bipartisan
legislation is critical for investors who provide billions of dollars every year to Main Street
businesses and employ more than 15 million Americans. ACG applauds the bill's introduction
and looks forward to working with Congressmen Hurt, Vargas, Stivers, and Foster to advance
this piece of legislation." – Gary A. LaBranche, President and CEO, Association for Corporate
Growth
"The financial services landscape has evolved significantly over the last 75 years and certain
provisions of the Advisers Act have not kept pace with these developments. A number of these
provisions impose undue burdens on investment advisers – most of which are small businesses –
1|Page

without commensurate investor benefit. The IAA applauds the leadership of Congressmen Hurt,
Vargas, Stivers, and Foster on these issues and looks forward to working with them to advance
this significant piece of legislation." – Karen L. Barr, President and CEO, Investment Adviser
Association
"Private equity is an incredibly important source of capital for growing small businesses and
creating jobs. Small business investors are significantly more sensitive to expensive regulatory
burdens whose costs in time and money far exceed their benefits. These modest reforms
maintain important investor protections while making the regulatory system a little more
reasonable and a little less painful." – Brett Palmer, President, Small Business Investor Alliance
Once again, we thank Congressmen Hurt, Vargas, Stivers, and Foster for their leadership on this
important legislation and we look forward to working with Members from both sides of the aisle
to get this bill signed into law.
Sincerely,
American Investment Council
Association for Corporate Growth
Investment Adviser Association
Small Business Investor Alliance
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May 9, 2016
Via Electronic Submission (www.regulations.gov)
Jennifer Shasky Calvery, Director
Financial Crimes Enforcement Network
P.O. Box 39
Vienna, VA 22183
Re:

1506-AB26–Amendment to the Bank Secrecy Act Regulations–
Reports of Foreign Financial Accounts

Dear Ms. Calvery:
The Investment Adviser Association1 appreciates the opportunity to comment on
FinCEN’s proposal to revise regulations implementing the Bank Secrecy Act regarding Reports
of Foreign Bank and Financial Accounts (FBAR). We support FinCEN’s goal of developing a
workable reporting regime to prevent the misuse of foreign financial accounts to evade domestic
criminal, tax and regulatory laws.
In previous comment letters, we have asked FinCEN to exempt from the FBAR filing
requirements investment advisory personnel who may have signature or other authority over (but
no financial interest in) foreign accounts solely as a result of their employment with the firm.2
Under the current rules, such individuals are only exempt from the filing obligation to the extent
that they have signature or other authority over a foreign financial account of a registered
investment company.3

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
US Securities and Exchange Commission. The IAA’s membership consists of nearly 600 firms that collectively
manage $16 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 www.investmentadviser.org.
See, e.g., IAA Letter to FinCEN re: Amendment to the Bank Secrecy Act Regulations–Reports of Foreign
Financial Accounts (April 26, 2010), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/100426cmnt.pdf.
2

3

FinCEN confirmed in the preamble to the 2011 regulation that investment advisers do not generally fall within the
definition of “financial institution” under the Bank Secrecy Act, and therefore their employees do not qualify for the
current exemption in section 1010.350(f)(2)(ii). 76 Fed. Reg. 10241. Under rules proposed in August 2015,
investment advisers would be included in the definition of “financial institution” for Bank Secrecy Act purposes and
required to establish anti-money laundering programs; however, under current law, investment advisers are not
covered under that definition. In any event, the proposed amendments to the FBAR regulations would eliminate this
reference to “financial institution.”
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Given our prior comments, we welcome and support FinCEN’s efforts to simplify the
FBAR filing obligations of individuals employed by investment advisers. We have concerns,
however, about the scope of the exemption and other proposed changes that would increase
filing obligations for entities filing for 25 or more accounts.
Filing Obligations of Individuals
New Exemption
We strongly support FinCEN’s proposal to eliminate FBAR filings by individuals where
their employers also are subject to the filing requirement. We continue to believe that requiring
employees with no financial interest in foreign financial accounts to make individual FBAR
filings would impose an unreasonable burden on such employees.4 The proposed approach is a
logical way to alleviate this burden, while also ensuring that FinCEN obtains the data it requires.
We also strongly support the extension of the filing exemption to all investment adviser
employees, not just those of investment advisers to registered investment companies as is the
case under the current rules. This approach not only benefits more employees, but also
eliminates the need for advisers to coordinate the filings of their employees, which is especially
time-consuming where multiple employees hold such authority over the same account.
We are concerned, however, that the proposed exemption does not extend far enough
with respect to non-US funds. For example, an employee of an SEC-registered adviser may have
signature or other authority over a foreign financial account of a European UCITS or other
regulated fund that is not marketed to US investors. As FinCEN notes in the preamble to the
proposal, the proposed exemption “would not extend to US persons in instances in which no US
entity within their employer’s corporate or other business structure has an obligation to report to
FinCEN its financial interest in such accounts.”5 As a result, the employee in the example
above—a US person who has signature or other authority over (but no financial interest in)
foreign financial accounts of non-US funds that are not marketed or sold to US persons—may
have to file an FBAR.
We believe that this extends the FBAR regime beyond FinCEN’s legitimate needs for
information. These accounts do not benefit any US person—they are foreign accounts with
foreign funds and foreign owners. The only US nexus is an employee of an adviser who has
signature or other authority over the account, but no financial interest in it. The US should not
have any policy interest in receiving information regarding that type of account. From the US
perspective, then, the requirement to file an FBAR becomes a function of purely technical
compliance. Worse, from a foreign perspective, it may raise regulatory conflicts as privacy rules
4

As FinCEN recognized in the preamble, as many as 100 employees may have signature authority over one such
account. 81 Fed. Reg. at 12616 n.20.
5

Id. at 12616.
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in other jurisdictions may prohibit an investment adviser employee from providing information
concerning non-US clients. Accordingly, we urge FinCEN to expand the proposed exemption to
cover non-US funds that are not marketed or sold to US persons.
Application of Exemption to Deferred Filing Obligations
FinCEN has asked commenters to address, among other things, whether the amended
exemption for filings by individuals should apply prospectively only, or whether the individuals’
filing obligations for earlier years, which have been deferred until 2017 under FinCEN Notice
2015-01, should be eliminated as well.6 If FinCEN determined to adopt these rules under the
policy rationale detailed in the preamble, there would be no policy justification for requiring
individual filings relating to previous years. Historical information would be of limited value to
FinCEN and could be particularly difficult to collect. For example, the individuals involved may
have left the employ of the adviser in the intervening years, and would no longer have access to
information concerning foreign financial accounts. Accordingly, we strongly support applying
the exemption to FBAR filings that have been deferred.
Proposed Elimination of 25-Account Limit for Detailed Reporting
FinCEN has also proposed eliminating the provision of the rules that currently allows
reporting entities with 25 or more foreign financial accounts to report the number of such
accounts and other information about the filer rather than providing detailed account information
on each of their foreign financial accounts. Eliminating this special filing rule would require a
large amount of data to be filed by already-highly-regulated entities, including investment
advisers. Not only is the filing burdensome, the sheer amount of this data would raise substantial
cybersecurity concerns. We recommend retaining the current rules in this respect, which
requires the information to be available to FinCEN upon request.
If FinCEN determines to delete the special filing provision from the final rule, then filers
should be given an extended implementation period in order for them to establish the systems
necessary to produce these filings.7

*

*

*

6

Id. at 12619.

7

We note that FinCEN did not include an effective date for the proposed changes.
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We appreciate your consideration of our comments on this proposal. Please contact me
or Kathy D. Ireland, Associate General Counsel, at (202) 293-4222 with any questions regarding
these matters.

Respectfully,
/s/
Robert C. Grohowski
General Counsel

April 29, 2016
Via Electronic Submission (standards@cfainstitute.org)
Jonathan A. Boersma
Executive Director
Global Investment Performance Standards
CFA Institute
915 E. High Street
Charlottesville, VA 22902
Re:

Exposure Draft of the Guidance Statement on Broadly Distributed
Pooled Funds

Dear Mr. Boersma:
The Investment Adviser Association (the “IAA”)1 and the Asset Management Group of the
Securities Industry and Financial Markets Association (the “AMG”)2 appreciate this opportunity
to comment on the CFA Institute’s draft Guidance Statement on Broadly Distributed Pooled
Funds (the “guidance statement”), proposed by the GIPS Technical Committee on January 29,
2016.3 If adopted, the guidance statement would impose a set of uniform disclosure
requirements on GIPS-compliant advisers that could impact the official documents and
marketing materials for broadly distributed pooled funds in every jurisdiction around the world
where such funds are publicly offered and sold.
GIPS plays an important role in developing consistent performance presentation standards where
regulatory standards may be lacking or may allow for greater flexibility, such as in the
presentation of composite performance to institutional investors. The guidance statement marks
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission (SEC). The IAA’s membership consists of more than 600 firms that
collectively manage $16 trillion for a wide variety of over 1.3 million clients that are individual and institutional
investors, including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit www.investmentadviser.org.

2

The AMG is the voice for the buy side within the securities industry and broader financial markets, which serves
millions of individual and institutional investors as they save for retirement, education, emergencies, and other
investment needs and goals. The AMG’s members represent U.S. asset management firms whose combined assets
under management exceed $30 trillion. The clients of AMG member firms include, among others, registered
investment companies, separate accounts, ERISA plans, and state and local government pension funds.
3

GIPS 2016 Exposure Draft of the Guidance Statement on Broadly Distributed Pooled Funds, available at
http://www.gipsstandards.org/standards/Documents/Guidance/exposure_draft_public_comment_pooled_funds_gs.p
df (Jan. 29, 2016).
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a significant departure from this role, as it would extend GIPS standards to funds, such as
registered investment companies in the United States, that are already subject to specific and
robust regulations on the calculation and disclosure of fund performance.4
This overlay of GIPS compliance on top of well-developed local law is unnecessary and
burdensome. It would force advisers to conduct a global “gap analysis” that would require an
extensive amount of time and expense, followed by the development and implementation of
policies and procedures to ensure that every official fund document and advertisement was
consistent with both local law and the GIPS requirements, and then, ultimately, updating and refiling any non-compliant existing materials. For many global asset managers, this would
significantly increase the costs and burdens of GIPS compliance, potentially increasing the costs
ultimately borne by fund investors—costs that would far exceed any benefits that might accrue to
these fund investors.
We are also concerned that in certain jurisdictions, such as the U.S., the use of composites
alongside individual performance information would raise regulatory and logistical issues, and
result in significant confusion to shareholders.
Based on these concerns, we urge the GIPS Technical Committee to withdraw the guidance
statement, or at least to reconsider its scope and breadth and make compliance with such
standards voluntary similar to the treatment of the GIPS advertising guidelines. If the technical
committee disagrees and decides to move forward with a mandatory regime, then, at a minimum,
it should undertake to determine jurisdictions that are per se compliant with GIPS, where local
requirements meet or exceed all of the standards in the guidance statement. We explain these
recommendations below after providing a very brief overview of the regulatory regime
applicable to publicly-offered funds in the United States and a brief discussion of the application
of the guidance statement to U.S. funds as an example of the type of burdensome analysis global
firms would be forced to perform in every jurisdiction in which such firms offered or registered
their funds.
I.

Background on the Regulation of Funds in the United States

Generally speaking, four types of funds that are registered with the Securities and Exchange
Commission (“SEC”) in the U.S. might be subject to the guidance statement: open-end funds
(commonly called “mutual funds”), closed-end funds, unit investment trusts, and exchangetraded funds (“ETFs”).5 These funds are subject to a robust regulatory scheme including the U.S.
4

Although we are writing primarily from the perspective of U.S. investment advisers that manage funds subject to
the Investment Company Act of 1940 and its rules and regulations, as administered by the SEC, there are other
regulatory regimes around the world that also comprehensively regulate the calculation and advertisement of fund
performance.
5

A “broadly distributed pooled fund” is defined to include “pooled unitized investment vehicles with broad
distribution (i.e., where there is typically no or minimal contact between the firm managing the pooled fund and
prospective pooled fund investors).” Guidance statement, at 3. While the guidance statement includes mutual funds
by way of example, it is not entirely clear whether the other types of SEC-registered investment companies—ETFs,
closed-end funds, and unit investment trusts—would also be included.
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federal securities laws,6 direct oversight by the SEC and indirect oversight by the Financial
Industry Regulatory Authority (“FINRA”).7 Depending on its investments, the fund may also be
subject to regulation and oversight by the Commodity Futures Trading Commission (“CFTC”)
and the National Futures Association (“NFA”).8 Additionally, the financial statements of
registered funds and their advisory firms must comply with generally accepted accounting
principles (“GAAP”), subject to audit by independent accounting firms.
There are specific restrictions and requirements on how these funds present performance
information. First, all funds are required to calculate standardized performance figures, and
present that performance in prospectuses and annual reports.9 The performance figures are
required to be presented for one, five, and ten year periods, or for the life of the fund if shorter
than any listed time period. Other types of performance, such as current yield for bond funds,
must also be calculated pursuant to specific rules. Detailed performance data must also be
provided in a mutual fund’s annual and semi-annual shareholder reports.
Marketing materials that include mutual fund performance information are subject to a separate
set of specific rules.10 SEC Rule 482 requires communications to include prominent disclosure
that: (1) advises an investor to consider the investment objectives, risks and charges and
expenses of the mutual fund carefully before investing; (2) explains that the prospectus contains
this content and other information about the mutual fund; (3) identifies a source from which an
investor may obtain a prospectus; and (4) states that the prospectus should be read carefully
before investing. Alternatively, SEC Rule 34b-1 performance materials are required to include
disclosure that the material must be accompanied or preceded by the statutory prospectus. These
rules also contain specific prominent disclosures that must meet specific presentation standards
within the advertisement. For example, all advertisements must state that performance data
quoted is past performance and past performance does not guarantee future results.
Advertisements that may have performance data older than the current month-end must include a
link or telephone number where an investor may obtain performance data current to the most
recent month-end. There are additional required prominent and proximate disclosures if a sales
load or any other nonrecurring fee is charged (SEC Rule 482) as well as a requirement to include
a gross expense ratio when quoting performance along with specific presentation standards for
including all of the required elements (FINRA Rule 2210).

6

The securities laws include the Securities Act of 1933, the Securities Exchange Act of 1934, the Investment
Company Act of 1940, and the Investment Advisers Act of 1940.

7

FINRA directly regulates broker-dealers’ marketing activities selling fund shares, and thus indirectly regulates the
marketing materials used to advertise the funds.
8

We focus on this letter on regulation by the SEC and FINRA, but note that the CFTC and NFA have their own
requirements and standards that apply to official documents and marketing materials for commodity pools.

9

See SEC Form N-1A Item 4 (describing how investment companies should present performance data required to be
included in the fund’s registration statement and statutory prospectus).
10

SEC Rule 482 under the Securities Act of 1933, SEC Rule 34b-1 under the Investment Company Act of 1940, and
FINRA Rule 2210 Communications with the Public.
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All of this disclosure—whether required pursuant to a specific rule or not—is subject to general
anti-fraud standards under the Investment Company Act and other securities laws and FINRA
rules. Some statements regarding performance may also be subject to the advertising rule under
the Investment Advisers Act. All of these general and specific requirements together ensure that
the presentation of performance is materially complete, not misleading, and generally fair and
balanced. Most importantly, most U.S. mutual funds, ETFs and unit investment trust
advertisements are treated as “prospectuses” under Section 10(b) of the Securities Act of 1933
(“Securities Act”), and thus are subject to liability under Section 12(a)(2) of that Act for
materially false or misleading statements.11 Unlike other types of fraud, an action under section
12(a)(2) does not require proof of scienter, or investor reliance on a misleading statement or
omission.12
Given the importance of these rules and the potential for liability, advisers in the U.S. devote
significant resources to ensuring compliance with these requirements as interpreted and overseen
by the SEC, CFTC, and FINRA.
II.

Application of the Guidance Statement to U.S. Funds

The guidance statement proposes to require inclusion of five specific items in both a fund’s
official documents (filed with the fund’s local regulator) and its fund specific marketing
materials, if that material presents investment performance. The five proposed required items
are: (1) a description of the fund’s investment strategy, (2) either a qualitative narrative or a
quantitative metric indicating the fund’s risk, (3) pooled funds returns, (4) benchmark total
returns, and (5) the currency used to express performance.
This discussion of the U.S. regulatory regime is only one example of the type of analysis that
global firms would be forced to undertake in every jurisdiction in which they offer funds, and
one that only begins to scratch the surface. For example, we focus solely on the basic provisions
that apply to SEC-registered funds. Funds that are commodity pools would have to carefully
consider additional CFTC and NFA requirements.
1. Description of the Fund’s Investment Strategy
The first item would require funds to include a “description of the pooled fund’s investment
mandate, objective, or strategy” in both its official fund documents and its fund specific
marketing materials. The description should include “all key features of the pooled fund,” such
as any specific regions, asset classes, sectors, or types of securities that the fund plans to invest

11

Funds are liable in the first instance for the accuracy of the disclosures contained in fund marketing materials. We
are concerned that the guidance statement fails to recognize that the primary liability for fund marketing materials
falls upon the funds themselves and that funds may be reluctant or unwilling to add disclosures for which they
would be subject to primary liability.
12

In contrast, antifraud claims by investors under section 10(b) of the Securities Exchange Act of 1934 require proof
of scienter and investor reliance. Amendments to Investment Company Advertising Rules, Securities Act. Rel. No.
8294 (Sept. 29, 2003), 68 FR 57759, 57762 n. 20. (Oct. 6, 2003).
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in, with “enough information to allow prospective pooled fund investors to understand the key
characteristics of the pooled fund’s investment mandate, objective, or strategy.”13
The proposed requirement that pooled funds describe their investment strategies and policies
mirrors a similar regulatory requirement, in that U.S. registered investment companies must
include recitals of all investment policies, including those regarding concentration of investments
in any given industry or sector, in their registration statements filed with the SEC.14 Under the
Investment Company Act, however, the SEC establishes a system of layered disclosure across
three separate documents in the registration statement (summary prospectus, statutory
prospectus, and statement of additional information), requiring funds to disclose only the
principal investment strategies in the prospectus, and emphasizing that the summary prospectus
may not include any disclosure other than that required or permitted by the specific rules.15
This layered disclosure approach extends to marketing materials. As noted above, SEC Rule 482
is the primary fund performance advertisement rule for US registered fund companies. Rule 482
advertisements are considered “prospectuses” under section 10(b) of the Securities Act
(“omitting prospectuses”), which means that, historically, they could only contain information
the “substance of which” is included in the statutory prospectus. In 1996 Congress amended the
Investment Company Act to permit, subject to rules adopted by the SEC, the use of prospectuses
under section 10(b) of the Securities Act that include information the substance of which is not
included in the statutory prospectus. In 2003 the SEC amended Rule 482 to implement this
provision of the legislation (removal of the “substance of which” requirement) as well as to
amend the fund advertising rules to reinforce antifraud protections and encourage and enhance
the provision of information to investors that is more “balanced and informative,” particularly in
the area of investment performance.
As a result, it is unclear how firms would be expected to implement even this relatively simple
item under the guidance statement. This does not suggest in any way that fund marketing
materials in the U.S. are lacking, but rather that U.S. regulators over the years have made very
deliberate choices in determining what should be required in different types of disclosure and
marketing materials.
2. Indication of the Pooled Fund’s Risk
The guidance statement’s second provision would require pooled funds to provide an indication
of the risks associated with investing in the pooled fund. The guidance statement allows funds to
fulfill this requirement by providing either a qualitative narrative or quantitative metric
describing the risk as mandated by their local regulator. However, pooled funds may choose
either the qualitative or quantitative measure if the local regulator does not require an indication
of risk or does not prescribe by which measure it should be presented.

13

See Exposure Draft, at note 7.

14

See Investment Company Act of 1940 § 8(b)(1)-(3).

15

See Item 4(a), General Instruction C.2.(b) of Form N-1A.
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The U.S. federal securities laws require registered investment companies to disclose in their
registration statements the “principal risks” of investing in the fund.16 The registration statement
instructions state that the risk disclosure should include potential risks as to the fund’s portfolio
as a whole as well as any circumstances “reasonably likely to affect adversely the fund’s net
asset value, yield, or total return.” This requirement helps ensure that investment companies
provide investors and potential investors with adequate information to identify and assess the
risks associated with investing in pooled fund investment vehicles in general and, more
specifically, the risks associated with the specific fund and its investment strategy.17
Again, the fulsome narrative disclosure in official fund documents is not required to appear in
marketing materials containing fund performance information. Rather, general anti-fraud
rules—as implemented through prescriptive requirements by the regulators—require marketing
materials to include all material facts necessary so that the material is not misleading in the
context in which it is used. Accordingly, an advertisement may not contain statements about
possible benefits without giving equal prominence to any associated limitations or risks.18
Furthermore, a fund may be unwilling to take on additional liability for the adviser’s description
of such risks should the adviser’s description later prove to be incomplete.
3. Fund Returns
The third requirement would mandate that broadly distributed pooled funds include a measure of
the pooled funds’ returns without sales charges on official fund documents and fund marketing
materials. The guidance statement defers to local regulators to determine what methodology and
time periods funds should use when calculating these returns. However, if a fund’s local
regulator does not require a specific methodology the guidance statement requires pooled funds
to calculate their returns net of fees over one of three sets of time periods: (1) annualized returns
for one, three, and five year periods; (2) period-to-date returns in addition to one, three, and five
year annualized returns; or (3) period-to-date returns in addition to five years of annualized
returns.
As noted above, U.S. funds are already subject to very specific requirements for calculating and
presenting returns. For example, U.S. funds are required to present net returns which include
sales charges. The SEC only permits the reporting of net returns without sales charges as
“supplemental/non-standardized” performance that must be accompanied by equally prominent,
required “standardized” performance (returns for the one, five, and ten year periods or portion
thereof, through most recent calendar quarter end, with sales charges).

16

See ICA Form N-1A Item 9(c). Registration statements are made available to the public through the SEC’s
EDGAR system, which allows investors to search official fund documents filed by all registered investment
companies.

17

The SEC has recently emphasized monitoring changes to the risk of a fund. In its recent Guidance Update, the
SEC’s Division of Investment Management emphasized that risk disclosure is a continuing obligation and that
changes in market conditions can necessitate additional or amended risk disclosures. IM Guidance Update, No.
2016-02 (Mar. 2016).
18

See Rule 156 under the Securities Act of 1933.
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4. Benchmark Total Returns and Benchmark Description
The guidance statement requires broadly distributed pooled funds to include the total returns of
the pooled fund’s benchmark and benchmark descriptions in all official fund documents and
marketing materials. If no appropriate benchmark for the fund exists, the fund must explain the
lack of a benchmark.
Under current regulations, U.S. funds must calculate and disclose a comparison to a broad-based
securities market index in the official fund documents, but this is not a requirement in all
marketing material. The benchmark description is not required in marketing materials or official
fund documents, and would be burdensome to add.
5. Currency Used to Express Performance
The final required item mandates that funds disclose the currency used to express performance.
U.S. funds do not expressly state that performance is calculated and expressed in U.S. dollar
terms, but that type of disclosure would be irrelevant. All funds in the U.S. are U.S. dollar
denominated and all performance is calculated and expressed in U.S. dollar terms.19
III.

Costs and Benefits of Complying with the Guidance Statement in the U.S.
1. Overlay of GIPS Compliance and Local Law

As the discussion earlier in this letter highlights, adoption of the guidance statement as proposed
would force advisers to conduct a “gap analysis”—that is, to make a determination that each
GIPS disclosure item is either already disclosed pursuant to local law, not required because it is
in conflict with local law, or lacking and must now be disclosed pursuant to GIPS. The gap
analysis would then similarly have to be performed in every jurisdiction around the world where
that adviser offers funds—an exercise that would require an extensive amount of time and
expense, particularly for global asset managers. Following the gap analysis, advisers also would
have to develop and implement policies and procedures, to ensure that every official fund
document and advertisement was consistent with both local law and the GIPS requirements, and
then revise and re-file any non-compliant materials with local regulators as required.
For many global asset managers, this significant increase in compliance burdens may outweigh
the benefits of claiming GIPS compliance. As noted above, GIPS plays an important role where
regulatory standards may be lacking—indeed, the principal commercial benefit of claiming GIPS
compliance is that it conveys a sense of significantly exceeding what is otherwise required by
local law. In a jurisdiction with highly developed regulations on the calculation and presentation
of fund performance, the claim becomes less meaningful, especially to retail clients who are not
familiar with GIPS or what a claim of compliance means.

19

We would recommend that reporting the currency be required for GIPS compliance only where the failure to
include it would be misleading or necessary to help avoid any confusion.
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2. Requirement to Deliver a GIPS Compliant Presentation Upon Request
The guidance statement states that firms must provide a GIPS compliant presentation to a
prospective pooled fund investor upon request. While we understand the Technical Committee’s
inclination to provide investors with additional information about an adviser’s overall
performance, we are concerned that in certain jurisdictions, such as the U.S., the use of
composites alongside individual fund performance information would raise regulatory and
logistical issues, and result in significant confusion to shareholders.
GIPS compliant composite performance presentations are designed to allow investors to compare
and evaluate investment managers at the firm level—to convey a sense of an adviser’s overall
performance in a particular investment style or strategy. Composites can be very useful where
there is no individual performance information available, such as for a new client engaging the
adviser to manage client assets in a separate account. GIPS composites, by requiring the
inclusion of all eligible accounts within a composite, eliminate any incentives by firms to “cherry
pick” the best-performing accounts to show to a prospective client—a concern that is not
relevant when the actual performance of a fund is provided.
In the U.S., adviser-level composites typically are not used alongside individual fund
performance information. As discussed above, the U.S. rules on fund performance are very
specific and intended to provide a prospective investor with consistent and comparable
information on that particular pool. Use of related performance as supplemental to individual
fund performance information is not prohibited, but there is a regulatory presumption against its
use that is difficult to overcome. In such a regulatory environment, distributing a composite may
be problematic, as showing the performance of all managed accounts could be found to be
misleading to investors because composites are not indicative of an individual fund’s
performance nor is the composite necessarily probative in understanding that individual fund.
Moreover, recognizing that most retail investors are not familiar with GIPS and any of its
advantages, regulators may require extensive additional disclosure to ensure that it is sufficiently
clear as to what the composite performance does and does not show.
IV.

Alternative Approaches

As we indicated at the outset, our primary concern is that the extension of GIPS to broadly
distributed pooled funds worldwide will impose significantly increased compliance burdens that
may not be justified against the benefits of claiming GIPS compliance, at least with respect to
jurisdictions with well-developed regulatory regimes.
We continue to assert that the guidance statement is unnecessary, and should be withdrawn.
Nonetheless, we offer two alternatives that may allow firms to continue to claim GIPS
compliance without incurring unnecessary compliance costs. Either the Technical Committee
could revise the guidance statement to allow firms to voluntarily comply with the guidance
statement via a claim of compliance that triggers the requirements of the guidance statement, or
it could designate certain jurisdictions as GIPS compliant per se, based on local requirements
that meet or exceed all of the standards in the guidance statement. In either case, firms could

Jonathan A. Boersma
Global Investment Performance Standards
Page 9 of 11
maintain their GIPS compliance without incurring unnecessary compliance costs in jurisdictions
where the standards in the guidance statement are largely duplicative of local law.
1. Voluntary Compliance
Although there is some flexibility to define the name, scope, and extent of the firm claiming
GIPS compliance, in general the GIPS standard recommends that firms define themselves in the
“broadest, most meaningful” way.20 As a result, as proposed, the guidance statement would
require that a firm wishing to remain GIPS compliant must meet the proposed standards for all
broadly distributed pooled funds that it manages.21
We recommend a different approach. We recommend that the Technical Committee amend the
guidance statement to allow firms to claim GIPS compliance with respect to the firm’s
composites without forcing them to bring all of their pooled fund documents and marketing
materials into compliance with the guidance statement. Under our proposed approach, firms
claiming GIPS compliance can choose whether to include a claim of GIPS compliance in the
firm’s pooled fund official fund documents and marketing materials, which would then trigger
the requirements proposed in the guidance statement solely with respect to such documents and
materials.
We believe that this voluntary approach would address one of our primary concerns by allowing
each firm to weigh its additional compliance burdens against what it sees as the potential benefit
of claiming GIPS compliance with respect to its broadly distributed pooled funds. Firms that
believe the benefits outweigh the costs will choose to include the claim of GIPS compliance on
their official fund documents and marketing materials and, accordingly, comply with the
proposed requirements of the guidance statement. Other firms may not, without impairing their
ability to continue to claim GIPS compliance in all other respects.
A voluntary approach is also consistent with the CFA Institute’s approach in the GIPS
advertising guidelines, which are expressly designed to provide firms with “options for
advertising performance when maintaining the firm’s claim of compliance.”22 Thus, while the
advertising guidelines contain specific requirements, those requirements are only triggered by the
firm’s claim of GIPS compliance in such materials. We recommend that the Technical
Committee take the same approach here.

20

See Global Investment Performance Standards (“GIPS”) 0.B.3 (“Firms should adopt the broadest, most
meaningful definition of the firm. The scope of this definition should include all geographical (country, regional,
etc.) offices operating under the same brand name regardless of the actual name of the individual investment
management company.”).

21

We note that this approach poses unique challenges for GIPS compliant firms that sub-advise funds for investment
advisers that do not claim compliance with GIPS. In these instances, a sub-adviser (particularly one that provides the
day-to-day discretionary investment management services for the pool) may not be able to cause the primary
investment adviser to include any of the GIPS standards.

22

See Global Investment Performance Standards, Title III (GIPS Advertising Guidelines), at pages 29-30 (Jan. 29,
2010).
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2. Designation of Per Se Compliant Jurisdictions
As we noted at the outset, the five required elements of disclosure outlined in the guidance
statement are largely duplicative of required disclosure in the U.S. and many other
jurisdictions.23 Accordingly, the Technical Committee could undertake a comprehensive
analysis of the regulation of fund performance around the world (or at least any jurisdictions
requested by firms) and publish a list of those jurisdictions that are per se compliant with GIPS,
where local requirements meet or exceed all of the standards in the guidance statement.
Accordingly, advisers offering funds in these jurisdictions, or complying with the requirements
of these jurisdictions when offering funds in other jurisdictions, would not need to perform any
kind of gap analysis, nor adjust any pooled fund marketing material or official documents in
order to claim GIPS compliance. Of course, these advisers would need to ensure that any
composites continue to be calculated and presented in accordance with GIPS.
V.

Implementation Period

Depending on how the Technical Committee decides to move forward, the guidance statement
could involve considerable compliance challenges. If, despite our concerns, the Technical
Committee adopts the guidance statement on a mandatory basis, firms should be given an
adequate phase-in period to develop and implement the necessary policies and procedures to
comply with the new requirements, while maintaining compliance with their existing composites
under current standards.24 We think that this phase-in period should be at least 18 months from
adoption of the guidance statement.
*

*

*

23

The guidance statement exhibits included analysis of a U.S. summary prospectus and UCITS key investor
information document showing that there should be very few changes to these documents.

24

Of course, making compliance with the guidance statement voluntary eliminates the need for any phase-in period,
as firms will decide for themselves when to begin to claim compliance.
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We appreciate your consideration of our comments on this important proposal. Please do not
hesitate to contact us if we may provide any additional information or assistance to you during
this process.
Respectfully,

Robert C. Grohowski
General Counsel
Investment Adviser Association

Paul D. Glenn
Special Counsel
Investment Adviser Association

Timothy W. Cameron, Esq.
Asset Management Group––Head
Securities Industry and Financial Markets Association

Lindsey Weber Keljo, Esq.
Asset Management Group––Vice President and
Assistant General Counsel
Securities Industry and Financial Markets Association

March 28, 2016
Via Electronic Mail (rule-comments@sec.gov)
Mr. Brent J. Fields, Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

Use of Derivatives by Registered Investment Companies and Business
Development Companies, SEC Rel. IC-31933; File No. S-7-24-15

Dear Mr. Fields:
The Investment Adviser Association (“IAA”)1 appreciates the opportunity to comment on
the Securities and Exchange Commission’s proposal to adopt a new rule to govern the use of
derivatives by registered funds.2 We support many of the Commission’s goals in this important
rulemaking, which marks the third proposal in a series of rulemakings designed to enhance the
SEC’s risk monitoring and regulatory safeguards for funds and the asset management industry.
We are opposed, however, to the Commission’s proposed overall portfolio limitations
based on a fund’s gross notional exposure to derivatives. In our view, conditioning the use of
derivatives on compliance with either the 150 percent or 300 percent tests is unnecessary to
protect investors and appropriately limit leverage in fund portfolios, and will reduce investor
access to certain types of funds and portfolio strategies—including some that serve to mitigate
investment risk. For reasons explained below, we urge the Commission to reconsider that aspect
of the Proposal.
In addition to our opposition to the proposed portfolio limits, we have a number of other
recommendations that would be consistent with the Commission’s goals while making
compliance less burdensome for advisers that manage funds. In particular, we suggest that:


The definition of “qualifying coverage assets” should include liquid assets other
than cash and cash equivalents. The Commission should reconsider limiting

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
U.S. Securities and Exchange Commission. The IAA’s membership consists of nearly 600 firms that collectively
manage $16 trillion for a wide variety of individual and institutional investors, including pension plans, trusts,
investment companies, private funds, endowments, foundations, and corporations. More than 40 percent of IAA
members manage at least one registered investment company or business development company (“BDC”). For
more information, please visit www.investmentadviser.org.
2

Use of Derivatives by Registered Investment Companies and Business Development Companies, SEC Rel. IC31933 (Dec. 11, 2015) (“Proposal”), available at http://www.sec.gov/rules/proposed/2015/ic-31933.pdf. The rule
applies to mutual funds, exchange-traded funds (“ETFs”), closed-end funds, and companies that have elected to be
treated as a BDC, collectively referred to in the Proposal and this letter as “funds.”
1050 17th Street, NW, Suite 725 ▪ Washington, DC 20036-5514 ▪ 202.293.4222 ▪ Fax 202.293.4223 ▪ www.investmentadviser.org
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qualifying coverage assets to cash and cash equivalents, recognizing that other
holdings can be sufficiently liquid to ensure that assets are available for a fund to
meet its obligations under a derivatives transaction, even in stressed conditions.
In this regard, the Commission might consider applying “haircuts” to qualifying
coverage assets other than cash and cash equivalents, similar to those that have
been developed with respect to various forms of collateral.


The Commission should more appropriately tailor the requirement for a fullblown derivatives risk management program. While we support the basic concept
in the Proposal, the implementation of a derivatives risk management program
and the appointment of a derivatives risk manager will be a substantial
compliance undertaking, particularly for smaller fund advisers. The Commission
should consider ways to ensure that this burden falls only on those funds with
greatest risk to investors from the use of derivatives.



The oversight function of a derivatives risk manager should be able to be fulfilled
by either an individual or a committee. Firms should not have to designate one
individual to be a derivatives risk manager, where the desired oversight function
could be more successfully implemented in a different way, such as through a
committee.



The Commission should clarify the definition of “derivatives.” We strongly
support the proposed definition of “derivatives transaction,” but recommend that
it be clarified slightly to exclude variation margin under the CFTC rules for
margin for uncleared swaps.



The implementation period should be reasonable. The Proposal is necessarily
complex, and has the potential to significantly change the nature of compliance
with Section 18 under the Investment Company Act. Funds and their advisers
will need significant time to understand the final rule, develop the necessary
policies and procedures, hire and train personnel, and make appropriate portfolio
management systems changes.

We discuss all of these recommendations below.
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I.

The Commission Should Reconsider the Proposed Portfolio Limitations

The Commission, for the first time, proposes to condition compliance with Section 18 of
the Investment Company Act on the cumulative portfolio exposure of all of a fund’s derivatives
transactions, financial commitments and indebtedness.3 This represents a significant change in
the Commission’s approach to regulating funds’ use of derivatives, and would supersede decades
of guidance—so much so that the Commission states that it would cause some currently
operating funds to cease operating as registered investment companies:
Funds that use derivatives extensively . . . may be unable to scale down their
aggregate exposures or otherwise de-lever their funds in a way that allows the
fund to maintain its investment objectives or provide a product that has sufficient
investor demand. . . . [These funds] may choose to deregister under the Act and
liquidate, and/or the fund’s sponsor may choose to offer the fund’s strategy as a
private fund or (public or private) commodity pool.4
The Commission states that because “the fund industry has grown significantly since
2010 and certain funds [alternative strategy funds and leveraged ETFs] that make greater use of
derivatives have received a disproportionately large share of fund inflows,” that it is important
for the Commission to take this “new approach” to regulating derivatives transactions under
Section 18.5
We respectfully disagree with this approach. While we understand the Commission’s
goal to limit leverage in fund portfolios and its efforts to take a principles-based approach that
does not depend on a security-by-security analysis under Section 18, we believe that the overall
portfolio limits are unwarranted for a number of reasons. First and foremost, the other elements
of the Proposal are sufficient to constrain leverage and protect investors. Second, gross notional
3

The rule would prohibit a fund from using derivatives unless its “aggregate exposure” is either: (1) no more than
150 percent of the net asset value of the portfolio, or (2) the fund’s full portfolio VaR (with securities and
derivatives) is less than the fund’s securities VaR (with securities) and the aggregate exposure of the fund is no more
than 300 percent of the net asset value of the portfolio. The Commission has defined “exposure” to mean the sum of
(immediately after the fund enters into any senior securities transaction): (i) the aggregate “notional amounts” of the
fund’s derivatives transactions, after the fund nets any directly offsetting derivatives transactions that are the same
type of instrument and have the same underlying reference asset, maturity and other material terms; (ii) the
aggregate financial commitment obligations of the fund; and (iii) the aggregate indebtedness (and with respect to a
closed-end fund or BDC, involuntary liquidation preference) with respect to any senior securities transactions
entered into by the fund pursuant to Section 18 or 61 (without regard to the exemption in that section).
4
5

Proposal at 288.

The SEC noted in the Proposal that some funds make extensive use of derivatives to obtain notional investment
exposures far in excess of the funds’ net asset values (with some exposures up to ten times a fund’s net assets). The
Proposal noted this exposure appears to be inconsistent with the purposes and concerns underlying the Investment
Company Act and that such funds do “not appear to be subject to a practical limit on leverage” as the SEC
contemplated in its seminal release addressing Section 18, Securities Trading Practices of Registered Investment
Companies, SEC Rel. IC-10666 (Apr. 18, 1979) (“Release 10666”).
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exposure from derivatives transactions is an inapt way to measure leverage and risk. And third,
the limits would constrain advisers’ ability to employ certain types of risk-mitigation strategies
that are beneficial to investors. Much more generally, however, we fundamentally disagree with
an approach that limits investor access only to those strategies that the Commission currently
believes are “acceptable” for retail investors and forces advisers to close funds that were created
based on a good faith understanding of the Commission’s and staff’s positions on Section 18.
We discuss each of these points below.
a. Portfolio Limits are Unnecessary to Constrain Leverage and Protect Investors
Given other important components of the Proposal, the proposed portfolio limitations are
not necessary to appropriately constrain leverage or protect fund investors. In particular, the
Proposal contains significant new asset segregation requirements that include earmarking an
amount beyond that necessary to exit the derivatives transaction. This additional “risk-based
coverage amount” would provide a cushion that both addresses potential future losses and
naturally constrains a fund’s ability to take on leverage.
There are safeguards in the Proposal to ensure that the risk-based coverage amount is
meaningful. In particular, the risk-based coverage amount for potential future losses on a
derivatives transaction would be based on policies and procedures tailored to address a fund’s
specific derivatives transactions and the underlying reference asset and the fund’s investment
strategies and risks. As a result, a fund would be obligated to maintain an amount of cash or
other assets6 that is greater than the fund would likely be required to pay or deliver under the
derivatives transaction, even in stressed conditions.7 Given that segregated assets could only be
earmarked for a single transaction, the existence of the cushion naturally constrains the ability to
take on leverage.
In addition to these new segregation rules, the Proposal would require advisers to
implement a derivatives risk management program, appoint a derivatives risk manager, and
subject the fund’s derivatives use to greater fund board oversight. These measures are also
significant, and provide a natural constraint on any fund’s practical ability to take on excessive
amounts of leverage.

6

As discussed below, we largely support the asset segregation parts of the Proposal. We do, however, recommend
expanding the types of assets that would be acceptable “qualifying coverage assets.”
7

See Proposal at 168-170. The Proposal notes that a fund’s policies and procedures to determine potential amounts
payable in stressed conditions could include using financial models and “stress testing” to estimate the effects of
various adverse events on the portfolio. Alternatively, the Proposal notes that a fund’s policies and procedures could
provide that, for some derivatives transactions, the adviser would use a “stressed VaR model” to estimate the
potential loss the fund could incur, at a given confidence level, under stressed conditions. Stressed VaR refers to a
VaR model that is calibrated to a period of market stress.
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b. Gross Notional Exposure Does Not Accurately Measure Leverage in a Fund
Portfolio
The portfolio limits are based, at least in part, on the aggregate gross notional exposure of
a fund’s derivatives. As we have noted in other contexts, the gross notional exposure of
derivatives in a portfolio or managed by an adviser is not an accurate representation of leverage8
or systemic risk.9 Gross notional value, at best, is a measure of volume (i.e., how many contracts
are put in place). It does not take into account the purpose for which the derivative is used or
measure its actual economic exposure by including factors that may result in lower economic
exposure, such as netting or the posting of collateral. As a result, it does not measure risk.10
We note, and the Commission clearly recognizes, that other regulators have taken a
different approach in measuring exposure. For example, retail funds in Europe (UCITS) may
engage in derivatives transactions subject to compliance with either the “commitment” approach
or the absolute or relative “VaR approach.”11 The commitment approach is based on a UCITS
fund’s net exposure from derivatives, which may not exceed 100 percent of the fund’s net asset
value.12 The Proposal differs significantly in that regard, as the European approach permits

8

See Letter from Robert C. Grohowski, IAA General Counsel, to SEC re: Proposed Amendments to Form ADV and
Investment Advisers Act Rules, SEC Rel. IA-4091 (Aug. 11, 2015), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/150811cmnt.pdf.
9

See Letter from Karen L. Barr, IAA President & CEO, IAA and Tim Cameron, Head of Asset Management at
SIFMA AMG, to Financial Stability Oversight Council re: Notice Seeking Comment on Asset Management
Products and Activities (Mar. 25, 2015), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/150325cmnt.pdf; see also, Letter from Karen L. Barr, President & CEO, IAA, to the Financial Stability
Board/International Organization of Securities Commissions re: Assessment Methodologies for Identifying NonBank Non-Insurer Global Systemically Important Financial Institutions (May 29, 2015), available at
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_
Statements/150529cmnt.pdf.
10

See, e.g., Office of Financial Research, 2015 Financial Stability Report (Dec. 15, 2015) at p. 38, available at
https://financialresearch.gov/financial-stability-reports/files/OFR_2015-Financial-Stability-Report_12-15-2015.pdf
(noting, in discussion about hedge fund data on Form PF, that one shortcoming of a fund’s gross notional exposure
(GNE) is that it does not differentiate between different types of derivatives, making it difficult to identify a fund’s
portfolio risks by position type or notional size).
11

See Proposal at 342 (discussing the Committee of European Securities Regulators (“CESR”, which is now known
as the European Securities and Markets Authority, or “ESMA”) 2010 Guidelines on Risk Measurement and the
Calculation of Global Exposure and Counterparty Risk for UCITS (“CESR Global Exposure Guidelines”), available
at https://www.esma.europa.eu/sites/default/files/library/2015/11/10_788.pdf.

12

Proposal at 343.
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UCITS funds to reduce their calculated derivatives exposure for netting and hedging
transactions.13
If the Commission moves forward with portfolio limitations despite our objections, it
should consider a similar approach to more accurately reflect the risk associated with each
derivative investment. For example, the Commission should consider whether to distinguish
among types of derivatives so that those that are less risky contribute less to the overall portfolio
limit. For example, certain more liquid derivatives, such as those that are easily converted to
cash in times of stressed conditions to meet redemptions, fall into the one-day or three-day
liquidity bucket in the Commission’s liquidity management proposed rules,14 and/or are centrally
cleared or traded on an exchange (which generally requires the terms of these securities to be
highly standardized)15 should count far less toward the proposed limit. Similarly, the
Commission could consider “risk weighting” the measurement of fund exposure to underlying
derivatives transactions by, for example, providing a haircut to the value of derivatives when
calculating the aggregate notional value. It might also consider other adjustments along these
lines, such as eliminating “financial commitments” from the 150 percent notional test or
permitting funds to offset the market value of short positions with equivalent long positions.
c. The Proposed Limits Could Constrain Certain Risk-Mitigating Strategies
The 150 percent test is an arbitrary exposure-based limit that does not distinguish
between derivatives that add risk and those that mitigate it. As proposed, it will cause funds to

13

Proposal at 344. Netting derivatives transactions is permitted regardless of the derivatives’ due dates, as long as
the trades are “concluded with the sole aim of eliminating risks linked to the positions.” Proposal at 344 (citing
CESR Global Guidelines at 13). Under the CESR Global Guidelines, UCITS funds are permitted to reduce their
exposures for hedging arrangements, which are defined as “transactions that do not necessarily refer to the same
underlying asset but are entered into for the ‘sole aim of offsetting risks’ linked to other positions.” Id. (citing
CESR Global Guidelines at 18).

14

See Open-End Fund Liquidity Risk Management Programs; Swing Pricing; Re-Opening of Comment Period for
Investment Company Reporting Modernization Release, SEC Rel. IC-31835 (“Proposed Liquidity Rules”), available
at https://www.sec.gov/rules/proposed/2015/33-9922.pdf (“three-day liquid asset” means any cash held by a fund
and any position of a fund in an asset (or portion of the fund’s position in an asset) that the fund believes is
convertible into cash within three business days at a price that does not materially affect the value of that asset
immediately prior to sale. In determining whether a position or portion of a position in an asset is a three-day liquid
asset, a fund must take into account the required factors as applicable.) We do not address the proposed definition
of “three-day liquid asset” in this letter.
We note, however, that there is an inherent tension between this Proposal and the Proposed Liquidity Rules that the
Commission must carefully consider. Fixed income derivatives often may be more liquid than the underlying cash
markets, putting portfolio managers in a difficult position. The Proposed Liquidity Rules generally would
encourage funds to invest in more liquid instruments, but this Proposal may restrict their ability to use derivatives.
The Commission should consider the two rule proposals together in evaluating their impact on the operation and
construction of fund portfolios.
15

Id at 90.
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manage well below that limit to reduce regulatory risk, and significantly constrain the potentially
beneficial use of derivatives in funds.
We appreciate that the Commission crafted an alternative “risk based portfolio limit” that
would allow a fund to obtain exposures up to 300 percent if the fund complies with the VaR test
described in the Proposal, which is designed to provide an indication of whether a fund’s
derivatives transactions, in aggregate, have the effect of reducing the fund’s exposure to market
risk.16 While we support the concept of drawing a distinction between derivatives used to gain
additional exposure and those used for hedging or risk mitigation purposes, we question the need
for an exception with another—albeit higher—express cap. Any portfolio limit is going to suffer
from the same failings as the 150 percent limit (except in scale), and in extremely volatile
markets, may in fact constrain certain risk-mitigation strategies that would otherwise benefit
investors. For example, some funds (often those underlying insurance products) employ
derivatives overlays for risk mitigation and hedging purposes rather than for speculation or
arbitrage. We understand that in most cases, advisers could execute these types of strategies
while remaining below the 300 percent limit, but may exceed that limit in volatile markets—at
precisely the moment where the strategies could most benefit investors.17
d. The Proposed Approach Could Limit Investor Access to Certain Strategies
On a much more general level, the portfolio limits are inappropriate for the very reason
the Commission highlights in its Proposal—that they may force certain types of strategies out of
the retail marketplace. We understand from an expansive industry study that 471 funds out of
6,661 funds sampled (or 7.1 percent), with $613 billion in assets, would exceed the 150 percent
exposure limit, and, of those funds, 173 funds (or 2.6 percent) with $338 billion in assets would
exceed the 300 percent exposure limit.18 Based on the industry study, at least 369 funds, with
$458 billion in assets under management, either will have to de-register or substantially change
their investment strategies to continue their businesses as registered funds.19 The significant
impact of the Proposal—which is much larger than that identified by the Commission’s review—
reduces investors’ access to a broad range of beneficial strategies, introduces significant
16

Proposal at 115-116.

17

These risk mitigation and hedging strategies generally would not be able to comply with the 150 percent
exposure-based portfolio limit, particularly in volatile markets, and so the advisers generally would need to comply
with the 300 percent risk-mitigation test.

18

See Letter from David W. Blass, General Counsel, Investment Company Institute (“ICI”), to SEC on Proposal
(Mar. 28, 2016). The ICI data in its study is based on information received from 6,661 funds with $13.6 trillion in
assets under management as of year-end 2015. The ICI study also showed the Proposal would have a
disproportionate impact on taxable bond funds. The Commision’s study, on the other hand, sampled 1,188 (or 10
percent) open-end funds, closed-end funds, ETFs, and BDCs for its analysis, based on limited SEC data on
derivatives in those funds.
19

Id. The ICI study noted that the 369 funds and $458 billion estimates are based on ICI’s survey responses
indicating that a fund exceeded 300 percent notional exposure, or had notional exposure between 150 percent and
300 percent and failed the VaR test or indicated the fund would fail the VaR test.
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uncertainty into advisers’ business planning, and ultimately puts the Commission in the
untenable position of having to express a particular view as to what is an “acceptable” amount of
risk in fund portfolios.
Investors may have chosen these funds to diversify their portfolios, to pursue returns
uncorrelated with the broader securities markets, or to protect their retirement or other savings
and investments from downside risk in volatile markets. It is not appropriate for the Commission
to retroactively determine that a particular investment should no longer be available. Investors
have legitimate investment needs addressed by these funds that, with appropriate disclosure of
the associated risks, should not be taken away because the Commission’s views on the
appropriate amount of risk in a fund portfolio have changed, particularly when articulated as an
arbitrary limit on derivative transaction volume.
The fact that these strategies could be used in private funds if the rule is adopted as
proposed is not a saving grace. Advisers to the existing funds most impacted by this Proposal
expended considerable time, effort, and expense to develop those funds based on the adviser’s
good faith understanding of decades-old Commission and staff positions on Section 18. If the
rule is adopted as proposed, advisers in the future understandably may be far less willing to be
innovative, further reducing the range of beneficial options available to investors in the
marketplace.
For all of these reasons, we strongly believe that the Commission should forego the use
of express portfolio limits, focusing instead on ensuring that every fund has the appropriate asset
coverage for any obligations arising from derivatives transactions. Subject to the comments
below, we believe the other main elements of the Commission’s Proposal appropriately address
that concern.
II.

Qualifying Coverage Assets

The Commission proposes to require funds to maintain an amount of “qualifying
coverage assets” for each derivatives transaction that it enters into, designed to enable the fund to
meet its obligations arising from that transaction. The amount includes both a mark-to-market
coverage amount and a risk-based coverage amount that “represents a reasonable estimate of the
potential amount payable by the fund if the fund were to exit the derivatives transaction under
stressed conditions.”20

20

Proposal at 154. We believe that the use of a risk-based coverage amount addresses the Commission’s primary
concern that “funds’ use of the mark-to-market segregation approach with respect to various types of derivatives,
plus the segregation of any liquid asset, enables funds to obtain leverage to a greater extent than was contemplated
in Release 10666.” Proposal at 37. As we stated above, obligating a fund to maintain an amount greater than what
the fund would likely be required to pay or deliver under the derivatives transaction, even in stressed conditions,
creates an appropriate natural constraint on leverage.
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We strongly support this approach, with one caveat: we recommend that the Commission
expand the types of eligible qualifying coverage assets. We also request one clarification on the
types of collateral that would reduce the amount required to be segregated.
a. The Commission Should Expand the Types of Permissible Qualifying Coverage
Assets
Under the Proposal, a fund would generally be required to segregate cash and cash
equivalents as qualifying coverage assets.21 The Commission explains that it did not propose to
include other types of assets, even subject to a haircut, due to concerns about the possibility that
such assets could decline in value at the same time the fund’s potential obligations under the
derivatives transaction increase. The Commission also explains that its proposed approach is
appropriate, in its view, in light of the fact that some amount less than full notional value would
be required to be set aside.
We respectfully disagree, and ask the Commission to reconsider this aspect of the
Proposal. In similar contexts, other types of assets are permitted to be posted as collateral
subject to appropriate haircuts. For example, for purposes of the CFTC’s rules for margin
requirements for uncleared swaps, the CFTC permitted certain eligible collateral for margin that
the CFTC determined “should remain liquid and readily marketable during times of financial
stress.”22 Specifically, eligible margin under the CFTC rules includes cash; debt securities issued
or guaranteed by the United States (or by another U.S. governmental agency, the BIS, the IMF,
the ECB, or multilateral development banks); certain Government Sponsored Entities’ debt
securities; certain foreign government debt securities; certain corporate and municipal debt
securities certain listed equities;23 shares in certain investment funds; and gold.24 The CFTC
rules permit assets that are eligible as initial margin to also be eligible as variation margin for
21

The Proposal notes that “U.S. generally accepted accounting principles define ‘cash equivalents’ as short-term,
highly liquid investments that are readily convertible to known amounts of cash and that are so near their maturity
that they present insignificant risk of changes in value because of changes in interest rates.” Proposal at 179. The
Proposal cites the following as examples of items commonly considered to be cash equivalents: certain Treasury
bills, agency securities, bank deposits, commercial paper, and shares of money market funds.

22

See Margin Requirements for Uncleared Swaps for Swap Dealers and Major Swap Participants, CFTC RIN
3038-AC97, 81 Fed. Reg. 636, 667 (Dec. 18, 2015) (“CFTC Margin Rules”), available at
http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister121615.pdf (defining material
swaps exposure (“MSE”) as an average daily aggregate notional amount of uncleared swaps, uncleared securitybased swaps, foreign exchange forwards and foreign exchange swaps with all counterparties for June, July, and
August of the previous calendar year that exceeds $8 billion. The MSE threshold is intended to identify entities that
engage in significant derivatives activity in order to determine whether their swaps activity should be subject to
initial margin requirements under the final rule.) See also, discussion in CFTC release for margin for uncleared
swaps, available at http://www.cftc.gov/idc/groups/public/@lrfederalregister/documents/file/2015-32320a.pdf.
23

Under the CFTC margin rules, certain equities are eligible collateral, with the requirement for a minimum 15
percent haircut on equities in the S&P 500 Index and a minimum 25 percent haircut for those in the S&P 1500
Composite Index but not in the S&P 500 Index.

24

CFTC Margin Rules at 666.
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swap transactions between a covered swap entity and a financial end user, subject to applicable
haircuts for each type of eligible collateral.25
In addition, the BIS suggested eligible collateral assets include, among other things, highquality government and central bank securities, high-quality corporate bonds, high-quality
covered bonds, equities included in major stock indices, and gold. The BIS noted that to the
extent the initial margin or variation margin collateral is exposed to excessive credit risk, market
risk, and currency risk, “appropriately risk-sensitive haircuts should be applied.”26
We recommend a similar approach here. A system of haircuts can allay concerns that the
value of the segregated assets may decline and protect the fund from the possibility that it will
not have assets available to satisfy obligations as they come due, in the same way that it protects
counterparties from their risk of loss.
b. The Treatment of OCC Escrow Margin
We appreciate that the amount required to be segregated is reduced by the value of any
assets that represent variation margin or collateral.27 In this regard, we note that collateral is
undefined, but we request the Commission confirm that any arrangement for margin or
collateral, such as escrow posted as part of the Options Clearing Corporation’s escrow margin
program, would be similarly treated.

25

CFTC Margin Rules at 668. A covered swap entity must calculate the required amount of initial margin daily, on
the basis of either a risk-based model or a table-based method, as described in the rules. Id. at 684. The value of the
eligible collateral collected or posted to satisfy margin requirements is determined according to a standardized
haircut schedule in the CFTC rules. In particular, initial margin haircut value is the sum of the following discounts:
(A) an eight percent discount for initial margin collateral denominated in a currency that is not the currency of
settlement for the uncleared swap, except for eligible types of collateral denominated in a single termination
currency designated as payable to the non-posting counterparty as part of the eligible master netting agreement; and
(B) the discounts set forth in the table in the rule. The value of variation margin collateral is computed as the
product of the cash or market value of the eligible collateral asset times one minus the applicable haircut expressed
in percentage terms. The total value of all variation margin collateral is calculated as the sum of those values of each
eligible collateral asset.

26

BIS at 17.

27

Proposed rule 18f-4(c)(6)(ii).
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III.

The Commission Should More Appropriately Tailor the Requirement for a FullBlown Derivatives Risk Management Program

The Commission proposes to require any fund with derivatives transactions exceeding 50
percent of the value of the fund’s net assets or any complex derivatives to implement a
derivatives risk management program. The program would be administered by a designated
derivatives risk manager.
While we generally support this part of the Proposal, we note that the implementation of
a derivatives risk management program and the appointment of a derivatives risk manager will
be a substantial compliance undertaking, particularly for smaller fund advisers. The compliance
program rules under the Investment Company Act and the Investment Advisers Act already
require funds and advisers to implement policies and procedures reasonably designed to prevent
violations of the federal securities laws and the Advisers Act, respectively. In addition, a number
of recent regulatory initiatives either do or likely will require the development of additional
policies and procedures, several of which include the appointment of an individual or committee
to oversee compliance.
Given the cumulative costs of compliance, only those funds with truly significant
derivatives exposure should be required to bear the expense of a full-blown derivatives risk
management program. We appreciate that the Commission has taken exactly that type of
approach—proposing a de minimis threshold that is intended to relieve many advisers from this
bligation. But we encourage the Commission to consider increasing that threshold, to even better
identify those funds that warrant this burden.28
We also recommend that the Commission provide greater flexibility with respect to the
one-time or infrequent use of complex derivatives. By proposing that an adviser implement a
full-blown derivatives risk management program before entering into even one complex
derivative, the Commission has effectively created a prohibition—a barrier so significant that it
would be reasonable to assume that no adviser would go to such lengths to accommodate the
infrequent use of those types of investments. We understand the Commission’s concerns with
complex derivatives, but also envision scenarios where the occasional use of a complex
derivative might benefit the fund and its shareholders. We recommend that the rule provide
additional flexibility, limited to those funds that have a policy that generally prohibits investment
in complex derivatives but allows for infrequent use subject to appropriate internal controls and
review.

28

For example, the Commission could consider the approach taken by CFTC Rule 4.5, which exempts funds from
regulation if the aggregate net notional value of the fund’s commodity futures, commodity options contracts, or
swaps positions does not exceed 100 percent of the liquidation value (net asset value) of the pool’s portfolio after
taking into account unrealized profits and losses.
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IV.

The Commission Should Permit Committees to Oversee the Derivatives Risk
Management Program

We recommend that the Commission permit funds to appoint a committee to oversee the
risk management program. We recognize that the Commission considered and rejected this
approach, explaining that “having a specific person designated as responsible for administering
the program rather than a committee or group should help to more clearly delineate lines of
responsibility and oversight over these risks for those funds that choose to engage in them.”29
We urge the Commission to reconsider. As it recognizes, smaller funds and advisers to
smaller funds have a limited number of employees or officers who are not portfolio managers of
the fund. These funds and firms should have the flexibility to tailor their programs and
supervision of their funds’ derivatives use and compliance with the Investment Company Act to
their particular operation, as is appropriate for their fund’s risk tolerances and Board-approved
investment strategies. A prescriptive requirement could create a significant barrier to engaging
in derivatives transactions for smaller advisers.
A better approach would be to allow an adviser to designate a committee to perform the
same functions. This would be consistent with many advisers’ general risk management, as
advisers often involve committees or groups of employees in the vetting and analysis of portfolio
risk and other types of risk.30 And as the Commission recognizes, it would also be consistent
with the recent proposal on liquidity risk management programs.
Many advisers have expressed a related concern over the potential liability of the
derivatives risk manager and the interplay between that person and the fund’s and adviser’s chief
compliance officers. For some organizations, the use of a committee might alleviate some of
these concerns and help clarify what is, and should be, a firm responsibility that is shared among
multiple employees with various functions.
Ultimately, funds, fund advisers, and fund boards should be permitted the flexibility to
tailor their risk management programs to their particular use of derivatives, including
implementing appropriate controls over any perceived undue influence in the determination to
enter into derivatives transactions on behalf of a fund. The adviser’s fiduciary duty would
require no less.

29
30

Proposal at n.438 and accompanying text.

In a committee setting, it also may be more appropriate to engage the portfolio managers or other investment
professionals, while controlling for the conflicts that the Commission intended to address by proposing to require to
strictly separate the derivatives risk manager from any portfolio management function. To the extent the
Commission allows for committees in the final rule, it should clarify the extent to which portfolio managers could be
included or participate.
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V.

The Commission Should Clarify the Definition of “Derivatives”

The Proposal defines “derivatives transaction” to mean “any swap, security-based swap,
futures contract, forward contract, option, any combination of the foregoing, or any similar
instrument (‘derivatives instrument’) under which the fund is or may be required to make any
payment or delivery of cash or other assets during the life of the instrument or at maturity or
early termination, whether as a margin or settlement payment or otherwise.”31 We strongly
support this definition, as it appropriately captures the types of derivatives that raise Section 18
concerns while excluding other instruments that may be considered derivatives under some uses
of the term that do not involve any potential future obligation to pay (e.g., purchased options).
We request, however, that the Commission clarify that the term “derivative” does not
include any obligations with respect to variation margin that may be owed to a fund’s
counterparty under new banking and CFTC rules for margin for uncleared swaps and securitybased swaps. Under the Title VII Dodd-Frank uncleared swap margin rules recently issued by
U.S. banking regulators and the CFTC, bilateral variation margin will be required to be
exchanged for swaps and, in some cases, security-based swaps, including options that fall within
those definitions, entered into between a swap dealer and a fund. For example, currency or
foreign exchange options, and other types of options, will be subject to this requirement.
In the event that the value of the transaction decreased, a fund purchasing such a call
option would not, under the Title VII margin rules, need to post variation margin to its dealer
counterparty because the fund fully paid for the transaction at trade date and would not have any
additional payment obligation to pay for the option. The fund’s dealer counterparty, however,
would need to calculate the mark-to-market value of the option on a daily basis and would need
to post variation margin to the fund to the extent that the option was in the money for the fund.
Due to market movements and the requirement under the margin rules for variation margin to be
calculated and exchanged daily for the duration of the transaction, over the course of the
transaction, the fund could be required to return some or all of the variation margin posted to it
by its dealer counterparty (or for a segregated account, release the fund’s security interest in the
collateral held in the account). The fund would not need to hold additional cash reserves in its
portfolio to meet this obligation. Accordingly, we urge the Commission to clarify that under
such an arrangement, the transaction would be excluded from the definition of derivatives
transaction under the proposed rules.

31

Proposal at 414.
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VI.

The Commission Should Provide a Reasonable Implementation Period

Advisers to funds that engage in derivatives transactions will need considerable time to
implement the new rule, which is complex and would significantly change the nature of
compliance with Section 18 under the Investment Company Act. Funds and their advisers must
have significant time to, for example, understand the final rule, develop and update the necessary
fund and adviser policies and procedures, hire and train personnel, update any affected fund
investment restrictions and investment strategies, and make appropriate portfolio management
systems changes. Further, affected funds whose businesses may no longer be viable under the
rule would need appropriate time to consider alternatives to a registered investment company
structure and the possibility of transitioning to another type of investment vehicle, as well as
appropriate time to address legitimate shareholder concerns. Given the extraordinary impact the
rule will have on funds and advisers, we urge the Commission to adopt a compliance date of at
least 18 months from the date of adoption.
*****
We appreciate the opportunity to provide comments on the Proposal and would be
pleased to meet with the Commission and its staff regarding our comments and to provide any
additional information. Please contact me or Monique S. Botkin, IAA Associate General
Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully,
/s/
Robert C. Grohowski
General Counsel
cc:

The Honorable Mary Jo White, Chair
The Honorable Kara M. Stein, Commissioner
The Honorable Michael S. Piwowar, Commissioner
David Grim, Director, Division of Investment Management
Diane Blizzard, Associate Director, Division of Investment Management
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Christopher Kirkpatrick
Secretary
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street NW
Washington, DC 20581
Re:

Regulation Automated Trading – CFTC RIN 3038-AD52

Dear Mr. Kirkpatrick:
The Investment Adviser Association (“IAA”)1 appreciates the opportunity to
comment on the CFTC’s proposed Regulation AT, which addresses a series of risk controls
and other measures to govern the regulatory regime for automated trading on U.S. designated
contract markets (“DCMs”).2 The IAA’s members are investment advisers registered with
the SEC, many of which are also registered as commodity pool operators (“CPOs”) or
commodity trading advisors (“CTAs”). In that capacity, they manage assets for their clients
as fiduciaries under the Investment Advisers Act of 1940 (the “Advisers Act”).
As buy-side participants, IAA members trade on DCMs on behalf of clients and have
a strong interest in markets that are fair and orderly for all participants. The IAA recognizes
that the manner in which DCMs operate has increasingly migrated from a floor-based open
outcry environment to the use of various electronic means for the execution of orders. We
also understand the CFTC’s objective to “foster transparency with respect to DCM programs
and activities, including market maker and trading incentive programs” and to take account

1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that
are registered with the U.S. Securities and Exchange Commission (“SEC”). The IAA’s membership
consists of about 600 firms that collectively manage $16 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
www.investmentadviser.org. The terms “investment adviser” and “adviser” throughout our
comments refer to SEC-registered investment advisers that are also registered under the Commodity
Exchange Act (“CEA”).
2

Regulation Automated Trading, 80 Fed. Reg. 78823 (Dec. 17, 2015) (“Proposed Rulemaking” or
“Proposal”), available at
http://www.cftc.gov/idc/groups/public/@lrfederalregister/documents/file/2015-30533a.pdf. Each
“AT Person” would be required to implement written policies and procedures for testing, monitoring
and compliance of its algorithmic trading systems, as well as pre-trade risk controls and compliance
reports for DCMs.

Christopher Kirkpatrick, Secretary
Commodity Futures Trading Commission
March 16, 2016
Page 2
of the evolution of the way in which DCM trading is conducted through the use of
technology.3
The IAA supports the CFTC’s goals of ensuring the safety and integrity of U.S.
markets—in particular, DCM and market participants’ trading systems—as they experience
continued rapid technological changes.4 However, the IAA believes that the scope of the
Proposed Rulemaking is too broad in that it would apply to all market participants,
irrespective of the different ways in which they access DCMs and the differing levels of risk
that their trading activity may pose. We submit that the CFTC’s goals can be accomplished
in other, more targeted ways.
Specifically, we recommend that the CFTC: (A) amend the definition of “AT
Person” to exclude entities without direct electronic access (“DEA”);5 (B) confirm that
investment algorithms used by buy-side investment advisory firms are excluded from the
definition of “algorithmic trading” and exclude order routing from the definition of
“algorithmic trading;” (C) reduce the scope of the proposed standards for AT systems to
exclude registered CPOs and CTAs that do not have DEA and do not own any source code
but rather license it from the developer or other owners; and (D) allow for an appropriate
compliance period.
We discuss our recommendations below.
A.

The Definition of “AT Person” Should Include Only Those Entities with “Direct
Electronic Access”

“AT Person” is defined to mean “any person registered or required to be registered as
an FCM, floor broker, swap dealer, major swap participant, commodity pool operator,
commodity trading advisor, or introducing broker that engages in ‘Algorithmic Trading’ on

3

The proposed risk controls and other rules are “focused on algorithmic order origination or routing
by market participants, and electronic order execution by DCMs. In addition to mitigating risks
arising from algorithmic trading activity, the proposed rules are intended to increase transparency
around DCM electronic trade matching platforms and the use of self-trade prevention tools on
DCMs.” Proposed Rulemaking at 78827.

4

5

Proposed Rulemaking at 78826.

“Direct electronic access” is defined under proposed Regulation 1.3(yyyy) to mean “an arrangement
where a person electronically transmits an order to a designated contract market, without the order
first being routed through a separate person who is a member of a derivatives clearing organization to
which the designated contract market submits transactions for clearing.”
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or subject to the rules” of a DCM; or a “floor trader.”6 The CFTC seeks comment on
whether the definition of “AT Person” should be limited to persons using DEA.7
We believe the definition of “AT Person” is overbroad and should be limited to
persons using DEA. We recommend the CFTC regulate the algorithmic activities that
represent increased risk and focus on how entities access the market. The electronic trading
market consists of a broad and diverse group of market participants that utilize algorithms in
significantly different manners and for different purposes. We believe the scope of the
Proposal should be based on the nature of the market participant’s algorithmic trading and
the risks posed thereby, which are significantly different for DEA market participants as
compared to non-DEA market participants. Regulating specific activity at the DCM level,
rather than across every market participant, would more effectively address the
Commission’s concerns about potential disruptive trading. Accordingly, we recommend
excluding from the definition of “AT Person” entities, including registered CPOs and CTAs,
that do not have DEA.8
Recognizing the potential risk of DEA, the CFTC took this kind of tailored approach,
in the amended “Floor Trader” definition by exempting floor traders that do not have DEA
from the proposed regulations.9 In so doing, the Commission exempted an entire category of
market participants based on their non-DEA status. The same reasoning should apply to
other market participants. Accordingly, the Commission should provide a similar exemption
by defining “AT Person” based upon how an entity accesses the market.
Most investment advisers who are also registered as CPOs and CTAs do not have
DEA, but rather access DCMs through their clearing member FCMs. For such buy-side
6

See Proposed Regulation 1.3(xxxx).

7

See Question 17, Proposed Rulemaking at 78844 (“[s]hould the definition of AT Person be limited
to persons using DEA?”).

8

In any event, registered CPOs and CTAs should be excluded from the definition of “AT Person”
because they are already subject to registration and comprehensive regulation by the CFTC and the
National Futures Association (“NFA”), including through quarterly systemic risk reporting on Forms
CTA-PR and CPO-PQR, and periodic NFA reporting and examinations.

9

The term “floor trader” would be amended to include any person who, “(i) in or surrounding any
other place provided by a contract market for the meeting of persons similarly engaged purchases or
sells solely for such person’s own account— (A) Any commodity for future delivery, security futures
product, or swap; or (B) Any commodity option authorized under section 4c of the Act; and (ii) Who
uses Direct Electronic Access as defined in paragraph (yyyy) of this section, in whole or in part, to
access such other place for Algorithmic Trading; and (iii) Who is not registered with the Commission
as a futures commission merchant, floor broker, swap dealer, major swap participant, commodity pool
operator, commodity trading advisor, or introducing broker.” See Proposed Regulation 1.3(x)(3)
(emphasis added).
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advisers, all of their AT orders flow through the risk parameters established and monitored
by the FCMs, and such advisers do not have the ability to directly place a trade on a DCM.
Limiting the definition of “AT Person” to persons with DEA would help focus regulatory
resources on the most important locations for risk controls—at the point of entry to a DCM.
For all of these reasons, the “AT Person” definition should be revised to exclude
entities that do not have DEA.
B.

If the CFTC Chooses to Proceed with the Proposal in its Present Scope, the
Definition of “Algorithmic Trading” Should Be Amended

If the CFTC determines not to exclude entities that do not have DEA from the scope
of the Proposal, we recommend that the CFTC amend and clarify the definition of
“algorithmic trading.” We also urge the CFTC to exclude those market participants,
including registered CPOs or CTAs, that use third-party “algorithmic trading systems” from
the proposed rules relating to developing, testing and monitoring the third-party “algorithmic
trading systems,” including the requirement to maintain a source code repository. We
discuss the recommendations below.
1.

The Definition of “Algorithmic Trading” Should Be Amended

Proposed Regulation 1.3(zzzz) includes a definition of “Algorithmic Trading” that
would encompass trading in any commodity interest on or subject to the rules of a DCM
where:
(1) One or more computer algorithms or systems determines whether to
initiate, modify, or cancel an order, or otherwise makes determinations with
respect to an order, including but not limited to: The product to be traded; the
venue where the order will be placed; the type of order to be placed; the
timing of the order; whether to place the order; the sequencing of the order in
relation to other orders; the price of the order; the quantity of the order; the
partition of the order into smaller components for submission; the number of
orders to be placed; or how to manage the order after submission; and
(2) Such order, modification or order cancellation is electronically submitted
for processing on or subject to the rules of a designated contract market;
provided, however, that Algorithmic Trading does not include an order,
modification, or order cancellation whose every parameter or attribute is
manually entered into a front-end system by a natural person, with no further
discretion by any computer system or algorithm, prior to its electronic
submission for processing on or subject to the rules of a designated contract
market.
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The IAA believes that this definition is overly broad and should be narrowed by
adding clarification to the second prong of the definition. As proposed, it could include any
trading that uses automation of any kind by market participants. While the algorithmic
trading definition attempts to exclude trading that is manually executed, we believe it would
inadvertently capture trading by many market participants, including those that use manual
processes to determine their investment or hedging strategies. For example, buy-side
investment advisers often use automated systems to facilitate and optimize their portfolio
management. These activities do not raise the same concerns as high frequency trading or
algorithms that generate a trade recommendation and electronically execute an order (i.e.,
“black box trading,” as described further below) without further discretion by a natural
person or another computer algorithm or system prior to the order’s electronic delivery to a
DCM. Refining the definition to include only those transactions placed using systems or
algorithms that deliver the trade directly to the DCM would better tailor the rule to the types
of activities the CFTC intended to address.
Specifically, we recommend the CFTC amend the second prong of the definition to
read as follows:
(2) Such order, modification or order cancellation is electronically submitted
for processing on or subject to the rules of a designated contract market;
provided, however, that Algorithmic Trading does not include an order,
modification, or order cancellation whose every parameter or attribute is
manually entered into a front-end system by a natural person, with no further
review, interaction or discretion by any imposed by a natural person or
another computer system or algorithm or system prior to its electronic
submission for processing on or subject delivery to the rules of a designated
contract market.
This amendment would better clarify the proposed intent of the regulation.
2.

Investment-Decision Making Algorithms are Appropriately Excluded

The CFTC asks whether the definition of “Algorithmic Trading” should be even
broader, to include scenarios where a natural person trader manually enters orders, where an
algorithm was used to generate the buy or sell signal.10 We urge the Commission not to do

10

Paragraph 7 states, “The Commission, recognizing that natural person traders who manually
enter orders also have the potential to cause market disruptions, is considering expanding the
definition of Algorithmic Trading to encompass orders that are generated using algorithmic methods
(e.g., an algorithm generates a buy or sell signal at a particular time), but are then manually entered
into a front-end system by a natural person, who determines all aspects of the routing of the orders.
Such order entry would not represent Algorithmic Trading under the currently proposed definition.
The Commission requests comment on this proposed expansion of the definition of Algorithmic
Trading, which the Commission may implement in the final rulemaking for Regulation AT. The
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so. As we noted above, we believe the proposed definition is already too broad. In fact, we
believe it should be more narrowly tailored, not expanded.
IAA members may use typical buy-side models (using algorithms) as part of their
investment process in managing assets for clients. In our view, these models appropriately
are not covered by the proposed definition of algorithmic trading, and the definition should
not be expanded, for a number of reasons, to include situations where a trader manually
enters orders.
First and foremost, investment decision-making algorithms that simply process
market and other data to recommend trade ideas for an adviser to submit do not pose risks to
the orderly functioning of DCMs. These trading recommendations do not affect the market
until a trade is actually placed on a DCM. In situations where orders are manually entered, a
trader exercises her or her investment discretion to initiate the trade. In these instances, the
natural person trader may determine to revise or change the trade recommendation, including
the order’s key parameters (e.g., contract, exchange, direction, maximum size, and limit
price), further distancing the nexus between the investment algorithm that generated the
recommendation and the market. These investment algorithms themselves do not submit
trades and, therefore, do not result in trading activity unless the algorithm were to both
generate orders and transmit such orders directly to the DCM. Accordingly, the more
appropriate focus of the definition should be with algorithms that both generate and place an
order with a DCM, such as “black box trading” algorithms that have broad discretion in both
generating orders (including determining key parameters such as contract, exchange,
quantity, and limit price) and whether to submit such orders for execution on a DCM.
We also note, as the CFTC recognizes, that the proposed definition of algorithmic
trading would be at odds with the standards adopted by the European Securities and Markets
Authority (“ESMA”). The CFTC states that it may adopt as part of the final rulemaking for
Regulation AT a definition of algorithmic trading that includes orders that are generated
using algorithmic methods, even if such orders are manually entered into a front-end system
by a natural person, who determines all aspects of the routing of the orders. That activity
would not constitute algorithmic trading under ESMA’s rules. Many IAA members are
either themselves subject to ESMA requirements or part of a related group of companies that
is subject to ESMA standards. Such enterprises often attempt, where feasible, to implement
compliance policies and procedures on a global basis, so any deviation by the CFTC from
what the industry and regulators have heretofore understood to constitute algorithmic trading
can only make a difficult regulatory burden even more complicated and costly.
For all of these reasons, the CFTC should not expand the definition of algorithmic
trading to include orders that are input by a natural person, in whole or in part. Algorithms
Commission requests comment on the costs and benefits of this proposal, in addition to any other
comments regarding the effectiveness of this proposal in terms of risk reduction.” See Proposal at
78841.
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that do not both generate and place an order directly with a DCM should, as proposed, be
excluded from the definition of algorithmic trading.
3.

Order Routing or Execution Systems Should be Excluded

The other aspect of the algorithmic trading definition that the IAA believes needs
revision relates to order routing systems. The IAA recommends that the CFTC not include as
part of the definition of algorithmic trading “systems that only make decisions as to the
routing of orders to one or more trading venues.”11 Order routing systems used by asset
managers do not take the place of an individual trader making investment decisions, and they
do not operate in isolation without an investment decision first made by an asset manager to
execute an order as part of an investment strategy on behalf of one or more of the manager’s
clients. Additionally, order routing systems cannot modify any of the key parameters of an
order determined by the individual trader exercising the investment decision. Where an order
router is not used by a buy-side investment advisory firm to make discretionary investment
decisions in a particular strategy, the order router is not making any of the determinations
regarding the “parent” order (large order) and should be excluded from the definition of
algorithmic trading.
Similarly, investment advisers often use “execution” algorithms to achieve efficient
execution of a pre-determined buy/sell order or to optimize the execution of such order.
Most registered CPOs and CTAs do not create their own proprietary algorithms, but rather,
license algorithms from third-party algorithm providers (typically, FCMs). Importantly,
these third-party algorithms are “execution” algorithms and do not generate orders or have
the ability to change the parameters of orders that are established by the adviser and
communicated to the algorithm by the adviser’s trader. These key parameters include, for
example, the contract, direction, time, limit price threshold, maximum quantity, and
aggressiveness.
In particular, once the key parameters of the trade are entered into the front-end
system, they are messaged to the third-party algorithm provider’s server, on which the
algorithm resides. The algorithm partitions the order based on the proprietary source code,
which is designed and solely controlled by the algorithm provider, and transmits the order to
the DCM. Functionally, this transmission is no different than if the trader were to pick up the
phone and place the order with the FCM or broker, and request that the order be executed
using the same parameters, including the same execution algorithm offered by the FCM.
While an adviser may select the use of a third-party algorithm for a given order, the adviser
does not have access to the third-party algorithm’s source code, and therefore is unable to
revise the functionality of the algorithm.

11

Proposed Rulemaking at 78840.
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These execution algorithms do not pose the same risks as algorithms that both
generate and submit orders to the DCM without any further human or systematic/algorithmic
discretion, and should therefore be excluded from “algorithmic trading” in the Proposal.
Accordingly, the CFTC should revise the definition of algorithmic trading to apply where the
same algorithmic trading system both: (i) generates orders and (ii) submits such orders
directly to the DCM. The definition should specifically exclude algorithms that are merely
designed to partition “parent” orders into “child” orders (trades executed over time) for
submission to the DCM where an adviser inputs the parent order and certain key parameters.
Moreover, including order routing systems would present another way in which the
CFTC’s definition would differ from other industry regulators. For example, the European
Commission’s new Directive on markets in financial instruments (“MiFID II”), published on
June 12, 2014,12 does not include in its definition of algorithmic trading systems that only
make decisions as to the routing of orders to one or more trading venues.13 The definition of
that term adopted by the Financial Industry Regulatory Authority (“FINRA”) does not
include such systems either.14 FINRA’s proposal would not capture standard order routers
that are not designed to implement a particular strategy.
In support of extending the definition to include order routing systems, the CFTC
does not cite to any incident involving a DCM, but rather cites to two cases involving brokerdealers—Knight Capital15 and Goldman Sachs.16 Both are distinguishable from the use of
order routing systems used by buy-side investment advisers that are also registered as CPOs
or CTAs. Knight Capital involved the violation of the SEC’s market access rule in
connection with errors related to the code of a broker-dealer’s automated equity router, which
was unable to recognize when orders had been filled causing the firm to acquire unwanted
positions and sustain losses. The Goldman Sachs case involved a configuration error in an
12

See European Commission, “Updated rules for markets in financial instruments: MiFID 2” (June
12, 2014), available at http://ec.europa.eu/finance/securities/isd/mifid2/index_en.htm.
13

Proposed Rulemaking at 78840.

14

See FINRA, Regulation Notice 15–06, ‘‘Registration of Associated Persons Who Develop
Algorithmic Trading Strategies,’’ (Mar. 2015), available at
http://www.finra.org/sites/default/files/notice_doc_file_ref/Notice_Regulatory_15-06.pdf. In the
Notice, FINRA defines an ‘‘algorithmic trading strategy’’ as ‘‘any program that generates and routes
(or sends for routing) orders (and order-related messages, such as cancellations) in securities on an
automated basis.’’ Id. at 3. FINRA generally considers an “algorithmic trading strategy” to be any
program that generates and routes (or sends for routing) orders or order-related messages in securities
into the marketplace on an automated basis without material intervention by any person. The FINRA
proposal would not capture standard order routers that are not designed to implement a particular
strategy. Id. at 7.
15

Proposed Rulemaking at 78840.

16

Proposed Rulemaking at 78837.

Christopher Kirkpatrick, Secretary
Commodity Futures Trading Commission
March 16, 2016
Page 9
options order router. Importantly, FINRA determined, even after the Knight Capital and
Goldman Sachs cases, to not include order routing systems that are not designed to
implement a particular strategy within its algorithmic trading definition. The CFTC should
take a similar approach.
Further, we recommend the CFTC specifically exempt from the definition of “AT
Person” registered CTAs that have hired other advisers to manage a client’s assets (e.g.,
contractually delegated the responsibility to manage the underlying portfolio in a managers
of managers arrangement). Only the firm that actually executes the orders and the trading
function, not those that delegate the trading function out under an investment management
agreement, should be subject to any rules under the Proposal.
4.

The Definition of “Algorithmic Trading Compliance Issue” Should Be
Amended

The proposed definition of “Algorithmic Trading Compliance Issue” includes a
violation of “the AT Person’s own internal requirements.” We recommend that the CFTC
eliminate this provision. Market participants have different internal requirements tailored to
the particular risks at their firm, and firms may set high internal standards, above and beyond
legal and regulatory requirements. If an AT Person could be held liable for not meeting all of
its own internal requirements, an AT Person might change its internal requirements to the
minimum requirements by law or regulation to ensure that it never violated any internal
requirements and thus, avoid a “compliance issue” under the Proposal. This result would
obviously defeat the CFTC’s intended goals by potentially reducing the inclusion of best
practices in the firm’s internal requirements.
C.

The CFTC Should Narrow the Scope of Proposed Rules Requiring
Developing, Testing and Monitoring

We encourage the Commission to reconsider the scope of Proposed Regulation 1.81,
which would require that each AT Person implement written policies and procedures for the
development and testing of its algorithmic trading systems, including the requirement to
maintain a source code repository and requirements for the development, testing and
monitoring of algorithmic trading. Under the Proposal, each AT Person would be required to
implement written policies and procedures that would include, among other things:
Maintaining a source code repository to manage source code access,
persistence, copies of all code used in the production environment, and
changes to such code. Such source code repository must include an audit trail
of material changes to source code that would allow the AT Person to
determine, for each such material change: who made it; when they made
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it; and the coding purpose of the change. Each AT Person shall keep such
source code repository, and make it available for inspection, in accordance
with § 1.31.17
The IAA opposes the source code repository concept in general as overly
prescriptive. Although the CFTC claims that the Proposed Regulation “does not impose a
prescriptive standard for how the source code repository must be structured or maintained,”18
the regulatory text clearly states that the source code must be maintained and made available
in accordance with CFTC Regulation 1.31.19 This provision would require advisers to make
copies of all source code used in a production environment for inspection by any CFTC or
U.S. Department of Justice representative for any reason or for no particular reason, without
a subpoena. The IAA is not aware of any similar requirement in any jurisdiction that permits
automated trading.
Source code is extremely valuable intellectual property. For many firms, it is their
“secret sauce.” Owners of the source code take extraordinary measures to safeguard it,
because any breach of access to it has the potential to severely impact their business, present
competitive disadvantages, or leak franchise-threatening confidential information and
intellectual property (which in some cases may be protected by copyright, patent, or
trademark laws) to third parties or regulatory bodies. The IAA and its member firms
therefore share the CFTC’s concerns with respect to cybersecurity and the potential for this
sensitive proprietary information to fall into the wrong hands. In fact, in our view, requiring
it to be available to numerous government representatives without a subpoena presents an
unacceptable risk that this material could be compromised. Given the limited benefit to the
CFTC of routine access to source code, we do not support the requirement as proposed. We
urge the CFTC to eliminate this aspect of the Proposal in any final rule on algorithmic
trading.
If the CFTC nevertheless determines to adopt a source code repository requirement
generally, the IAA requests that the source code repository requirements do not apply to any
firm that does not own or have unrestricted access to the source code of the algorithmic
17

Proposed Regulation 1.81(a)(1)(vi).

18

Proposed Rulemaking at 78848.

19

The IAA is on record expressing concerns about the difficulties and costs of complying with the
outdated standards set forth in CFTC Regulation 1.31. We filed a petition for rulemaking with the
CFTC, together with the Managed Futures Association (“MFA”) and the Alternative Investment
Management Association Limited (“AIMA”), in July 2014 to amend and update CFTC Regulation
1.31, and we await the CFTC’s response thereto. See also, Statement of Commissioner Giancarlo
(noting that he “previously expressed reservations about Commission Regulation 1.31” in the CFTC’s
previous proposal to amend recordkeeping regulation 1.35, and noting that “[u]nfortunately, the
Commission has not acted on this [joint IAA petition] request.”). Proposed Rulemaking, Appendix 4,
at 78947.
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trading system being used. Investment advisers that are also registered CPOs or CTAs make
use of various sub-advisers, consultants, or other third parties in developing trading strategies
on behalf of clients, and therefore it will often be the case that an adviser does not itself
develop and own source code for any particular algorithm. For example, such an adviser
would generally access a DCM through a third-party trading systems as a result of licensing
that system from an “independent software vendor” (“ISV”) whose services are listed
through a DCM’s website. As noted above, the source code is extremely valuable
intellectual property that is carefully protected by the developers and owners, who would not
share it with an adviser for commercial and security reasons.
Accordingly, because such a registered CPO or CTA does not have access to the
ISV’s or other third-party’s source code, it would be impossible for the registered CPO or
CTA to comply with the source code repository requirement and other aspects of the
proposed rules, including the pre-trade risk controls, the development, testing, and
monitoring of the source code. In reality, such a requirement would force an adviser to
forego the use of algorithms that it may deem useful to its clients, thus disadvantaging the
adviser’s clients without providing any benefit to the CFTC. Although advisers that are
registered CPOs or CTAs would, as a matter of their regulatory obligations under the CEA
and the Advisers Act, oversee the functioning of the ISV’s system as it relates to the
registered CPO or CTA’s own trading on its clients’ behalf, CPOs and CTAs rely on the ISV
providing the algorithm to provide robust test environments and to code the relevant pretrade risk controls into the algorithm. In addition, the main proposed risk control requiring
automated alerts when the behavior of an algorithmic trading system’s AT Order Message to
a DCM by an AT Person breaches certain parameters20 is a function of the algorithm itself.
As noted above, registered CPOs and CTAs using an ISV’s or other third-party’s system do
not have access to the algorithm’s source code, and are thus unable to implement any risk
control related to an AT system’s AT Order Message.
In any event, and importantly, registered CPO and CTA trades are subject to FCMs’
risk controls. It is thus unnecessary and not beneficial for the CFTC to require multiple
levels of market participants to implement identical risk controls on the same third-party
algorithm. Further, it would be duplicative and unnecessary to require a party that has
purchased or arranged for the use of an off-the-shelf or third-party algorithm for use in its
20

Parameters could include controls designed to prevent excessive messaging or trading which could
disrupt, slow down, or impede normal market activity caused by either inadvertent or intentional
submission of AT Order Messages. See Proposed Regulation 1.81(b)(ii) (AT Person’s policies and
procedures must include automated alerts when an AT system’s AT order message behavior breaches
design parameters, upon loss of network connectivity or data feeds, or when market conditions
approach the boundaries within such AT system is intended to operate). See also, Proposed
Regulation 1.3(wwww) (defining “AT Order Message” to mean “each new order or quote submitted
through Algorithmic Trading to a designated contract market by an AT Person and each change or
deletion submitted through Algorithmic Trading by an AT Person with respect to such an order or
quote”).
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investment management process to perform independent testing in addition to the owner’s
obligations under the Proposed Regulation.
We also urge the CFTC to reconsider some of the more prescriptive aspects of the
Proposal that require certain monitoring and other requirements for compliance personnel. In
particular, we request that the CFTC amend the proposed requirement that AT Persons
maintain one or more persons to monitor algorithmic trading, and one or more separate
persons to determine whether the algorithm is compliant with the CEA and other regulatory
requirements. The Proposal could achieve the CFTC’s goals simply by requiring AT Persons
to design a compliance program that is reasonably designed to meet the requirements of the
rule.
In addition, we oppose the proposed requirement that AT Persons submit an annual
compliance report to the DCMs. Advisers that are registered CPOs or CTAs would already
address the compliance of their operations during their annual compliance reviews under the
Advisers Act and pursuant to NFA rules, and thus, such an additional report is unnecessary.
D.

The CFTC Should Provide an Extended Compliance Date

The Proposed Rulemaking does not include a proposed timetable for implementation
and compliance by affected parties, including AT Persons. If the CFTC determines to
proceed without excluding those without DEA from the definition of AT Person, we strongly
urge the CFTC to provide advisers at least an 18 month implementation period to develop
compliant programs and to put in place the systems and personnel required to comply with
the various provisions, including proposed reporting obligations and recordkeeping
requirements. Advisers will need substantial time to update their operating budgets for the
resulting compliance and implementation costs, upgrade and develop internal systems and
policies, and, where needed, source external service providers to provide training.
*****
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We truly appreciate the CFTC’s consideration of our comments on the Proposed
Rulemaking. We trust that Commissioners or staff will not hesitate to contact us if we may
provide any additional information or assistance during the evaluation of the comments.
Please contact me or Monique S. Botkin, IAA Associate General Counsel, at (202) 293-4222
with any questions regarding these matters.
Respectfully,
/s/
Robert C. Grohowski
General Counsel
cc: The Honorable Timothy G. Massad, Chairman
The Honorable Sharon Y. Bowen, Commissioner
The Honorable J. Christopher Giancarlo, Commissioner
Vincent McGonagle, Director, Division of Market Oversight
Sebastian Pujol Schott, Associate Director, Division of Market Oversight
Marilee Dahlman, Special Counsel, Division of Market Oversight
Mark Schlegel, Special Counsel, Division of Market Oversight

February 2, 2016

Request for Relief – CEA § 4k, 7
U.S.C. § 6k, and Commission
Regulation 3.10(c)(3)(i), 17 C.F.R.
§ 3.10(c)(3)(i)

Via Email
Ms. Eileen Flaherty
Director
Division of Swap Dealer and Intermediary Oversight
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, N.W.
Washington, D.C. 20581
Re:

Request for Relief – Commodity Exchange Act Section 4k and Commission
Regulation 3.10(c)(3)(i)

Dear Ms. Flaherty:
The Asset Management Group 1 of the Securities Industry and Financial Markets
Association (“SIFMA AMG” or “AMG”) and the Investment Adviser Association 2 (“IAA”)
(SIFMA AMG and IAA, collectively as the “Associations”) are writing to request no-action
relief from the registration requirements of the Commodity Exchange Act (“CEA”) 3 for
commodity pool operators (“CPO”) and commodity trading advisors (“CTA”) located outside of
the United States (collectively, “Foreign Intermediaries”) who would otherwise be exempt from
registration under Commodity Futures Trading Commission (the “Commission”) Regulation
3.10(c)(3)(i) 4 but for the condition that commodity interest 5 transactions be submitted for
SIFMA AMG’s members represent U.S. asset management firms whose combined global assets under
management exceed $34 trillion. The clients of SIFMA AMG member firms include, among others, tens
of millions of individual investors, registered investment companies, endowments, public and private
pension funds, UCITS and private funds such as hedge funds and private equity funds.
1

2

IAA is a not-for-profit association that represents the interests of investment adviser firms registered
with the U.S. Securities and Exchange Commission (“SEC”). The IAA’s membership consists of about
600 firms that collectively manage $16 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 www.investmentadviser.org.
3

7 U.S.C. § 1 et al.

4

17 C.F.R. § 3.10(c)(3)(i) (text in Appendix II).
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clearing through a futures commission merchant (“FCM”) registered with the Commission.
Because not all commodity interest transactions are required to be cleared under the CEA and
Commission Regulations promulgated thereunder (“Commission Regulations”), 6 including
swaps not subject to a mandatory clearing determination under Section 2(h) of the CEA and Part
50 of the Commission Regulations, Regulation 3.10(c)(3)(i) could be read to require as a
condition for the exemption the clearing of swaps beyond the Commission’s mandatory clearing
requirement. The Associations submit that this broader condition was not intended when the
Commission made conforming changes to Regulation 3.10(c)(3)(i) to address its authority over
swaps and, as a result, believe that the clearing condition in Regulation 3.10(c)(3)(i) should be
limited to the Commission’s clearing requirement.7
This issue has broad impact upon the Associations’ members, either because members
manage money for or have within their corporate structure a Foreign Intermediary who enters
into swap transactions not subject to a Commission clearing requirement with U.S. person
counterparties on behalf of persons located outside the United States, its territories or possessions
(“Non-U.S. Persons”).
For these reasons, explained further below, the Associations request that the Division of
Swap Dealer and Intermediary Oversight (the “Division”) not recommend an enforcement action
against a person located outside the United States, its territories or possessions engaged in the
activity of an introducing broker (“IB”), as defined in Commission Regulation 1.3(mm); a CTA,
as defined in Commission Regulation 1.3(bb); or a CPO, as defined in Commission Regulation
1.3(nn), in connection with swaps not subject to a Commission clearing requirement 8 only on
behalf of persons located outside the United States, its territories or possessions, for failure to
register in such capacity.
In addition to requesting this relief, the Associations intend to petition the Commission
for a permanent correction of the Regulation.
I.

Amendment History of Commission Regulation 3.10(c)(3)(i)

Regulation 3.10(c)(3)(i) was amended in 2007 to provide an exemption from registration
as a CPO or a CTA, as well as from IB registration, under the following circumstances:


The firm is located outside the United States;

The term, “commodity interest,” means any futures contract, swap, or other transaction subject to
Commission regulation under the CEA. 17 C.F.R. § 1.3(yy).
5

6

17 C.F.R. et al.

7

See Part 50 of the Commission Regulations.

8

See id.
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The firm acts only on behalf of persons located outside the United States to trade
commodity interests on or subject to the rules of a designated contract market
(“DCM”) or derivatives transaction execution facility; and



Each commodity interest transaction is submitted for clearing through an FCM.9

When the Commission proposed this exemption, it did not refer to CTAs, CPOs, or IBs
as it does now. Rather, the Regulation was initially proposed to apply only to “foreign brokers”
and to exempt those firms from FCM registration. 10 At that time, the Commission sought to
codify a definition of “foreign broker” and to clarify that – in keeping with the long-standing
policy of the Commission and the former Commodity Exchange Authority – such a firm did not
need to register as an FCM provided that it “submits customer or proprietary trades executed on
or subject to the rules of U.S. markets for clearing on an omnibus basis through a fully registered
FCM.” 11 The Commission explained that this clearing condition was intended to preclude a
foreign broker from “becom[ing] a remote clearing member of a derivatives clearing
organization without having to register as an FCM,” citing its concern “about oversight of
clearing member firms because of the potential for systemic risk.”12
The Commission determined to include CPOs and CTAs in Regulation 3.10(c)(3)(i)
when it adopted the Regulation in final form. These additions were based on comments
requesting the Commission “to provide greater legal certainty to futures market participants . . .
that are not engaged in commodity interest activities on behalf of U.S. customers.” In support of
this change from the proposal, the Commission referred to its policy of focusing “‘customer
protection activities upon domestic firms and upon firms soliciting or accepting orders from
domestic users of the futures markets.’”13 That policy reflected the Commission’s view “‘that
the protection of foreign customers of firms confining their activities to areas outside this country,
its territories, and possessions may best be for local authorities in such areas.’”14
At the time it was proposed and adopted in 2007, the Regulation applied solely to futures
and options on futures subject to the Commission’s jurisdiction – contracts that historically have
been required to be cleared through a derivatives clearing organization (“DCO”). Since the
9

The Appendix to this letter includes the text of the Regulation in its proposed and final forms over
recent years.
10

72 Fed. Reg. 15637 (Apr. 2, 2007) (proposing release).

11

Id. at 15639.

12

Id.

13

72 Fed. Reg. 63976, 63976-77 (Nov. 14, 2007) (adopting release), quoting 48 Fed. Reg. 35248, 35261
(Aug. 3, 1983).
14
Id. The Commission also cited this policy position in the initial proposal for what ultimately became
Regulation 3.10(c)(3)(i). See 72 Fed. Reg. at 15638.
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Regulation was adopted in 2007, the Commission has gained jurisdiction over the swaps markets
under the Dodd-Frank Act. For instance, that statute amended the CEA to include the term “swap”
in the definitions of CTA, CPO, and commodity pool. In a similar fashion, the term “commodity
interest” as defined in Regulation 1.3(yy) refers to swaps.
As part of further implementing the changes required by Dodd-Frank, in August 2012 the
Commission finalized amendments to its registration requirements for intermediaries in Part 3 of
its Regulations.15 As relevant here, the Commission amended Regulation 3.10(c)(3)(i) to refer to
commodity interest transactions entered into on a bilateral basis or on or subject to the rules of a
swap execution facility (“SEF”).
When it first proposed those amendments in 2011, the Commission explained it was
seeking “to expand the exemption to commodity interest transactions made on or subject to the
rules of an SEF.” 16 The expansion was proposed “to create uniformity in [the] treatment of
commodity interest transactions that do not involve a U.S. customer, regardless of whether the
transaction is made on a designated contract market or an SEF.” 17 The Commission sought
comment on “whether it should expand the existing exemption from registration to foreign
brokers and other foreign intermediaries that execute a bilateral swap transaction and voluntarily
clear it on a derivatives clearing organization on an omnibus basis.” 18 When it finalized the
amendments to the Regulation, the Commission indicated that it had not received any comments
on this last point. As a result, the exemption was adopted substantially as proposed.
II.

CEA’s Clearing Requirement Supports Clearing When Supportable by the
Swap’s Characteristics

Pursuant to Section 2(h) of the CEA, the Commission must take into account the
following factors when reviewing whether a swap – or any group, category, type, or class of
swaps – should be required to be cleared:


The existence of significant outstanding notional exposures, trading liquidity, and
adequate pricing data.



The availability of rule framework, capacity, operational expertise and resources, and
credit support infrastructure to clear the contract on terms that are consistent with the
material terms and trading conventions on which the contract is then traded.

15

77 Fed. Reg. 51898, 51899 (Aug. 28, 2012).

16

76 Fed. Reg. 12888, 12889 (Mar. 9, 2011).

17

Id.

18

Id. at 12889-90.
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The effect on the mitigation of systemic risk, taking into account the size of the
market for such contract and the resources of the DCO available to clear the contract.



The effect on competition, including appropriate fees and charges applied to clearing.



The existence of reasonable legal certainty in the event of the insolvency of the
relevant derivatives clearing organization or one or more of its clearing members with
regard to the treatment of customer and swap counterparty positions, funds, and
property.

Given these clearing standards combined with the history and context of Regulation
3.10(c)(3)(i), the Associations believe that the Commission did not intend to impose more
onerous requirements upon Foreign Intermediaries relying upon Regulation 3.10(c)(3)(i)’s
registration exemption. As Chairman Massad recently noted, the Commission’s “goal is not just
to increase the amount of clearing, our goal is to mandate clearing where we think it makes sense,
meaning standardized swaps where we feel promoting clearing or mandating clearing can reduce
the overall risk in the system.” 19 The Associations submit that a broader clearing condition
under Regulation 3.10(c)(3)(i)—even for swaps that have low liquidity or are not supported for
clearing by DCMs—would be inconsistent with the Commission’s overall policy objectives for
clearing and mitigating systemic risk.
III.

Factual Scenarios Under Which Registration Should Not Be Required for a
Non-U.S. CPO or CTA Servicing Non-U.S. Persons

As explained above, the clearing condition was initially intended to preserve the
Commission’s ability to exercise proper oversight of clearing activities through its FCM
registration regime. While Regulation 3.10(c)(3)(i) may continue to serve that purpose, the
clearing condition, as applied to swaps, also presents practical challenges for Foreign
Intermediaries. In particular, the clearing condition could disqualify a foreign manager or
operator from relying on Regulation 3.10(c)(3)(i) if the foreign client seeks to trade a swap with
a U.S. counterparty, where the swap either is not required to be cleared pursuant to Part 50 of the
Commission’s Regulations or is otherwise unable to be cleared. This outcome is contrary to the
Commission’s general purpose in adopting and amending Regulation 3.10(c)(3)(i), namely, to
make registration relief available to foreign firms (through the addition of CPOs and CTAs) and
to have it apply to trading of additional types of commodity interests (swaps, both traded
bilaterally and on a SEF or a DCM).
In this regard, the Associations wish to raise for the Commission Staff’s consideration the
principal set of circumstances in which the clearing condition could limit Regulation

19

Statement of Commission Chairman Timothy Massad at the Market Risk Advisory Committee (Nov. 2,
2015), available at https://www.youtube.com/watch?v=5qSM3467YVg&feature=youtu.be (1:53:28 to
1:53:44).
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3.10(c)(3)(i)’s availability to a foreign entity that is not registered with the Commission as a CPO
or a CTA:
A non-U.S. operator or advisor sponsors or advises a Non-U.S.
Person.20 The non-U.S. operator or advisor seeks to enter into a
swap transaction for the client’s account with a U.S. person
counterparty (including a U.S.-based swap dealer) or on a U.S.based SEF. The swap either would not be subject to a mandatory
clearing determination or would not be capable of being cleared
voluntarily.
IV.

Scope of Impact

For the Associations’ members, the most broad and significant impact of the clearing
condition is upon our U.S. members that provide advisory services to Foreign Intermediaries
entering into swap transactions not subject to a Commission clearing requirement with U.S.
person counterparties on behalf of Non-U.S. Persons.21 For many of these transactions, the U.S.
CTA must determine whether a Foreign Intermediary not registered with the Commission is
required to be registered. If either the CTA or the U.S. person counterparty is acting in a
registered capacity, it will be prohibited from doing business with non-members that are required
to be registered with the Commission.22 The U.S. members are not requesting any relief for their
own registration requirements; rather, they seek to clarify the Foreign Intermediaries’ registration
status.
Separate and apart from such an advisory relationship, many of our members have
Foreign Intermediaries as corporate affiliates, including members ranging from global asset
managers with more than $1 trillion of assets under management to smaller asset managers
serving non-U.S. clients that have a Foreign Intermediary affiliate who enters into swap
transactions with U.S. person counterparties on behalf of Non-U.S. Persons. As such, the lack of
harmony between the Commission clearing requirement under Part 50 and Regulation
3.10(c)(3)(i)’s clearing condition directly affects our members.
*
*
*
For these reasons, the Associations request that the Division not recommend an
enforcement action against a person located outside the United States, its territories or
possessions engaged in the activity of an IB, as defined in Commission Regulation 1.3(mm); a
CTA, as defined in Commission Regulation 1.3(bb); or a CPO, as defined in Commission
20

In each case, the Non-U.S. Person qualifies as an eligible contract participant under Section 1a(18) of
the Commodity Exchange Act or Regulation 1.3(m).
21

In each case, the pool qualifies as an eligible contract participant under Section 1a(18) of the
Commodity Exchange Act or Regulation 1.3(m).
22

See Bylaw 1101.
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Regulation 1.3(nn), in connection with swaps not subject to a Commission clearing
requirement 23 only on behalf of persons located outside the United States, its territories or
possessions, for failure to register in such capacity.
In addition to requesting this relief, the Associations intend to petition the Commission
for a permanent correction of the Regulation.
Should you have any questions or wish to discuss these matters further, please do not
hesitate to contact Tim Cameron (202-962-7447 or tcameron@sifma.org), Laura Martin (212313-1176
or
lmartin@sifma.org),
Robert
Grohowski
(202-507-7209
or
Robert.grohowski@investmentadviser.org),
Monique
Botkin
(202-507-7207
or
monique.botkin@investmentadviser.org) or Joshua Sterling, Morgan, Lewis & Bockius LLP
(202-739-5126 or jsterling@morganlewis.com).
Respectfully submitted,
/s/ Tim Cameron
Timothy W. Cameron, Esq.
Managing Director
Asset Management Group – Head
Securities Industry and Financial Markets
Association

/s/ Laura Martin
Laura Martin
Managing Director and Associate General
Counsel
Asset Management Group
Securities Industry and Financial Markets
Association

/s/ Robert C. Grohowski
Robert C. Grohowski
General Counsel
Investment Adviser Association

/s/ Monique S. Botkin
Monique S. Botkin
Associate General Counsel
Investment Adviser Association

cc:

23

Frank Fisanich, Chief Counsel
Katherine Driscoll, Associate Chief Counsel
Greg Scopino, Special Counsel
Joshua Sterling, Morgan, Lewis & Bockius LLP

See Part 50 of Commission Regulations.

APPENDIX I
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 February 2, 2016 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.
Respectfully submitted,

/s/ Tim Cameron
Timothy W. Cameron, Esq.
Managing Director
Asset Management Group – Head
Securities Industry and Financial Markets
Association

/s/ Laura Martin
Laura Martin
Managing Director and Associate General
Counsel
Asset Management Group
Securities Industry and Financial Markets
Association

/s/ Robert C. Grohowski
Robert C. Grohowski
General Counsel
Investment Adviser Association

/s/ Monique S. Botkin
Monique S. Botkin
Associate General Counsel
Investment Adviser Association

APPENDIX II
TEXT OF REGULATION 3.10(C)(3)(I)
Proposed – April 2, 2007
§ 3.10 Registration of futures commission merchants, introducing brokers, commodity
trading advisors, commodity pool operators and leverage transaction merchants.
(c) Exemption from registration for certain persons.
(2)(i) A foreign broker, as defined in § 1.3(xx) of this chapter, is not required to register as a
futures commission merchant if it submits any commodity interest transactions executed on or
subject to the rules of designated contract market or derivatives transaction execution facility for
clearing on an omnibus basis through a futures commission merchant registered in accordance
with section 4d of the Act.
Adopted – November 14, 2007
§ 3.10 Registration of futures commission merchants, introducing brokers, commodity
trading advisors, commodity pool operators and leverage transaction merchants.
(c) Exemption from registration for certain persons.
(3)(i) A person located outside the United States, its territories or possessions engaged in the
activity of: An introducing broker, as defined in § 1.3(mm) of this chapter; a commodity trading
advisor, as defined in § 1.3(bb) of this chapter; or a commodity pool operator, as defined in
§ 1.3(nn) of this chapter, in connection with any commodity interest transaction made on or
subject to the rules of any designated contract market or derivatives transaction execution facility
only on behalf of persons located outside the United States, its territories or possessions, is not
required to register in such capacity: Provided, that any such commodity interest transaction
executed on or subject to the rules of designated contract market or derivatives transaction
execution facility is submitted for clearing through a futures commission merchant registered in
accordance with section 4d of the Act.
Proposed Amendment – March 9, 2011
§ 3.10 Registration of futures commission merchants, introducing brokers, commodity
trading advisors, commodity pool operators and leverage transaction merchants.
(c) Exemption from registration for certain persons.
(3)(i) A person located outside the United States, its territories or possessions engaged in the
activity of: An introducing broker, as defined in § 1.3(mm) of this chapter; a commodity trading
advisor, as defined in § 1.3(bb) of this chapter; or a commodity pool operator, as defined in

§ 1.3(cc) of this chapter, in connection with any commodity interest transaction made on or
subject to the rules of any designated contract market or swap execution facility only on behalf
of persons located outside the United States, its territories or possessions, is not required to
register in such capacity provided that any such commodity interest transaction executed on or
subject to the rules of designated contract market or swap execution facility is submitted for
clearing through a futures commission merchant registered in accordance with section 4d of the
Act.
Final Amendment – August 28, 2012
§ 3.10 Registration of futures commission merchants, introducing brokers, commodity
trading advisors, commodity pool operators and leverage transaction merchants.
(c) Exemption from registration for certain persons.
(3)(i) A person located outside the United States, its territories or possessions engaged in the
activity of: An introducing broker, as defined in § 1.3(mm) of this chapter; a commodity trading
advisor, as defined in § 1.3(bb) of this chapter; or a commodity pool operator, as defined in
§ 1.3(nn) of this chapter, in connection with any commodity interest transaction executed
bilaterally or made on or subject to the rules of any designated contract market or swap execution
facility only on behalf of persons located outside the United States, its territories or possessions,
is not required to register in such capacity provided that any such commodity interest transaction
is submitted for clearing through a futures commission merchant registered in accordance with
section 4d of the Act

