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ICAA
January 14, 2002
The Honorable Harvey L. Pitt
Chairman
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Re: Costs and Other Concerns of T+1 Implementation for Investment Advisers
Dear Mr. Chairman:
By letter dated October 9, 2001, the ICAA1 expressed various concerns to you
regarding costs and other problems associated with implementing next business day
settlement for the investment advisory profession. Some of the issues involved potential
problems with trade matching utilities. Based on our concerns, we strongly urged the
SEC to take appropriate action to be vigilant in its continuing oversight of such entities.
By letter dated December 18, 2001, the General Counsel of Omgeo wrote to you
to respond to the ICAA’s concerns. Omgeo is a trade matching utility and a for-profit
entity wholly owned by the Depository Trust & Clearing Corporation and Thomson
Financial. We take issue with various statements in Omgeo’s letter and feel compelled to
outline the following points in response:
Composition of Omgeo’s Board of Directors. The letter notes that Omgeo’s
Board includes “representatives of the global securities industry who are not officers or
employees of Omgeo’s corporate parents, DTCC and Thomson Financial, or their
affiliates,” and that the “industry representatives on Omgeo’s Board will undoubtedly pay
close attention to Omgeo’s policies on the matters about which the ICAA is concerned.”
It is simply a fact that the industry representatives on Omgeo’s Board do not bear any
resemblance to the vast majority of investment advisers registered with the SEC nor are
their interests aligned with the investment advisory profession in general.2 While we do
not suggest that Omgeo has any responsibility to ensure representation of the advisory
1

The ICAA is a not-for-profit association that consists exclusively of SEC-registered investment advisory
firms. Founded in 1937, the ICAA’s membership today consists of about 300 firms that collectively
manage in excess of $3 trillion for a wide variety of individual and institutional investors. For more
information, please visit www.icaa.org. The full text of our October 9, 2001 letter is posted on our web site
under “Comments & Statements.”
2

According to its web site, Omgeo’s industry representatives are employed by the following companies:
Goldman Sachs & Company, FMR Co., The Bank of New York, Merrill Lynch Investment Managers,
Deutsche Bank, and Morgan Stanley Dean Witter. By contrast, for an overview of the composition of the
SEC-registered investment adviser industry, see “Evolution/Revolution: A Profile of the U.S. Investment
Advisory Profession,” published by the ICAA and National Regulatory Services (July 2001).
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profession, it is curious to suggest that the current composition of its Board is designed to
ensure that the interests of investment advisers will be safeguarded. If in fact Omgeo and
its Board have paid “close attention” to our concerns, we request that it provide relevant
documentation, such as minutes of Board meetings, to demonstrate: (a) that our concerns
have been discussed by Omgeo’s Board, and (b) what actions have been taken to address
our concerns.
Need to Monitor Fees. Omgeo’s letter states that all of our concerns were
thoroughly addressed by the SEC when it issued an order last year exempting Omgeo’s
subsidiary from registering as a clearing agency3 and that until “experience indicates a
problem with the conditions and limitations of the exemption, there is no reason for the
ICAA to call for increased Commission oversight of those matters.” It goes on to discuss
“misleading” statements in our letter relating to the 625% increase in fees assessed for
software associated with Omgeo’s “TradeSuite” services for investment advisers.
Omgeo claims the increase in fees was justified because: (1) no new fees were imposed
during the initial four-year launch of the software, even though many new features were
added to the software during that period; (2) the fee increases in 2000 were “cost-based”
and were approved by DTC’s Board of Directors; and (3) the software “made investment
managers’ interaction with the TradeSuite services more efficient.”
The ICAA and our member firms simply have no way of knowing whether the
first two justifications have any basis in fact. With respect to the third justification, we
can report that some ICAA member firms have informed us they have not experienced
any increased efficiencies as a result of the changes outlined in Omgeo’s letter. At any
rate, we continue to believe that the Commission has a responsibility to assess whether
fees imposed by Omgeo and other trade matching utilities are reasonable and appropriate.
Particularly in view of the fact that Omgeo is a for-profit entity and that it has been
granted an exemption from regulation as a clearing agency, it is incumbent upon the
Commission to guard against predatory and unfair pricing practices.
Most important, Omgeo’s letter also states that “investment managers generally
do not pay transaction fees for use of TradeSuite services.” This is an accurate statement.
However, we are well aware of proposals to impose transaction fees on investment
advisers in an effort to help defray T+1 costs for brokers and others involved directly in
trade, execution, and settlement services. Similar proposals were made – and properly
rejected – when the move to T+3 was considered and approved. The ICAA strongly
believes that investment managers should not pay transaction fees, as such matters are
related directly to trade execution and thus should be borne by brokers and custodians.
If the Commission mandates T+1, we believe it has a duty to be vigilant in its oversight
of such matters and we strongly urge the Commission to scrutinize carefully any effort to
impose transaction fees on investment advisers in an effort to help pay for costs
associated with T+1 implementation.
Privacy. In our October 9, 2001 letter to you, we noted that Omgeo does not
appear to fall within the definition of “financial institution” within the coverage of the
3

Release No. 34-44188 (April 17, 2001).

Gramm-Leach-Bliley Act nor is it covered under the Commission’s Regulation S-P.
Omgeo states that it is “committed to maintaining the confidentiality of its clients’
information” and that “[t]here is no basis for suggesting, as the ICAA Letter does, that
action by the Commission at this time is needed to safeguard client information.”
Frankly, we are somewhat mystified by Omgeo’s assertion that it should be exempt from
privacy laws and regulations. All investment advisers, broker-dealers, and investment
companies must comply with the mandates of the Commission’s privacy rule, Regulation
S-P.4 Omgeo will have unfettered access to what could be the largest repository of
information about investors, investment advisers, and others ever assembled.5 Given this
fact, is it unreasonable to suggest that trade matching utilities should be subject to strict
privacy laws and regulations and should be subject to frequent inspections for potential
violations?6 We strongly urge the Commission to act promptly and decisively to
safeguard client information provided by investment advisers to trade matching utilities.
Requiring Investment Adviser Participation in Trade Matching Utilities. Omgeo
states that the ICAA criticized the SIA’s proposal to require customers of a broker-dealer
to participate in trade matching systems. While we believe our letter to you accurately
conveys our concerns in this regard, we wish to emphasize that there is a significant
difference between free market initiatives to achieve straight-through processing (STP)
and a regulatory fiat that requires T+1 participation by investment advisers and others.
The ICAA is not opposed to STP – indeed, many of our member firms are involved in
working with the brokerage industry to achieve greater trading and settlement
efficiencies. As indicated in our prior letter, business necessity – as opposed to a
Commission or SRO rule – may actually “require” some investment advisers to
participate in systems and protocols that are designed to achieve STP. Nor is the ICAA
necessarily opposed to T+1. However, we feel strongly that much more information is
needed before the Commission mandates T+1.
At a minimum, the Commission should seek appropriate and accurate cost/benefit
data. At a recent meeting with SEC staff, we again noted the flawed methodology in
SIA’s Business Case Final Report7 and suggested that the SEC should request SIA to
4

Rel. Nos. 34-42974, IC-24543, IA-1883: File No. S7-6-00 (June 22, 2000). In written comments filed
with the Commission, we emphasized that there certainly is no evidence that investment advisers have
failed to safeguard investor information. The ICAA’s Standards of Practice have always stated that client
information is confidential; further, we note that client lists and other client information are in fact jealously
guarded by investment advisory firms.
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The Commission’s April 17, 2001 exemptive order notes that both DTC’s Standing Instructions Database
(SID) and Thomson’s ALERT databases will be transferred to Omgeo’s Global Joint Venture Matching
Services. Both are described as a “database of customer relationship information and settlement data that is
shared by institutions, broker-dealers, and custodians.”
6

The Commission conducts routine examinations of investment advisers at least once every five years and
attempts to examine newly formed investment advisers within their first year of operation. The
Commission also conducts targeted examinations or sweeps of investment advisers.
7

For example, the SIA study assumed that the entire investment advisory industry consists of 238 firms. In
fact, there are more than 7,000 SEC-registered investment advisers. The SIA study classified advisory

correct its report relating to estimated costs and benefits for investment advisers by
basing it on appropriate data that reflects the actual composition of the investment
advisory profession. The Commission should have accurate cost/benefit information
before it considers effectuating T+1 – a move some have described as a fundamental
restructuring of the U.S. securities markets. We believe that such a study will serve to
illustrate the basic problem with mandating T+1 for investment advisers: the benefits
(including enormous costs savings and operating efficiencies) will accrue to the
brokerage industry while the vast majority of investment advisers will bear substantial
costs while realizing few, if any, significant benefits.
Commission Support of T+1 Initiative. Finally, we note that, by letter dated
October 19, 2001, SEC staff responded to our earlier letter to you stating in part that:
“We support the T+1 initiative and believe that it is important to improving the
infrastructure of our securities markets.” Similar statements have been made in past
speeches by SEC Commissioners and staff. We hope these statements are intended to
indicate approval of private enterprise efforts to achieve STP – not to indicate approval of
any particular regulatory regime needed to implement T+1. Further, we hope that any
such regulatory decisions will be made only after a full opportunity for notice and
comment. We trust that the Commission under your leadership will conduct any
proceedings relating to STP/T+1 in a fully transparent manner and we look forward to
participating in discussions on these important issues.
Sincerely,

DAVID G. TITTSWORTH
Executive Director
Cc:

The Honorable Laura S. Unger
Annette L. Nazareth, Director, Division of Market Regulation
Larry Bergmann, Senior Associate Director, Division of Market Regulation
Paul F. Roye, Director, Division of Investment Management
Carl H. Urist, Esq., General Counsel, Omgeo
Marc E. Lackritz, Securities Industry Association

firms into large, medium, and small firms, with small firms categorized as firms with less than $50 billion
in assets under management (AUM). According to the SIA study, there are only 175 firms in the “small”
category; further, the study assumed that 70% of all such small firms “would not need to make [T+1]
investments (e.g., due to outsourcing or low volumes).” In fact, there are more than 5,500 SEC-registered
investment advisers with less than $50 billion in AUM. Further, we have no idea how the SIA study came
to the conclusion that 70% of such firms will not need to make any T+1-related investment. To our
knowledge, we are unaware of any firm that would not have to make a significant investment to achieve
T+1 compliance – most smaller firms at least will be required to purchase appropriate software that permits
the exchange of settlement data.

ICAA
February 5, 2002
Association for Investment Management and Research
Professional Standards & Advocacy Department
Reference: Trade Management Guidelines
P.O. Box 3668
Charlottesville, VA 22903
Re: Proposed AIMR Trade Management Guidelines
Ladies and Gentlemen:
The Investment Counsel Association of America1 appreciates the opportunity to
comment on the proposed AIMR Trade Management Guidelines. The ICAA applauds
AIMR for undertaking the task of proposing guidelines in this difficult and important
area. Subject to our comments below, we believe the Guidelines could serve as an
excellent and practical document for investment advisers.
The Guidelines’ specific provisions regarding processes and procedures are
helpful and provide a constructive framework for advisory firms to create their own best
execution policies and procedures. We are concerned, however, that the introductory and
explanatory sections preceding the actual provisions of the Guidelines raise issues that
may be confusing to the reader and detract from the substance of the Guidelines. We are
particularly concerned that the voluntary and flexible nature of the Guidelines intended
by AIMR is not consistently expressed. Thus, our initial comments focus on our
concerns related to the introductory and background material. Other comments focus on
specific issues raised by the provisions of the Guidelines.
Background
An investment adviser’s fiduciary duty requires the adviser to act in the best
interest of its clients and to place the interests of its clients before its own.2 The SEC has
expressly stated that an investment adviser, as part of its fiduciary duty, has an obligation
to seek best execution for its clients, as indicated in the following statement from the
SEC’s 1986 interpretive release on the Section 28(e) safe harbor:3

1

The Investment Counsel Association of America, Inc. is a not-for-profit organization that represents the
interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s membership today
consists of about 300 federally registered advisory firms that collectively manage in excess of $3 trillion for
a wide variety of individual and institutional clients. For more information about the Association, please
see our web site at www.icaa.org.
2
SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963).
3
Interpretative Release Concerning the Scope of Section 28(e) of the Securities Exchange Act of 1934 and
Related Matters, SEC Release 34-23170 (April 23, 1986) (“1986 Release”).
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The money manager must: execute securities transactions for clients in
such a manner that the client’s total cost or proceeds in each transaction is
the most favorable under the circumstances. A money manager should
consider the full range and quality of a broker’s services in placing
brokerage including, among other things, the value of research provided as
well as execution capability, commission rate, financial responsibility, and
responsiveness to the money manager. The Commission wishes to remind
money managers that the determinative factor is not the lowest possible
commission cost but whether the transaction represents the best qualitative
execution for the managed account. In this connection, money managers
should periodically and systematically evaluate the execution performance
of broker-dealers executing their transactions.
For all practical purposes, the 1986 Release constitutes the only official
pronouncement of the Commission on the subject of on an investment adviser’s
obligation to seek best execution. The SEC has provided little guidance since the release
on how to fulfill this obligation.4 However, during the last three years, SEC examination
staff have been focusing on investment adviser execution practices and gathering
information on this subject in visits to buy-side firms. As you know, based on their
findings during these visits, the SEC staff plans to issue a report regarding best execution
practices in the securities industry.5 In the meantime, the Commission staff continues to
rely on the 1986 Release, discussing best execution in unofficial speeches and articles. In
addition, we understand that the SEC has been routinely issuing deficiency letters to
investment adviser firms based on the “periodic and systematic review” directive of the
1986 Release.
1. AIMR should better emphasize the voluntary and flexible nature of the
Guidelines.
Against this backdrop of sparse SEC guidance on best execution, it is critical that
AIMR clearly convey that the Guidelines are voluntary recommendations and that firms
may select the processes and procedures that make the most sense for their particular
business. While we understand that the Guidelines were intended to be voluntary and
flexible, the Guidelines are not written in a way that consistently conveys these attributes.
For example, by offering to provide interpretations,6 the Guidelines imply that firms may
be required to comply with a set of standards. AIMR should be especially sensitive to
communicating that the Guidelines are best practices only. Indeed, we suggest modifying
the Guidelines so they clearly state that, unlike the AIMR-PPS standards and the AIMR
Soft Dollar Standards, the Guidelines do not contain a compliance component. To make
plain the voluntary nature of the Guidelines, we also suggest that they be renamed “Best
4

See Inspection Report on the Soft Dollar Practices of Broker-Dealers, Investment Advisers and Mutual
Funds, SEC Office of Compliance, Inspections and Examinations (September 22, 1998) (“1998 SEC
Report”).
5
“Best Execution Visits & Initial Observations,” presentation at ICAA/IA Week Compliance Summit, Gene
A. Gohlke (March 26, 2001).
6
Proposed AIMR Trade Management Guidelines at page 4 (November 12, 2001).
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Practices.” It should be made clear that firms cannot and should not claim compliance
with the Guidelines and that the Guidelines are presented simply as a compilation of
suggested execution practices that offer investment adviser firms the flexibility to adapt
various provisions suitable to the firm.
Similarly, the statement in the Guidelines encouraging “firms to adopt as many of
the recommended Guidelines as possible” appears to contradict the voluntary and flexible
nature of the Guidelines. We recommend that this phrase be amended to say that firms
are encouraged to “adopt as many of the recommended Guidelines as are appropriate to
their particular circumstances.” It should also be made clear that it would not
necessarily make sense for a firm to adopt all provisions of the Guidelines and that a firm
that does not adopt each of the Guidelines is not necessarily failing to achieve best
execution or failing to fulfill its fiduciary duty to clients.
2. De-emphasize quantitative measurement concepts.
We are concerned that the Guidelines unduly emphasize the importance of
quantitative measurement concepts. For example, the Guidelines recommend that firms
adopt a trade measurement process and further define the trade measurement process as a
system that allows them to analyze and evaluate trading costs on a trade-by-trade basis or
on an aggregate basis. The Guidelines also state that best execution “can ultimately be
ascertained” and that it is a “prospective, statistical concept.”7
Statistical information can be a potentially useful component of an investment
adviser firm’s best execution practice and is appropriately included in the Guidelines’
suggested processes. However, the ICAA strongly believes that best execution cannot be
precisely ascertained nor can it be quantitatively measured, either on a trade-by-trade
basis or an aggregate basis.8 More important, the SEC stated in its 1986 Release that the
determinative factor in fulfilling an adviser’s best execution obligation is based on
“whether the transaction represents the best qualitative execution for the managed
account.” (emphasis added) The Guidelines should not underscore quantitative
measurement concepts that are inconsistent with the SEC’s definition of best execution
and with business reality.
3. The Guidelines should clearly separate investment advisers’ best execution
obligations from those of broker-dealers.
The ICAA strongly encourages AIMR not to confuse an investment adviser’s best
execution duties with those of a broker-dealer. For example, in the “Regulatory
Overview” section, the Guidelines discuss an adviser’s fiduciary duty to achieve best
execution and states that the SEC has identified four relevant factors to be considered in
doing so, quoting from the SEC’s rule on Disclosure of Order Execution and Routing

7

Id at 14.
Indeed, AIMR recognizes that “the circumstantial and judgmental aspects involved in seeking to achieve
best execution in a particular trade are not always quantifiable.” Guidelines at 2.
8
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Practices.9 However, this quotation refers to a broker-dealer’s duty of best execution, not
an investment adviser’s obligation. Although it is helpful for advisers to know and
understand the factors that broker-dealers must consider when executing trades, we
suggest that AIMR clarify that the SEC discussed these four factors in a rule governing
broker-dealers.
Similarly, the Guidelines suggest that advisers disclose conflicts of interest related
to payment for order flow and internalization. These are potential conflicts of interest for
broker-dealers, not investment advisers and we recommend that they not be included in a
document focused on investment management practices.
4. Do not urge adoption of the AIMR Soft Dollar Standards in the Guidelines.
In a comment letter to the AIMR Blue Ribbon Task Force for Soft Dollar
Standards, the ICAA requested AIMR not to adopt Soft Dollar Standards until after the
SEC had issued its report on soft dollar practice in the securities industry.10 The ICAA
was particularly concerned with the possibility that the AIMR Soft Dollar Standards
would be inconsistent with recommendations made by the SEC in its report. The SEC
issued its report on soft dollar practice in September 1998, several months following the
adoption of the AIMR Soft Dollar Standards by the AIMR Board.11 As predicted, there
were key areas of difference between the AIMR standards and the SEC’s report. As a
result, the AIMR standards have not had the intended effect of clarifying soft dollar
practice in the industry.
In addition to being inconsistent with SEC soft dollar interpretations, compliance
with the AIMR Soft Dollar Standards’ recordkeeping requirements is both difficult and
impractical. For example, in order to claim compliance with the AIMR Soft Dollar
Standards, a firm would have to identify the specific products and services purchased
with the soft dollars credits generated by each client account. For a large firm that
generates many soft dollar credits each year, complying with this provision is impractical
and does not provide any particular benefit.
Accordingly, we strongly oppose AIMR’s attempt to impose the AIMR Soft
Dollar Standards on the industry through the back door of the best execution Guidelines.
5. Maintain consistency with the SEC’s disclosure and recordkeeping
requirements.
The Guidelines take a three-pronged approach to best execution by addressing
process, disclosure, and documentation. Because the SEC has not provided any formal
guidance with respect to process, AIMR’s best practice recommendations on this topic
are very helpful to advisers. More caution must be taken, however, with respect to
9

Final Rule: Disclosure of Order Execution and Routing Practices, SEC Release 34-43590 (effective date
January 30, 2001).
10
ICAA letter to Mr. Thomas A. Bowman (February 26, 1998).
11
1998 SEC Report.
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disclosure and recordkeeping. The SEC already has specific rules in place governing
these topics from which the Guidelines should not differ.
Specifically, the SEC requires firms to provide their clients with Form ADV, Part
II, which includes specific disclosures regarding both brokerage practices and actual or
potential conflicts of interest. This requirement is anticipated to become even more
detailed when the Commission adopts a new Part 2 to Form ADV later this year.
However, the Guidelines do not make clear that best execution disclosure may be – and
should be – made in Form ADV, rather than in separate documents. Although perhaps
unintended, the Guidelines appear to recommend that firms provide clients with a
disclosure document in addition to Form ADV. While the ICAA strongly supports
appropriate disclosures to clients, we do not support the creation and maintenance of
duplicative disclosure documents.
With regard to the content and frequency of disclosure, we note that the SEC is
currently considering these issues as it contemplates major revisions to Form ADV, Part
2. Therefore, the Guidelines should not make any recommendations on these subjects, at
least at this time. Further, the Guidelines’ suggestions for recordkeeping go beyond
current SEC regulations. At a minimum, firms should understand that once they generate
documents recommended by the Guidelines, they might be required to maintain the
documents under SEC rules for five years subject to SEC inspection.
The Guidelines are useful to assist firms in determining how to operate within
existing law. AIMR, however, should take care to avoid inconsistencies with SEC
regulations and guidance. Accordingly, we respectfully request AIMR to defer adoption
of the Guidelines until after the SEC issues its best execution report and revisions to
Form ADV, Part 2.
6. Amend the Guidelines so that they are more relevant to fixed income trading,
municipal bond trading, and other non-equity trading.
It is not clear whether the Guidelines were meant to apply to non-equity trading in
such instruments as fixed income securities and municipal bonds. We recommend that
the Guidelines be amended specifically to address achieving best execution in non-equity
trading. We believe special provisions are necessary because trading in fixed income
securities or municipal bonds or other non-equity securities entails unique issues. For
example, fixed income securities almost always trade in volumes that are much smaller
than what is typical with common stock trades. The general thinness of the fixed income
market requires specialized brokers who can transact large trades without causing a
significant impact on the price of the security. Fixed income trades may also take longer
to complete. Municipal bond trading also involves unique issues in that an adviser may
be required to use a small broker-dealer that is local to the municipality. The local
broker-dealer is not likely to trade in the same volume of a large broker-dealer and
therefore would likely be more expensive.

5

The ICAA understands that AIMR may have intended for the Guidelines to be
applied to a firm’s overall trading function and did not mean to limit the Guidelines to a
firm’s equity trading practices. However, we believe that non-equity trading presents
issues that are distinct and important enough to deserve special attention.
7. Provide guidance on implementing recommended procedures, particularly
with respect to smaller firms.
In the “Invitation to Comment,” question number two asks whether commenters
believe small firms will find it feasible to implement the Guidelines. The ICAA believes
that it may be difficult for small firms to implement certain of the Guidelines. For
example, the Guidelines recommend numerous procedures without providing guidance
on how to implement these procedures. Some of the procedures are also fairly onerous
and do not offer a benefit that is equivalent to the level of difficulty in implementing the
procedure. For example, the Guidelines suggest that firms use internal or external
resources to analyze total trading costs and execution trends. It may not be economically
pragmatic for smaller firms to employ a vendor to perform an internal cost analysis. The
Guidelines also recommend that firms monitor and evaluate broker performance and
execution quality based on quarterly reports. We are concerned that small firms will not
be able to obtain these types of reports in a useful and informative format. In addition,
the Guidelines recommend that firms obtain financial statements and other information
about the broker’s financial condition. We believe that it would be impractical for a
small firm to obtain and analyze such information. It is unlikely that a small firm would
be able to ferret out financial problems of a broker that have not already been reported in
the press.
The Guidelines also suggest that advisers may find that the order flow disclosure
rules adopted by the SEC last year might provide useful information “to evaluate their
own trading practices.” These new rules require market centers and broker-dealers to
disclose certain order routing and execution information in monthly and quarterly
reports.12 In adopting these rules, the SEC intended for broker-dealers to use the
disclosed information to satisfy their best execution obligations. But it is unclear as to
how investment advisers will use this information to analyze their own execution
practices. Our members have found that these reports are difficult to obtain and even
more difficult to review and analyze. We believe it would be very helpful to those who
are attempting to act in accordance with the Guidelines to have some guidance from
AIMR on how to use these reports effectively.

* * *

12
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We truly appreciate the opportunity to comment on this timely and important
topic and commend AIMR for producing helpful best practices. The ICAA certainly is
willing to work with AIMR to refine the Guidelines further. Please do not hesitate to
contact us if we may provide any further information or if you have any questions about
our comments.
Sincerely,
/s/ David G. Tittsworth
DAVID G. TITTSWORTH
Executive Director
cc:

The Honorable Harvey S. Pitt
The Honorable Isaac C. Hunt, Jr.
The Honorable Cynthia A. Glassman
Paul F. Roye
Lori A. Richards
Robert E. Plaze
Gene A. Gohlke
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April 23, 2002
Jonathan G. Katz, Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Mail Stop 6-9
Washington, D.C. 20549
Re: Commission File Nos. SR-NASD-2002-21 and SR-NYSE-2002-09
Dear Mr. Katz:
The Investment Counsel Association of America1 submits this letter in support of
First Call’s comments on the rule amendments proposed by the National Association of
Securities Dealers and the New York Stock Exchange relating to sell-side research
analyst conflicts of interest. Conflicts of interest that are inherent in the relationships
between sell-side research analysts and their investment banking departments have been
the topic of much discussion in the past year. We applaud NASD and NYSE for
recognizing the impact that conflicts can have on sell-side research analyst
recommendations in research reports and for proposing rule amendments that will
address these problems.
The ICAA supports the comments made by First Call and the Investment
Management Group of Thomson Financial Inc. in a letter dated April 15, 2002 to the
extent that the proposed definitions of “research report” are interpreted in the manner
expected by First Call. First Call argues that the proposed definitions of “research
report” would include information and reports about companies from many sources that
they provide to subscribers throughout each day, including “morning meeting notes,”
“intraday research broadcasts,” and “commentary from global sell-side.” Inclusion under
the rule would entail compliance with restrictive rules that would delay delivery of this
time-sensitive information and would unnecessarily encumber such communications with
extensive disclosure statements. Indeed, First Call is concerned that these restrictions
could even eliminate the dissemination of this information because compliance would be
unfeasible.
Many members of the ICAA are institutional investment managers that are also
among First Call’s primary subscribers. Many institutional advisers use First Call
information as part of their investment decision-making process on behalf of their
1

The Investment Counsel Association of America, Inc. is a not-for-profit organization that represents the
interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s membership today
consists of about 300 federally registered advisory firms that collectively manage in excess of $3 trillion for
a wide variety of individual and institutional clients. For more information about the Association, please
see our web site at www.icaa.org.

institutional clients. Including such information within the scope of the definition of
“research reports” could eliminate or impair the usefulness of this information in the
investment decision-making process because it would no longer be timely or
straightforward.
Further, institutional investment managers have the expertise to analyze
appropriately the information they receive from First Call. They do not require the same
protections that are necessary when information is generally disseminated to the retail
public. Defining “research report” to exclude information such as First Call’s timesensitive information snapshot would therefore not damage investor protection.
ICAA member firms wish to continue to receive First Call information in a timely
and efficient manner. Therefore, we respectfully request that the definition of “research
report” be refined to exclude such information. Please do not hesitate to contact me if we
may provide additional information.
Sincerely,

Philippa P.B. Hughes
Counsel
cc:

Hon. Harvey L. Pitt
Hon. Isaac C. Hunt, Jr.
Hon. Cynthia A. Glassman
Annette Nazareth
Thomas Eidt
Alan L. Beller
Mary L. Schapiro
Mari-Anne Pisarri
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ICAA
June 6, 2002

Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W. Mailstop 6-9
Washington, DC 20549
Re:

Exemption for Certain Investment Advisers Operating Through the
Internet, Release No. IA-2028; File No. S7-10-02

Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments regarding the Securities and Exchange Commission’s proposed rules
relating to an exemption for certain investment advisers operating through the Internet.
The rule proposal would permit certain Internet advisers to register with the Commission
instead of with state securities authorities. Because the ICAA’s membership consists of
SEC-registered investment advisers with at least $25 million in assets under management,
the Commission’s proposal for Internet advisers would not directly apply to our
members. However, the ICAA takes this opportunity to comment on the rule proposal as
it may affect the division of jurisdiction between the Commission and the states
established by the National Securities Markets Improvement Act of 1996 (NSMIA).
BACKGROUND
Under NSMIA, Congress divided the responsibility for regulating investment
advisers between federal and state regulators. State securities authorities regulate smaller
advisory firms that are essentially local businesses and have assets under management of
less than $25 million. The Commission is responsible for regulation of larger advisers,
defined by NSMIA to include those with assets under management over $25 million and

1

The ICAA is a not-for-profit association that exclusively represents the interests of SEC-registered
investment advisers. Founded in 1937, the Association’s membership today consists of approximately 300
investment advisory firms that collectively manage in excess of $3 trillion for a wide variety of institutional
and individual clients. For additional information, please consult our web site at www.icaa.org.

advisers to registered investment companies.2 The assets under management test was
designed by Congress to distinguish between advisers with a national presence and those
that are local businesses.
Under NSMIA, the SEC may permit some advisers to be regulated at the federal
level, even though they do not meet the $25 million assets under management test, if the
prohibition on SEC registration would be “unfair,” a burden on interstate commerce, or
otherwise inconsistent with the purposes of Section 203A of the Advisers Act.3 The
Commission proposes to use this exemptive authority to permit Internet advisers to
register with the SEC. Most Internet advisers currently are not eligible to register with
the SEC because they do not meet the $25 million in assets under management test.4
Further, most of these advisers do not initially qualify to use the SEC’s multi-state
advisory exemption which permits an adviser that does not meet the statutory thresholds
to register with the SEC if it would otherwise have to register with the securities
authorities of at least 30 states.5 Internet advisers typically cannot determine when their
state registration obligations are triggered and therefore would most likely be required to
register in advance with all 50 states. The Commission observed that the cost of
registering in all state jurisdictions acts as an impediment to launching these businesses
and that requiring these advisers to register in multiple states would appear to be unfair
and a burden on interstate commerce.
Proposed Rule 203A-2(f) would exempt an adviser from the prohibition on
Commission regulation if the adviser conducts substantially all of its advisory business
through an interactive website on the Internet. “Substantially all” would be defined to
mean that at least 90 percent of the investment adviser’s clients obtain advice exclusively
through the interactive website. An “interactive website” is defined as a website in which
computer-based models or algorithms provide investment advice to clients based on
information that each client supplies through the website. This condition is intended to
exclude advisers that simply have a website for marketing or client servicing purposes
from registering with the SEC.
DISCUSSION
The Commission notes that Internet advisers, which were not in existence when
NSMIA was enacted in 1996, appear to be the type of advisory business with a national
presence contemplated by Congress. The Commission notes that the adviser’s business is
not confined to one or a few states because Internet advisers do not have a physical
presence in any particular state and clients of Internet advisers have little or no direct
2

Investment Advisers Act of 1940 (Advisers Act), Section 203A(a)(1).

3

Advisers Act, Section 203A(c).

4

Advisers exclusively using interactive websites generally do not exercise discretionary or
continuous supervision over assets.
5

Advisers Act, Rule 275.203A-2(e).
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contact with Internet advisers. Additionally, the Commission notes that Internet advisers
appear to be the type of advisers that should qualify for an exemption from the
prohibition on Commission regulation because the cost of registering in multiple states
may be unfair and a burden on interstate commerce.
While we do not object to the intent or substance of the proposal, we are
concerned that the allocation of responsibility between the states and the SEC forged by
NSMIA not be unduly altered to the detriment of both advisers and investors. One of the
principal purposes of NSMIA was to deploy limited regulatory resources more
efficiently. The SEC has indicated that it is experiencing a significant shortage of
personnel at this time.6 In recent speeches, staff of the SEC’s Office of Compliance,
Inspections and Examinations have noted that the five-year inspection cycle may be
strained as the number of advisers increases.7 Under numerous existing exemptions, the
SEC currently has regulatory authority over approximately 800-1,000 advisers that do not
have at least $25 million in assets under management or serve as an adviser to a mutual
fund.8 If comments or other information indicate that the proposed exemption would
cover more than the 20 advisers estimated by the SEC, the Commission should seriously
reconsider the prudence of this proposal.
We urge a narrow interpretation of the rule proposal – one that provides an
exemption only for a small group of advisers that genuinely conduct substantially all of
their advisory business through the Internet. The Commission notes that the rule
proposal differentiates between advisers that merely use the Internet to market their
business and those that conduct substantially all of their advisory business through the
Internet. Those who have websites as marketing tools or that use Internet vehicles such
as e-mail, chat rooms, bulletin boards, webcasts or other electronic media to
communicate to clients would not be eligible for the exemption. The ICAA strongly
supports this conclusion. Any expansion of the rule proposal to cover other small
advisers would dilute the limited resources of the SEC and would be contrary to the spirit
and intent of NSMIA. It is possible that the proposed exemption could provide an
incentive for state-registered advisers to set up interactive websites as a means to avoid

6

See, e.g., Testimony Concerning Appropriations for Fiscal 2003, by Harvey Pitt, SEC Chairman,
before the Commerce, Justice, State, and the Judiciary, Committee on Appropriations, United States House
of Representatives (April 17, 2002).
7

See, e.g., OCIE Considering Certification Policy, IA Week (April 15, 2002); ShopTalk: OCIE
Speaks, IA Week (March 4, 2002).
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This information is based on data derived from investment adviser filings on the Investment
Adviser Registration Depository as of April 29, 2002, by analyzing aggregate adviser responses to
questions in Form ADV, Part 1. The SEC, other regulators, and the public could more effectively use the
information provided in Item 2A of Form ADV Part 1 if registrants were explicitly required to check all
boxes that apply. We strongly recommend that the Commission take this opportunity to amend its Form
ADV instructions in this respect. For example, requiring registrants to check all applicable boxes would
assist in ascertaining the precise number of Internet advisers going forward.
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state regulation.9 Accordingly, the Commission should be mindful of such a
development and should continue to monitor on an ongoing basis any abuse of the
exemptive relief granted under the rule proposal.
Additionally, the ICAA provides the following responses with respect to certain
comments identified in Section II of the Release:
•

Does the proposed rule differentiate adequately between advisers that merely
use the Internet to market their business and those that conduct substantially
all of their advisory business through the Internet?

The ICAA believes the rule proposal makes an appropriate distinction in this
regard. As discussed above, the ICAA agrees that advisers that simply maintain websites
as marketing tools or for client servicing purposes should not be afforded exemptive
relief under the rule proposal. However, we recommend that the Commission continue to
monitor the types of advisers that register under the proposed exemption as future trends
in technology affect the investment adviser business.
•

Will the test for “substantially all” appropriately limit the use of the rule, or
are there alternative tests that we should consider?

The ICAA believes that the “substantially all” test appropriately limits use of the
rule to those advisers that the SEC intends to cover. The rule proposal defines
substantially all to mean that at least 90 percent of the investment adviser’s clients obtain
advice exclusively through the interactive website. The 90 percent limitation is the
minimum appropriate percentage. However, in order to prevent abuse of the exemption,
the Commission should require that the 90 percent limitation apply only to certain clients
of the investment adviser – which the rule should specifically define as an identifiable
class of clients that, in return for compensation, receive tailored investment advice based
on personal information supplied to the adviser through an interactive website. For
example, an anonymous user that pays no compensation to the adviser should not be
considered a countable “client” under the proposed rule.10 Otherwise, an intrastate
adviser with 10 traditional clients would be transformed into a federally registered
adviser when the 100th person “hits” the adviser’s interactive website. Numerous
websites of financial services providers generate basic asset allocation strategies and
other financial guidance in response to a few basic questions entered by members of the
public. Some of these types of websites may be “hit” hundreds of times a day.11 Thus,
Internet advisers should not be permitted to factor anonymous users of interactive
websites into the 90 percent client limitation. Moreover, a rule proposal that
9

Indeed, permitting Internet advisers to register with the SEC may give such advisers a competitive
advantage over state-registered advisers with a more traditional business model. In considering this
proposal, the Commission should make a conscious decision whether to encourage the Internet business
model as a matter of policy.
10

Cf. Advisers Act, Rule 203(b)(3) –1 (advisers may exclude from client count nonpaying clients).

11

See Vanguard and T.Rowe Price websites for examples of websites that offer interactive
investment tools and generate investment guidance to anonymous users.
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distinguishes between identified and anonymous clients coincides with the intent of the
SEC to grant an exemption only to a narrow class of advisers that are burdened by
multiple-state regulation. Finally, a requirement that an Internet adviser provide advice
to an identifiable set of clients is consistent with the adviser’s fiduciary duty to know the
customer and provide suitable investment advice.
•

Should we require that these clients obtain all of their advice from the adviser
through the interactive website? Alternatively, should we consider permitting
an adviser to use the rule even if these clients obtain less than all of their
advice through the website? If so, what proportion should we require? How
would the adviser measure that proportion? What burden would this
measurement place on the adviser?

The Commission should require that these clients obtain all of their advice from
the adviser exclusively through the interactive website. As discussed above, the intent of
the rule proposal is to grant an exemption only in narrow circumstances. The
fundamental difference between Internet advisers and traditional advisers is that Internet
advisers have no direct contact with clients. A rule proposal that allows for direct contact
with clients or that allows Internet advisers to provide in-person advice would blur the
line between Internet advisers and traditional advisers and would create an incentive for
small traditional advisers to escape state regulation.
The Commission should maintain the “exclusive” standard but remind Internet
advisers of the importance of providing advice through other means if appropriate in the
course of fulfilling their fiduciary duties. Internet advisers, as well as all other advisers,
must fulfill their obligations to provide suitable advice to their clients. Advisers
providing on-line advice therefore must ensure that they receive sufficient information to
enable them to fulfill this obligation. Similarly, investors should be provided adequate
means to communicate their investment objectives. There may be some situations in
which direct contact between investor and adviser may be required to fulfill suitability
requirements. In such circumstances, the Internet adviser cannot factor these types of
clients into the 90 percent limitation required under the proposed rule.
Thank you for considering our comments on the proposed rule. Please do not
hesitate to contact the undersigned if we may provide any additional information.
Sincerely,

Rasha Elganzouri
ICAA Counsel

5

cc: The Honorable Cynthia A. Glassman
The Honorable Isaac C. Hunt, Jr.
Paul F. Roye, Esq.
Cynthia M. Fornelli, Esq.
Robert E. Plaze, Esq.
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ICAA
June 18, 2002

The Honorable Harvey S. Pitt
Chairman
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Re: Special Study to Examine Commission Efficiency
Dear Chairman Pitt:
The Investment Counsel Association of America1 welcomes your invitation to
make recommendations for the Commission’s examination of its operations, efficiency,
and productivity. We commend the Commission’s recognition that government is a
service business with an “obligation to reach decisions and provide answers as quickly
and as efficiently as possible.”2 It is crucial for the SEC to use available resources
efficiently to continue its mission of protecting investors and maintaining the integrity of
the securities markets.
The ICAA applauds the SEC staff for its admirable performance over the past few
years as its workload has increased and its resources have become insufficient. We
believe that having an appropriate level of fairly paid staff is critical to fulfilling the
agency’s mission. An adequate staffing level is necessary to allow the Commission to
strongly enforce the securities laws and engage in needed rulemaking, as well as maintain
the five-year inspection cycle it has set for investment advisers. Therefore, the ICAA
continues to support full funding of the pay parity portions of the Capital Markets Fee
Relief Act to allow the SEC to attract and retain high quality employees. We urge
Congress to appropriate adequate funds that will continue pay parity in fiscal year 2003
and beyond.
In addition, the ICAA recommends several operational improvements that we
believe would enhance the SEC’s regulatory effectiveness. As discussed below, we
suggest that the Commission (1) consolidate and make more readily available its noaction letters and other informal guidance in certain regulated areas; (2) review and revise
its process of rulemaking with a view toward discontinuing the practice of setting new
policy in staff speeches and deficiency letters or by default; and (3) communicate more
openly and regularly between the Divisions. Finally, we request that the SEC not
1

The ICAA is a not-for-profit organization that exclusively represents the interests of SEC-registered
investment advisory firms. Founded in 1937, the ICAA’s membership today consists of about 300
federally registered advisory firms that collectively manage in excess of $3 trillion for a wide variety of
individual and institutional clients. For more information about the ICAA, please see www.icaa.org.
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institute a compliance certification system that was informally suggested by staff in
recent speeches.
Recommendations
Consolidate no-action letters and other Commission guidance.
The ICAA supports and appreciates the SEC’s efforts to provide regulated entities
with interpretive guidance through no-action letters, staff legal bulletins, and other
informal means. These efforts are extremely helpful in obtaining practical guidance from
the SEC in a useful timeframe. We encourage the Commission to permit its staff to
continue regularly issuing no-action letters and other similar guidance. The ICAA
recommends, however, that the Commission consolidate its guidance from time to time
regarding certain topics on which the Commission has spoken frequently.
For example, in the area of investment adviser advertising, the SEC has taken
positions in no-action letters that have evolved over the past 30 years. In some cases,
more recent no-action letters have materially changed the Commission’s positions on
certain aspects of advertising. In other cases, initially ambiguous interpretations of the
advertising rule have been clarified by later Commission releases. Because compliance
officers, most of whom are not lawyers, must sift through a great deal of sometimes
subtle information, it is extremely difficult for them to determine their legal obligations
with regard to advertising. It would be more efficient for advisers as well as for
Commission staff who field advisers’ questions if the SEC were to consolidate its current
positions on advertising into one interpretive release or rule that would supersede all
previous pronouncements on the subject.3
The current guidance regarding the custody rule is similarly confusing.4 The SEC
has issued numerous no-action letters to expand and elucidate its interpretations of the
custody rule and there is a sufficient number of no-action letters on the topic to warrant a
consolidating interpretive release. We understand that revising the custody rule is on the
SEC’s action list and we encourage Commission staff to move forward on this matter.
We suggest that the Commission review other areas of regulation as well to determine if
they could also benefit from consolidation of guidance.

Use the rulemaking process to set new Commission policy.
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The ICAA previously made this recommendation in a letter to Paul Roye, dated August 21, 2001, in
which we asked the Division of Investment Management to make significant revisions to Rule 206(4)-1 of
the Investment Advisers Act governing investment adviser advertising.
4
Rule 206(4)-2, Investment Advisers Act of 1940.
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Discontinue using speeches and deficiency letters to set new Commission
policy.
Rather than exercising its rulemaking authority, the SEC staff has increasingly
used speeches and deficiency letters to establish and define regulatory policy. We
appreciate and commend the Commission staff for making themselves available in a
variety of industry meetings and conferences and for the guidance they provide in their
speeches. The information they provide about current issues is invaluable to the industry.
However, we do not think that it is appropriate for staff to use speeches or deficiency
letters to establish new Commission policy.
One significant example of this practice is in the area of best execution. The
SEC’s only official pronouncement regarding an investment adviser’s fiduciary duty to
seek best execution on behalf of its clients appeared in a 1986 Interpretive Release on
soft dollars in which investment advisers were directed to “periodically and
systematically evaluate the execution performance of broker-dealers” using qualitative
and not quantitative measures.5 Since then, SEC staff has provided informal guidance in
speeches and articles about how to apply this directive to a firm’s best execution practice.
However, the informal guidance has evolved over time so that it has not always been
clear what investment advisers were required to do to fulfill their duty to seek best
execution on behalf of their clients. Despite the lack of clarity, SEC inspection staff has
begun issuing almost routine deficiency letters to firms regarding allegedly inadequate
best execution practices.
Use of speeches and deficiency letters to set policy is an inefficient use of the
Commission’s limited resources. Setting policy in this manner creates confusion among
the staff in the inspection process as to what the Commission expects of advisers. As a
result, inspections may be conducted inconsistently, which can lead to delays in the postinspection period as the staff and the adviser attempt to reconcile their respective
understandings of the rules. Providing notice of new policies through a deficiency letter
also raises issues of fairness. The Commission may see deficiency letters as a harmless
and private means to encourage certain behavior. However, deficiency letters may have
far reaching and possibly negative consequences for advisers, such as when consultants
request a copy of an adviser’s latest deficiency letter, which they may interpret in
unintended ways.
Setting policy in a speech, and therefore outside the formal rulemaking process,
creates uncertainty among compliance officers who must determine what is actually
policy and what is only rhetoric. Even more troublesome, it is unlikely that more than a
fraction of the 7,500 registered investment advisers hear or read speeches by Commission
staff. These advisers receive no fair notice of Commission positions. We recommend
that when establishing new policies, the Commission should not stray from its formal
processes, which are more likely to result in a clear statement of the SEC’s policies and
expectations.
5

Interpretive Release Concerning the Scope of Section 28(e) of the Securities Exchange Act of 1934 and
Related Matters, Exchange Act Release No. 23,170 (April 23, 1986).
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The Commission should not grant “no-action” relief in proposed rules.
We believe that it is inappropriate for the Commission to set policy by taking no
action at all on a rule proposal. In some cases, by not taking action on a rule, the
Commission has in effect adopted a new rule by default and, thus, without consideration
of public comments. For example, broker-dealers are excluded from the definition of
investment adviser to the extent that they provide investment advice that is solely
incidental to the conduct of their business and for which they receive no special
compensation.6 The Commission historically has taken the position that fees based on
assets under management amount to special compensation. At the request of brokerdealers, the Commission proposed a rule in 1999 that would exclude broker-dealers that
manage accounts for an asset-based fee from the definition of investment adviser.7 A
proper resolution to this rule is critical to functional regulation—that is, applying the
same rules to similar types of activities.
The proposal states that until the Commission adopts the proposed rule, the
Division of Investment Management will not take any action based on the form of
compensation against a broker-dealer that does not register as an investment adviser.
Thus, since 1999, the Commission has effectively allowed brokerage firms to continue
engaging in investment advisory activities without having to comply with the fiduciary or
other requirements of the Investment Advisers Act. We believe that the issues relating to
the broker-dealer exemption, such as defining “ special compensation” and “solely
incidental” investment advice, are examples of industry concerns that the Commission
should proactively address and we urge the Commission to issue a final rule on this
important subject. However, we also strongly believe that the “no-action” relief granted
in the proposed rule is an inappropriate use of the rulemaking process and that the
Commission should avoid taking similar action in future proceedings.
Adopting new policies within the rulemaking process strengthens investment
adviser regulation.
Adopting new policies and rules through the formal rulemaking process, and not
by way of the previously described approaches, can bolster regulatory understanding and
compliance. The rulemaking process is intended to be transparent and fair and generally
results in well-defined expectations and guidelines for regulated entities. In addition, the
Commission should provide advisers the opportunity to submit comments through the
public comment process as an integral part of rulemaking. When regulated entities have
the opportunity to provide comments on proposed rules, SEC staff gain a better
understanding of the practical implications of the proposed rule. We strongly encourage
the SEC to issue rules and establish policies through the rulemaking process.
Improve communication among divisions of the SEC.

6
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The ICAA recommends that the Commission promote increased communication
among the various divisions. For example, the Division of Market Regulation has
assumed a primary role in addressing certain issues, such as soft dollars and T+1, that
have a profound effect on investment advisers. The Division of Investment Management
should play an important role in these issues. The ICAA suggests that the SEC divisions
consult more closely with each other, particularly when dealing with an issue that has a
significant connection to more than one type of regulated entity. Such consultations
should take place before any one division takes action on a matter so that issues can be
dealt with consistently. The divisions should also generally keep each other informed of
their respective activities to allow staff from outside the division an opportunity to
discover issues that may not have been initially identified as having an impact on them.
Similarly, we strongly encourage increased communication between the Office of
Compliance, Inspections and Examinations (OCIE) and the Division of Investment
Management. Some staff from OCIE may have misinterpreted certain no-action letters
issued by the Division of Investment Management. For example, we understand that
inspection staff have told some advisers that investment advisers are required to maintain
third-party records to support performance claims. However, neither the record-keeping
rules nor the Division of Investment Management require maintenance of third-party
records.8 Such inconsistency among the divisions in applying the SEC’s rules and
regulations causes confusion in the industry, which in turn causes inefficiency at the
Commission. Therefore, we strongly recommend that when Commission policy is
established or no-action letters are published, inspection staff should be given special
training in applying the rules and regulations in the field to ensure consistency in the
inspection process.
Do not adopt a contemplated requirement for investment advisers to certify
periodically that they are in compliance with SEC regulation.
OCIE staff have indicated that they are considering whether to request each
investment advisory firm to certify on an interim basis that the firm has adequate policies
and procedures in place to address particular compliance subjects. Firms that do not sign
the certification would receive extra scrutiny from SEC inspection staff. The ICAA
understands that this compliance certification concept is intended to help OCIE monitor
advisers between inspections. Given that the SEC’s five-year inspection cycle may be
strained by the addition of many new advisers since this cycle was established in 1997,
we appreciate the desire to develop oversight mechanisms between inspections.
This certification would not, however, be an efficient use of the SEC’s resources
because most compliance personnel would not likely be willing to sign the certification
for fear of personal liability. Further, most compliance professionals would be reluctant
to sign such a certification when 94 percent of SEC inspections result in a deficiency
letter.9 Faced with such a high probability of being cited for a deficiency, few would risk
8

See Jennison Associates LLC, SEC No-Action Letter, 2000 WL 896020 (July 6, 2000).
John H. Walsh, Chief Counsel, SEC Office of Compliance, Inspections, and Examinations, ICAA/IA
Week Fourth Annual Compliance Summit (April 8, 2002).
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liability for filing a misleading statement of compliance. If, as expected, few people were
to sign this certification, then SEC staff would be obliged to focus increased attention on
many advisers that were not necessarily non-compliant. Finally, it is generally not
appropriate for OCIE to establish new requirements for investment advisers. The
Division of Investment Management oversees regulation and policy matters for
investment advisers and should take the lead when new requirements relating to
investment advisers are contemplated.
* * *
Notwithstanding these suggestions for making the Commission more efficient, we
believe that the overall regulatory structure is basically effective and we are not aware of
any significant systemic problems at the Commission. The market has undergone
extraordinary changes in the last decade and the staff has performed commendably to
meet these challenges.10 We applaud the Commission’s strong tradition of promoting
protection of investors and integrating of the markets.
We welcome the opportunity to discuss our recommendations in greater detail
with you or your staff. Please do not hesitate to contact me if you have any questions or
if we may provide any additional information regarding these issues.
Sincerely,

David G. Tittsworth
Executive Director

cc: The Honorable Isaac C. Hunt, Jr.
The Honorable Cynthia A. Glassman

10

For example, the Division of Investment Management developed and implemented the Investment
Adviser Registration Depository with great efficiency and effectiveness. The system has proven to be an
effective tool in obtaining and analyzing information and in carrying out the Commission’s regulatory,
inspection, and enforcement activities related to advisers.
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ICAA
June 27, 2002

Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Proposed Rule: Form 8-K Disclosure of Certain Management
Transactions; Release Nos. 33-8090; 34-45712; File No. S7-09-02
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments related to the Commission’s proposed amendments to Form 8-K under
the Securities Exchange Act of 1934, as amended. Our members collectively manage
trillions of dollars in assets for institutional and individual investors, and require
adequate, prompt, and complete information from issuers to make appropriate investment
decisions on behalf of their clients. Our members regularly use information regarding
insider transactions in analyzing issuers. The ICAA strongly supports the expanded and
expedited disclosure proposed by the Commission under Item 10 of Form 8-K related to
the transactions of directors and executive officers in company equity securities,
arrangements for the purchase and sale of company equity securities involving directors
and executive officers, and loans to directors and executive officers made or guaranteed
by the company. We commend the Commission’s efforts in facilitating the transmission
of clear and current information to investors and the securities markets.
With respect to some of the Commission’s specific requests for comment:
•

Scope. We believe that the category of directors and executive officers
subject to the expedited reporting requirements should be construed
broadly, given investor interest in assessing management alignment with
shareholder economic interest. Therefore, we would recommend adopting

1

The ICAA is a national not-for-profit association that consists exclusively of federally registered
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the broader definition of “officer” set out in Section 16, which includes
principal financial officers, principal account officers, and officers of the
company’s parent(s) or subsidiaries that perform significant policymaking functions of the issuer.
•

Content and format. We suggest that the Commission require that the
information be disclosed in a standardized format that would facilitate
simple comparison by investors. It would be helpful for investors to know
whether a transaction is pursuant to a Rule 10b5-1 arrangement. We
believe that information regarding the director’s or officer’s holdings
following a transaction would help make the disclosed information more
meaningful and useful to investors.

•

Company loans and guarantees. To more completely disclose benefits to
officer and directors, we believe that the disclosure should apply with
respect to any loan to members of the immediate family of a director or
executive officer, to any corporation or organization in which a director or
executive officer beneficially owns ten percent or more of any class of
equity security, or to any trust or other estate in which the director or
executive officer has substantial beneficial interest or serves as trustee or
in a similar capacity.

•

Dollar Thresholds. We support the Commission’s suggestion that
transactions or loans that occur within the same two-business-day period
be considered together for purposes of computing the dollar threshold for
reporting. This requirement would assist in preventing evasion of the
prompt reporting rule.

•

Relationship to 16(a) reports. We would support the coordination of terms
and codes between Section 16 and Item 10 disclosure, along with any
strategy to consolidate this information.

•

Website access. The substance of Item 10 disclosure should be posted
directly on the website of each company with an electronic presence,
concurrent with filing. As an alternative, these companies could provide a
link to the Commission’s website along with an explanation of the
information that can be accessed. Serious investors – those who would
use the information required – undoubtedly have web access, even if only
through a public library.

•

Benefit and practicability. The ICAA believes that the Commission’s
proposal would significantly benefit the investing community. The rule
would provide investors with ready access to timely and important
information about insider transactions, which is useful in assessing
management’s views about the company’s status and prospects.

2

We appreciate the opportunity to comment on this important development and
would be pleased to provide any additional information.
Sincerely,

KAREN L. BARR
General Counsel
cc:

Harvey L. Pitt, Chairman
Cynthia A. Glassman, Commissioner
Isaac C. Hunt, Jr., Commissioner
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ICAA
June 18, 2002

The Honorable Harvey S. Pitt
Chairman
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Re: Special Study to Examine Commission Efficiency
Dear Chairman Pitt:
The Investment Counsel Association of America1 welcomes your invitation to
make recommendations for the Commission’s examination of its operations, efficiency,
and productivity. We commend the Commission’s recognition that government is a
service business with an “obligation to reach decisions and provide answers as quickly
and as efficiently as possible.”2 It is crucial for the SEC to use available resources
efficiently to continue its mission of protecting investors and maintaining the integrity of
the securities markets.
The ICAA applauds the SEC staff for its admirable performance over the past few
years as its workload has increased and its resources have become insufficient. We
believe that having an appropriate level of fairly paid staff is critical to fulfilling the
agency’s mission. An adequate staffing level is necessary to allow the Commission to
strongly enforce the securities laws and engage in needed rulemaking, as well as maintain
the five-year inspection cycle it has set for investment advisers. Therefore, the ICAA
continues to support full funding of the pay parity portions of the Capital Markets Fee
Relief Act to allow the SEC to attract and retain high quality employees. We urge
Congress to appropriate adequate funds that will continue pay parity in fiscal year 2003
and beyond.
In addition, the ICAA recommends several operational improvements that we
believe would enhance the SEC’s regulatory effectiveness. As discussed below, we
suggest that the Commission (1) consolidate and make more readily available its noaction letters and other informal guidance in certain regulated areas; (2) review and revise
its process of rulemaking with a view toward discontinuing the practice of setting new
policy in staff speeches and deficiency letters or by default; and (3) communicate more
openly and regularly between the Divisions. Finally, we request that the SEC not
1

The ICAA is a not-for-profit organization that exclusively represents the interests of SEC-registered
investment advisory firms. Founded in 1937, the ICAA’s membership today consists of about 300
federally registered advisory firms that collectively manage in excess of $3 trillion for a wide variety of
individual and institutional clients. For more information about the ICAA, please see www.icaa.org.
2
Chairman Harvey L. Pitt, SEC News Digest, Issue 2002-54 (March 20, 2002).

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

institute a compliance certification system that was informally suggested by staff in
recent speeches.
Recommendations
Consolidate no-action letters and other Commission guidance.
The ICAA supports and appreciates the SEC’s efforts to provide regulated entities
with interpretive guidance through no-action letters, staff legal bulletins, and other
informal means. These efforts are extremely helpful in obtaining practical guidance from
the SEC in a useful timeframe. We encourage the Commission to permit its staff to
continue regularly issuing no-action letters and other similar guidance. The ICAA
recommends, however, that the Commission consolidate its guidance from time to time
regarding certain topics on which the Commission has spoken frequently.
For example, in the area of investment adviser advertising, the SEC has taken
positions in no-action letters that have evolved over the past 30 years. In some cases,
more recent no-action letters have materially changed the Commission’s positions on
certain aspects of advertising. In other cases, initially ambiguous interpretations of the
advertising rule have been clarified by later Commission releases. Because compliance
officers, most of whom are not lawyers, must sift through a great deal of sometimes
subtle information, it is extremely difficult for them to determine their legal obligations
with regard to advertising. It would be more efficient for advisers as well as for
Commission staff who field advisers’ questions if the SEC were to consolidate its current
positions on advertising into one interpretive release or rule that would supersede all
previous pronouncements on the subject.3
The current guidance regarding the custody rule is similarly confusing.4 The SEC
has issued numerous no-action letters to expand and elucidate its interpretations of the
custody rule and there is a sufficient number of no-action letters on the topic to warrant a
consolidating interpretive release. We understand that revising the custody rule is on the
SEC’s action list and we encourage Commission staff to move forward on this matter.
We suggest that the Commission review other areas of regulation as well to determine if
they could also benefit from consolidation of guidance.

Use the rulemaking process to set new Commission policy.
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The ICAA previously made this recommendation in a letter to Paul Roye, dated August 21, 2001, in
which we asked the Division of Investment Management to make significant revisions to Rule 206(4)-1 of
the Investment Advisers Act governing investment adviser advertising.
4
Rule 206(4)-2, Investment Advisers Act of 1940.

2

Discontinue using speeches and deficiency letters to set new Commission
policy.
Rather than exercising its rulemaking authority, the SEC staff has increasingly
used speeches and deficiency letters to establish and define regulatory policy. We
appreciate and commend the Commission staff for making themselves available in a
variety of industry meetings and conferences and for the guidance they provide in their
speeches. The information they provide about current issues is invaluable to the industry.
However, we do not think that it is appropriate for staff to use speeches or deficiency
letters to establish new Commission policy.
One significant example of this practice is in the area of best execution. The
SEC’s only official pronouncement regarding an investment adviser’s fiduciary duty to
seek best execution on behalf of its clients appeared in a 1986 Interpretive Release on
soft dollars in which investment advisers were directed to “periodically and
systematically evaluate the execution performance of broker-dealers” using qualitative
and not quantitative measures.5 Since then, SEC staff has provided informal guidance in
speeches and articles about how to apply this directive to a firm’s best execution practice.
However, the informal guidance has evolved over time so that it has not always been
clear what investment advisers were required to do to fulfill their duty to seek best
execution on behalf of their clients. Despite the lack of clarity, SEC inspection staff has
begun issuing almost routine deficiency letters to firms regarding allegedly inadequate
best execution practices.
Use of speeches and deficiency letters to set policy is an inefficient use of the
Commission’s limited resources. Setting policy in this manner creates confusion among
the staff in the inspection process as to what the Commission expects of advisers. As a
result, inspections may be conducted inconsistently, which can lead to delays in the postinspection period as the staff and the adviser attempt to reconcile their respective
understandings of the rules. Providing notice of new policies through a deficiency letter
also raises issues of fairness. The Commission may see deficiency letters as a harmless
and private means to encourage certain behavior. However, deficiency letters may have
far reaching and possibly negative consequences for advisers, such as when consultants
request a copy of an adviser’s latest deficiency letter, which they may interpret in
unintended ways.
Setting policy in a speech, and therefore outside the formal rulemaking process,
creates uncertainty among compliance officers who must determine what is actually
policy and what is only rhetoric. Even more troublesome, it is unlikely that more than a
fraction of the 7,500 registered investment advisers hear or read speeches by Commission
staff. These advisers receive no fair notice of Commission positions. We recommend
that when establishing new policies, the Commission should not stray from its formal
processes, which are more likely to result in a clear statement of the SEC’s policies and
expectations.
5
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The Commission should not grant “no-action” relief in proposed rules.
We believe that it is inappropriate for the Commission to set policy by taking no
action at all on a rule proposal. In some cases, by not taking action on a rule, the
Commission has in effect adopted a new rule by default and, thus, without consideration
of public comments. For example, broker-dealers are excluded from the definition of
investment adviser to the extent that they provide investment advice that is solely
incidental to the conduct of their business and for which they receive no special
compensation.6 The Commission historically has taken the position that fees based on
assets under management amount to special compensation. At the request of brokerdealers, the Commission proposed a rule in 1999 that would exclude broker-dealers that
manage accounts for an asset-based fee from the definition of investment adviser.7 A
proper resolution to this rule is critical to functional regulation—that is, applying the
same rules to similar types of activities.
The proposal states that until the Commission adopts the proposed rule, the
Division of Investment Management will not take any action based on the form of
compensation against a broker-dealer that does not register as an investment adviser.
Thus, since 1999, the Commission has effectively allowed brokerage firms to continue
engaging in investment advisory activities without having to comply with the fiduciary or
other requirements of the Investment Advisers Act. We believe that the issues relating to
the broker-dealer exemption, such as defining “ special compensation” and “solely
incidental” investment advice, are examples of industry concerns that the Commission
should proactively address and we urge the Commission to issue a final rule on this
important subject. However, we also strongly believe that the “no-action” relief granted
in the proposed rule is an inappropriate use of the rulemaking process and that the
Commission should avoid taking similar action in future proceedings.
Adopting new policies within the rulemaking process strengthens investment
adviser regulation.
Adopting new policies and rules through the formal rulemaking process, and not
by way of the previously described approaches, can bolster regulatory understanding and
compliance. The rulemaking process is intended to be transparent and fair and generally
results in well-defined expectations and guidelines for regulated entities. In addition, the
Commission should provide advisers the opportunity to submit comments through the
public comment process as an integral part of rulemaking. When regulated entities have
the opportunity to provide comments on proposed rules, SEC staff gain a better
understanding of the practical implications of the proposed rule. We strongly encourage
the SEC to issue rules and establish policies through the rulemaking process.
Improve communication among divisions of the SEC.
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The ICAA recommends that the Commission promote increased communication
among the various divisions. For example, the Division of Market Regulation has
assumed a primary role in addressing certain issues, such as soft dollars and T+1, that
have a profound effect on investment advisers. The Division of Investment Management
should play an important role in these issues. The ICAA suggests that the SEC divisions
consult more closely with each other, particularly when dealing with an issue that has a
significant connection to more than one type of regulated entity. Such consultations
should take place before any one division takes action on a matter so that issues can be
dealt with consistently. The divisions should also generally keep each other informed of
their respective activities to allow staff from outside the division an opportunity to
discover issues that may not have been initially identified as having an impact on them.
Similarly, we strongly encourage increased communication between the Office of
Compliance, Inspections and Examinations (OCIE) and the Division of Investment
Management. Some staff from OCIE may have misinterpreted certain no-action letters
issued by the Division of Investment Management. For example, we understand that
inspection staff have told some advisers that investment advisers are required to maintain
third-party records to support performance claims. However, neither the record-keeping
rules nor the Division of Investment Management require maintenance of third-party
records.8 Such inconsistency among the divisions in applying the SEC’s rules and
regulations causes confusion in the industry, which in turn causes inefficiency at the
Commission. Therefore, we strongly recommend that when Commission policy is
established or no-action letters are published, inspection staff should be given special
training in applying the rules and regulations in the field to ensure consistency in the
inspection process.
Do not adopt a contemplated requirement for investment advisers to certify
periodically that they are in compliance with SEC regulation.
OCIE staff have indicated that they are considering whether to request each
investment advisory firm to certify on an interim basis that the firm has adequate policies
and procedures in place to address particular compliance subjects. Firms that do not sign
the certification would receive extra scrutiny from SEC inspection staff. The ICAA
understands that this compliance certification concept is intended to help OCIE monitor
advisers between inspections. Given that the SEC’s five-year inspection cycle may be
strained by the addition of many new advisers since this cycle was established in 1997,
we appreciate the desire to develop oversight mechanisms between inspections.
This certification would not, however, be an efficient use of the SEC’s resources
because most compliance personnel would not likely be willing to sign the certification
for fear of personal liability. Further, most compliance professionals would be reluctant
to sign such a certification when 94 percent of SEC inspections result in a deficiency
letter.9 Faced with such a high probability of being cited for a deficiency, few would risk
8
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liability for filing a misleading statement of compliance. If, as expected, few people were
to sign this certification, then SEC staff would be obliged to focus increased attention on
many advisers that were not necessarily non-compliant. Finally, it is generally not
appropriate for OCIE to establish new requirements for investment advisers. The
Division of Investment Management oversees regulation and policy matters for
investment advisers and should take the lead when new requirements relating to
investment advisers are contemplated.
* * *
Notwithstanding these suggestions for making the Commission more efficient, we
believe that the overall regulatory structure is basically effective and we are not aware of
any significant systemic problems at the Commission. The market has undergone
extraordinary changes in the last decade and the staff has performed commendably to
meet these challenges.10 We applaud the Commission’s strong tradition of promoting
protection of investors and integrating of the markets.
We welcome the opportunity to discuss our recommendations in greater detail
with you or your staff. Please do not hesitate to contact me if you have any questions or
if we may provide any additional information regarding these issues.
Sincerely,

David G. Tittsworth
Executive Director

cc: The Honorable Isaac C. Hunt, Jr.
The Honorable Cynthia A. Glassman
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ICAA
July 19, 2002
Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Transactions of Investment Companies with Portfolio and Subadvisory
Affiliates, Release No. IC-25557, File No. S7-13-02
Dear Mr. Katz:
The Investment Counsel Association of America 1 appreciates the opportunity to
submit comments on the Commission’s proposed rule and rule amendments related to the
governing of transactions of investment companies (“funds”) with portfolio and
subadvisory affiliates. The proposal would expand the current exemptions for funds to
engage in transactions with portfolio affiliates, as well as permit funds to engage in
certain transactions with subadvisers of affiliated funds. We support the Commission’s
proposal to alleviate the impact of the affiliated transaction rules on independent
subadvisers to mutual funds.
Specifically, we commend the Commission for addressing the effect of Rule 10f-3
on independent fund advisers. Section 10(f) prohibits a fund from purchasing a security
in an offering where a principal underwriter of the offering is also an investment adviser
of the fund or an affiliate of that adviser. For these purposes, the definition of
“investment adviser” includes any subadviser to the fund. 2 Thus, a subadviser to a fund
where the fund’s adviser is affiliated directly or indirectly with an underwriter may be
limited in its ability to purchase securities for that fund, for other non-related funds it
advises, and for separate non-fund accounts it advises. In addition, other non-affiliated
subadvisers may be prohibited from purchasing a security from this principal underwriter,
1
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www.icaa.org.
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due to its affiliation with another subadviser to the fund. This limitation exists even
though the subadviser who has sole discretion to purchase and sell securities for the
assets it is contractually obligated to manage is not part of the interconnected web of
control relationships with the underwriter. As we have previously explained, 3 this result
is not consistent with the intent of Section 10(f) to prevent “funds and their investors
from ‘dumping’ unmarketable securities on a fund in order to benefit the fund’s affiliated
underwriter.” 4
The Commission has addressed this concern in its proposed amendments to Rule
10f-3, by proposing to deem each of the series of a series company and the “managed
portions” of a fund portfolio to be separate registered investment companies for purposes
of Section 10(f) and Rule 10f-3. The intent of the proposed amendments is to “exempt
funds from the prohibition in section 10(f) when that prohibition is triggered by the
participation in an underwriting or selling syndicate of a person who is not in a position
to influence the fund’s investment decisions. 5 The Commission’s proposal represents an
appropriate and common-sense approach to addressing some of the undue effects of Rule
10f-3 on subadvisers. The proposed amendments would significantly reduce the
uncertainties, burdens, and costs of the application and no-action process currently faced
by subadvisers.
Thank you for considering our comments on this important issue. Please do not
hesitate to contact me if we may provide any additional information.
Sincerely,
/s/
Karen L. Barr
General Counsel

cc:

Harvey L. Pitt, Chairman
Isaac C. Hunt, Jr., Commissioner
Cynthia A. Glassman, Commissioner
Paul F. Roye, Director, Division of Investment Management
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ICAA
July 24, 2002
Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Proposed Disclosure Requirements in Management’s Discussion and Analysis
about the Application of Critical Accounting Policies, Release No. 33-8098; 3445907; File No. S7-16-02
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments related to the Commission’s proposed disclosure about critical
accounting estimates and the initial adoption of accounting policies that have a material
impact on an issuer’s financial presentation.2
ICAA members manage trillions of dollars in assets for institutional and
individual investors, and require clear and complete accounting information from issuers
to make appropriate investment decisions on behalf of their clients. The accounting
information provided in an issuer’s Management’s Discussion and Analysis (“MD&A”)
is an important focus of our members in terms of evaluating and assessing that issuer as
an investment prospect. We believe that the proposals will provide an improved
understanding of an issuer’s financial condition through the eyes of management, and
will arm investment managers and others with better information to assess an issuer’s
accounting practices. The ICAA strongly supports the Commission’s aim of making
higher quality and more insightful financial information available to investors and the
securities markets.

1
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A.

Critical Accounting Estimates

The proposal would require, in a new section in the MD&A, detailed information
about critical accounting estimates. The proposals generally require three types of
detailed disclosure for each critical accounting estimate: (i) disclosure that provides the
reader with sufficient information to understand the estimate, including the methodology
used, the assumptions underlying the estimate, and trends that may affect the estimate;
(ii) information related to the impact of changes in the estimates, including quantitative
discussion of the impact of the use of either different material assumptions or of high or
low ends of an estimated range, and a quantitative and qualitative discussion of
management’s history of changing its critical accounting; and (iii) a statement as to
whether senior management discussed the development, selection and disclosure of the
estimates with the issuer’s audit committee.
1. Definition of Critical Accounting Estimate
The ICAA generally supports the definition of “critical accounting estimate” as
proposed. An accounting estimate would be considered critical under the proposals if: (i)
it is based on assumptions about matters that are highly uncertain, requiring the exercise
of significant judgment by management; and (ii) the reasonable use of a different
estimate in the current period or reasonably likely changes in the estimate from period to
period would have a material impact on the issuer’s financial presentation. The ICAA
agrees that this definition is designed appropriately to identify accounting estimates that
have a reasonably high potential to materially affect an issuer’s financial presentation.
•
•

•

We recommend expanding the definition to include disclosure of volatile
accounting estimates that entail complex methodologies not commonly used, even
if such estimates do not involve significant management judgment.
We agree with the Commission’s desire to strike a balance between providing and
overwhelming the markets with information. Nevertheless, in lieu of, or perhaps
in addition to the Commission’s suggestion of a maximum limit on the number of
accounting estimates, we recommend that each issuer be required to prioritize its
accounting estimates. Such prioritization would allow investors and the securities
markets greater access to management’s perception of the relative importance of
these estimates to the issuer’s financial condition.
We understand the definition of “critical accounting estimate” to include
situations where management must make subjective judgments regarding assets
that do not have publicly available, transparent market prices. Our members
require better disclosure from issuers regarding fair market value accounting of
such assets (e.g., venture capital investments or derivative contracts).
2. Description of Accounting Estimates

The proposals would require issuers to “identify and describe the accounting
estimate in such a way that it gives the appropriate context for investors reading that
section and reflects management’s view of the importance of the critical accounting
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estimate.”3 We support this proposal and further recommend that the Commission
clearly require issuers to provide enough context to allow analysts to compare accounting
estimates and policies regarding these estimates across industry sectors. For example, it
would be very helpful for an issuer to discuss what input variables or estimates are
typical or standard in the issuer’s sector and how the issuer’s input estimates compare
with those of other issuers in the industry.
3. Quantitative Disclosures
The proposals require a presentation of quantitative information: (i) to
demonstrate the sensitivity of financial results to changes made in connection with each
critical accounting estimate; and (ii) relating to historical changes in an issuer’s critical
accounting estimates in the past three years. The proposal includes two choices of
changes an issuer may assume for purposes of the sensitivity analysis: (a) it may assume
that it changed the most material assumptions underlying the critical accounting estimate
and discuss the results of these changes; or (b) it could choose to assume that the critical
accounting estimate itself changes. The issuer is permitted to determine the amount of
the change that it assumes for purposes of this analysis.
•

The ICAA encourages the adoption of standardized disclosures that foster
straightforward comparison by investors and the securities markets.
4. Management Discussion with the Audit Committee

The proposals would require senior management to discuss the critical accounting
estimates with the audit committee of the issuer’s board of directors. We strongly
support this proposal and agree that this type of safeguard has great potential to improve
the quality and the transparency of disclosure by acting as a catalyst for discussion
between audit committees and senior management.
•
•
•

3

We support additional disclosure of any unresolved concerns of the audit
committee related to MD&A disclosure that has, or may have, a material impact
on the financial condition of the issuer.
We support the coordination of the proposed disclosure with amendments to Item
306 of Regulation S-K and Regulation S-B to promote consistency and reduce
redundancy.
When an issuer’s accounting policies diverge from the policies predominately
applied by those in the industry, we would support disclosure by the issuer as to
whether senior management has discussed such policies with the audit committee.
Similarly, we would support the disclosure of any unresolved concerns of the
audit committee related to the divergent policies, to the extent such concerns
relate to a material aspect of the issuer’s financial condition. As indicated above
in Section A.2 of this letter, we support disclosure when an issuer’s accounting
estimates or policies diverge from industry standard.
Proposal at 16.
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5. Disclosure Relating to Segments
Assessing the relative strengths and weaknesses of an issuer’s business segments
may be extremely important in weighing an investment decision. The proposals require
disclosure regarding the impact of critical accounting estimates on segments of an
issuer’s business. The ICAA agrees such disclosure would be beneficial, as it would
allow investors to determine which reported segments’ results are dependent on
management’s subjective estimates.
•

B.

We recommend that the Commission provide further guidance on the
definition of “segment” and the circumstances that warrant segment
disclosure.

Quarterly Updates

We support the requirement that issuers evaluate and update necessary critical
accounting estimates on a quarterly basis. This requirement will allow investors and
financial analysts to evaluate these important indicators on a more current basis.
C.

Adoption of Accounting Policies

The proposals generally require each public company issuer to disclose
information about its initial adoption of an accounting policy that has a material impact
on its financial presentation, unless such adoption was required by a new accounting
standard or other generally accepted accounting guidance. The proposals require
disclosure related to: (i) the events or transactions that gave rise to the adoption; (ii) the
accounting principle adopted; and (iii) the impact on the issuer’s financial presentation.
•

•

•
•

The ICAA supports the disclosure of the effects of a change by an issuer from one
accounting policy to another acceptable accounting policy under GAAP. We
believe that disclosure of changes in accounting policies should be provided
regardless of whether or not numbers in the financial statements materially
change. For example, a change in revenue recognition, return policy, or
recognition of losses on receivables that cause revenue or expenses to be rolled
forward or back in reporting periods should be discussed in the MD&A,
regardless of whether there is a material impact on the issuer’s financial condition
at the time of the policy change.
We support disclosure, beyond an issuer’s initial adoption of accounting policies,
of the effects of applying accounting policies used for unusual or innovative
transactions or in emerging areas which have or are anticipated to have a material
impact on the financial condition of the issuer.
The ICAA further supports disclosure regarding an issuer’s choice of accounting
methods under GAAP, when such method is not generally used by other
companies in the industry.
We would not recommend that issuers be required to provide disclosure related to
the effects of acceptable alternative policies that were not chosen, because such
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disclosure may be overly burdensome and may detract from the more important
goal of improving material disclosure about the issuer’s actual accounting
practices.
D.

Disclosure Presentation

We strongly support the Commission’s proposal that the information be presented
in a separate section of the MD&A, with appropriate cross-references to applicable
sections, rather than integrating the material throughout the existing structure.
E.

Further MD&A Proposals

We applaud the Commission’s commitment to continue to improve MD&A
disclosures, and we appreciate an opportunity to express our specific views in this
respect.
•

•

•
•

•

•

We are concerned that the line items of financial statements in sections such as
“Other Assets and Other Liabilities” may be used to hide leverage and other
material arrangements that can have an impact on liquidity. Therefore, we
support an enhanced plain-English discussion of these line items in the MD&A.
We are concerned about the use of recurring extraordinary charges to conceal
operating expenses that should be expensed as a cost of doing business. We
understand that inventory writedowns, large loans, and the closings of business
operations are common sources of inappropriate extraordinary charges.
Therefore, we encourage the Commission to require more detailed discussion of
recurring extraordinary charges in the MD&A, including the nature of the
charges, the reason for the writedown, and the future consequences to the issuer.
This disclosure would aid investors in determining whether these are truly
extraordinary or just normal operating expenses.
We recommend revising the cover pages of filings to facilitate simple
identification of important information by investors and the securities markets,
including larger print in general and more prominent display of the date.
We support the addition of a plain-English summary in which management
describes the trends and risks on which it focuses, and identifies the most
important factors in determining the financial results and condition of the
company.
We support greater and more complete plain-English disclosure of material items,
and disclosure regarding liquidity, off-balance-sheet arrangements, contractual
obligations and commercial commitments, trading activities involving commodity
contracts, and the effects of transactions with related parties.
We also support improved plain-English disclosure related to the trends that
management evaluates in making decisions about its business.
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The ICAA strongly supports the Commission’s efforts to rebuild investor
confidence in the securities markets through improvements to the financial reporting
system for publicly traded companies. The Commission’s proposed enhancements to the
quality and content of MD&A disclosure is a significant step toward improving the
ability of investors to understand issuer financial statements. We appreciate the
opportunity to comment on this important proposal and would be pleased to provide any
additional information.
Sincerely,

KAREN L. BARR
General Counsel

cc:

Harvey L. Pitt, Chairman
Isaac C. Hunt, Jr., Commissioner
Cynthia A. Glassman, Commissioner
Paul F. Roye, Director, Division of Investment Management
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July 25, 2002

The Honorable Frank Wolf
Chairman
Subcommittee on Commerce, Justice, State, and the Judiciary
H309 Capitol
Washington, DC 20515
Dear Mr. Chairman:
The Investment Counsel Association of America, Inc. supports the Senate
Appropriations Committee’s recent proposal to increase the budget of the Securities and
Exchange Commission (SEC) for FY 2003 to $750 million. We believe that such an
increase is critical to ensuring that the Commission is well equipped to fulfill its mission
to protect investors and maintain the integrity of the securities markets.
The Investment Counsel Association of America, Inc. is a not-for-profit
organization that represents the interests of SEC-registered investment advisory firms.
Founded in 1937, the ICAA’s membership today consists of about 300 federally
registered advisory firms that collectively manage in excess of $3 trillion for a wide
variety of individual and institutional clients.1
The ICAA has long supported efforts to increase the SEC’s budget. We believe
that Commission staff have performed admirably despite the fact that their workload has
increased significantly while their resources have stagnated. A Government Accounting
Office report found that the SEC’s workload increased 80 percent between 1991 and
2000 while its staff grew by only 20 percent.2 Greater funding would allow the
Commission to attract additional, much-needed staff to strongly enforce the securities
laws and engage in needed rulemaking.
By approving the increased budget, the Appropriations Committee would also be
providing the SEC with the resources it needs to retain experienced staff by
compensating them at the same level as their counterparts at other financial regulatory
agencies. Lagging salaries have resulted in high turnover at the Commission; the SEC
lost 17 percent of its staff in 2000 while the rest of the federal government lost seven
percent. Many who leave the Commission join one of the banking regulators where
salaries can be as high as 40 percent more.

1

For more information about the Association, please see our website at www.icaa.org.
See Michael Schroeder, SEC Faces Hurdles Beyond Low Budget In Stopping Fraud, Wall Street Journal,
July 19, 2002, at A1.
2

The ICAA believes that the current market crisis demonstrates a compelling need
for a significant increase in the SEC’s enforcement and investigation budget. Without
additional funding, the SEC does not and will not have enough staff to investigate and
bring actions against corporate wrongdoers. The SEC would also greatly benefit from
improved technology that would enhance regulatory oversight of all segments of the
industry. However, the current budget does not provide sufficient resources for the SEC
to invest in such technology.
We urge the Subcommittee to approve a significant budget increase for the SEC
and we thank you for considering the views of the ICAA on this important issue.
Sincerely,

David G. Tittsworth
Executive Director

cc: The Honorable José E. Serrano
The Honorable Harvey L. Pitt

July 25, 2002

The Honorable Ernest F. Hollings
Chairman
Subcommittee on Commerce, Justice, State, and the Judiciary
Washington, DC 20510
Dear Mr. Chairman:
The Investment Counsel Association of America, Inc. supports the Senate
Appropriations Committee’s recent proposal to increase the budget of the Securities and
Exchange Commission (SEC) for FY 2003 to $750 million. We believe that such an
increase is critical to ensuring that the Commission is well equipped to fulfill its mission
to protect investors and maintain the integrity of the securities markets.
The Investment Counsel Association of America, Inc. is a not-for-profit
organization that represents the interests of SEC-registered investment advisory firms.
Founded in 1937, the ICAA’s membership today consists of about 300 federally
registered advisory firms that collectively manage in excess of $3 trillion for a wide
variety of individual and institutional clients.1
The ICAA has long supported efforts to increase the SEC’s budget. We believe
that Commission staff have performed admirably despite the fact that their workload has
increased significantly while their resources have stagnated. A Government Accounting
Office report found that the SEC’s workload increased 80 percent between 1991 and
2000 while its staff grew by only 20 percent.2 Greater funding would allow the
Commission to attract additional, much-needed staff to strongly enforce the securities
laws and engage in needed rulemaking.
By approving the increased budget, the Appropriations Committee would also be
providing the SEC with the resources it needs to retain experienced staff by
compensating them at the same level as their counterparts at other financial regulatory
agencies. Lagging salaries have resulted in high turnover at the Commission; the SEC
lost 17 percent of its staff in 2000 while the rest of the federal government lost seven
percent. Many who leave the Commission join one of the banking regulators where
salaries can be as high as 40 percent more.

1

For more information about the Association, please see our website at www.icaa.org.
See Michael Schroeder, SEC Faces Hurdles Beyond Low Budget In Stopping Fraud, Wall Street Journal,
July 19, 2002, at A1.
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The ICAA believes that the current market crisis demonstrates a compelling need
for a significant increase in the SEC’s enforcement and investigation budget. Without
additional funding, the SEC does not and will not have enough staff to investigate and
bring actions against corporate wrongdoers. The SEC would also greatly benefit from
improved technology that would enhance regulatory oversight of all segments of the
industry. However, the current budget does not provide sufficient resources for the SEC
to invest in such technology.
We urge the Subcommittee to approve a significant budget increase for the SEC
and we thank you for considering the views of the ICAA on this important issue.
Sincerely,

David G. Tittsworth
Executive Director

cc: The Honorable Judd Gregg, Ranking Member
The Honorable Harvey L. Pitt

ICAA
July 31, 2002
Via Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W., Mailstop 6-9
Washington, D.C. 20549
Re: Proposed Amendments to Investment Company Advertising Rules,
Release Nos. 33-8101; 34-45953; IC-25575; File No. S7-17-02
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments regarding the Securities and Exchange Commission’s proposed
amendments to the investment company advertising rules,2 which are designed to
enhance and improve mutual fund advertising materials. We are not submitting
comments on the specifics of the mutual fund proposal. Rather, we write in response to
the Commission’s requests for comments regarding the framework of the fund
advertising rules and its relationship with the investment adviser advertising regime.3 In
particular, we urge the Commission to adopt the ICAA’s previously proposed revisions to
the advertising rules under the Investment Advisers Act (“Advisers Act”), which, among
other enhancements, would amend the rules to function in a manner similar to Securities
Act Rule 156 governing mutual funds.4

1

The ICAA is a not-for-profit association that exclusively represents the interests of SEC-registered
investment advisers. Founded in 1937, the Association’s membership today consists of approximately 300
investment advisory firms that collectively manage in excess of $3 trillion for a wide variety of institutional
and individual clients. For additional information, please consult our web site at www.icaa.org.

2

Proposed Amendments to Investment Company Advertising Rules, Release Nos. 33-810l; 3445953; IC-25575; File No. S7-17-02 (May 17, 2002) (hereafter “Release”).
3

E.g., Release, Part IIIA (Request for Comments on the Framework for Regulation of Investment
Company Advertisements).

4

Letter from Karen L. Barr, General Counsel, Investment Counsel Association of America to Paul
F. Roye, Director, Division of Investment Management, Securities and Exchange Commission (Aug. 21,
2001) (proposing specific changes to Rule 206(4)-1 under the Advisers Act). The letter is incorporated by
reference here.

BACKGROUND
Section 206 of the Advisers Act contains the Act’s anti-fraud provisions and
provides the statutory basis for the adoption of the anti-fraud rule relating to adviser
advertising. Section 206(4) specifically prohibits an investment adviser from engaging
“in any act, practice or course of business which is fraudulent, deceptive or manipulative”
and authorizes the SEC “by rules and regulations, [to] define, and prescribe means
reasonably designed to prevent, such acts, practices and courses of business as are
fraudulent, deceptive or manipulative.”5
Pursuant to this authority, the SEC adopted Rule 206(4)-1 (the “Rule”) in 1961.6
The Rule provides both a general anti-fraud prohibition7 and four specific advertising
provisions that prohibit advisers from: (i) using any testimonial of any kind concerning
the adviser or its advice, analysis, report or services; (ii) referring to any specific past
recommendations of such investment adviser that were or would have been profitable to
any person, unless all specific past recommendations of the adviser for the immediately
preceding one year period are also furnished or offered; (iii) representing that any graph,
chart, formula or other device being offered can, in and of itself, determine or assist the
client in determining which securities to buy or sell or when to enter into any such
transaction, unless accompanied by prominent disclosures with respect to the limitations
in using such graph, chart, formula or other device; and (iv) making any statement to the
effect that any report, analysis or other service will be furnished free or without charge,
unless it is entirely free.
The Rule defines “advertisement” to include any written communication
“addressed to more than one person, or any notice or other announcement in any
publication or by radio or television” that offers any analysis, report, publication or
investment advisory service related to securities. The Commission staff has interpreted
this definition quite broadly.
Unlike the mutual fund advertising rules, the investment adviser rules do not
specifically address advertising of performance results. The SEC permits advertisements
that include adviser performance results under a facts-and-circumstances test that
analyzes whether a reader of the advertisement would be materially misled in any way.
The SEC positions regarding performance advertising are set forth in numerous no-action
letters and enforcement proceedings.
With one exception, the Rule has not been amended since its adoption in 1961.8
In the intervening 40 years, both the investment advisory profession and the clients
5

Investment Advisers Act, Section 206(4).

6

Investment Adviser Release No. 121 (Nov. 2, 1961).

7

Rule 206(4)-1(a)(5).

8

In 1997, the Rule was amended to limit its applicability to advisers “registered or required to be
registered under Section 203 of the Act.” Investment Adviser Release No. 1633 (May 15, 1997).
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served by it have changed significantly. A significant percentage of today’s advisory
clients are highly sophisticated persons, including corporations, partnerships, investment
companies, pension funds, business trusts, foundations, and endowments, as well as high
net worth individuals. Although many of the Commission’s regulations, no-action letters,
and other pronouncements recognize that sophisticated clients should have greater
latitude in their dealings with advisers, the Rule itself does not recognize such a
distinction. In light of these and other significant developments, we believe the time is
ripe for a re-examination of the Rule.
THE ICAA PROPOSAL
By letter dated August 21, 2001, the ICAA submitted a proposal to the
Commission to significantly revise Rule 206(4)-1. The proposal included the following
principal recommendations:
•

The four specific prohibitions in paragraphs (1) through (4) of subsection
(a) of the Rule should be removed so that those acts or practices are not
considered to constitute per se fraudulent, deceptive or manipulative acts,
practices or courses of business as either a matter of law or fact.

•

Instead, the Rule should be revised to function in a manner similar to Rule
156 under the Securities Act of 1933 and Rule 10b-5 under the Securities
Exchange Act of 1934 to address fraudulent, deceptive or manipulative
acts, practices or courses of business with respect to advertisements of
investment advisers. Like Rule 156, the Rule should include factors to be
considered in evaluating whether an advertisement is fraudulent, deceptive
or manipulative.

•

The Rule should be revised to reflect the distinction between materials
prepared for sophisticated, institutional-type clients and those prepared for
retail clients. Thus, an advertisement provided to institutional clients
should be subject to the broad anti-fraud standards and associated factors
that would be specified in the Rule. With respect to retail clients, the
ICAA has proposed more detailed baseline standards for the presentation
of performance information.

•

Finally, in conjunction with the modernization of the Rule, Commission
staff should issue an interpretive release that clarifies and consolidates the
substance of all no-action letters, interpretations, and other
pronouncements governing adviser advertising that have continuing
relevance.

The ICAA’s proposed changes would update and simplify the Rule. Like the
Commission’s Rule 482 proposal, the ICAA’s proposal would substantially enhance
investor protection by improving the quantity and quality of information provided to
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clients and prospective clients. Our proposal would also provide minimum standards
governing composite performance results prepared for retail clients.
DISCUSSION
The Commission’s Rule 482 proposal presents an excellent framework in which
to discuss the interplay between the advertising rules for mutual funds and those for
investment advisers managing separate accounts for individual and institutional clients.
The Commission explains that its proposal is part of “an effort to modernize our rules and
forms in many areas.”9 The Commission’s proposal would eliminate the requirement that
Rule 482 advertisements include only information “the substance of which” is included in
the statutory prospectus. The proposal would “require enhanced disclosure of
information in fund advertisements and [is] designed to encourage advertisements that
convey balanced information to prospective investors.”10 Significantly, the proposal
would permit and indeed encourage funds to provide more current and relevant
information to clients and potential clients, subject to the anti-fraud rules and
accompanying factors set forth in Rule 156. This is exactly the result the ICAA proposal
is intended to achieve for investment adviser advertising.
Indeed, the Commission’s cost-benefit analysis of simplification and clarification
of fund advertising rules applies equally in the adviser arena:
The proposed amendments to rule 482 may aid funds and others in understanding
and complying with the advertising rules, making it easier and cheaper for funds
to advertise. This may, in turn, contribute to an increased flow of useful
investment information to investors, which may lead to better-informed
investment decisions and amplify the previously discussed benefits of efficient
asset allocation. Although difficult to quantify, this easing of regulation may
provide some reduction of burden to the funds that choose to advertise.11
As we discussed at greater length in our August 2001 letter, the investment adviser
advertising rules are outdated and in need of modernization, perhaps even more so than
the fund advertising rules. We therefore urge the Commission to commence a
rulemaking to address the issues discussed below.
A. Eliminate the Four Specific Prohibitions in Rule 206(4)-1 and Substitute
the Rule 156 Model
The four specific prohibitions contained in Rule 206(4)-1 no longer make sense in
today’s investing environment. Many advisory clients and prospective clients are more
sophisticated than ever before. They choose to hire some advisers whose strategy is
9

Release at 19.

10

Release at 11.

11

Release at 26.
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based on computerized quantitative analysis. They seek detailed information about the
performance of their accounts and their peers’ experience with their adviser or
prospective adviser. They would like information enabling them to understand advisers’
strategies and analysis. They would like to be able to review the portfolio holdings of a
representative account. Advisory clients seek more current and relevant information than
their advisers are permitted to provide to them today. Indeed, because of outmoded rules,
clients of investment advisers may receive less information than clients of mutual funds,
broker-dealers, and banks.
In particular, the rules prohibiting testimonials and past specific recommendations
prevent current and prospective advisory clients from receiving timely and relevant
information. For example, many institutional and high net worth clients or their
consultants request performance attribution analysis. Such analysis necessarily involves
discussion of past specific holdings or investment decisions, including which of those
holdings were profitable or unprofitable. Advisers should be permitted to offer this
important information to their clients.12
Similarly, advisers frequently use newsletters or similar publications to
communicate regularly with their clients. In these publications, advisers often discuss
their purchase and sale decisions for clients, and on an ongoing basis, seek to inform and
educate clients about the adviser’s investment style and decision-making processes. In
the Franklin Management no-action letter (pub. avail. Dec. 10, 1998), the staff permitted
advisers to discuss in their quarterly newsletters to clients specific securities that were
bought, sold, or held for client accounts within a particular investment category and the
reasons for the management decisions, provided that such advisers (1) use only objective,
non-performance-based criteria to select securities for such purpose, and (2) do not
describe how selected securities performed. We understand that, particularly in the
current economic climate, many investment advisers believe they need to be able to
discuss in their communications their best and worst performing security selections for
clients, as well as an explanation of the reasons behind the performance of those
securities. These presentations would – and should – be provided in a clear and balanced
manner. We believe investors would benefit significantly from information about their
advisers’ decision-making process. Advisers should be permitted to – and indeed
encouraged to – provide a balanced discussion of their security purchases, sales, or
holdings and the reasons for their investment decisions.
Moreover, the four specific prohibitions in Rule 206(4)-1 should not be
considered per se fraud. In fact, the SEC staff implicitly has recognized that these
activities are not inherently fraudulent. We are not aware of any compelling reason why
some advertising material is considered fraudulent if used by investment advisers, but
permitted if used by mutual funds. Further, these four prohibitions are both under
inclusive and over inclusive. They are under inclusive in that other activities may
12

Advisers are permitted to provide customized information to one client, which is neither costefficient nor always warranted. Advisers should be permitted proactively to offer attribution analysis to a
group of similarly situated clients.
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constitute fraudulent advertising. They are over inclusive in that the four specific
prohibitions appear to be somewhat arbitrary and not based on evidence that these
practices have resulted in particularly more problems than other practices.
The public would be better served by an advertising rule that reflects an adviser’s
duty to make accurate and adequate disclosure of relevant and meaningful information to
current and prospective clients. Like Rule 156, Rule 206(4)-1 should set forth factors to
consider in evaluating whether advertising material is misleading or deceptive. The
ICAA’s proposal includes a list of factors similar to Rule 156, drawn from SEC
interpretations, no-action letters, speeches, and enforcement actions in this area. Indeed,
in its current release, the Commission proposes to amend Rule 156 to emphasize that
portrayals of performance may be misleading where they omit “explanations,
qualifications, limitations, or other statements necessary or appropriate to make the
portrayal not misleading.” Similarly, the ICAA proposal includes the following factor in
determining whether an advertisement is misleading: “the absence of explanations,
qualifications, limitations or other statements necessary or appropriate to make such
statement not misleading.”13
B. The Difference Between Advisers and Funds with Respect to Performance
Calculations Makes Sense
In its Rule 482 proposal, the Commission notes that “[c]urrently, our rules include
standardized performance calculations for investment companies, but not for investment
advisers. Does this difference make sense and, if not, what changes should we make?”14
We believe this difference does make sense for performance calculations. The
performance calculation requirements for mutual funds are based on the notion of net
asset value – a unitized figure derived from one pool of assets. A mutual fund has one
custodian and controls its own pricing mechanisms and agents. In contrast, an
investment adviser calculating performance is creating a composite of similarly managed
accounts. Advisory clients choose their own custodians with their own systems and own
reconciliation mechanisms. They may choose their own pricing agents. These clients
have varying cash flows, account restrictions, fees, expenses, and performance
objectives. It is not feasible to create a unitized calculation for advisers that would be
similar to that of funds.
On the other hand, some advisers do follow an industry standard for performance
calculations articulated by the Association of Investment Management and Research
(“AIMR”). The AIMR standards permit clients to make apt comparisons of investment
adviser composite performance, while providing flexibility to advisers to account for
variations in client types, strategies, and sectors. Creating, interpreting, and enforcing
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See ICAA proposed rule 206(4)-1(b)(1).
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Release at Section IIIA.
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similar performance calculation standards may not be an appropriate use of the
Commission’s limited resources.15
In contrast to performance calculations, there may be less reason to differentiate
between funds and retail separate accounts with respect standardized performance
presentations or formats. Institutional clients often demand customized performance
reporting. Many institutions hire a number of different advisers and seek to obtain
information in a standardized format in order to permit the creation of comparative
materials to submit to their management. Similarly, consultants often require response to
standardized questionnaires designed to facilitate adviser comparisons.
Retail clients, however, may find it more difficult to compare performance data
presentations by various advisers. It may be advisable to establish standardized
performance formats for marketing to retail clients. In our August 2001 letter, we
proposed specific baseline standards for presentation of performance information to retail
clients. These standards would require that performance advertising disclose: (1) the type
of accounts or strategy represented; (2) a description of how the performance history was
calculated; (3) the returns of an appropriate market index for comparison purposes; (4)
the number of clients whose accounts are included in the composite; (5) the total client
assets included in the composite; (6) the length of, and date of the last day in, the period
used to compute performance. In addition, performance advertising to retail clients
would have to be current to the most recent calendar quarter and for a period of not less
than one year, or inception to date if less than one year, and provided for one-, five-, and
ten-year periods.
In the interests of consistency, the proposed ICAA standards are drawn from
various Commission positions and AIMR-PPS standards. These baseline standards would
better enable retail investors to compare advertised performance of investment advisers.
C. The Commission Should Issue a New Advertising Interpretive Release
As discussed in our August 2001 letter as well as our letter dated June 18, 2002 to
Chairman Pitt on the Commission’s Special Study on Efficiency, the SEC has issued
scores of no-action letters and other pronouncements related to investment adviser
advertising during the past 40 years, resulting in a complex maze of interpretations and
positions. Today, it is very difficult for compliance officers to sift through the nuances of
all of these letters to determine their legal obligations under the Rule. The Commission’s
review of the structure of the advertising regime presents an appropriate opportunity for
the Commission to consolidate its guidance in the advertising arena. We therefore urge
the Commission to issue an interpretive release consolidating and modernizing its
guidance on investment adviser advertising.

15

The ICAA does not, however, necessarily endorse the AIMR structure. We and a number of our
member firms have experienced significant difficulty with AIMR’s process in developing and interpreting
its performance presentation standards.
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Thank you for considering our comments on this important issue. Please do not
hesitate to contact the undersigned if we may provide any additional information.
Sincerely,
KAREN L. BARR
General Counsel
cc:

Harvey L. Pitt, Chairman
Cynthia A. Glassman, Commissioner
Roel C. Campos, Commissioner
Harvey J. Goldschmid, Commissioner
Paul S. Atkins, Commissioner
Paul F. Roye, Director, Division of Investment Management
Cynthia M. Fornelli, Deputy Director, Division of Investment Management
Robert E. Plaze, Associate Director, Division of Investment Management
Douglas J. Scheidt, Associate Director, Division of Investment Management
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ICAA
August 26, 2002
Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re:

Proposed Rule: Additional Form 8-K Disclosure Requirements and
Acceleration of Filing Date; Release Nos. 33-8106; 34-46084; File No.
S7-22-02

Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments on the Commission’s proposed new rules and amendments requiring
more timely and more extensive disclosure in current reports on Form 8-K (“Proposal”).2
ICAA members collectively manage trillions of dollars in assets for institutional and
individual investors, and require adequate, current, and complete information from
issuers to make appropriate investment decisions on behalf of their clients. Form 8-K
disclosures are an important focus for our members in terms of evaluating and assessing
an issuer as an investment prospect. We support the Proposal and prior Commission
initiatives aimed at improving corporate disclosure.3
Form 8-K requires issuers to report certain corporate events on a more current
basis than quarterly or annual reports. The Commission’s proposals would add several
new items requiring current disclosure on Form 8-K, including: (i) entry into or
termination of a material agreement, not made in the ordinary course of business;
(ii) termination or reduction of a significant business relationship; (iii) events triggering,
1

The ICAA is a not-for-profit association that consists exclusively of SEC-registered investment
adviser firms. Founded in 1937, the ICAA today has a membership of approximately 300 firms
that collectively manage more than $3 trillion in assets for a wide variety of institutional and
individual clients. For more information, please visit www.icaa.org.
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Additional Form 8-K Disclosure Requirements and Acceleration of Filing Date, Release Nos. 338106; 34-46084 (June 17, 2002)(“Proposal”).
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See Letter from Karen L. Barr, General Counsel, ICAA, to Jonathan G. Katz, Secretary, SEC
dated July 24, 2002 (supporting the Commission’s proposals to expand Management’s Discussion
and Analysis disclosure related to critical accounting estimates and policies); see also Letter from
Karen L. Barr, General Counsel, ICAA, to Jonathan Katz, Secretary, SEC dated June 27, 2002
(supporting expanded and expedited disclosure in Item 10 to Form 8-K).

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

or the creation of, a direct or contingent material financial obligation to the issuer;
(iv) exit activities including any material write-off or restructuring; (v) a determination
that a material charge for an impairment of assets will be required; (vi) movement of the
issuer’s securities from one exchange or quotation system to another, delisting of issuer’s
securities from an exchange or quotation system, or a notice that the issuer does not
comply with a listing requirement; (vii) determination that security holders no longer
should rely on the issuer’s financial statements; and (viii) limitations or restrictions on
transactions in issuer securities held by the issuer’s employee benefit plan. The Proposal
also would move two items from quarterly and annual reports to Form 8-K current
reports: (1) unregistered sales of equity securities, and (2) material modifications to rights
of holders of issuer securities. Additionally, the Proposal would amend several existing
Form 8-K disclosure items to include: (i) disclosure regarding the departure of a director
for reasons other than a disagreement or removal for cause; (ii) appointment or departure
of a principal officer and the election of new directors; and (iii) disclosure of any material
amendment to an issuer’s founding documents. Finally, the filing deadline for all reports
on Form 8-K would be accelerated significantly under the Proposal.
The ICAA supports the Proposal and believes that it would facilitate the
transmission of more meaningful and complete information to investors and the securities
markets. Our specific comments and recommendations regarding certain of the proposals
are set out below.
A.

Materiality Standard

The Commission has requested comment as to whether the use of a materiality
standard is preferable to a threshold tied to a financial measure for purposes of several
disclosure items. History has shown that numbers can be manipulated to avoid disclosure
requirements that may cast an issuer in an unfavorable light. A materiality standard
would require management to carefully weigh the importance of a corporate event in
light of all relevant circumstances, including financial measures. Given the increased
responsibility of chief executive and financial officers in submitting issuer filings,4 we
believe that a fuller and more meaningful evaluation will generally be made under a
materiality standard. We recommend applying the materiality standard, possibly in
conjunction with a presumptive financial measure that triggers materiality regardless of
surrounding circumstances for appropriate items, in order to promote greater
understanding and uniformity in Form 8-K disclosure.

4

See Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204 (2002)(“Sarbanes-Oxley Act”)(directing
the Commission to adopt rules requiring CEOs and CFOs to certify, in connection with the filing
of an issuer’s annual and quarterly reports, that the report does not contain any material
misstatement or omission and the financial information fairly represents the issuer’s financial
condition).
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B.

Business and Operations
1.

Material Agreements

The Commission proposes adding a new item that would require disclosure when
an issuer enters into an agreement that is material to the issuer and that is not made in the
ordinary course of the issuer’s business.5 The ICAA supports this disclosure as proposed
and recommends use of a materiality standard for the reasons set out in section A.
Each issuer would be required under the proposal to include the following
information related to each material agreement: (i) the identity of the parties and a
description of any material relationship between any of the parties other than in respect to
the agreement; (ii) a brief description of the agreement; (iii) the rights and obligations of
each party to the agreement that are material to the issuer; (iv) any material conditions to
the agreement becoming binding or effective; and (v) the duration of the agreement and
any material termination provisions. The Commission has requested comment as to
whether the agreement itself should be included as an exhibit to Form 8-K. We
recommend including a requirement that the agreement be attached as an exhibit to the
Form 8-K or to the first 10-Q or 10-K subsequently filed, or that the issuer include a
cross-reference to a prior filing that includes the agreement as an exhibit. The investment
management community appreciates the opportunity to review exhibit contracts when
disclosure is unclear or subsequent events, e.g., a dispute with a third party regarding
performance, increase the relevance of such contract to an issuer’s overall performance.
A requirement that material agreements be submitted as exhibits with filings would
benefit investors and the investment management community by increasing the
transparency of the issuer’s commitments.
2.

Termination of Business Relationships

The proposals would create a new item that requires disclosure when an issuer
becomes aware that a customer terminates or reduces the scope of a business relationship
with the issuer and the loss of revenues to the issuer from such termination or reduction
equals 10% or more of the issuer’s consolidated revenues during the issuer’s most recent
fiscal year.6 The Commission has requested comment as to whether the 10% test should
be higher or lower, or whether disclosure under this item should be based on a materiality
standard. We support the addition of this new item, but recommend modifying the
proposal to require disclosure subject to a materiality standard, possibly in conjunction
with a presumptive financial threshold of a certain percentage, for the reasons discussed
in section A.

5

Proposal at 6.
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Proposal at 9.
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C.

Financial Information
1.

Completion of Acquisition or Disposition of Assets

Proposed Item 2.01 would continue to require the same basic disclosure required
by existing Item 2, which requires disclosure if an issuer or any of its majority-owned
subsidiaries has acquired or disposed of a significant amount of assets, other than in the
ordinary course of business.7 The proposed item would eliminate disclosure about the
nature of the business in which the acquired assets were used and whether the company
acquiring the assets intends to continue such use. The proposed item would further revise
the wording regarding disclosure of the source of funds to make the requirements clearer.
We agree that investors and the securities markets would benefit from continued
prompt reporting related to the issuer’s completion of its acquisition or disposition of a
significant amount of assets and thus support maintaining the basic disclosure
requirements in this respect. Nevertheless, we propose modifying the test for
determining a “significant amount of assets” to follow a materiality standard. Under the
current standard, issuers are required to disclose only acquisitions or dispositions of
assets whose value or cost exceeds 10% of the issuer’s total assets. We believe that the
benefits of a materiality standard discussed in section A outweigh those of familiarity.
This conclusion is supported by the Commission’s concern that the application of the
current standard could result in inconsistencies between the disclosure in this section and
that provided with respect to material agreements.
2.

Bankruptcy or Receivership

We support the proposed minor changes to existing Item 3 to break out embedded
lists from the text and relocate certain language into an instruction item.8 We agree that
the streamlining amendments will make this item more understandable.
3.

Creation or Triggering of a Material Direct or Contingent Financial
Obligation

The ICAA supports the proposed new items that would require an issuer to
disclose information whenever it or a third party enters into, or triggers, a definitive
transaction or agreement that creates any material direct or contingent financial
obligation on the issuer.9 When entering into an obligation, each issuer would be
required to include the following information: (i) a brief description of the transaction or
agreement, including identification of the parties to the agreement; (ii) the nature and
amount of the issuer’s material direct or contingent financial obligation, including a
description of events that may cause the obligation to arise, increase or become
7

Id. at 10.

8

Id. at 11.

9

Id at 9-14.
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accelerated; (iii) if applicable, the name of any underwriters or placement or other agents
for the transaction or any persons performing a similar function in the case of a private
transaction, and the amount of any fee or other compensation paid to them, or the name
of any lenders or other persons who are beneficiaries of the obligation; and (iv) a
discussion of management’s analysis of the effect of the direct or contingent financial
obligation on the issuer. We recommend including a requirement that the documentation
surrounding the transaction or agreement be included as an exhibit to Form 8-K for the
reasons discussed in section B.1.
We also recommend adding disclosure as to whether the audit committee or
comparable committee has reviewed and approved the issuer’s entry into a transaction or
agreement that creates a material direct or contingent financial obligation on the issuer.
This requirement would serve to encourage better communication between senior
management and the audit committee in addition to providing important disclosures to
asset managers, investors, and others.
4.

Material Write-Offs and Restructuring Charges; Material Impairments

The ICAA supports the proposed new item that would require disclosure when the
board of directors or the issuer’s officers definitively commit the issuer to a course of
action, including a plan to terminate or exit an activity under which the issuer will incur a
material write-off or restructuring charge under generally accepted accounting
principles.10 In response to the Commission’s specific request for comment, the ICAA
recommends that an issuer be required to update its report if there is a material change in
the amount or expected effect of the write-off or restructuring charge.
The ICAA similarly supports the proposed new item that would require disclosure
if the board of directors or the issuer’s officers conclude the issuer is required to record a
material charge for impairment to one or more of its assets, including an impairment of
securities or goodwill, under general accepted accounting principles. We recommend
that these disclosure items be based on a materiality standard for the reasons discussed in
section A.
D.

Securities and Trading Markets
1.

Rating Agency Decisions

The ICAA strongly supports the proposed new item requiring an issuer to file a
report when it receives a notice or other communication from a rating agency to the effect
that the organization has decided to: (i) change or withdraw the credit rating assigned to
the issuer or its securities; (ii) refuse to assign a credit rating to the issuer or its securities;
(iii) place the issuer or its securities on a “credit watch” or similar status; or (iv) take any
similar action.11 While rating organizations typically issue press releases about rating
10

Id. at 15.
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Id. at 17.
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changes promptly, we believe that investors and the securities markets would benefit
from having this information disclosed in a uniform manner. This disclosure should be
required regardless of any contractual relationship between the issuer and the agency;
however, we recommend limiting this item to nationally recognized statistical rating
organizations.
2.

Delisting

We support the proposed requirement that an issuer disclose any notice received
from the national securities exchange or national securities association that is the
principal trading market of a class of the issuer’s securities, that the issuer or a class of its
securities no longer satisfies the listing requirements or standards of the exchange or
association, or that a class of securities has been delisted. This is particularly appropriate
in light of the stronger corporate governance standards being adopted by exchanges.12
We believe that the issuer should provide disclosure when it receives notice about a
possible delisting, as well as when the stock is actually delisted. Naturally, the issuer
would have an opportunity to disclose any negotiations or circumstances surrounding a
notice about a possible delisting. We believe that the proposal captures the material
aspects of the notice, and that the issuer should not be required to file a copy of the notice
as an exhibit.
3.

Unregistered Sales of Equity Securities

The ICAA strongly supports the proposal to move items describing the sale of
unregistered equity securities from annual and quarterly reports to Form 8-K.13 We agree
that investors and the securities markets will benefit from more timely information
relating to the unregistered sales of equity securities, given the significant dilutive effect
such sales can have on existing holdings. With respect to the Commission’s specific
requests for comment, we recommend limiting these reports to significant or material
sales. We recommend that the obligation to disclose should be based on a materiality
standard that incorporates a presumptive financial measure (e.g. a certain minimum
percentage of the issuer’s outstanding shares or market float), which if met would require
disclosure independent of surrounding circumstances. We further recommend that
issuers continue to reference these sales and transactions in quarterly and annual reports
to provide readers with an aggregate listing of sales made during the relevant periods.

12

See Report of the NYSE Corporate Accountability and Listing Standards Committee, June 5, 2002,
with final rule proposals submitted to the Commission on Aug. 16, 2002; The Nasdaq has
submitted a series of proposed corporate governance rules to the Commission beginning on June
5, 2002; e.g., Nasdaq Press Release, Nasdaq Submits First Round of Corporate Governance Rule
Changes to the SEC; Announces Plan for Additional Issues for Review This Month (June 5,
2002).

13

Proposal at 20.
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4.

Material Modifications to Security Holder Rights

The ICAA strongly supports the proposal to move items describing material
modifications to the rights of issuer security holders and the general effects of such
modifications, from quarterly reports to Form 8-K. Given the importance of this
information to investors, all changes and modifications should be disclosed regardless of
the percentage of issuer assets represented. We recommend that the issuer continue to
reference these modifications in annual and quarterly reports .
E.

Matters Related to Accountants

The ICAA strongly supports the proposed new item requiring disclosure when an
issuer’s audit committee, board of directors, or officers conclude that the issuer’s
previously issued financial statements no longer should be relied upon. Similarly, we
strongly support the proposed disclosure when an issuer receives notice from its
accountant that the issuer should take action to prevent future reliance on a previously
issued report related to any such financial statements.14
The issuer would be required to disclose: (i) the date on which the conclusion was
reached or notice was received; (ii) a description of the events giving rise to the
conclusion or notice related to the reliability of the financial statement; (iii) a statement of
whether the audit committee, or the board of directors in the absence of the audit
committee, discussed with the accountant the subject matter giving rise to the conclusion
or notice; and (iv) a description of management’s plans to alleviate the reliance issue.
We strongly support this disclosure as proposed and believe that the issuer’s accountants
should be furnished with the disclosure on the same day the Form 8-K is filed.
F.

Corporate Governance and Management
1.

Changes in Control

The ICAA supports the proposed revised wording regarding the source of funds
used to effect a change in control of the issuer to more closely track Item 3 of Schedule
13D.15 We believe this modification clarifies the subject disclosure. We also support the
proposal that issuers be able to respond to this disclosure by incorporation by reference to
an earlier report whenever possible.
2.

Changes in Directors and Officers

The ICAA strongly supports the proposed items requiring disclosure when: (i) a
director resigns or declines to stand for re-election due to a disagreement or is removed
for cause; (ii) certain officers resign or are terminated, a director resigns, is removed or
declines to stand for re-election for any reason other than as a result of a disagreement for
14

Id. at 21-23.

15

Id. at 23.

7

cause; and (iii) a new officer is appointed or a new director elected. The proposal
requires a description of the circumstances related to a director’s resignation, declination
to stand for re-election or removal, when it is due to a disagreement or removal for cause.
We agree that this level of disclosure is appropriate for directors, but may not be
necessary for an officer departing under similar circumstances, because the nature of the
relationship between a director and the issuer’s securities holders is sufficiently different.
We recommend, however, that issuers be required to describe any disagreement between
a departing officer and the issuer that relates to an accounting matter or corporate ethics.
3.

Amendments to Articles or Bylaws

The ICAA supports the proposed requirement that an issuer report amendments to
its articles of incorporation or bylaws that are not disclosed in a proxy statement or
information statement filed by the issuer.16 We recommend, however, that this
requirement be limited to amendments considered to be material to the issuer or its
security holders.
G.

Boilerplate Explanations

We agree with the Commission that boilerplate-type statements that an event may
have a material adverse effect on the issuer, or similar statements provide limited useful
disclosure. We strongly support the Commission’s aim of obtaining responses that are
specific to the issuer and provide quantitative information whenever possible.
H.

Waiver of Corporate Codes of Conduct

The Commission has requested comment as to whether disclosure should be
required on Form 8-K when an issuer waives its corporate ethics or conduct rules.17
Since the release of the Proposal, the Commission has been directed by Congress to
require prompt disclosure on Form 8-K of any change in or waiver of an issuer’s code of
ethics for senior financial officers.18 The New York Stock Exchange has also submitted,
since the release of the Proposal, a final rule proposal to the Commission that would
require its listed companies to disclose when a code of ethics is waived for a director or
executive officer.19 Given the importance of this information to investors and the
securities markets, we believe that the waiver of an issuer’s code of ethics for any
director or executive officer, together with the board’s reasons for approving such waiver,
should be required disclosure on Form 8-K if self-regulatory organizations fail to adopt
such requirements.
16

Id. at 27.

17

Id. at 30.

18

Sarbanes-Oxley Act, supra note 4, at Sec. 406(b).

19

Proposed text to be codified at Section 303A.10 of the NYSE Listed Company Manual, (Aug. 16,
2002).
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I.

Shortened Filing Deadline

The proposal would shorten the time period for filing required current reports on
Form 8-K from five business days to two business days.20 Certainly, investors would
benefit from receiving the information on as current a basis as possible. Nevertheless, the
benefits of receiving such information on an accelerated basis should be weighed against
the need to obtain accurate information on an item-by-item basis.
We also are concerned that the shortened filing deadline creates a potential
penalty for sellers of restricted securities. Under the Proposal an issuer that misses the
two-business-day deadline is no longer eligible for short-form registration on Form S-3
for the period of one year, and Rule 144 sales would be suspended pending the filing of
the required report.21 Sellers of restricted securities would therefore suffer the potential
unintended penalty of being prevented from selling such securities as a result of an
issuer’s delay in complying with the filing requirements of Form 8-K. We recommend
that the Commission rectify this unintended result by specifying that an issuer that is
delayed in a Form 8-K filing would be limited in its sale of primary offerings, but still
eligible to use short-Form S-3 for secondary offerings (i.e., registered offerings by selling
shareholders only). We also request that the Commission clarify that resales by third
party non-insiders under Rule 144 are permitted, despite a delayed filing under Form 8K, given that such third party would have no knowledge of, or control over, the status of
a Form 8-K filing.
******
We agree with the Commission that additional and more timely disclosure by
issuers of significant events may reduce opportunities for deception and manipulation.
The ICAA strongly supports the Proposal and the series of initiatives taken by
Commission to improve the corporate disclosure and financial reporting system. We
appreciate the opportunity to comment on this important development and would be
pleased to provide any additional information.
Sincerely,

KAREN L. BARR
General Counsel

cc:

Harvey L. Pitt, Chairman

20

Proposal at 32.

21

Id. at 36.
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Cynthia A. Glassman, Commissioner
Roel C. Campos, Commissioner
Harvey J. Goldschmid, Commissioner
Paul S. Atkins, Commissioner

10

Evolution

Revolution

A Profile of the
U.S. Investment Advisory Profession

September 2002

Investment Counsel
Association of America

National
Regulatory Services

National Regulatory Services
A Division of Thomson Media
323A Main Street
PO Box 71
Lakeville, CT 06039
860.435.0200
Fax 860.435.0031
www.nrs-inc.com
Catherine Reynolds
Director of Marketing
and Product Development
860.435.2541 ext. 1862
creynolds@nrs-inc.com
Richard S. Cortese, Esq.
Vice President
Consulting Services
860.435.2541 ext. 1868
rcortese@nrs-inc.com

Investment Counsel Association of
America
1050 17th Street NW, Suite 725
Washington, D.C. 20036-5503
202.293.4222
Fax 202.293.4223
www.icaa.org
David G. Tittsworth
Executive Director
202.293.4222
david.tittsworth@icaa.org
Karen L. Barr
General Counsel
202.293.4222
karen.barr@icaa.org

© 2002 Investment Counsel Association of America and National Regulatory Services. All rights reserved.

INTRODUCTION
Last year, the Investment Counsel Association of America and National Regulatory Services
joined forces to issue a report based on the first-ever electronic filings of Form ADV, Part 1 made
by SEC-registered investment advisers. This report builds on and updates the information we
provided last year, using the latest information available from the Investment Adviser Registration
Depository (IARD). By comparing data from 2001 with more recent information, we can measure
differences in various responses submitted by investment advisers and attempt to identify
significant trends and developments taking place in the advisory profession.

Evolution

Revolution

The advent of an electronic filing system marks a watershed event for the investment advisory
profession in several important respects:
• The process of transitioning from paper filings to an electronic environment has now been completed and clearly must be described as an enormous success. Despite the difficulty and scope of
the task, thousands of investment advisers accomplished the transition without any significant
difficulty. In our view, investment advisers generally have experienced administrative efficiencies
and reduced costs in filing and amending Form ADV, Part 1 using the IARD one-stop paperless
filing system. Assuming the IARD is properly managed, we believe that even greater efficiencies
and cost reductions are possible in future years.1
• The IARD has the potential to improve the ability of the SEC to conduct more focused and efficient
inspections of investment advisers, and to utilize information that may be helpful in evaluating and
developing regulatory policies. Such increased scrutiny by regulators may be viewed as a positive
development for investment advisory firms that seek to distinguish themselves on the basis of
superior compliance and the lack of disciplinary problems.
• In September 2001, the SEC unveiled the Investment Advisers Public Disclosure (IAPD) web site:
www.adviserinfo.sec.gov. The IAPD site allows anyone with Internet access to examine Form ADV,
Part 1 information filed by each SEC-registered investment adviser (as well as an ever-increasing
number of state-registered advisers). This extraordinary development greatly enhances disclosure
and transparency. It also encourages investors to compare information filed by competing firms and
thus underscores the necessity for all investment advisers to promote and implement a strong
internal compliance culture and to adopt policies and procedures that mitigate any potential conflicts of interest.
Our preliminary analysis of the 2002 IARD data reveals several key findings:
• The number of entities that had filed Form ADV, Part 1 on the IARD as of May 15, 2002 was 7,581,
marking a significant increase from the 6,649 entities that had filed one year ago. We believe a
significant portion of this increase is attributable to entities that should have completed their initial
filings last year.2 Nonetheless, even taking this into consideration, it appears that the growth in
SEC-registered advisers continues to be surprisingly strong.
• Discretionary assets under management (AUM) attributable to all SEC-registered investment
advisers as of May 15, 2002 totaled $19.7 trillion, compared to almost $18 trillion one year ago.
We find this gain to be very surprising in light of declining market conditions during the past year.
Even taking into consideration that these numbers overstate actual AUM (due to the fact that more
than one adviser may report the same client AUM), the fact remains that AUM have risen signifi-

1

cantly during the past year. We believe that only a minor portion of the $1.7 trillion increase is
attributable to the increase in the number of entities that should have filed Form ADV, Part 1 earlier
last year. Instead, we suspect that the increase is attributable to a combination of factors: positive
investment returns for some firms, new entrants in the investment advisory business, as well as
growth in new clients and new accounts.
• In last year’s report, we provided data on the large number of SEC-registered investment advisers
that are affiliated with other entities, including brokerage firms, investment companies, insurance
companies, and accountants. We noted then that the data supported our assumption that there was
an “accelerating trend” toward affiliation of investment advisers with other entities. However, in
reviewing this year’s data, we find that the percentage of registered entities that are independent
has remained the same as last year (39%). We suspect that the downturn in the market has somewhat dampened the enthusiasm of financial services providers to pursue affiliations with each
other.
• The vast majority of entities that filed on the IARD as of May 15, 2002 (6,397 or 84%) selected
AUM of more than $25 million as the basis for SEC registration. However, we note that there are a
significant number of entities that claim SEC registration as an investment adviser based on some
other criteria, including 303 internationally based advisers.
• Finally, we note that the vast majority of SEC-registered investment advisers has continued to
report no disciplinary history. Last year, 5,402 (81%) of all registered advisers reported no disciplinary history; this year, 6,221 (82%). However, we continue to underscore the need for continued
vigilance by all investment advisers in such matters and to emphasize that awareness of legal,
regulatory, and compliance issues is a key to successful asset management.
The ICAA and NRS are pleased to present this joint report. We welcome any thoughts or
observations that augment or challenge any of our findings.

UNIVERSE OF SEC-REGISTERED INVESTMENT ADVISERS
Pursuant to the National Securities Markets Improvement Act of 1996, investment advisers that
manage less than $25 million in assets under management (AUM) are generally regulated by the
states whereas investment advisers that manage in excess of $25 million are regulated by the SEC.3
SEC-registered advisers are required to register with the SEC by filing Form ADV, Part 1 via the
Investment Adviser Registration Depository (IARD). State-registered advisers may be permitted to
utilize the IARD for state registration purposes, but are not uniformly required to do so.4
As of May 15, 2002, 7,581 SEC-registered entities had filed Form ADV, Part 1 using the IARD. This
is a surprisingly large increase from the 6,649 entities that completed the first-ever round of electronic
filings, as we reported just one year ago.5 Approximately one-half of this increase (453 firms)
represents filings by entities that had applied for IARD accounts last year but had not filed Form ADV
electronically at that time.6 Even subtracting 453 firms from this year’s total, the number of SECregistered investment advisers has increased by 7.2% during the past year, representing significant
growth in newly registered investment advisory firms.

2

ASSETS UNDER
MANAGEMENT

Evolution

We were surprised to learn
that aggregate assets
under management
reported by investment
advisers have increased
during the past year. As
reflected in the chart, the
6,649 entities that filed
Form ADV in 2001 using
the IARD collectively
reported discretionary AUM
of $17.957 trillion and nondiscretionary AUM of $2.3
trillion, totaling $20.257
trillion.7 By comparison, the
7,581 entities that filed
Form ADV in 2002 using
the IARD collectively
reported discretionary AUM of $19.743 trillion and non-discretionary AUM of $2.354 trillion, totaling
$22.097 trillion. While the greatest portion of this increase in AUM was reported by the largest
firms (i.e., firms that manage in excess of $100 billion), nearly every category of investment
advisory firms reported a net positive increase during the last year.8

Revolution

The 10% aggregate growth in discretionary AUM seems particularly surprising considering the fact
that all major U.S. stock indices declined by double digit percentages during the same period of time.
Although data
required by Form
ADV do not allow
us to measure or
confirm our
assumptions in
this regard, we
suspect that the
growth in AUM
during the past
year is attributable
to a combination
of three factors: an
influx of new
accounts and
additional funds
managed by
investment
advisers;9 positive
investment returns
in certain
3

accounts managed by investment adviser professionals;10 and a significant increase in the number
of investment advisers that have filed via the IARD.11
Not surprising is the fact that the largest firms continue to dominate the investment advisory
profession, at least in terms of assets under management. A total of 284 firms reported discretionary
AUM of more than $10 billion in 2002. These 284 largest firms reported $16.255 trillion in
discretionary AUM, representing 82% of total discretionary AUM reported by all registrants.12 As
previously noted, the largest firms also collectively reported a significant increase in AUM.13 While the
number of firms with discretionary AUM of more than $10 billion grew only slightly – from 276 in 2001
to 284 in 2002 – this category of advisory firm clearly made the most significant gain in market share
in terms of AUM.

Finally, we note that there are 989 entities that reported less than $25 million in AUM, an increase
of 29% over last year. It is our belief that this number must represent three types of entities: (1)
investment advisers that previously reported AUM of more than $25 million and are now indicating
that they will withdraw from registration; (2) newly formed investment advisers that believe their AUM
will exceed $25 million within 120 days of filing Form ADV; and (3) entities that claim adviser
registration on some basis other than AUM of at least $25 million. Of the 989 firms with less than $25
million in total assets, 601 investment advisers reported zero assets under management. Most of
these 601 firms are pension consultants, control affiliates, and newly formed advisers.
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CHARACTERISTICS OF INVESTMENT ADVISORY FIRMS
Form of Organization
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As shown in the pie chart (left),
the vast majority of investment
advisory firms are, as has
historically been the case,
organized as corporations 4,925 (65%). The number of
advisory firms organized as
corporations has grown by 387
since last year. By comparison,
the growth in advisory firms
organized as limited liability
companies increased by a
robust 457 over the same
period. This underscores the
increasing popularity of this
liability and tax-friendly
alternative form of business
organization. Statistically,
23.5% of SEC-registered
investment advisers are
organized as limited liability
companies.

Revolution

International Business
A total of 460 (6%) investment advisers report that they are registered with a foreign financial
regulatory authority, holding steady compared with last year.

Employees
Being small continues to be big in the advisory profession. As was the case in 2001, most advisory
firms employ relatively few individuals. A total of 3,681 (48.5%) firms reported that they have only one
to five employees. In addition to being a significant increase over the 3,092 that so reported in 2001,
the one to five employee reporting range is the only range in which a significant year-over-year
increase occurred. By way of contrast, the number of firms employing between 501 and 1000
persons declined. We noted last year that “while the profession has been populated by ‘small shops’
since its inception, the downstreaming of information technology and information to small business
over the last decade has served to maintain, if not extend, this demographic.” The hardening of
the extended decline experienced in the equity markets may also have been a contributing factor
to this trend. In fact, 5,122 (67.5%) of all registered investment advisers have ten or fewer
employees. On the other end of the range, 258 (3.4%) investment advisory firms employ more
than 250 persons, 95 of which employ more than 1,000 persons.
As was the case last year, 2.5% of SEC-registered investment advisers reported that none of their
employees perform investment advisory functions. A total of 4,921 (65%) firms have one to five
employees performing investment advisory functions and 1,114 (15%) employ between six and ten
5

Employees of Investment Adviser Firms
Number of
Employees

0
1 to 5
6 to 10
11 to 50
51 to 250
251 to 500
501 to 1,000
More than
1,000

# of IA Firms
containing “x”
number of
employees

# of IA Firms whose
employees perform
investment advisory
functions

# of IA Firms whose
employees are
registered
representatives of a
broker-dealer

3,681
1,441
1,663
538
98
65
95

198
4,921
1,114
1,003
252
50
20
23

4,308
2,044
440
503
168
44
35
39

advisory personnel. On the other hand, only 43 (.6%) firms have more than 500 employees
performing investment advisory functions. 4,308 (57%) investment advisers do not employ any
individuals who are registered representatives of a broker-dealer; 2,044 (27%) employ between
one and five registered representatives. Of 74 (1%) firms that employ more than 500 registered
representatives, only 57 are dually registered.

Solicitors
As was the case in 2001, the data reveal a broad range of third-party marketing practices by
investment advisers: 4,754 (63%) of investment advisory firms do not employ third-party solicitors to
acquire advisory clients; 2,307 (30%) investment advisers have between one and five firms or
persons soliciting advisory clients on their behalf. These statistics are virtually unchanged from the
data reported in 2001. On the other end of the spectrum, only 24 firms reported that they use more
than 250 third-party solicitors.

Advisory Activities
The IARD data reflect that 823 (11%) of investment advisers act as portfolio managers for wrap fee
programs and 352 (5%) act as sponsors of wrap fee programs. This represents no change from the
percentages reported last year. A total of 257 firms (73%) reported that they act as sponsors of wrap
fee programs and also reported themselves to be dual registrants, up from 50.9% in 2001. In
addition, 181 investment adviser firms reported that they both sponsor wrap fee programs and serve
as portfolio managers for such programs. The following chart shows the various types of advisory
services provided by SEC-registered advisers.
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Investment Advisory Services
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Type of Advisory Activity

Financial Planning Services
Portfolio management for individuals and/or small
businesses
Portfolio management for investment companies
Portfolio management for businesses or institutional clients
(other than investment companies)
Pension consulting services
Selection of other advisers
Publication of periodicals or newsletters
Security ratings or pricing services
Market timing services
Other

# of IA Firms
providing advisory
services
2,501
5,639

Revolution
1,470
4,564
1,137
1,597
526
34
233
1,013

Note: This information was obtained from NRS’ IA-info product (4/15/2002) due to deficiencies in the NASD’s
aggregation of IARD data at the time of data collection for this report. The information reported above is based on
7,524 registered advisers versus the 7,581 registered advisers at the time of the data download used for the other
segments of this report.

Other Business Activities
A significant number of registered investment advisers continue to be involved in non-advisory
activities: 642 (8.5%) investment advisers are dually registered as broker-dealers; 912 advisers
(12%) are also registered representatives of a broker dealer; 338 (4.5%) advisers are registered as
a futures commission merchant, commodity pool operator or commodity trading adviser; 982 (13%)
advisers are also insurance brokers or agents; 81 (1%) advisers are either a bank or a separately
identifiable department or division of a bank; 1,848 (24%) advisers sell products or provide services
other than investment advice to advisory clients. A total of 63% of all advisory firms indicated that they
are not actively engaged in any business other than giving investment advice.14

Financial Services Industry Affiliations
The IARD data reflect that registered investment advisers are affiliated with diverse segments of the
financial services industry. The year-over-year numbers do not indicate any obvious or dramatic shifts
or trends. As depicted below, approximately one-third of registered advisers are affiliated with brokerdealers, with a similar percentage linked with other investment advisers.
This year’s statistics on investment adviser affiliations with financial services industry entities are as
follows:
• 2,631 (35%) are affiliated with broker-dealers
• 1,549 (20%) are affiliated with investment companies
• 2,683 (35%) are affiliated with other investment advisers
• 856 (11%) are affiliated with futures commission merchants, commodity pool operators, or commodity trading advisers
• 1,099 (14%) are affiliated with banks or thrifts
• 633 (8%) are affiliated with accountants or accounting firms
• 411 (5%) are affiliated with lawyers or law firms
• 1,635 (21%) are affiliated with insurance companies or agencies
7

• 505 (6%) are affiliated with pension consultants
• 467 (6%) are affiliated with real estate firms
• 976 (12%) are affiliated with sponsors or syndicators of limited partnerships
Consistent with the foregoing data on affiliations, more than one-third (39%) of all investment advisers
are independent, i.e., they are not affiliated with any other financial industry entity. Of these firms,
2,182 (29%) are not only independent, but also are not engaged in any business other than providing
investment advisory services.15
It is also worth noting that 2,543 (34%) advisers reported that they or their related persons are general
partners in an investment-related partnership or manager of an investment-related LLC. This
response would seem to reflect the proliferation in hedge investment partnerships in recent years,
which apparently has not abated notwithstanding the onset of a prolonged bear market.16

CLIENTELE OF INVESTMENT ADVISERS
Of the ranges available in Form ADV to select for number of clients, the most prevalent category
chosen by advisers was 26-100 clients, reported by 27% of advisers. 694 firms (9%) had more than
500 clients. Of these 694 firms, 252 serve as portfolio managers in wrap fee programs and 115
provide financial planning services to more than 500 clients. Approximately 18% of advisers had only
1 to 10 clients. Curiously, 365 investment advisory firms reported that they had no advisory clients
during the most recently completed fiscal year. However, of the 365 firms with zero clients, 115
claimed to have assets under management.17 Most of the firms that reported no advisory clients and
no assets under management were newly formed advisers or advisers that control, are controlled by,
or are under common control with SEC-registered advisers with the same place of business.18
The following chart depicting the types of clients served by investment advisers illustrates the broad
diversity of advisory businesses. Fully 38% of all SEC registrants have no retail clients.19 Indeed,
aggregating the “none” and “up to 10%” responses to the retail category, 53% of investment advisers
have little or no retail business. Approximately 24% of advisers have no individual clients at all – either
retail or high net worth. On the other hand, 804 (10.6%) indicated that they have no institutional
Percentages of Various Client Types
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Types of Clients 21

None

Up to 10%

11-25%

26-50%

51-75%

More than 75%

Individuals (other than high net worth
individuals

2,887

1,160

766

980

858

930

High net worth individuals

2,049

1,302

939

1,250

1,036

1,005

Banking or thrift institutions

6,782

613

75

51

10

50

Investment companies (including mutual
funds)

6,081

707

167

136

64

426

Pension and profit sharing plans (other
than plan participants)

2,808

2,870

934

502

203

264

Other pooled investment vehicles (e.g.
hedge funds)

5,962

801

166

157

79

416

Charitable organizations

4,221

2,797

393

129

22

19

Corporations or other businesses not
listed above

3,815

2,967

465

17

52

105

State or municipal government entities

6,474

765

160

99

33

50

Other

6,891

396

104

57

29

104

clients.20 Of note, 1,500 (20%) investment advisers reported that they provide advisory services to
investment companies (mutual funds). These percentages are virtually unchanged from those we
reported last year.

Compensation
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Virtually all investment advisers - 94% - are compensated for at least some of their investment
advisory services to clients based on a percentage of assets under management. Approximately
31% of firms also provide services based on hourly charges. 37% offer fixed fee arrangements.
Notably, only 12% are compensated on a commission basis. Finally, 23% of investment advisers
have performance-based fee arrangements with at least some clients. This information regarding
compensation arrangements is virtually the same as that reported last year.22

PARTICIPATION OR INTEREST IN CLIENT TRANSACTIONS
Form ADV, Part 1 requests information about an investment adviser’s participation or interest in
client transactions. However, because the questions solicit responses regarding the adviser or any of
its related persons, it is difficult to determine whether the responses apply to the specific entity filing
the form or to the firm’s advisory affiliates and any person under common control with the adviser.

Proprietary Interest in Client Transactions
• 8.5% of advisers or their related persons engage in principal transactions (i.e. buying securities
from an advisory client or selling securities the adviser owns to a client).
• 71% of advisers or their related persons buy or sell securities they also recommend to clients
(personal or proprietary trading).
• 23.6% recommend securities in which the advisory firm or a related person has an interest.

Sales Interest in Client Transactions
• 9.2% of advisers or their related persons engage in agency cross transactions.
• 19.9% recommend securities to clients where the advisory firm or a related person serves as
underwriter, partner, or purchaser representative of the issuer.
• 12% recommend securities to clients for which the firm or a related person has any other sales
interest (other than commissions as a broker).

Investment or Brokerage Discretion
• 6,417 (85%) investment advisers or related persons have discretionary authority to select securities to be bought or sold for a client’s account.
• 6,404 (84%) have discretionary authority to determine the amount of securities to be bought or
sold.
• 5,028 (66%) have discretionary authority to select brokers.
• 4,566 (60%) have discretionary authority to determine the commission rates paid to brokers.
• 4,895 (65%) have discretionary authority to determine the broker or dealer that will be used.
• 4,365 (58%) receive research or other products or services other than execution from a broker or
third party in connection with securities transactions (i.e. soft dollars).
• 3,234 (43%) compensate employees or third parties for client referrals.

9

CUSTODY
The IARD data confirm that the vast majority of SEC-registered advisers do not have custody of
client accounts or securities. A total of 832 (11%) advisers reported that they have custody over
client cash or bank accounts.23 A total of 750 (10%) advisers reported that they have custody over
client securities.
In addition, 13% of investment advisers have related persons that have custody over their clients’
cash, bank accounts, or securities. Approximately 40% of these related persons are registered
broker-dealers.
These statistics may actually overstate the number of advisers that have custody of client funds due to
possible adviser confusion over the somewhat elusive definition of “custody.” For example, some
advisers may indicate they have custody under certain fee billing arrangements even though they are
in compliance with the key SEC no-action letters, which are often the only source of guidance on this
topic. The data relating to custody may change in future years. On July 18, 2002, the SEC issued a
proposed rule that would result in sweeping changes to the current rule on custody (Rule 206(4)-2 of
the Investment Advisers Act). Adoption of a final rule, which may occur later this year, promises to
clarify the circumstances under which an adviser has custody of client assets.

DISCLOSURE INFORMATION
It is difficult to draw definitive conclusions from the disclosure information provided in Form ADV, Part
1 for several reasons. The details contained in the disclosure reporting pages have not been made
available to us in aggregate form from IARD filings. Also, the information is reported for the advisory
firm and its employees, officers, directors, and affiliates for the past ten years, whether or not affiliated
with the firm during that time. Thus, the information reported does not necessarily reflect the actions of
the firm actually filing the Form ADV. The same disciplinary event at one firm may be reported by
multiple separate affiliates. Also, the same disciplinary event may generate affirmative answers to
several different questions. It is thus impossible from the current data to discern the number of
separate events reported.
Nevertheless, we have the following observations:
• 6,221 (82%) registered investment advisers reported no disciplinary history at all, up one percent
from last year.
• 1,360 (18%) firms reported at least one answer in the affirmative to the disciplinary questions,
either related to them or to an advisory affiliate. Of these firms, 104 advisers reported only pending
charges, with no final outcomes.
The questions that generated by far the most “yes” responses were consistent with last year.
However, comparing the number of “yes” responses to the total number of firms, the actual
percentage of “yes” responses to these disciplinary questions was down from the 2001 data:
• Has any federal, state, or foreign regulatory agency (other than the SEC or CFTC) found you or any
advisory affiliate to have been involved in a violation of investment-related regulations or statutes?
621 “yes” responses (8% vs. 8.6% reported in 2001)
• Has any federal, state, or foreign regulatory agency (other than the SEC or CFTC) entered an order
against you or any advisory affiliate in connection with an investment-related activity? 599 “yes”
responses (7.9% vs. 8.4% reported in 2001)
10

• Has any self-regulatory organization or commodities exchange found you or any advisory affiliate to have been involved in a violation of its rules? 552 “yes” responses (7.3% vs. 7.4% reported in 2001)
• Has the SEC or CFTC found you or any advisory affiliate to have been involved in a violation of
SEC or CFTC regulations or statutes? 370 “yes” responses (4.9% vs. 5.1% reported in 2001)

Evolution

BASIS FOR SEC REGISTRATION

Revolution

The vast majority of advisers registered with the SEC (84%) selected assets under management of
more than $25 million as the basis for registration, a decrease of 2% from last year. Approximately
1,267 firms indicated more than one basis for SEC registration. A total of 936 (12%) firms selected
neither “assets under management” nor “adviser to registered investment company” as the basis for
registration.24 A total of 827 of these 936 firms reported less than $25 million in total assets under
management. These firms are permitted to register with the SEC under one of the exemptions the
SEC adopted under rules promulgated pursuant to authority granted to it by Congress. A total of 61
firms have used the multi-state exemption for SEC registration. In addition, 303 foreign advisers have
registered with the SEC, compared with 229 last year. A total of 109 newly formed advisers have filed
Form ADV, Part 1 with the SEC with the expectation that they will soon manage more than $25 million
in assets.25
This year’s statistics on advisers’ selections for the basis for registration with the SEC are as follows:
•
•
•
•
•
•
•
•
•
•
•

6,397 selected assets under management of $25 million or more
84 selected principal office and place of business in U.S. Virgin Islands or Wyoming
303 selected principal office and place of business outside the U.S.
1,180 selected adviser to registered investment company
4 selected nationally recognized statistical rating organization (NRSRO)
308 selected pension consultant
442 selected investment adviser controls, is controlled by, or is under common control with SECregistered investment adviser with same principal office and place of business
109 selected newly formed adviser expecting to be eligible within 120 days
61 selected multi-state adviser
8 selected SEC exemptive order
102 selected are no longer eligible for SEC registration
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Endnotes
1
Additional challenges remain with respect to the proposed Part 2 of Form ADV, a narrative brochure that will describe a broad variety of
business practices and processes. The SEC has not yet issued a final rule on this important disclosure document and the press of other
business may prevent the Commission from acting on this rule in the near future. NASD, operator of the IARD system, has not even begun to
develop IARD capability for Form ADV, Part 2.
2
Last year we reported that 673 firms may have set up IARD accounts without having filed Form ADV, Part 1 at that time. See Evolution/
Revolution: A Profile of the U.S. Investment Advisory Profession (July 2001) at n. 7 (hereafter “2001 Report”). See also n. 6 infra.
3
Pursuant to a variety of exemptions, certain types of advisers that do not manage in excess of $25 million are permitted to register with the
SEC.
4

Unfortunately, a number of states have not yet required state-registered investment advisers to use the IARD. We understand that approximately 6,500 of the estimated 15,000 state-registered investment advisers have filed Form ADV, Part 1 via the IARD.

5

According to the SEC’s 1999 annual report, there were 6,360 SEC-registered investment advisers in 1999.

6

As noted in our July 2001 report, there were more than 673 entities that had applied for IARD accounts but had not filed Form ADV at that time.
We assumed that the vast majority of these entities represented investment advisers that should have filed Form ADV, Part 1 by the end of April
2001 but were simply dilatory in making the transition from paper filings to an electronic environment. It now appears that 453 of these entities
have filed Form ADV, Part 1 via the IARD.
7
The AUM reported by investment advisers in all three categories (discretionary, non-discretionary, and total) overstates actual AUM because
more than one investment adviser can “claim” and report the same AUM. For example, an adviser that allocates assets among mutual funds on a
discretionary basis will report a subset of the same assets that the advisers to these mutual funds report. Similarly, a sub-adviser to a fund may
count the same AUM as the primary manager of the fund.
8

Advisers managing more than $100 billion reported aggregate discretionary AUM of $8.185 trillion in 2001 and $9.249 trillion in 2002. Advisers
managing between $50 – 100 billion reported discretionary AUM of $1.923 trillion in 2001 and $2.482 trillion in 2002. Advisers managing between
$10 – 50 billion reported discretionary AUM of $4.567 trillion in 2001 and $4.524 trillion in 2002. Advisers managing $5 – 10 billion reported
discretionary AUM of $1.192 trillion in 2001 and $1.218 trillion in 2002. Advisers managing $1 – 5 billion reported discretionary AUM of $1.311
trillion in 2001 and $1.432 trillion in 2002. Advisers managing $100 million — $1 billion reported discretionary AUM of $666 billion in 2001 and
$710 billion in 2002. Advisers managing $25 – 100 million reported discretionary AUM of $105 billion in 2001 and $120 billion in 2002. Advisers
managing less than $25 million reported AUM of $5.7 billion in 2001 and $7.4 billion in 2002.

9
Indeed, $1.2 trillion of the $1.8 trillion increase in total AUM is attributable to growth in existing firms that filed last year via IARD. The number of
firms trending up in assets (2,283) and remaining virtually unchanged (1,349) were less than the number of firms that saw shrinking assets
(2,625). However, these growing firms clearly must have grown at a greater rate than the firms that decreased in asset size.
10

See, e.g., “Institutional money managers trounce stock market in ’01.” Pensions & Investments (May 27, 2002).

11

The primary growth in AUM does not appear to be a result of the 453 entities that had applied for IARD accounts but had not filed last year; the
453 entities reported only $259 billion in total AUM.
12
This is the same percentage that we reported last year in this regard. The 276 largest firms (i.e., those managing discretionary AUM of more
than $10 billion) reported aggregate discretionary AUM of $14.675 trillion in 2001, representing 82% of the $17.957 trillion discretionary AUM
reported by all registrants.
13

See note 8 supra. Upon reflection, we believe our 2001 report did not clearly distinguish between discretionary and total AUM. We have
attempted to clarify this difference in this report.

14

The 72% statistic we used in last year’s report was derived from determining how many advisers did not check any boxes in response to Item
6A in Form ADV, Part 1, which lists specific types of businesses. This year’s 63% statistic was derived from determining how many advisers
did not check any boxes in response to Item 6A or 6B1, which asks whether the adviser is actively engaged in any other business not listed in
Item 6A. It is difficult to determine under what circumstances advisers decided to check the Item 6B1 box, but, upon reflection, we believe its
inclusion in the statistic regarding other active business is probably warranted.

15

Consistent with the calculation discussed in note 14, supra, this statistic was derived by including all advisers who did not check any boxes in
response to Items 6A, 6B1, and 7A.

16

There are about 6,000 hedge funds – nearly double the number four years ago – that manage roughly $550 billion. See “Hedge Funds Better
Placed for Bear Market,” by Svea Herbst-Bayliss (Reuters, July 28, 2002).

17

There are two possible reasons for an investment adviser to report assets under management with no clients. First, the investment adviser
manages its own money and/or its family’s money with no advisory fees exchanging hands. Second, the investment adviser inaccurately filled
out Form ADV.

18

The data show that 86 of these firms were newly formed and 94 firms were of the “common control” variety.

19

As defined in Form ADV, Part 1, Item 5D(1), retail clients are individuals other than high net worth individuals, i.e., individuals with less than
$750,000 managed by the adviser or less than $1.5 million net worth.

20

These figures include the 197 registrants that marked the “none” response for every type of client listed in Item 5D, including “other.”

21

Investment advisers have the ability to select more than one client type on Form ADV, Part 1, Item 5(D).

22
Last year, 95% of investment advisers reported that they were compensated based on assets under management, 30% provided services
based on hourly charges, 36% offered fixed fee arrangements, 12% were compensated based on commissions, and 23% had performancebased arrangements.
23
Under Section 203A(a)(1) of the Advisers Act, enacted as part of the National Securities Markets Improvement Act, advisers with $25 million in
assets under management and advisers to registered investment companies are required to register with the SEC. Other advisers are prohibited from registering with the SEC unless the Commission has used its exemptive authority to permit a person or class of persons to so register.
24

See Section 203A(c) of the Advisers Act. It is difficult to ascertain the various classes of registrant into which each firm falls because Item 2A
of Form ADV, Part 1 does not require firms to check every basis for registration that applies. For example, 1,500 firms indicated that they advise
at least some mutual funds in response to Item 5D, but only 1,180 firms selected this as the basis for registration.
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12

A total of 92 of these firms reported no assets under management at the time of filing.

Evolution

Revolution

INVESTMENT COUNSEL ASSOCIATION OF AMERICA
The Investment Counsel Association of America is a not-for-profit organization that exclusively
represents the interests of federally registered investment adviser firms. The Association was
founded in 1937 and played a major role in the enactment of the Investment Advisers Act of 1940, the
federal law regulating the investment advisory profession. Today, the ICAA consists of about 300
SEC-registered investment advisory firms that collectively manage in excess of $3 trillion in assets for
a wide variety of institutional and individual clients. For more information please visit www.icaa.org.

NATIONAL REGULATORY SERVICES
National Regulatory Services (NRS), a division of Thomson Media, is the leader in compliance and
registration services for investment advisers, broker-dealers, investment companies, and insurance
institutions. NRS provides initial registration, compliance consulting, software solutions designed to
meet regulatory requirements, customized technology solutions, and compliance training services.
For more information please visit www.nrs-inc.com.

ICAA
September 12, 2002
Via Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Re:
Proposed Amendments to Investment Company Advertising Rules; Release No.
33-8101; 34-45953; IC-25575; File No. S7-17-02
Dear Mr. Katz:
I am writing in response to the supplemental comment letter dated August 21
from the North American Securities Administrators Association (NASAA).
While not addressing our organization by name, it is clear that NASAA’s letter
refers to our comment letter and our proposal to amend the Commission’s advertising
rule under the Investment Advisers Act of 1940. For the record, we wish to take this
opportunity to note our strong exception to two arguments set forth in NASAA’s letter.
First, we take issue with the assertion that the “objective character of the
Commission’s investment adviser advertising rule is its strength” and that investment
advisers “know the standards to which they will be held.” Nothing could be further from
the truth. The fact of the matter is that the investment adviser advertising rules have
become a complex maze of no-action letters that are subject to inconsistent and
conflicting interpretations. It is precisely because of the confusion and complexities
caused by these pronouncements that we have urged the Commission, at a bare
minimum, to issue a revised rule in an effort to consolidate guidance on the subject and to
provide needed clarification to investment advisers.
Second, we certainly take issue with the following statements in NASAA’s letter:
If the SEC took action viewed as weakening investor protections, states most
certainly would reinstate them in separate legislation. Because the states retain
jurisdiction over SEC-registered investment advisers in instances of fraud,
changing the rules could not only lessen the protections under federal law for
investors, but face advisers with a conflict between the activities deemed
fraudulent by the SEC and state regulators.

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

Section 303 of the Investment Advisers Supervision Coordination Act1 preempts
state and local laws regulating SEC-registered investment advisers and their supervised
persons (including laws that define fraud or deceit). While the law specifically provides
that state securities commissions may investigate and bring enforcement actions “with
respect to fraud or deceit” against SEC-registered investment advisers, this limited grant
of authority does not entitle state legislatures or securities commissions to redefine fraud
or deceit in a manner that is inconsistent or different from federal laws and regulations.
If the law could be read in such a manner, the core of the legislation – i.e., the preemption
of state authority over SEC-registered investment advisers – would be rendered moot.
The legislative history certainly does not support such an interpretation and we would
certainly welcome the opportunity to provide detailed documentation that supports the
only logical meaning of the law.
We note that NASAA’s letter suggests that a “limited” review of investment
adviser advertising rules may be warranted “as a separate matter.” We agree that the
Commission should commence a separate proceeding as soon as possible to review and
revise the investment adviser advertising rules in order to allow all of these important
issues to be debated publicly and resolved in a manner that is consistent with the
Commission’s mission of investor protection.
Sincerely,
/s/
DAVID G. TITTSWORTH
Executive Director
Cc:

Mr. Joseph Borg

1

Section 203A of the Investment Advisers Act of 1940, as revised, provides as follows: “(b) ADVISERS
SUBJECT TO COMMISSION AUTHORITY. (1) IN GENERAL. – No law of any State or political
subdivision thereof requiring the registration, licensing, or qualification as an investment adviser or
supervised person of an investment adviser shall apply to any person (A) that is registered under section
203 as an investment adviser, or that is a supervised person of such person, except that a state may license,
register, or otherwise qualify any investment adviser representative who has a place of business located
within that State; or (B) that is not registered under section 203 because that person is excepted from the
definition of an investment adviser under section 202(a)(11). (2) LIMITATION. Nothing in this
subsection shall prohibit the securities commission (or any agency or office performing like functions) of
any State from investigating and bringing enforcement actions with respect to fraud or deceit against any
investment adviser or person associated with an investment adviser.”
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ICAA
September 23, 2002
Via Electronic Mail
Jonathan G. Katz, Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
RE:

Regulation Analyst Certification, Release Nos. 33-8119; 34-46301; File
No. S7-30-02

Dear Mr. Katz:
The Investment Counsel Association of America1 welcomes this opportunity to
share our views on proposed Regulation Analyst Certification (Regulation AC). ICAA
members collectively manage trillions of dollars in assets for institutional and individual
investors. We strongly support measures to promote the integrity and transparency of
information that is provided to the public regarding issuers. The ICAA applauds the
Commission’s efforts to address documented abuses involving certain sell-side research
analysts. We comment only to request the Commission to revise the proposed rule
explicitly to exclude investment advisers.
Background
The purpose of Regulation AC is to “promote the integrity of research reports and
investor confidence in the recommendations contained in those reports.”2 Regulation AC
principally is intended to address conflicts of interest that arise when a broker-dealer that
is also an underwriter or market maker produces its own research. As proposed,
Regulation AC would require any research report disseminated by a broker-dealer or
“any person associated with a broker-dealer” to include certifications by the research
analyst who prepared the report that the views expressed accurately reflect the analyst’s
personal views and to indicate whether the analyst received compensation in connection
with the specific recommendations or views expressed in the report. Broker-dealers or
associated persons who publish, circulate, or provide a research report also must make a
1

The ICAA is a not-for-profit organization that exclusively represents the interests of federally registered
investment adviser firms. Founded in 1937, the ICAA today consists of about 300 SEC-registered adviser
firms that collectively manage in excess of $3 trillion in assets for a wide variety of institutional and
individual clients. For additional information, please consult our web site: www.icaa.org.
2
Securities and Exchange Commission, Proposed Rule: Regulation Analyst Certification, Release Nos. 338119; 34-46301; File No. S7-30-02 (August 2, 2002).
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record that includes the analyst’s certification regarding the views expressed in any
public appearance during the previous calendar year.
Although proposed Regulation AC is intended to apply to sell-side analysts,
investment advisers affiliated with broker-dealers may be covered by the rule as a
“person associated with a broker-dealer.”3 In addition, under certain circumstances, an
investment adviser may be deemed a research analyst, which is defined as “any natural
person who is responsible for the analysis of any security or issuer included in a research
report.”4 The term “natural person” could be construed to include any person who
prepares a research report that is circulated by a broker-dealer, regardless of such
person’s affiliation with a broker-dealer or the purpose of the research report.
It would not be logical – nor does it appear to be the Commission’s intention – to
include some investment advisers in a rule designed to address concerns related to
broker-dealers. Indeed, the Commission cites with approval the NASD’s statement that
“research analyst” would not include “investment advisers, including fund portfolio
managers, who are not principally responsible for preparing the substance of a research
report even if they are registered persons of members.”5 Accordingly, Regulation AC
should explicitly exclude investment advisers from its scope, as discussed below.
Discussion
The Commission’s proposal specifically requests comment on whether the rule
should explicitly exclude investment advisers.6 The ICAA strongly urges the
Commission explicitly to exclude investment advisers from Regulation AC. Buy-side
analysts do not face the types of conflicts or engage in the types of practices that gave
rise to this regulation. Further, no record of abuse has been demonstrated to justify
inclusion of any segment of investment advisers.
The most significant conflict faced by sell-side analysts relates to their
involvement in the investment banking business. The proposal explains: “Sell-side
analysts typically work for full-service broker-dealers that sell securities to the public and
make recommendations on the securities they cover. Many of the more popular sell-side
analysts work for prominent brokerage firms that also provide investment banking
services for corporate clients-including companies whose securities the analysts cover.”7

3

At the Commission’s July 24, 2002 open meeting, the Director of the Division of Market Regulation
indicated that an investment adviser associated with a broker-dealer might be subject to Regulation AC.
4
In contrast, NASD Rule 2711(a)(4) defines “research analyst” as an “associated person who is principally
responsible for” preparation of the substance of a research report, thereby limiting the term to a person
associated with a broker-dealer. We assume the Commission does not intend to adopt a rule that is
significantly different from the NASD’s rule.
5
Regulation AC Proposal at n.16.
6
See Regulation AC Proposal, at page 7. “The application of proposed Regulation AC broadly covers
brokers or dealers and any person associated with a broker or dealer because we believe that these entities
are subject to the greatest conflicts. . . . Should the rule explicitly exclude investment advisers?”
7
Id. at n.5.

2

Analysts employed by entities with investment banking business have an
incentive to issue positive recommendations with respect to companies that are clients
because compensation frequently is based on investment banking profits and/or
determined with input from the banking division. Further, positive recommendations
may be seen as fostering better relationships between investment bankers and issuers.8 In
contrast, buy-side firms generally do not have an investment banking relationship with
the companies that they study or in which they invest. Buy-side analysts have no internal
incentive to make statements that are contrary to the analysis they have performed.
Buy-side analysts typically work for institutional money managers, including
advisers to mutual funds and hedge funds. Investment advisers derive their revenues
from fees paid by advisory clients based on a percentage of assets under management.
They research companies as part of the investment decision-making process for their
client portfolios on a discretionary basis. For buy-side analysts, success or failure is a
direct function of the accuracy and value-added nature of their analysis. Buy-side
analysts are successful if their investment decisions result in good performance for their
clients’ accounts, leading to growth in assets under management. Their interests are
directly aligned with their clients’ interests.9
Further, investment advisers operate under a legal framework that requires
advisers to mitigate or eliminate conflicts of interest or, in the alternative, to disclose
them.10 Investment advisers have a fiduciary duty to act solely in the best interests of
their clients and to act with the utmost duty of faith and loyalty.11 Broker-dealers do not
have such an explicit fiduciary duty in relation to their customers. An adviser’s
affiliation with a broker-dealer does not relieve the adviser from its fiduciary obligations
and therefore, application of Regulation AC to investment advisers affiliated with brokerdealers would not offer any additional investor protection.12

8

See Written statement of Laura S. Unger, Acting Chairman, U.S. Securities & Exchange Commission,
Concerning Conflicts of Interest Faced by Brokerage Firms and Their Research Analysts, before the
Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises (July 31, 2001).
9
In requiring certification that analysts truly believe their own recommendations, the Commission may also
intend to address potential conflicts raised by personal trading in the securities being recommended. In
contrast to broker-dealers, most advisers have in place comprehensive codes of ethics that restrict personal
securities transactions by managers and analysts in a manner designed to prevent conflicts of interest.
10
See Opening Statement by Chairman Arthur Levitt: Amendments to Form ADV (April 5, 2000)
(“Investment advisers have two choices under the [Advisers] Act. They must rid themselves of all conflicts
of interest with their clients … Or, they must fully disclose any conflicts to clients and prospective
clients”).
11
See, e.g., SEC v. Capital Gains Research Bureau, 375 U.S. 180, at 186 (1963); In re Arleen W. Hughes,
Exchange Act Release No. 4048 (Feb. 18, 1948).
12
If the Commission in fact intends that some investment advisers will be covered by proposed Regulation
AC, we believe the Commission should include an explanation of what situations it is intending to address
and the basis for such inclusion.
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We welcome the opportunity to discuss this subject in greater detail with the
Commission or its staff. Please do not hesitate to contact me if you have any questions
about our views on these important issues.
Sincerely,

David G. Tittsworth
Executive Director
cc:

The Honorable Harvey L. Pitt
The Honorable Cynthia A. Glassman
The Honorable Harvey J. Goldschmid
The Honorable Paul S. Atkins
The Honorable Roel C. Campos
Annette L. Nazareth
Paul F. Roye
Robert E. Plaze
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ICAA
September 25, 2002
Via Electronic Filing
Jonathan G. Katz
Secretary
U.S. Securities and Exchange Commission
450 Fifth Street, N.W.
Washington D.C. 20549-0609
Re:

Proposed Rule: Custody of Funds or Securities of Clients by
Investment Advisers, File No. S7-28-02, Release No. IA-2044

Dear Mr. Katz:
The Investment Counsel Association of America1 (ICAA) appreciates the
opportunity to submit comments regarding the Securities and Exchange Commission’s
proposed amendments to Rule 206(4)-2 of the Investment Advisers Act of 1940, which
governs custody of client assets.2 The Commission’s proposed amendments represent a
major and comprehensive revision of the current custody rule. We applaud the
Commission’s efforts to modernize this rule and strongly support the proposal with some
suggested modifications.
As the Commission notes in the proposing Release, the custody rule has not been
amended since its adoption over 40 years ago. Custodial practices have changed
significantly since adoption of the rule. Although the Commission has sought to clarify
application of the rule through no-action letters and interpretive guidance, the abundance
of these pronouncements (almost 90 no-action letters) has been a source of confusion for
advisers. The proposed amendments seek to conform the rule to modern custodial
practices and provide much needed clarification and transparency to the rule. The
proposal also would alleviate unnecessary compliance burdens for advisers while
providing workable standards and meaningful protection for advisory clients.

1

The ICAA is a not-for-profit association that exclusively represents the interests of SEC-registered
investment advisers. Founded in 1937, the Association’s membership today consists of approximately 300
investment advisory firms that collectively manage in excess of $3 trillion for a wide variety of institutional
and individual clients. For additional information, please consult our web site at www.icaa.org.

2

See Proposed Rule: Custody of Funds or Securities of Clients by Investment Advisers, Release No.
IA-2044 (July 18, 2002) (hereinafter, the “Release”).
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BACKGROUND AND SUMMARY
The custody rule is designed to prevent the misappropriation of client assets by
investment advisers. To achieve this purpose, the rule requires advisers with custody to:
(1) segregate and identify each client’s securities and hold them in a reasonably safe
place; (2) deposit each client’s fund in bank accounts that contain only client funds and
are maintained in the adviser’s name as agent or trustee for the client; (3) notify the client
of the place and manner in which such funds and securities are maintained at all times;
(4) send the client on a quarterly basis an itemized statement showing the funds and
securities in the adviser’s custody; (5) at least once each year, have an independent public
accountant conduct a surprise examination of all client funds and securities in the
adviser’s custody; and (6) send an audited balance sheet with the disclosure brochure
(Part II of Form ADV) they send to their clients.3
The proposed rule amendments would eliminate many of these burdensome
requirements so long as the adviser with custody maintains client funds and securities
with a qualified custodian and has a reasonable basis to believe that the qualified
custodian sends monthly account statements directly to their clients. Alternatively, the
adviser could choose to send clients quarterly account statements and be subject to an
annual surprise audit. The proposal exempts advisers from the custody rule with respect
to clients that are registered investment companies or are limited partnerships or other
pooled investment vehicles if the partnership is audited at least annually and the audited
financial statements are delivered to limited partners. The proposed amendments would
add a definition of custody to the rule and clarify certain circumstances under which an
adviser has custody of client funds. Finally, the proposal would eliminate the
requirement that advisers with custody include an audited balance sheet with their client
brochures.
DISCUSSION
The ICAA strongly supports the proposal with the modifications recommended below.
1. Definition of Custody. We recommend that the rule proposal be revised to
allow advisers more flexibility with respect to inadvertent receipt of client
funds and securities. We also request that the Commission except from the
proposed definition of custody arrangements where the adviser is authorized
to deduct advisory fees from the client’s account or where the adviser acts in a
capacity that confers access to funds, so long as the adviser complies with
important safeguards.
2. Use of Qualified Custodian. We recommend that the definition of qualified
custodian be clarified with respect to non-U.S. custodians.

3

Rule 206(4) – 2(a).
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3. Delivery of Account Statements to Clients. We suggest modifying the
account statement delivery requirement to permit a qualified custodian to send
quarterly account statements to a client in accordance with laws, rules or other
regulations applicable to banks, broker-dealers and other qualified custodians.
We also recommend that the proposal explicitly permit advisers who act as
trustees to client trusts to send account statements to an independent third
party representative or defined beneficiary of the trust.
4. Exemption for Pooled Investment Vehicles. We seek clarification that
advisers to pooled investment vehicles be permitted to rely upon the
exemption under the proposed rule if they distribute audited financial
statements prepared in accordance with generally accepted accounting
principles of the applicable jurisdiction.
5. Elimination of the Balance Sheet Requirement. We strongly support the
elimination of the balance sheet requirement for advisers with custody.
6. Form ADV, Part 1. We recommend that the Commission revise Part 1 of
Form ADV to distinguish between advisers who actually hold client assets
and those who are deemed to have custody because they deduct advisory fees,
act as a general partner to a limited partnership or serve as a trustee for a client
account.
1. Definition of Custody
The proposed definition of custody would provide that an adviser has custody of
client assets when it holds, “directly or indirectly, client funds or securities or [has] any
authority to obtain possession of them.” The proposal includes three examples that
illustrate circumstances under which an adviser has custody of client assets. We applaud
this use of helpful examples, but request certain modifications.
Inadvertent Receipt of Client Funds or Securities
Under the proposal, an adviser would not be considered to have custody of client
funds or securities that are received by the adviser inadvertently, provided that they are
returned to the sender within one day of the adviser’s receipt. We believe that the
requirement that the adviser return funds or securities within “one business day” is
impractical given the potential for inadvertent delay. For example, due to internal delays
in delivery of mail, the appropriate advisory representative may not have actual
knowledge that the firm is in possession of client funds or securities within the one-day
timeframe. We recommend use of the term “promptly” as a substitute for “one business
day.”
Additionally, for client servicing reasons, we suggest that the adviser be given the
opportunity to forward a client’s assets to the client’s designated custodian. From time to
time, advisers do inadvertently receive funds or securities from clients or third parties. In
many instances, clients prefer that the adviser forward their assets directly to the
custodian. As an alternative to returning the assets to the client, it is more efficient and
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likely safer if the adviser promptly forwards the assets to the custodian with a notice to
the client. Similarly, an adviser that receives funds or securities from a third party
intended for a client should be able to forward the funds or securities directly to the
client. This process would provide the client with adequate protections, while promoting
good business practice and client relationships.
Accordingly, we suggest revising the proposed Section 206(4)-2(c)(i) to read:
“possession or control of client funds (but not checks drawn by clients and made payable
to third parties) or securities, unless you receive them inadvertently and (a) you return
them to the sender promptly upon receiving them; or (b) you promptly forward them to
the client or the client’s qualified custodian, provide notice to the client, and maintain a
record of such notice.”
Deduction of Advisory Fees or Expenses
The proposed definition of custody would include arrangements where the adviser
is authorized to deduct its advisory fees from client accounts. In the past, these advisers
have relied on a series of staff no-action letters to avoid application of the custody rule so
long as they are in compliance with certain procedures.4 Compliance with these noaction letters results in the adviser “not being deemed to have custody.”5 Thus, the
proposed definition of custody would likely result in thousands of additional advisers
being required to state they have custody of client assets.6 Although the proposal would
eliminate the procedural burdens set forth in these no-action letters, an acknowledgement
of custody may nevertheless have unintended collateral consequences that advisers wish
to avoid.
First, advisory clients may be confused by an adviser’s disclosure of custody.
The Commission’s proposed inclusion of fee billing arrangements in the definition of
custody is inconsistent with the common understanding of what it means to have
custody.7 Clients may believe that the adviser has taken over some or all duties from
4

See, e.g., Investment Counsel Association of America, Inc., SEC Staff Letter (June 9, 1982); John
B. Kennedy, SEC Staff Letter (June 5, 1996); Securities America Advisors Inc., SEC Staff Letter (April 4,
1997).

5

See Staff Interpretations of Certain Investment Adviser Disclosure and Reporting Requirements,
SEC Release No. IA-1000 (December 3, 1985).
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An undetermined but very significant number of advisers that have direct billing arrangements do
not report that they have custody on Form ADV. Similarly, advisers who act as general partners to limited
partnerships have relied on staff no-action letters to avoid being deemed to have custody. For example,
Footnote 5 of the Release states that as of June 2002, 867 advisers reported on their Form ADV that they
had custody of client funds or securities. Footnote 11 of the Release, however, states that 2560 advisers
stated that they act as general partners to limited partnerships or as managing members to limited liability
companies, which would mean under the proposal that they have custody over the assets of the limited
partnerships. This indicates that more than 1,500 advisers were complying with applicable no-action letters
and previously did not need to report having custody on Form ADV.
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In the current environment, the Commission’s position that custody includes the direct deduction
of advisory fees from a client’s account has become outdated. Today, many consumers permit their
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their actual custodian or may have some type of possession that they previously did not
exercise. This misunderstanding could be harmful to the advisory relationship. Second,
potentially thousands of investment advisers will have to amend their Form ADV, Part 1
to indicate they have custody. These advisers will undoubtedly also have to amend Part
II to explain the reason that they now have “custody” and to explain that they do not have
“actual custody.” Third, investment management agreements between advisers and their
clients commonly include representations that the adviser does not have “custody” or is
not the “custodian.”8 Potentially hundreds of thousands of contracts would have to be
modified to reflect the consequences of the amended custody rule. Similarly, contracts or
applications among advisers and other third parties, such as insurance companies, may
include representations regarding custody. Finally, acknowledgment of “custody” may
have consequences under other rules, statutes, interpretations, or no-action letters or may
result in increased liability or exposure.
For all of these reasons, we strongly urge that the Commission except from the
definition of custody situations where the adviser has authority to deduct fees directly
from the client’s account pursuant to the enhanced protections set forth in the proposed
rule.9 In other words, if client assets are held by a qualified custodian that sends account
statements directly to the client, the adviser would not be deemed to have custody of the
assets. This modification would preserve the Commission’s preferred framework of
investor protection while mitigating the collateral consequences of the “custody” label.10
We are unaware of any abuses in this area that would dictate a different approach. We
therefore suggest re-numbering proposed Section 206(4)- 2(c)(1) as (c)(1)(i), changing
the references in the proposed Sections 206(4)-2(c)(1)(i), (ii), and (iii) to 206(4)2(c)(1)(A), (B), and (C), and adding the following:
(ii) Notwithstanding subsection (c)(1)(i) of this section, you are not deemed to
have custody of client funds or securities if you comply with subsections (a)(1),
(a)(2), and (a)(3)(i) of this section, and subsection (a)(3)(iii) where applicable.
mortgage companies, credit card companies, utilities, and even athletic clubs to deduct fees directly from
their checking accounts, in a manner similar to the adviser’s deduction of fees. Few would deem these
companies to have custody of the consumer’s assets because they have received the authority or permission
of the consumer to deduct the fees, just as the adviser has been granted authority by the client to deduct fees
from the advisory account.
8

For example, the ICAA’s specimen investment advisory agreement (June 30, 1999) states: “Client
will appoint a custodian to take and have possession of the assets of the account. Adviser shall not be the
custodian of the assets.” We are aware of other model contracts with similar language.
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Similarly, we request that the Commission exclude from the definition of custody situations where
the adviser serves as a general partner to a limited partnership, acts as a managing member of a limited
liability company, has a comparable position for another type of pooled investment vehicle, or acts as
trustee to client trusts. See, e.g., Bennett Management Co., SEC Staff Letter (February 26, 1990); Canyon
Management Company, SEC Staff Letter (October 15, 1991); PIMS Inc., SEC Staff Letter (October 21,
1991); Gofen and Glossberg, SEC Staff Letter (July 20, 1983); Wallington Asset Management, Inc., SEC
Staff Letter (November 20, 1990); Blum Shapiro Financial Services, Inc., SEC Staff Letter (April 6, 1993).
10

Although the Commission could also address this issue by incorporating its previous no-action
letter conditions into an exception to the rule, our proposal would better maintain the structure and integrity
of the Commission’s new approach.
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To further assure no broader implications for advisers who now must disclose that
they have custody, we also request that the Commission specify more explicitly in its
final rule that the definition of custody is solely for purposes of Rule 206(4)-2 and that an
acknowledgement of custody for purposes of this rule shall not be imported into other
laws, rules, interpretations, or contracts.
2. Use of Qualified Custodian
The proposed rule requires that advisers maintain client funds and securities with
a qualified custodian in an account either under the client’s name or under the adviser’s
name as agent or trustee for its client. The term “qualified custodian” includes banks,
savings associations, registered broker-dealers, and registered futures commission
merchants. With respect to “securities for which the primary market is in a country other
than the United States,” certain financial institutions in non-U.S. countries would be
treated as qualified custodians. The purpose of the “primary market” clause is not clear.
We understand, for example, that some SEC-registered advisers manage U.S. securities
for non-U.S. clients through non-U.S. custodians. Therefore, we request that the
Commission modify the proposal to eliminate the qualifier “With respect to securities for
which the primary market is in a country other than the United States, and cash and cash
equivalents reasonably necessary to effect transactions in those securities.”
3. Delivery of Account Statements to Clients
The proposed rule would require an adviser with custody of a client’s account to
(a) have a reasonable belief that the custodian sends monthly account statements directly
to the client or (b) send quarterly statements to the client and be subject to an annual
independent surprise audit. We are concerned that the monthly reporting requirement
may not be a common practice for some custodians. For example, broker-dealers may
only be required to send quarterly account statements to clients when there has been no
account activity.11 Additionally, there may be situations where non-U.S. custodians are
not required to send monthly account statements. Moreover, as a result of increased
access to account statements via the Internet and client requests to limit the abundance of
paper statements, it is more likely that broker-dealers and other custodians will continue
to send quarterly account statements instead of monthly statements. Finally, under both
the existing and proposed custody rule, advisers with custody are required to send
quarterly (not monthly) account statements to clients. We see no reason why custodians
should be required to follow a different and more burdensome reporting practice. For
these reasons, we suggest amending the proposed rule to permit a qualified custodian to
send quarterly account statements consistent with laws, rules or other regulations
applicable to banks, broker dealers and other qualified custodians.
The proposal requires account statements to be sent directly to clients. The
proposal provides a special rule for limited partnerships and limited liability companies
11

See, e.g., Securities Exchange Act of 1934, Section 10b-10; NASD Rule 2340; Release at n.47.
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that requires account statements to be sent to each limited partner or to their independent
representative. Similarly, we recommend that the proposal confirm that advisers who act
as trustees to client trusts may send account statements to an independent third party
representative or a defined beneficiary of the trust, consistent with previous staff noaction letters.12 Accordingly, we propose adding the following provision as new Section
206(4) – 2 (a)(3)(iv):
Special Rule for trust accounts. If you or an employee of the investment advisory
firm serves as a trustee to a trust established by a client, the account statements
required under paragraphs (a)(3)(i) or (a) (3)(ii) of this section must be sent to the
representative of the trust (i.e., the grantor of the trust, the attorney for the trust if
it is a testamentary trust, a co-trustee, other than an employee or officer of the
investment adviser) or a defined beneficiary of the trust.
4. Exemption for Pooled Investment Vehicles
The proposed rule would exempt advisers with respect to assets held in pooled
investment vehicles such as limited partnerships or limited liability companies if the
pooled investment vehicle: (a) has its transactions and assets audited at least annually;
and (b) distributes its audited financial statements prepared in accordance with generally
accepted accounting principles to all limited partners (or members or other beneficial
owners) within 90 days of the end of its fiscal year. We seek confirmation that the term
“generally accepted accounting principles” is interpreted to mean those followed by both
U.S. and non-U.S. countries. Many private funds prepare their financial statements in
accordance with generally accepted accounting principles of a jurisdiction other than the
United States. Advisers to non-U.S. pooled funds using generally accepted accounting
principles other than U.S. GAAP should also be permitted to rely upon the exemption
under the proposed rule.
We are also concerned with the timing of delivery of audited financial statements
for certain pooled investment vehicles that invest in other funds, commonly known as
“funds of funds.” Funds of funds typically cannot complete their audited financial
statements until the underlying fund prepares its own audited financials. Because the
underlying fund is also required to submit financials within 90 days of the end of its fiscal
year, the fund of funds may not have adequate time to complete its audited financial
statements within 90 days. Accordingly, we recommend that the Commission modify the
rule proposal to exempt funds of funds from the custody rule if they send audited
financial statements within a reasonable time after receiving financial statements from the
underlying funds.

12

See Blum Shapiro Financial Services, Inc. SEC Staff Letter (April 16, 1993); Gofen and
Glossberg, SEC Staff Letter (July 20, 1983); Wallington Asset Management, Inc., SEC Staff Letter
(November 20, 1990).
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5. Elimination of the Balance Sheet Requirement
We strongly support elimination of the balance sheet requirement for advisers
with custody. This would significantly reduce an adviser’s compliance burdens without
reducing investor protections. As noted in Section II(E) of the Release, balance sheets do
not necessarily reflect the financial health of the advisory firm. We agree that the
requirement that advisers disclose to clients any financial condition that is reasonably
likely to impair the adviser’s ability to meet its contractual commitments to its clients is a
more useful disclosure than the balance sheet requirement. We applaud the
Commission’s decision to remove this often costly and burdensome requirement.
6. Form ADV, Part 1
As discussed above, the proposed rule defines custody to include situations where
the adviser deducts its advisory fees, acts as a general partner to a limited partnership, or
serves as trustee for a client account. This would result in a significant number of
additional investment advisory firms being required to state that they have custody in
Form ADV. This statement may prove to be misleading to clients because it implies that
advisers actually hold client assets.
We believe that the best method for avoiding such client confusion is the
narrowing of the custody definition that we propose above. However, if the Commission
does not determine to so revise the definition, we urge the Commission to amend Form
ADV, Part 1 to distinguish between advisers who actually hold client assets and those
who have custody under other circumstances. Although the instructions to proposed Part
2 of Form ADV make this distinction, Part 2 has not been adopted, and clients and
prospective clients have access only to Part 1 of Form ADV on the Investment Adviser
Registration Depository website.13 Accordingly, we propose adoption of separate
response items on Form ADV, Part 1 that distinguish between advisers who actually hold
client assets and those who are deemed to have custody because they deduct advisory
fees, act as a general partner to a limited partnership, or serve as a trustee for a client
account.14 This change would eliminate confusion by investors and provide more
meaningful data for the Commission and the public.
***

13

Proposed ADV, Part 2A, Section 14 (Custody) states that “you are not required to respond to Item
14.B if you have custody solely because you (1) act as general partner for limited partnerships that you
advise, (2) serve as trustee for your client accounts, or (3) deduct your advisory fees directly from your
clients’ accounts.”

14

We also suggest that adoption of the proposed rule become effective only after a significant
transition period to accommodate the amendments to Form ADV that would be required “promptly” for
advisers newly deemed to have custody.
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We appreciate the opportunity to comment on the Commission’s proposed
revisions to the custody rule. We commend the Commission’s efforts to think creatively
outside-the-box in crafting this new framework for the rule. The proposed amendments
represent a significant step toward modernizing the custody rule to reflect current
practices and maintain investor protection. Please do not hesitate to contact us if you
require additional information.
Sincerely,

Karen L. Barr
General Counsel

cc:

The Honorable Harvey L. Pitt
The Honorable Cynthia A. Glassman
The Honorable Harvey J. Goldschmid
The Honorable Paul S. Atkins
The Honorable Roel C. Campos
Paul F. Roye
Robert E. Plaze
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ICAA
September 26, 2002
Ms. Merilyn Bowman
Chair, NASAA Investment Adviser Representative
Continuing Education Project Group
Office of the Kansas Securities Commissioner
230 E. William, Suite 7080
Wichita, KS 67207
RE:

Request for Comment on Continuing Education Requirement

Dear Ms. Bowman:
Thank you for providing the Investment Counsel Association of America with the
opportunity to comment on NASAA’s consideration of a continuing education
requirement for investment adviser representatives.1 We commend NASAA for its
careful consideration of this issue. As you know, we supported NASAA’s initiative
regarding the minimum competency examination (or “new” Series 65) several years ago,
and, because it was adopted uniformly, the new examination system has worked well.
While it would be difficult to argue with the goal of “enhanced knowledge” for
investment adviser representatives, we are concerned that a mandatory continuing
education requirement would not actually meet this goal.
First, the goal of enhancing the knowledge of investment adviser representatives
presumably rests on increasing their ability to provide relevant services to their clients.
Unfortunately, it has been very difficult for other regulators and associations seeking to
impose CE standards to devise a formulation that would require professionals to attain
CE credits that are directly applicable to their own field and the services they perform for
their own clients.2 In the investment advisory area, representatives may (1) solicit clients
for investment advisers, (2) perform other marketing functions; (3) perform client
servicing functions, such as responding to questions about an account statement; (4)
provide asset allocation advice formulated by others; (5) formulate asset allocation
advice; (6) provide financial planning services in areas including insurance, investment,
1

The ICAA is a not-for-profit association that exclusively represents the interests of SEC-registered
investment advisers. Founded in 1937, the Association’s membership today consists of approximately 300
investment advisory firms that collectively manage in excess of $3 trillion for a wide variety of institutional
and individual clients. For additional information, please consult our web site at www.icaa.org.
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For example, many state bar rules simply require CE of any type for attorneys. Such rules would
permit a securities attorney to earn CE credits for taking a course in divorce law. This type of requirement
would broaden the horizons of the securities attorney, but would not bolster the confidence of his clients.
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tax planning, estate planning, retirement, and (7) provide investment counseling and
stock selection functions. Moreover, each of these functions could relate to some or all
of a wide variety of investments - including equities, debt, private placements, mutual
funds, and real estate – and a variety of clients. It would be difficult to articulate a
reasonable CE standard that accounts for these differences in function in a way that
provides meaningful protections for investors.
Second, we are concerned that a new requirement regarding continuing education

for investment adviser representatives may not be uniformly adopted, necessitating new
50-state surveys to keep abreast of developments. We appreciate the enormous effort
made by NASAA to attain uniformity in the competency exam, but fear that CE
standards may be less susceptible to such an effort, particularly after states just went
through a lengthy legislative and regulatory process to implement the IARD.
Third, for large firms with many investment adviser representatives, it will be
very expensive and burdensome to track ongoing CE compliance.3 For smaller and midsized firms, increased paperwork and reporting would also generate increased expense
and burden. We submit that any new continuing education requirements would
ultimately lead to increased costs to clients, without commensurate benefit to them.
In sum, while we applaud the Project Group’s goal of increasing investor
protection through enhanced knowledge of investment adviser representatives, we do not
believe that attaining such a goal will be feasible through regulator-developed
requirements. We suggest that the states instead increase their efforts to enhance investor
education, including heightened publicity about the availability of the Investment Adviser
Public Disclosure (IAPD) web site. Investors should understand the differences between
investment advisers and broker-dealers, the various credentials accorded to different
types of investment adviser representatives, and the types of questions they should ask in
hiring an adviser. One of the most effective investor protection improvements that
NASAA could make would be to accelerate the schedule for rolling out the public
disclosure of investment adviser representative registrations on the IAPD web site. In
addition, NASAA should further encourage all states to mandate Form ADV filing via
the IARD, thereby providing comprehensive disciplinary history disclosure to the public.
Thank you for your consideration of our thoughts on this issue. We would be
pleased to discuss this with you in further detail. Please do not hesitate to contact us if
you require additional information.
Sincerely,
Karen L. Barr
General Counsel
3

Many of these firms employ dually registered representatives who are already subject to
continuing education requirements. We would expect that any new IAR requirements would be designed
to be consistent with these existing requirements and would not result in dually registered representatives
being required to earn double the CE credits.
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ICAA
October 16, 2002

Association for Investment Management and Research
Professional Standards & Advocacy Department
Reference: Trade Management Guidelines
P.O. Box 3668
Charlottesville, VA 22903
Re: Proposed Research Objectivity Standards
Ladies and Gentlemen:
The Investment Counsel Association of America1 appreciates the opportunity to
comment on AIMR’s proposed Research Objectivity Standards (ROS). We strongly urge
AIMR to exclude investment managers from the ROS. Not only are the buy-side ROS
unwarranted in general, many of the specific requirements proposed are simply
unworkable for advisers.
I.

Investment managers should not be included in the ROS.

The proposed ROS contain required and recommended standards that those
wishing to claim compliance must adopt. The standards are divided into four sections
that address the following groups: (1) investment banks, broker-dealers, and other firms
that sell research; (2) investment management firms and other firms that take investment
actions; (3) corporate issuers; and (4) the media. We commend AIMR for implicitly
recognizing the differences between the sell-side and the buy-side by proposing separate
standards for each. Nevertheless, the standards for investment managers are
unwarranted.
The ROS proposal states that “AIMR has been concerned for some time that
allegations of ethical misconduct and lack of objectivity and independence of research
analysts weaken investor confidence in the financial markets and taint the reputation of
all investment professionals.”2 The ICAA shares that concern. The information barriers
between sell-side research analysts and the investment banking business have broken
down, resulting in an environment that fosters conflicts of interest. Sell-side research
analysts now depend on investment banking profits for their own compensation, which
1

The Investment Counsel Association of America, Inc. is a not-for-profit organization that represents the
interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s membership today
consists of about 300 federally registered advisory firms that collectively manage in excess of $3 trillion for
a wide variety of individual and institutional clients. For more information about the Association, please
see our web site at www.icaa.org.
2
See Proposed AIMR Research Objectivity Standards, available at: www.aimr.org/pdf/standards/aimrros.pdf, at p. 2.
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gives them an incentive to issue positive recommendations with respect to companies that
are clients of the firm.
Recent cases have demonstrated that, as a result of these conflicts of interest, sellside research analysts displayed a lack of objectivity and independence in preparing
research reports touting companies with which their firms had lucrative investment
banking relationships. In response, Congress held two important hearings last year to
“examine conflicts in Wall Street research practices.”3 Former Acting SEC Chairman
Laura Unger presented written testimony that outlined the “numerous pressures that exist
within full-service brokerage firms.”4 Recognizing the serious threat to the integrity of
the markets that these conflicts pose, SEC Chairman Pitt recently announced that the
Commission is in the process of developing a proposal that would split Wall Street
research departments from investment banking operations.5 The Commission also
recently issued a rule proposal to improve the disclosure of conflicts of interest that sellside analysts must make when providing information to the public.6
We are unaware of any cases documenting a similar systemic breakdown or
abuses by the buy-side that would require the same regulatory or legislative scrutiny in
the U.S. or elsewhere. Investment managers simply do not engage in the types of
investment banking relationships that give rise to conflicts of interest nor do they have
internal incentives that would cause them to make recommendations about a company
that are contrary to their analysis. Investment adviser compensation is based on a
percentage of assets under management and compensation increases only when the
adviser makes good investments based on good research and analysis that results in good
performance. Further, investment advisers are already subject to a comprehensive legal
framework that requires them to mitigate or eliminate conflicts of interest or, in the
alternative, to disclose them.7 Investment advisers have a fiduciary duty to act solely in
the best interests of their clients and with the utmost duty of faith and loyalty.8 Brokerdealers do not have such an explicit and sweeping fiduciary duty in relation to their
customers.

3

Analyzing the Analysts: Are Investors Getting Unbiased Research From Wall Street? (June 14, 2001);
Analyzing the Analysts II: Sources of Analyst Conflicts, July 31, 2001 Hearings of the House
Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises.
4
Written Statement of Laura S. Unger, Acting Chairman, U.S. Securities and Exchange Commission,
Concerning Conflicts of Interest Faced by Brokerage Firms and Their Research Analysts, before the House
Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises (July 31, 2001).
5
SEC Chief Pitt to Seek a Split of Street’s Banking, Analysts, Susan Pulliam and Randall Smith, Wall Street
Journal (September 26, 2002).
6
In response to a specific inquiry in the SEC’s rule proposal, the ICAA requested that the Commission
explicitly exclude investment advisers from the rule. See ICAA Comment letter to SEC regarding
proposed Regulation Analyst Certification, Release Nos. 33-8119 and 34-46301 (September 23, 2002).
7
See Opening Statement by Chairman Arthur Levitt: Amendments to Form ADV (April 5, 2000)
(“Investment advisers have two choices under the [Advisers] Act. They must rid themselves of all conflicts
of interest with their clients … Or, they must fully disclose any conflicts to clients and prospective
clients”).
8
See, e.g., SEC v. Capital Gains Research Bureau, 375 U.S. 180, at 186 (1963); In re Arleen W. Hughes,
Exchange Act Release No. 4048 (Feb. 18, 1948).
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We submit that the ROS impose considerable administrative and costly burdens
on investment management firms without identifying specific and quantifiable conflicts
or harms to investors by the buy-side and without demonstrating any additional investor
protection. In addition, these standards are in some instances duplicative of current
regulation and otherwise go far beyond current requirements. For these reasons, the ROS
also are unreasonable from a business perspective. We urge AIMR to refrain from
promulgating standards for investment managers in this area and we request that the
section addressing investment management firms be deleted from the ROS.
II.

Specific provisions of the ROS are unworkable.

Not only are the ROS unwarranted in general, many of the specific requirements
proposed are unworkable for advisers:
1. Standard 1.0(c) requires senior officers to attest to the firm’s implementation of and
adherence to its research objectivity policy. The ICAA opposes such a requirement
because attestations generally do not provide meaningful investor protection and may
actually create a false sense of security by focusing attention on the attestation itself
and not on the substantive issues in question. Attestations also impose unwarranted
liability on investment adviser firm personnel even though they are already subject to
a comprehensive anti-fraud prohibition.
2. Standard 1.3 requires full disclosure of conflicts of interest related to an investment
adviser’s relationships with corporate issuers and research analysts employed by
investment banks, broker-dealers, or others from which the firm purchases research
and related to personal and firm investments and trading. This standard is redundant
and adds little value to investor protection because the investment manager’s
fiduciary duty already requires disclosure of all conflicts of interest to clients.
In addition, Standard 1.3 lists “the need to maintain ongoing working relationships
with corporate issuers” among the types of conflicts that must be disclosed. It is
unclear what is meant by the phrase “ongoing working relationships.” To the extent
that AIMR is referring to the practice of advisers making inquiries of corporate
managers to better understand or investigate corporate information, we disagree that
this practice is a conflict of interest. Rather, these actions are fundamental
requirements of doing one’s job as a buy-side analyst. It does not make sense for the
ROS to restrict advisory activities that benefit clients. To the extent that the phrase
refers to the relationships advisers have with issuers who are also clients, we address
this issue in Item 5 of this letter.
3. Standard 2.2 incorrectly states the scope of the investment manager’s fiduciary duty.
The standard states that, with regard to public appearances, “employees have a
fiduciary responsibility to provide sufficient information to the audience, either
during the presentation or afterwards, to judge the suitability of any recommendation
to the unique circumstances and constraints of each member of the audience.”9 ICAA
9

Research Objectivity Standards, p. 21.
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member firms embrace their fiduciary duty to act solely in the best interests of their
clients and to act with the utmost duty of faith and loyalty.10 However, we know of
no case law that extends the investment adviser’s fiduciary duty to the general public
and we see no logic in broadening the scope of the fiduciary duty in this way.
Further, the ROS also assert the same fiduciary duty for broker-dealers even though
broker-dealers do not have such an ongoing fiduciary duty even with regard to their
own clients.11 AIMR clearly has misinterpreted current law in drafting the ROS.
Standard 2.2 also implies that investment managers should tailor the material they
present in public appearances to each individual audience member. If this is what is
meant, then AIMR is effectively banning all public appearances because adherence to
such a standard is simply impossible. Such a ban would, of course, result in the
public’s receipt of less information.
4. Standard 2.4 requires investment advisers to prepare research reports for distribution
when making a “recommendation” during public appearances even when an internal
report was not prepared. The common understanding of the term “recommendation”
is a “call to action.”12 However the ROS do not define “recommendation.” If
interpreted broadly, this standard could imply that investment advisers are required to
prepare a research report every single time they speak publicly about any company.
This standard would deter all public communications by investment managers
because the costs of preparing such reports under these circumstances would be
prohibitive and again would result in less information overall to the public.
This standard instead seems better suited for sell-side research analysts because they
actually make investment recommendations and issue research reports to the public.
Buy-side analysts do not issue research reports or make recommendations to the
public. Reports or recommendations they make are prepared for internal use in
managing client assets. Buy-side analysts are sometimes asked to speak publicly
regarding companies that they have researched for the benefit of their clients and may
make general statements about specific investment decisions that have been made for
certain of their clients (based on those clients’ guidelines, other holdings, risk
tolerances, etc.), but they do not make specific recommendations to buy or sell a
stock. Instead, advisers generally discuss their strategies and views about specific
securities or sectors represented in their portfolios.13 It would be difficult,
impractical, and costly for advisers to prepare a written report for public consumption
regarding each security that might be mentioned in a public appearance.
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See, e.g., SEC v. Capital Gains Research Bureau, 375 U.S. 180, at 186 (1963); In re Arleen W. Hughes,
Exchange Act Release No. 4048 (Feb. 18, 1948).
11
See Kwiatkowski v. Bear, Stearns & Co., Slip Opinion (2nd Cir., Sept. 19, 2002).
12
NASD Regulation Policy Statement Regarding Application of the NASD Suitability Rule to Online
Communications, NASD Notice to Members 01-23.
13
Brokers make recommendations on a security with the hope that people will call them with buy and sell
orders. Advisers who speak publicly do so with the hope of acquiring new clients from the exposure, but
they do not expect or receive compensation from the discussion of any particular security.
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5. Standard 3.4 addresses an adviser’s investment advisory relationship with a corporate
issuer. This standard implies that an adviser might treat the issuer more favorably
than other clients or might be improperly influenced to purchase or sell the issuer’s
securities for other client accounts. We are not aware of any evidence that these
problems have occurred or of any abuse in this area. The SEC has already stated in
numerous contexts that investment advisers may not favor one client over another and
that all clients must be treated fairly. Investment advisers also have a paramount duty
to have a reasonable and independent basis for advice and they must ensure that
advice is suitable for each client. Advisers are already prohibited from making
investment recommendations other than in the best interests of their clients. In
addition to being a cause for an enforcement action, making decisions in this way
could undermine performance of client assets thereby resulting in a loss of clients
and/or fees.
6. Standard 4.0 imposes personal investment and trading requirements on investment
advisers even though they are already subject to extensive legal requirements on this
subject. Investment advisers that advise investment companies are subject to the
personal trading provisions of Rule 17j-1 of the Investment Company Act, which
require firms to adopt codes of ethics that address personal trading and impose
personal trading reporting and recordkeeping requirements. In addition, Rule 2042(12) of the Investment Advisers Act imposes extensive recordkeeping requirements
on investment advisers, including records on the firm’s personal trading activity.
Although not formally required for non-mutual fund investment advisers, the SEC’s
inspection staff typically requests such codes from advisers during inspections, which
effectively establishes adoption of a code of ethics as a requirement. As a
consequence, we believe that virtually all SEC-registered advisers have codes of
ethics. These existing requirements and restrictions on personal transactions protect
investors from potential conflicts of interest in their relationships with investment
advisers. Thus, AIMR’s proposed standard is redundant and adds no value to the
current legal framework.
7. Standard 4.3 recommends that firms extend restricted periods for personal trading to
30 days. In contrast, current industry practice generally restricts personal trading to
seven days or less before and after client transactions and this practice has been
deemed acceptable by SEC inspection staff. There is no evidence to show that
extending the restricted period to 30 days provides any additional investor protection
and we believe that it is excessive and unrealistic. In addition, issuing standards that
differ from the existing regulatory standards creates unnecessary confusion in the
industry without providing any additional investor protection. The AIMR Soft Dollar
Standards are a prime example of how issuing standards that are inconsistent with the
SEC’s recommendations can cause confusion and misunderstanding in the industry,
while resulting in no apparent benefit to investors whatsoever.
8. Standard 5.0 requiring disclosure of a firm’s conflicts of interest is needlessly
redundant of existing legal requirements. As stated previously, investment advisers’
fiduciary duty already requires them to disclose conflicts of interest to their clients.
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9. Standard 5.3 requires investment advisers to disclose any public companies with
which they have an investment advisory relationship. We are surprised that AIMR
would require investment advisers to disclose information that their fiduciary duty
would otherwise require them to keep confidential absent client consent. Client
confidentiality is a fundamental aspect of a fiduciary relationship. Further, we do not
understand the purpose of disclosing fees that are paid in this situation when it is
obvious that investment advisory clients pay fees.
...
We thank you for the opportunity to comment on the Research Objectivity
Standards and we welcome your questions about our views. Please do not hesitate to
contact me if you need additional information.
Sincerely,

DAVID G. TITTSWORTH
Executive Director

cc:

The Honorable Harvey L. Pitt
The Honorable Cynthia A. Glassman
The Honorable Harvey J. Goldschmid
The Honorable Paul S. Atkins
The Honorable Roel C. Campos
Paul F. Roye
Robert E. Plaze
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See Remarks by Lori A. Richards, Director, OCIE, Compliance Professionals Play Proactive Defense,
(October 18, 2001); Remarks by Lori A. Richards, Director, OCIE, The Importance of Strong Internal
Controls in a Changing World (November 14, 2000).
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ICAA
October 31, 2002

Association for Investment Management and Research
Reference: AIMR-PPS standards – Wrap Fees
P.O. Box 3668
Charlottesville, VA 22903
Re: Proposed Guidance Statement on Wrap Fee Performance
Ladies and Gentlemen:
The Investment Counsel Association of America1 appreciates the opportunity to
comment on the Association for Investment Management and Research’s (AIMR)
proposed Guidance Statement On Wrap Fee Performance. We commend AIMR for
attempting to clarify an area that has generated much confusion. However, we have the
following specific comments and concerns and generally conclude that investment
managers in the wrap fee business cannot reasonably implement many of the proposed
requirements.
1. Guiding Principles
The Guidance Statement states that “because the wrap fee itself may be difficult
to segregate into its component parts, the AIMR-PPS standards require the presentation
of wrap fee performance to prospective wrap fee clients after the deduction of the entire
wrap fee.” There are two principal problems with the underlying assumptions in this
statement. First, managers typically have access only to information regarding their
management fees and are not in a position to perform the required calculation. Second,
managers typically do not prepare performance presentations for the benefit of
prospective wrap fee clients; sponsors usually prefer to perform that task themselves. In
fact, contracts between sponsors and managers typically mandate that the sponsor is
responsible for client reporting. Managers generally have little to no contact with wrap
fee clients with respect to marketing and portfolio and performance reporting and are
usually restricted in that regard.
Managers are customarily required to prepare portfolio and performance reports
for the benefit of the sponsor so that sponsors have a basis for evaluating prospective and
incumbent managers. In order to evaluate managers on an equal footing, sponsors want
and need to have the gross-of-fees performance calculation from the manager. Using this
1

The Investment Counsel Association of America, Inc. is a not-for-profit organization that represents the
interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s membership today
consists of about 300 federally registered advisory firms that collectively manage in excess of $3 trillion for
a wide variety of individual and institutional clients. For more information about the Association, please
see our web site at www.icaa.org.
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1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

information, sponsors can then calculate performance according to their own
methodology to be presented to wrap fee clients. A gross-of-fee calculation by the
manager is appropriate because sponsors are highly sophisticated and capable of asking
questions about fees and the potential effect on portfolio performance. The sponsors
have the opportunity to do so because this information is generally provided in a one-onone setting to sophisticated sponsor due diligence or research teams responsible for
assessing all aspects of a manager’s performance, including investment performance.
2. Definition of Firm
The Guidance Statement describes three options for defining the firm: (a) define
the entire organization as the firm, (b) define the non-wrap fee division as a firm, or (c)
define the wrap fee division as a firm. For firms that already have well-established wrap
fee products, these definitional possibilities do not pose a problem and can be
implemented without great difficulty. However, for firms wanting to implement new
wrap products, these definitions are impractical and make it exceedingly difficult to claim
compliance with the AIMR-PPS standards.
Although the Guidance Statement offers three definitional options, in reality only
the first is feasible for new wrap products and even that option would be difficult to
implement. The third option simply does not work because there would be no wrap
product to define as the firm. The second option is impractical because it allows firms to
show institutional performance only as supplemental information. If the firm is
presenting a new product in which there is no performance to present, then there would
be nothing to supplement and, therefore, the firm would not be able to show any
performance at all.
If a firm chooses to define the entire organization as the firm, then the Guidance
Statement warns that “firms must be sure that the performance provided by the wrap fee
sponsor meets the requirements of the Standards or the firm must maintain
separate/duplicate records at the firm level.” This cautionary statement overlooks several
very important facts. First, the sponsor generally has the contractual relationship with the
end client; the managers generally do not contract with clients but enter into contracts
directly with the sponsors only. Most sponsors take responsibility for calculating and
providing performance information to their clients and, in fact, require that their own
calculations be used in the marketing of this product.
Second, sponsors typically are not or cannot be in compliance with the AIMRPPS standards. It would be unreasonable and presumptuous for a manager to demand
that a sponsor follow standards that are strictly voluntary. Moreover, managers do not
have sufficient leverage in these relationships to require sponsors to do so. As a result, it
is unreasonable for AIMR to place the burden on the manager of ensuring that the
sponsor’s performance calculations adhere to the methodology mandated by AIMR
standards.
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Third, this Guidance Statement places managers in an untenable position of being
required to verify third-party performance calculations without having the authority or
ability in many cases to analyze the underlying performance calculation methodologies of
wrap fee sponsors.
3. Underlying Records
The Guidance Statement acknowledges that investment managers “do not
maintain or have access to the data necessary to substantiate performance” in order to
satisfy Standard 1.A.1 of the AIMR-PPS standards, which state: “All data and
information necessary to support the firm’s performance presentation and to perform the
required calculations must be captured and maintained.” As a solution, the Guidance
Statement offers two options for satisfying this requirement. Firms may use “shadow
accounting” or the firm may rely on the performance reported by the wrap fee sponsor so
long as the firm satisfies itself that the sponsor meets the requirements of the Standard
and, if necessary, obtains an agreement with the sponsor to secure access to the
underlying records.
We believe that it is unrealistic to use either of the recommended options because
they are extremely difficult, if not impossible, to implement. From a business practice
viewpoint, shadow accounting would not make sense because it is prohibitively
expensive to reconcile the literally thousands of accounts within the numerous wrap fee
programs in which a manager may participate. Managers would be required to duplicate
recordkeeping that sponsors have contractually agreed to perform and for which they are
compensated. Managers are usually paid less for managing wrap fee accounts than
institutional accounts to reflect this division of responsibilities. Moreover, even
assuming a manager was willing to incur the expense of shadow accounting, for those
firms that already have well-established wrap fee products, obtaining records from the
sponsors to shadow account for historical periods will not be possible and is unreasonable
given the long-standing contractual division of these responsibilities among the managers
and sponsors. Many sponsors do not and have not employed AIMR standards. Given the
fact that most wrap fee sponsors have the contractual responsibility for performance
reporting to clients, managers with well-established wrap fee products will not have
access to sufficient data from sponsors required to comply with the AIMR standards. In
many instances, a manager’s good faith attempt to obtain the required data to perform
shadow accounting has been, and will continue to be, frustrated by the state of the
systems in the wrap fee industry and the lack of connectivity among wrap fee sponsors
and managers.2
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Deloitte & Touche prepared a White Paper in August 2002 that was commissioned by The Money
Management Institute titled “Operational Interfaces in the Separately Managed Account Industry.” The
White Paper concluded that systems currently being used in wrap fee programs did not have the capacity to
import and export large amounts of information. The White Paper also concluded that “the lack of
standardized procedures and data protocols in the industry combined with varying sponsor platforms, low
levels of connectivity and closed architecture systems has made the reconciliation process a significant
challenge.”
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The second option of relying on the performance records of the wrap fee sponsor
also is unreasonable because sponsors generally do not provide managers with access to
individual account information that is necessary to do performance calculations. This
information is guarded as a valuable asset of the sponsor and managers generally are not
in a position to negotiate access. Even when the sponsor does provide account
information, these reports are often incomplete and not timely. Sponsors generally are
not willing or are unable to provide regular electronic data feeds with trade and income
information that are necessary to make accurate performance calculations. For example,
in dealing with transactions when the client withdraws cash from his or her account, the
manager might account for that withdrawal immediately, while the sponsor might not
account for the withdrawal until the cash actually left the custodial account. Moreover,
as stated above, many sponsors do not follow AIMR standards and managers do not have
sufficient leverage in these relationships to require sponsors to do so. As a result, it is
unreasonable to place the burden on the manager of assessing whether the sponsor’s
performance calculations are compliant with the AIMR-PPS standards, particularly
without access to adequate information.
4. Presenting Wrap Fee Performance
The Guidance Statement states that “The sponsor will provide the performance
results supplied by the investment management firm to wrap fee prospects. Generally,
the prospects will not receive the performance in a typical ‘one-on-one’ presentation
setting with the ability to ask questions of the investment management firm.” This
statement correctly acknowledges that it is the sponsor, and not the manager, that is
responsible for providing the client with information. However, this provision implies
that the manager has some degree of control over what information the sponsor provides
and how the information is provided. On the contrary, the manager commonly has no
control over how or what information the sponsor disseminates. The Guidance Statement
also assumes that because a representative of the manager is not available that the client
does not have an opportunity to ask questions. However, such presentations typically are
made by a registered representative of the sponsor who explains the performance data in
a one-on-one setting in which the client has the opportunity to ask questions.
The Guidance Statement proposes that “[f]irms can present wrap fee sponsors
with gross-of-fees performance only for the use of the sponsor, provided that prior to
presenting the firm’s performance to a prospective wrap fee client the wrap fee is
deducted (resulting in net-of-fees performance).” Once again, the Guidance Statement
incorrectly assumes that the manager has the ability to dictate to the sponsor how
performance information ought to be presented to clients. The Guidance Statement also
places a burden of responsibility on the manager to monitor the sponsor’s actions, which
does not make sense contractually or practically and is inconsistent with the longstanding division of responsibilities and fees associated with a typical sponsor-manager
relationship. The sponsor may choose not to show the gross performance that the
manager provided and instead may calculate performance independently and present that
(either net and/or gross) to the client.
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The Guidance Statement requires managers to “group wrap fee portfolios in a
composite according to the same investment style or strategy, regardless of the sponsor.”
The ability to comply with this statement depends on whether managers can obtain
consistent information from each sponsor. As more fully discussed above, there are
enough differences between the portfolio accounting systems that sponsors use, the
amount of access to information they provide, the fee structures, and general differences
within strategies that the overall performance would be distorted.
5. Conclusion
The ICAA believes that the Guidance Statement does not adequately account for
the realities of the typical relationship between managers and sponsors in wrap fee
programs and therefore does not make practical business sense. Further, because AIMRcompliant presentations are neither required by sponsors nor presented to wrap-fee
clients, the cost of complying with the Guidance Statement would far outweigh the
benefits to investors. Given the significant issues with the Guidance Statement as
proposed and the complexity of wrap fee programs, we suggest that AIMR postpone
implementation of the Guidance Statement and study these issues further.
...
We thank you for the opportunity to comment on the Guidance Statement on
Wrap Fee Performance and we welcome your questions about our views. Please do not
hesitate to contact me if you need additional information.
Sincerely,

DAVID G. TITTSWORTH
Executive Director

cc:

The Honorable Harvey L. Pitt
The Honorable Cynthia A. Glassman
The Honorable Harvey J. Goldschmid
The Honorable Paul S. Atkins
The Honorable Roel C. Campos
Paul F. Roye
Robert E. Plaze
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ICAA
December 5, 2002
Via Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re:

Proposed Rule: Proxy Voting By Investment Advisers; Release No.
IA-2059; File No. S7-38-02

Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments on the Securities and Exchange Commission’s proposed new rule and
rule amendments under the Investment Advisers Act of 1940 related to an investment
adviser’s fiduciary obligation to clients who have given the adviser authority to vote their
proxies.2 The proposal has significant implications for ICAA members that exercise
proxy voting authority over client securities. The ICAA supports the proposal with
certain important modifications and clarifications.
I.

INTRODUCTION AND SUMMARY

The Commission has proposed a new rule under Section 206(4) of the Advisers
Act, which would make it a fraudulent, deceptive, or manipulative act, practice or course
of business within the meaning of Section 206(4) for an investment adviser to exercise
voting authority with respect to client securities, unless the adviser: (1) has adopted and
implemented written policies and procedures that are reasonably designed to ensure that
the adviser votes proxies in the best interest of its clients; (2) discloses to clients how they
may obtain information as to how the adviser voted their proxies; and (3) discloses
information regarding its proxy voting procedures to its clients. The proposal also would
amend the Advisers Act record-keeping rules to require advisers to retain certain records
related to proxy voting.
1

The ICAA is a not-for-profit association that consists exclusively of SEC-registered investment
adviser firms. Founded in 1937, the ICAA today has a membership of approximately 300 firms
that collectively manage more than $3 trillion in assets for a wide variety of institutional and
individual clients. For more information, please visit www.icaa.org.
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Proxy Voting By Investment Advisers, Release No. IA-2059; File No. S7-38-02 (Sept. 20,
2002)(“proposal”).
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The basic premise of the Commission’s proposal is that advisers have a fiduciary
duty to their clients that extends to all services performed on behalf of clients, including
proxy voting.3 Advisers are subject to a strict fiduciary duty, articulated by the Supreme
Court4 and reiterated by the Commission in various pronouncements over the last several
decades.5 As fiduciaries, advisers owe their clients a duty of honesty, loyalty, and fair
dealing, and are obligated to act in the best interests of their clients at all times. Over the
years, the Commission has indicated more specifically that this fiduciary duty includes
the duty to render suitable investment advice, as well as to obtain best execution for client
transactions.
With this proposal, the Commission has stated formally for the first time its
position that advisers have a fiduciary duty with respect to voting proxies on behalf of
their clients.6 We concur that an adviser’s duty extends to services it has contractually
agreed to perform on behalf of the client. We also agree that the right to vote proxies
belongs to the client. When the client clearly delegates this right to its adviser, the
adviser is acting on behalf of the client. As the ultimate owner of the security underlying
the right to vote a proxy, the client should be able to obtain information regarding how
the adviser voted on its behalf. Thus, we believe that the underlying premise of the
proposed rule is sound.
However, we are concerned with the more subtly stated goal of the proposal to
urge investment advisers to “substantially influence” the corporate governance practices
of public companies.7 While such a goal is understandable given the current political
environment, we believe the Commission should exercise extreme caution in implying an
affirmative obligation of investment advisers to focus on corporate governance issues
when voting client proxies. We submit that raising the bar on corporate governance is
more suitably the province of the Commission, the exchanges, and the states in which the
companies are domiciled. Clients almost always hire advisers to seek the best investment
performance for their portfolios consistent with their investment goals and objectives.
Clients generally do not hire advisers to serve as activists promoting governance issues
for the perceived general good of the markets.8 Thus, investment advisers typically are
3

Proposal at 3-4.

4

SEC v. Capital Gains Research Bureau, 375 U.S. 180, at 186 (1963) (citing ICAA congressional
testimony).
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See, e.g., In re Arleen W. Hughes, Exchange Act Release No. 4048 (Feb. 18, 1948).

6

The Department of Labor has long taken the position that an investment manager has a fiduciary
duty when voting proxies for clients subject to ERISA. E.g., Letter from Alan D. Lebowitz,
Deputy Assistant Secretary, U.S. Department of Labor to Avon Products, Inc. (Feb. 23, 1988).
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Proposal at 3.
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Any such goal should be a matter of discussion and agreement between client and adviser. For
example, with respect to investment policies and pension plans, the Department of Labor has
stated that “an investment policy that contemplates activities intended to monitor or influence the
management of corporations in which the plan owns stock is consistent with a fiduciary’s
obligations under ERISA where the responsible fiduciary concludes that there is a reasonable
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acting in the best interest of their clients when they focus their attention and resources on
selecting issuers in which to invest on behalf of clients based on strategy, style, and a
variety of factors that may or may not focus principally on corporate governance issues
with respect to a given issuer. In fact, the common adviser strategy of selling securities
of issuers when management is not making prudent decisions (i.e. the “Wall Street Rule”)
may often benefit clients more than maintaining the clients’ investment in such a
company and seeking change through the proxy process or otherwise. The extremely
important tool of money managers to “vote with their feet” is also a significant influence
on management.9 Given these realities, we strongly believe that the Commission should
ensure that the burdens imposed by the proposal do not outweigh the limited nature of its
goal.
Accordingly, we offer the following comments and concerns regarding specific
aspects of the proposal.
•
Conflicts of Interest. We have serious concerns about the Commission’s
implied presumption of conflicts of interest an adviser, its affiliates, and its officers and
directors may have with an issuer, its pension plans, and its directors, officers and
employees. In everyday practice, these relationships rarely present a material conflict
that could improperly influence a proxy vote. The Commission should identify more
clearly the types of relationships that truly present a material conflict and provide
guidance on the methods for resolving such conflicts.
•
Communications and Internal Documents. The proposed requirement to
retain records of all written and oral communications received and all documents created
that are material to each proxy voting decision is unduly burdensome and unnecessary.
An adviser should only be required to maintain the documentation of communications
received and internal documents created when the proxy vote relates to a material conflict
of interest and the adviser has not substantially followed the positions generally stated in
its proxy voting guidelines. Additionally, this requirement should not extend to oral
communications under any circumstances.
•
Implied Authority. An adviser’s authority to vote client proxies should not
be implied in the absence of specific contract language. At most, authority to vote
proxies should be implied only where the adviser has been granted broad authority over
all aspects of a client’s securities interests.

expectation that such monitoring or communication with management, by the plan alone or
together with other shareholders, is likely to enhance the value of the plan’s investment in the
corporation, after taking into account the costs involved.” Department of Labor, Interpretive
Bulletin Relating to Written Statements of Investment Policy, Including Proxy Voting Guidelines,
29 CFT 2509.94-2 (2001) (“DOL Bulletin”)(emphasis added).
9

Indeed, some would argue that portfolio managers or analysts who become overly involved in
affecting management decisions or policies of an issuer may risk losing their objectivity regarding
the appropriate time to sell the securities of that issuer.
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•
Split Authority. The proposal should apply only to proxies with respect to
which an adviser has full discretion to vote.
•
Proxy Personnel. The Commission should: (1) eliminate the requirement
to identify personnel responsible for “monitoring corporate actions” in the adviser’s
policies and procedures; (2) clarify that referencing a position or positions in the policies
and procedures is sufficient disclosure and that naming a particular individual is not
necessary; and (3) clarify that an adviser’s policies and procedures are not required to
identify personnel responsible for the mechanics of receiving timely proxies.
•
Proxy Voting Information. An adviser should only be required to respond
to client requests for information on how the adviser voted its particular proxies for a
reasonable period (e.g. one or two years).
•
Brochure Disclosure. The Commission should clarify that an adviser’s
description of its proxy voting policies and procedures, appearing for example in an
adviser’s Form ADV, need only be a general summary of the process or the adviser’s
general philosophy, accompanied by an offer to furnish the policies and procedures upon
request.
•
Liability. Actions made in good faith or inadvertent failure to vote a proxy
on behalf of a client in accordance with the adviser’s policies and procedures that does
not involve material conflicts of interest resulting in harm to the client’s interest should
not subject advisers to potential enforcement action.
Each of these issues is addressed in greater detail below.
II.

CONFLICTS OF INTEREST

The proposed rule would require that an investment adviser adopt and implement
policies and procedures that are reasonably designed to ensure that the adviser votes
proxies in the best interest of clients.10 Specifically, the proposed rule would require that
the policies and procedures: (1) be written; (2) describe how the adviser addresses
material conflicts between its interests and those of its clients with respect to proxy
voting; and (3) address how the adviser resolves those conflicts in the best interest of its
clients.11

10

Proposed rule 206(4)-6(a).
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We commend the Commission’s use of the rulemaking process to propose proxy voting
procedures. We have previously commented that the SEC should not in effect require written
policies and procedures through the backdoor of requiring disclosure of any such policies and
procedures in Form ADV. See ICAA Letter to SEC re: Proposed Amendments to Form ADV
(pub. avail. June 13, 2000) at n. 28 (“ICAA ADV Comment Letter”). The rulemaking process
alerts advisory firms to changes in legal requirements and affords industry participants an
appropriate opportunity to comment on the proposed changes.

4

We applaud the Commission’s recognition that, because advisers have different
types of conflicts and organizational structures, a “one-size-fits-all” approach to proxy
voting policies and procedures is inappropriate. We agree with the Commission that the
variation in advisory clientele makes it impractical to specify policies and procedures for
advisers and we support the proposal’s position that each adviser should be free to
construct its own version in accordance with the size and nature of its particular advisory
business.
The proposal would require that an adviser’s policies and procedures describe
how the adviser addresses and resolves material conflicts.12 The proposal raises a series
of examples of conflicts of interest that the Commission apparently believes may
influence how an adviser votes a proxy, including: (1) instances where an adviser has an
interest in maintaining or developing business with a particular issuer whose management
is soliciting proxies (e.g. asset management, employee benefit plan administration, or
brokerage, underwriting, insurance, or banking services); (2) instances where the adviser
has a business relationship with a proponent of a proxy proposal (e.g. an employee group
for which the adviser manages money); (3) personal and business relationships with
participants in proxy contests, corporate directors or director candidates; and (4) instances
where an adviser has a personal interest in the outcome of a particular matter before
shareholders (e.g. an executive of the adviser has a relative who serves as a director of a
company).13
While we recognize that genuine conflicts of interest may arise in the proxy
voting process, we are concerned with the Commission’s implied presumption that
conflicts exist in every relationship that an adviser, its affiliates, and its directors, officers
and employees has with an issuer, its pension plans, and its directors, officers, and
employees. We are not aware of any evidence presented by the Commission or others
that the proxy voting process has in fact been systemically tainted by such relationships.
In reality, these relationships rarely present a material conflict of interest or are of such a
nature as to improperly influence the proxy voting decision-making process of an
adviser.14 Even where one of these relationships exists, if the adviser votes in accordance
with the positions generally stated in its proxy voting guidelines, any influence the
relationship could have had is eliminated.15
12

Proposal at 10-11.

13

Id. at 4-5.
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For example, having a “relative… who is employed by the company” (proposal at 5) is highly
unlikely to influence how the adviser votes regarding the company’s corporate governance
practices or other matters.
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We note, however, that if an adviser does not follow its generally stated position in voting a proxy,
the Commission should not presume that the adviser faced a conflict of interest, nor should it
imply a breach of fiduciary duty. Instead, such a vote is most likely to result from the careful
exercise of judgment in evaluating each proxy proposal in its own context. We suggest that the
Commission take this opportunity to confirm in its release that advisers have the flexibility to vote
some or all issues on a case-by-case basis, evaluating the relevant facts and circumstances.
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We urge the Commission to narrow its overly broad description of potential
conflicts to the types of relationships that truly present a material conflict. Otherwise,
large advisers or those with many affiliates will not feasibly be able to track all of the
relationships discussed by the Commission on an ongoing basis. Many large advisers
follow hundreds or even thousands of issuers, while employing hundreds or thousands of
employees. Maintaining accurate lists of which employees or directors or employees or
directors of affiliates have “personal or business relationships”16 with issuers, their
employees or directors, participants in proxy contests, or proponents of proxy proposals
would be extremely onerous, if not impossible. The Commission should clarify that to be
material, a personal relationship would have to involve the person or one of the persons
who has authority to, and actually does, make the voting decisions. With respect to
business relationships, the business or relationship must be of substantial economic value
to the adviser and the proxy outcome must have a potentially substantial effect on
shareholder value.
On the other side of the coin, many advisers have few employees and manage
assets primarily for individuals or private companies. These advisers are highly unlikely
to have any business or personal relationships with issuers in which they invest or with
proxy proponents or candidates. The Commission should recognize that these advisers
may not need to develop formal policies and procedures to address and resolve conflicts
of interest and should not require them to expend the resources to do so.
We also seek clarification as to how an adviser may appropriately handle a
genuine conflict in the absence of a stated policy or guideline regarding a specific type of
proxy proposal. For example, advisers often provide in their guidelines that decisions
with respect to mergers and corporate restructurings will be considered on a case-by-case
basis. This provides no pre-set guideline for voting in an area where the result may have
a significant effect on shareholder value. We seek confirmation that an adviser may
reasonably employ one or more of the following techniques: (1) provide the client an
opportunity to vote the proxy itself; (2) abstain from voting; (3) vote in accordance with
the adviser’s policies and procedures where applicable; (4) vote and document the
reasons the decision makes economic sense for clients; (5) split the votes equally or
proportionately; (6) erect information barriers around the person or persons making
voting decisions; (7) designate a person or committee to vote that has no knowledge of
any relationship between the adviser and the issuer, its officers or directors, directorcandidates, or proxy proponents; (8) designate a third party to vote where material
conflicts are detected; (9) designate a third party to vote all proxies on behalf of the
firm’s clients;17 or (10) any other approach appropriate to managing the conflict.

16

Proposal at 5.
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One potential problem with the delegation solution is that if all large advisers delegate their proxy
voting authority in the event of a conflict to the same third-party proxy-voting service, such an
entity potentially will have monopolistic power to control contested proxy issues.
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III.

AMENDMENTS TO RULE 204-2: RECORD-KEEPING

The proposal would also amend rule 204-2 to require an adviser subject to
proposed rule 206(4)-6 to keep relevant records for a period of five years, including: (1)
its proxy voting policies and procedures; (2) records of proxy statements received; (3)
records of votes cast; (4) records of all communications received and internal documents
created that were material to the voting decision; and (5) a record of each client request
for proxy voting records and the adviser’s response.18 According to the proposal, these
records are necessary for the proposed disclosure requirements and for Commission
examiners to ascertain compliance with the rule.19 While we understand the need for
record retention of proxy-related materials, we believe aspects of this portion of the
proposal are unnecessarily burdensome and may detract from the investment process.20
We offer the following recommendations with respect to the proposed record-keeping
requirements.
First, we are concerned that the requirement that an adviser maintain all
communications received and internal documents created that were material to the voting
decision is unnecessarily burdensome and impractical. Special interest groups frequently
contact many of the larger advisory firms, as do the proxy solicitation firms engaged by
the issuer. It may be difficult to decide whether such contact is material and it would be
burdensome to document every contact of this nature. We believe that this documentation
should be required only when the proxy vote relates to an identified material conflict of
interest and the adviser has not substantially followed the positions generally stated in its
proxy voting guidelines. This approach would significantly ease the administrative
burden imposed by the rule, while enabling the Commission to examine records
documenting how the adviser handled conflicts of interest in a given proxy contest.
Second, the requirement to maintain records of oral communications is
impractical, unworkable, and unprecedented among record-keeping requirements under
the Investment Advisers Act. Arguably this requirement could extend to internal and
external communications that would be simply impossible to track or control
systematically. Requiring portfolio managers or other advisory employees to document
calls received throughout the day would seriously detract from the important work of
monitoring market events and making investment decisions for clients. Moreover, this
requirement could significantly chill the proxy voting decision process or other
communications with management of issuers. Accordingly, we urge the Commission to
eliminate the proposed requirement to document oral communications.
18

Proposed rule 204-2(c)(2).

19

Proposal at 15.

20

In considering the burden of these new requirements, we urge the Commission to bear in mind that
most investment advisory firms have ten or fewer employees. See Evolution/Revolution: A
Profile of the U.S. Investment Advisory Profession (Sept. 2002). Although technically not
deemed “small entities” under Commission rules (see Proposal at 33), these entities are truly small
businesses that have been inundated with new rules, forms, and procedures over the past few
years.
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Third, we believe the proposed requirement that an adviser maintain records of
each individual proxy statement received for a five-year period would significantly
burden adviser administrators, while offering limited additional protection to advisory
clients. The vast majority of proxy statements are required to be filed with the
Commission and are publicly available through the EDGAR system. As we have
previously submitted, an adviser should not be required to maintain publicly available
records of any nature.21 Accordingly the Commission should revise the proposed recordkeeping requirements to exclude publicly available materials in all instances.
Additionally, an adviser should be able to maintain “records of proxy statements
received” that are not publicly available by making an appropriate log entry of the proxy.
Finally, an adviser should not be required to duplicate the proxy voting materials
that are maintained or prepared by a third party that votes on behalf of an adviser. We
request that the Commission clarify in the final release that an adviser can comply with
the proposed record-keeping requirements by ensuring that it can promptly obtain proxy
voting records from relevant third parties.
IV.

APPLICATION OF PROPOSED RULE

The proposed rule would generally apply to advisers registered with the
Commission that have voting authority with respect to client securities. We agree with
the proposal that only advisers that have voting authority should be subject to the rule.22
Advisers are not entitled to vote the client’s proxies unless they are authorized to do so.
Thus, any duties associated with proxy voting authority are generally a function of the
contractual relationship between an adviser and its client. The Commission is correct to
refrain from altering these contractual relationships. We have the following additional
comments with respect to the application of the proposed rule.
A.

Proxy Voting Authority Should Not Generally Be Implied.

The proposal states that an “adviser’s authority to vote client proxies may be
implied in the overall delegation of authority provided in the advisory contract, power of
attorney, trust instrument or other document.”23 Given the scope and consequences of the
proposal and the contractual basis of proxy voting authority, we do not believe that it is
appropriate for the Commission to imply proxy voting authority in a contract that is silent
on the issue.24 An adviser should not be required to presume it should exercise authority
21

See, e.g., Letter from Karen. L Barr, ICAA to Robert E. Plaze, Associate Director, Division of
Investment Management, U.S. Securities and Exchange Commission (July 6, 1998).

22

As proposed, the rule would not apply to smaller advisers that are registered with state securities
authorities or to advisers that rely on an exemption from registration under Section 203(b) of the
Advisers Act, such as those advisers that have had fewer than 15 clients during the last twelve
months and do not hold themselves out to the public as investment advisers. Proposal at 4.

23

Proposal at 9, n.18.

24

We recognize that the Department of Labor has stated that voting ERISA client proxies is a
fiduciary act of plan asset management that must be performed by the adviser, unless the voting
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that has not been clearly granted.25 We urge the Commission to confirm this principle in
the adopting release. In the alternative, we suggest that the Commission specify in the
adopting release that authority to vote client proxies will be implied only under very
limited circumstances where the contract includes broad language granting the adviser
authority or power of attorney over all aspects of the client’s interest in or ownership of
securities.26
B.

Providing Advice to a Client Should Not Subject an Adviser to the
Proposal.

We strongly agree with the Commission that the proposed rule should not apply
to an adviser that provides a client with advice as to how the client should vote a proxy.27
Any suggestion to the contrary could chill discussions between an adviser and its client.
Accordingly, we ask the Commission to confirm in the final release that an adviser is free
to respond to client inquiries with respect to proxy voting without triggering the rule.
C.

The Rule Should Not Apply in Cases of Partial Authority.

The Commission has requested comment as to how the proposed rule should
apply to an adviser that retains some authority over a proxy vote, e.g., the client retains
voting authority with respect to certain issues or the contract provides that the adviser
should consult with the client on voting matters.28 We believe that the proposed rule
should apply only to proxies with respect to which an adviser has full discretion to vote.
The rule should not apply in instances where the client has retained some voting
authority. In those cases, it is the client’s responsibility to monitor decision making and
the client will know how the proxy is voted.
V.

PROXY PERSONNEL

The proposal states that proxy voting polices and procedures should: (1) identify
personnel responsible for monitoring corporate actions; (2) describe the basis on which
decisions are made to vote proxies; (3) identify personnel (or groups) involved in making
voting decisions and those responsible for ensuring that proxies are submitted in a timely
right is retained by a named fiduciary of the plan. See DOL Bulletin. This principle is based on
the unique status of ERISA fiduciaries. It is not appropriate for other contractual relationships.
25

Obviously, the most prudent practice would be to address proxy voting explicitly in all advisory
agreements.

26

Many advisory agreements have provisions similar to the following: “Adviser shall have full
power to supervise and direct the investment of the Account, making and implementing
investment decisions….” This type of language would not be broad enough to grant the adviser
proxy voting authority because the common understanding of the term “making and implementing
investment decisions” would not necessarily include voting the securities.

27

Proposal at 9.

28

Id.
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manner; and (4) specify the extent to which the adviser delegates proxy voting
responsibility to committees, or relies on the advice of third parties.29 We request
clarification of three issues related to proxy personnel.
First, we suggest that the Commission eliminate the requirement to identify
personnel responsible for “monitoring corporate actions.”30 Only the largest firms would
have administrative personnel specially designated to monitor corporate actions. Most
portfolio managers and analysts monitor corporate actions in the course of their
investment decision-making functions. This requirement would create an administrative
burden and is not necessary because the person or group “responsible for making voting
decisions” will have information related to corporate actions.
Second, we ask the Commission to clarify in the final rule that naming a
particular individual in the policies and procedures is not necessary, and that a reference
to the position or positions responsible for the appropriate functions is sufficient
disclosure. While we understand the interest in identifying a specific individual in order
to reduce the opportunity for confusion and for accountability reasons, we do not believe
that naming a specific individual adds any particular value in terms of investor protection.
We are concerned that reference to a specific individual could generate inaccuracies
caused by general attrition, promotion, maternity and other leave, and firm
reorganizations.
Third, we ask that the Commission clarify in the final rule that an adviser’s
policies and procedures are not required to include the details of the mechanics of voting
proxies or the personnel responsible for ensuring proxies are received in a timely manner.
This is a back office and custodian function that is not material to clients. Instead,
advisers should simply include a provision ensuring that reasonable efforts will be made
to vote proxies in a timely manner.31
VI.

HOW CLIENTS CAN OBTAIN INFORMATION ON VOTES

The proposal would require an adviser to disclose to clients how each client can
obtain information from the adviser on how the adviser voted its particular proxies.32
The proposed rule would not prescribe the nature, format, or scope of the information that

29

Id. at 11.

30

Id. at 11.

31

We note that while advisers can make reasonable efforts to request custodians to forward proxies
in a timely manner, advisory clients generally hire the custodians and advisers do not have control
over the custodians’ actions.

32

Proposed rule 206(4)-6(b). We agree with the proposed suggestion that an adviser should be able
to satisfy this requirement by disclosure in the adviser’s brochure. Proposal at n. 27.

10

must be disclosed, and would allow the specific decisions to be made by clients and their
advisers.33
We strongly support the proposed position that each adviser be provided the
flexibility to construct on an individual basis a format for disclosing how the adviser
voted that client’s proxy. A prescribed format is not appropriate given the diversity in
advisory clientele. Indeed, as with many issues, institutional clients, particularly those
with consultants, are likely to have their own views regarding appropriate receipt of this
information.
As discussed above, we agree with the Commission that the client as the
beneficial owner of the interest represented by the proxy is entitled to information on how
that client’s proxy is voted.34 We also agree that identifying a specified right to that
information is not necessary, because it is presumed and consistent with an adviser’s
fiduciary duties.35 We recommend, however, that an adviser only be required to respond
to client requests for information on how the adviser voted its particular proxies for a
reasonable time period (e.g. one or two years).36 This is a reasonable period of time for a
client to monitor how the adviser has voted its proxies and would substantially ease the
administrative costs to the adviser.37
VII.

DISCLOSURE OF POLICIES AND PROCEDURES

The proposal would further require advisers to describe their proxy voting
policies and procedures to clients, and to furnish a copy of the policies and procedures to
clients upon request.38 The proposal states that this disclosure would “help clients
understand how the adviser votes proxies and permit clients to select advisers whose
procedures and policies meet their expectations” and also “serve to encourage more
effective policies and procedures.”39
33

Proposal at 14.

34

Although we are not commenting on the Commission’s proposed rule regarding disclosure of
proxy voting records by registered investment companies (File No. S7-36-02), we note here that
with respect to advisory clients that are mutual funds, the appropriate recipient of information
regarding how the adviser voted the fund’s proxies is the fund’s board of directors. The fund
board would then be entitled to use the information as it sees fit.

35

Proposal at 13-14.

36

See ICAA ADV Comment Letter at 26.

37

In some instances, the adviser may have to obtain additional information from the custodian with
respect to specific client proxy votes. We understand that custodians often send omnibus proxies
to advisers that include shares for some but not all of the advisory clients custodied there. It is
administratively burdensome in those cases to tie specific votes to specific clients.

38

Proposed rule 206(4)-6(c).

39

Proposal at 14.
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The proposal specifies that the requirement to describe the adviser’s policies and
procedures could be satisfied by disclosure in the adviser’s brochure.40 Presumably this
disclosure would be shorter than the full version of the adviser’s policies and procedures
given the separate requirement that the adviser provide a full copy of the policies and
procedures to the client upon request. We are concerned, however, that the comments in
the proposal surrounding this requirement may create an expectation that an adviser will
disclose the substance of how it generally votes on particular issues, which may not be
satisfied by a brief description in the adviser’s brochure. These policies can be extensive
and cover numerous topics.41 Inserting voluminous policies and procedures into an
adviser’s brochure would detract from other important aspects of the brochure, such as
brokerage and personal trading policies and procedures. Accordingly, we ask that the
Commission clarify that the adviser’s description of its proxy voting policies and
procedures need only be a general summary of the process or the adviser’s philosophy.42
We also recommend that this brief summary be accompanied by disclosure in the
adviser’s brochure that the adviser’s policies and procedures are available upon request.43
This approach would protect against overwhelming clients with detailed
information that may detract from other material information in Form ADV, while
reminding clients that they are entitled to review the adviser’s proxy voting policies and
procedures at any time. It would also eliminate the concern that the proposed summary
disclosure may become boilerplate language that does not provide meaningful
information to advisory clients.
VIII. LIABILITY
The proposal would make it a fraudulent, deceptive, or manipulative act, practice
or course of business within the meaning of Section 206(4) for an investment adviser to
exercise voting authority with respect to client securities without complying with the
requirements of the proposal. We are concerned that the proposal may have the
unintended result of seriously penalizing certain proxy voting actions made in good faith.
For example, inadvertent failure to vote a proxy on behalf of a client in accordance with
the adviser’s policies and procedures that does not involve material conflicts of interest
resulting in harm to the client’s interest should not be the subject of enforcement action
by the Commission.44

40

Id. at n. 30.

41

For example, the policies and procedures of one leading proxy vendor are hundreds of pages.

42

See ICAA ADV Comment Letter at 26.

43

The ICAA has stated in prior communications with the Commission that it believes that an adviser
should make its policies and procedures available to clients upon request in lieu of lengthy ADV
narration. See ICAA ADV Comment Letter at 12.

44

Obviously, the Commission could note these instances in deficiency letters and repeated
deficiencies could lead to further action.
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We support the Commission’s recognition that an adviser would not violate its
fiduciary obligation to a client by deciding to refrain from voting a proxy.45 The proposal
discusses as an example instances where the cost of voting the proxy exceeds the
expected benefit.46 There are many reasons an adviser may abstain from voting a client
proxy, including for example: (1) when the effect on shareholder economic interest or the
value of the portfolio holding is minimal or indeterminable; (2) in the event language
barriers or timing issues related to holdings of non-U.S. securities make voting
impractical; or (3) as a result of certain share blocking requirements. We ask the
Commission to confirm in the final rule that such properly disclosed policies are
consistent with an adviser’s fiduciary duties and permissible under the proposal.
***
The ICAA supports the proposal and the broader initiative taken by the
Commission to improve disclosure requirements and the financial reporting system. We
appreciate the opportunity to comment on this important development and would be
pleased to provide any additional information.
Sincerely,

Karen L. Barr
General Counsel
cc:

Harvey L. Pitt, Chairman
Cynthia A. Glassman, Commissioner
Roel C. Campos, Commissioner
Harvey J. Goldschmid, Commissioner
Paul S. Atkins, Commissioner

45

Proposal at n. 7.

46

Id.
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ICAA
December 10, 2002
Via Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Proposed Rule: Disclosure in Management’s Discussion and Analysis
About Off-Balance Sheet Arrangements, Contractual Obligations and
Contingent Liabilities and Commitments; Release Nos. 33-8144; 34-46767;
File No. S7-42-02
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments related to the Commission’s proposed amendments to the
Management’s Discussion and Analysis of Financial Condition and Results of Operations
(“MD&A”) to require more substantial disclosure of off-balance sheet transactions,
arrangements, obligations (including contingent obligations), and other relationships of
an issuer.2 ICAA members collectively manage trillions of dollars in assets for
institutional and individual investors, and rely heavily on the financial materials of
issuers. The information presented in an issuer’s MD&A is of critical importance to our
members for evaluating the issuer’s overall financial condition and making appropriate
investment decisions on behalf of their clients. The Proposal will improve the
transparency of an issuer’s off-balance sheet arrangements and other obligations and
liabilities. We strongly support the Proposal and believe it will result in the disclosure of
a more complete and accurate picture of the overall financial condition of issuers.3
1

The ICAA is a national not-for-profit association that consists exclusively of SEC-registered
investment adviser firms. Founded in 1937, the ICAA today has a membership of approximately
300 firms that collectively manage more than $3 trillion in assets for a wide variety of institutional
and individual clients. For more information, please visit www.icaa.org.

2

Disclosure in Management’s Discussion and Analysis About Off-Balance Sheet Arrangements,
Contractual Obligations and Contingent Liabilities and Commitments, Release No. 33-8144; 3446767; File No. S7-42-02 (Nov. 4, 2002) (“Proposal”).

3

Previously, we recommended that the Commission require more complete disclosure of offbalance sheet arrangements and contractual obligations and commitments. See Letter from Karen
L. Barr, General Counsel, ICAA, to Jonathan G. Katz, Secretary, U.S. Securities and Exchange
Commission (July 24, 2002) (supporting the Commission’s proposals to expand MD&A
disclosure related to critical accounting estimates and policies and making additional
recommendations).

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

The Proposal implements Section 401(a) of the Sarbanes-Oxley Act of 2002,
which directs the Commission to adopt rules requiring an issuer to disclose in each
annual and quarterly financial report filed with the Commission “all material off-balance
sheet transactions, arrangements, obligations (including contingent obligations), and
other relationships of the issuer with unconsolidated entities or other persons that have, or
may have, a material effect on financial condition, changes in financial condition,
revenues or expenses, results of operations, liquidity, capital expenditures or capital
resources.”4 In addition to meeting the requirements of Section 401(a) of the Act, the
Proposal would also require issuers to aggregate information about contractual
obligations and contingent liabilities and commitments in a single location in the MD&A.
We have the following comments and recommendations:
1.

Definition of “Off-Balance Sheet Arrangement”

The term “off-balance sheet arrangement” is defined in a more focused manner in
the Proposal than in Section 401(a) of the Act. The Proposal defines an off-balance sheet
arrangement to mean “any transaction, agreement or other contractual arrangement to
which an entity that is not consolidated with the registrant is a party, under which the
registrant, whether or not a party to the arrangement, has, or in the future may have: (i)
any obligation under a direct or indirect guarantee or similar arrangement; (ii) a retained
or contingent interest in assets transferred to an unconsolidated entity or similar
arrangement; (iii) derivatives, to the extent that the fair value thereof is not fully reflected
as a liability or asset in the financial statements; or (iv) any obligation or liability,
including a contingent obligation or liability, to the extent that it is not fully reflected in
the financial statements (excluding the footnotes thereto).”5
The Commission has requested comment as to the scope of the proposed
definition of off-balance sheet arrangements. We believe the proposed definition will be
more effective than the language in Section 401(a) of the Act in guiding issuers in
complying with the disclosure requirement, and will aid investors and the securities
markets in developing expectations about the material presented.
The Commission has requested comment as to the appropriateness of applying its
existing policy of excluding preliminary negotiations from MD&A disclosure to offbalance sheet arrangements.6 We support the Commission’s decision to apply its existing
standard of excluding preliminary negotiations to the Proposal. In addition to possibly
jeopardizing completion of the transaction, such disclosure has the potential to be
misleading to investors and the securities markets.
4

Pub. L. No. 107-204, 116 Stat. 745 (2002)(“Act”).

5

Proposal at 8.

6

Proposal at 15.
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2.

Materiality Threshold

We are concerned that the Proposal introduces a dual materiality standard for
prospective information in the MD&A that may be confusing to investors. Currently, a
registrant has a duty to disclose prospective information in its MD&A where a “trend,
demand, event, commitment or uncertainty is both presently known to management and
reasonably likely to have future material effects on the registrant’s financial condition or
results of operations.”7 The Commission proposes to interpret the legislative mandate in
the Act as requiring a lower disclosure threshold for prospective material information
related to off-balance sheet arrangements.8 Accordingly, the proposed disclosure of offbalance sheet arrangements would be required if management determines either that the
arrangement is material in the current period or that it may become material in the future.
Disclosure would not be required for off-balance sheet arrangements where the likelihood
of either the occurrence of an event, or the materiality of its effect, is remote.9
The Commission has requested comment as to the use of the proposed “remote”
disclosure threshold for prospective material related to off-balance sheet arrangements in
conjunction with the “reasonably likely” threshold for other prospective information in
the MD&A. We are concerned that a dual-materiality standard for prospective
information in the MD&A could be confusing to investors. We also agree with the
Commission’s concern that a difference in threshold could attribute undue prominence to
information about off-balance sheet arrangements in relation to other significant
information.10 Moreover, we are concerned that the use of the “remote” standard could
result in voluminous information and overwhelm the reader. We believe that the
proposed definition of the term “off-balance sheet arrangement” will result in sufficient
new disclosure of prospective information under the “reasonably likely” standard, and
that the “remote” standard is unnecessary.
3.

Contractual Arrangements and Contingent Liabilities

The Proposal would require issuers to aggregate information about their
contractual obligations and contingent liabilities and commitments in a single location in
the MD&A. While this aspect of the Proposal is not required by the Act, the Commission
believes it is important for improving the transparency of the circumstances surrounding

7

See Interpretive Release No. 33-6835 (May 18, 1989)(emphasis added). Referred to as the
“reasonably likely” standard.

8

The Act does not adopt the “reasonably likely” standard and directs the Commission to adopt a
rule to require disclosure of items that “may” have a material current or future effect. Proposal at
n. 71 and accompanying text.

9

See Proposal at n. 63 and accompanying text.

10

Proposal at 15.

3

an issuer’s liquidity and capital resources.11 The Proposal would require tabular
disclosure about contractual relationships and either tabular or textual disclosure about
contingent liabilities and commitments.12
We support the proposed expanded disclosure related to an issuer’s contractual
obligations and contingent liabilities and commitments. We believe the proposed
disclosure is consistent with the Commission’s prior initiatives aimed at improving
corporate disclosure and our comments with respect to these initiatives.13 We agree with
the Commission that the proposed requirements would provide investors and the
securities markets with a more complete context for assessing the relative role of offbalance sheet arrangements.
We believe the proposed tabular format for contractual relationships will simplify
information for the reader and enhance the opportunity for comparison among issuers,
but recommend that the issuer have the flexibility to supplement the information in the
table with a narrative discussion. We recommend modifying the requirement for
disclosure about contingent liabilities and commitments to require tabular disclosure to
the extent possible, together with supplemental narrative disclosure.
The Commission has asked whether it should adopt definitions for the terms
“contractual obligations” and “contingent liabilities or commitments.”14 We believe
broad definitions of these terms, together with disclosure examples would help issuers in
preparing the information and investors in anticipating the scope of the material to be
included in this section.
4.

Presentation

The Proposal would allow an issuer to present the tabular and textual disclosure
related to known contractual obligations and contingent liabilities and commitments in a
location the issuer deems appropriate. The proposed disclosure about off-balance sheet
arrangements, however, would be provided in a separate designated section of the

11

Proposal at n. 90 and accompanying text.

12

Id.

13

See Letter from Karen. L. Barr, General Counsel, ICAA, to Jonathan G. Katz, Secretary, U.S.
Securities and Exchange Commission (Aug. 26, 2002) (supporting more timely and extensive
disclosure in current reports on Form 8-K); see also Letter from Karen L. Barr, General Counsel,
ICAA, to Jonathan G. Katz, Secretary, U.S. Securities and Exchange Commission (July 24, 2002)
(supporting the Commission’s proposals to expand MD&A disclosure related to critical
accounting estimates and policies); Letter from Karen L. Barr, General Counsel, ICAA, to
Jonathan Katz, Secretary, U.S. Securities and Exchange Commission (June 27, 2002) (supporting
expanded and expedited disclosure in Item 10 to Form 8-K).

14

Proposal at 17.

4

MD&A. The Commission has requested comment regarding the proposed presentation
for these disclosure requirements.15
The presentation of the off-balance sheet arrangements should be clearly
identified. While a separate section may not be necessary, off-balance sheet
arrangements should be properly labeled to alert the reader of the nature of the material.
We support the Commission’s initiatives to make the MD&A and other Commission
filings easier for the reader to understand and follow. Moreover, we continue to support
with respect to MD&A disclosure: (i) enhanced discussion of line items of financial
statements; (ii) more detailed discussions of recurring extraordinary charges; and (iii)
greater disclosure related to trends that management evaluates in making decisions about
its business.16
We appreciate the opportunity to comment on this important development and
would be pleased to provide any additional information.

Sincerely,

KAREN L. BARR
General Counsel

cc:

Harvey L. Pitt, Chairman
Cynthia A. Glassman, Commissioner
Roel C. Campos, Commissioner
Harvey J. Goldschmid, Commissioner
Paul S. Atkins, Commissioner

15

Proposal at 18.

16

See Letter from Karen L. Barr, General Counsel, ICAA, to Jonathan G. Katz, Secretary, Securities
and Exchange Commission (July 24, 2002) at 5.
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ICAA
December 12, 2002
Via Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Proposed Rule: Conditions for Use of Non-GAAP Financial Measures;
Release Nos. 33-8145; 34-46788; File No. S7-43-02
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments related to the Commission’s proposed new rules and amendments that
address the disclosure or release of certain financial information by public companies that
is derived on the basis of methodologies other than in accordance with Generally
Accepted Accounting Principles (“GAAP”).2 ICAA members collectively manage
trillions of dollars in assets for institutional and individual investors, and rely heavily on
the financial materials of issuers. Investment advisers require a clear, complete, and
accurate representation of issuer financial results to make appropriate investment
decisions on behalf of their clients. Unfortunately, some issuers have released pro forma
financial information that obscures rather than clarifies the issuer’s results.3 Accordingly,
the ICAA strongly supports the proposal to reconcile non-standardized financial
presentations of issuers with GAAP-based measures consistent with the requirements of
Section 401(b) of the Sarbanes-Oxley Act of 2002.4 We commend the Commission’s
1

The ICAA is a national not-for-profit association that consists exclusively of SEC-registered
investment adviser firms. Founded in 1937, the ICAA today has a membership of approximately 300 firms
that collectively manage more than $3 trillion in assets for a wide variety of institutional and individual
clients. For more information, please visit www.icaa.org.
2

Conditions for Use of Non-GAAP Financial Measures, Release No. 33-8145; 34-46788; File No.
S7-43-02 (Nov. 4, 2002) (“Proposal”).
3

See, e.g., In re Trump Hotels & Casino Resorts, Inc. SEC File No. 3-10680 (Jan. 16, 2002)
(finding that an earnings release citing pro forma figures created a misleading impression that the company
exceeded earnings expectations).
4

Pub. L. No. 107-204, 116 Stat. 745 (2002). Section 401(b) generally directs the Commission to
adopt rules requiring that pro forma financial information included in any report filed with the Commission
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efforts to improve the transparency and quality of disclosure of non-GAAP financial
presentations.
The proposal would increase disclosure requirements associated with the use of
non-GAAP information in several areas. First, newly proposed Regulation G would
require that disclosure or release of non-GAAP financial measures by public companies
be presented together with the most comparable GAAP financial measures and a
qualitative reconciliation of the differences between the non-GAAP measures and the
GAAP financial measures.5 Second, the proposal would amend Item 10 of Regulation SK and Item 10 of Regulation S-B to provide for more detailed disclosure related to the
use of non-GAAP financial measures in filings submitted to the Commission. Finally,
the proposal would require companies under new Item 1.04 “Disclosure of Results of
Operation and Financial Condition” to file Form 8-K within two business days of any
public announcement or release disclosing material non-public information regarding the
company’s results of operations or financial condition for an annual or quarterly fiscal
period that has ended.
We have the following responses and recommendations with respect to some of
the Commission’s specific requests for comment:
•

Review by Auditors. The ICAA agrees with the Commission that
investors may be confused as to whether the comparison and
reconciliation of non-GAAP measures with GAAP measures has been
reviewed or audited by the company’s independent accountants. We
support a requirement that the company disclose the extent to which its
outside auditors have performed such a review or audit with respect to the
full comparative presentation and reconciliation.

•

Discussion of the Purpose of Non-GAAP Material. We agree with the
Commission’s proposed requirement that companies discuss the reason
they have used non-GAAP financial measures and explain how the
presentation of the material is useful to investors. This discussion is
important for providing context to investors and the securities markets and
should be included in all Commission filings and communications subject
to Regulation G. As an alternative, the company could provide this
discussion in materials filed with the Commission and provide a reference
of this discussion together with a brief explanation as to how to access the
filing in other communications.

or in any public disclosure be presented in a manner that is: (i) not materially misleading and (ii)
reconciled with GAAP principles.
5

The Proposal would also amend annual report Form 20-F for non-U.S. private issuers to
incorporate the proposed amendments to Item 10 of Regulation S-K.
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•

Website Postings. As proposed, Regulation G would permit a company
that releases non-GAAP information in an oral, telephonic, webcast,
broadcast or similar presentation to provide the required GAAP
comparative information on the company’s website so long as the
company discloses the location and availability of the required
information during the presentation. We support this aspect of the
proposal. Given the convenience to investors of using the Internet to
access information and the limited effort and cost to companies in posting
such information, we believe that a company with an electronic presence
should be required to post its non-GAAP financial information together
with its GAAP comparison and reconciliation on its website concurrent
with filings or within a reasonable period after making a communication
subject to Regulation G requirements.6 We believe this same standard
should apply to information disclosed in Item 1.04 of Form 8-K. As an
alternative, a company could provide a link to the Commission’s website
along with an explanation of the information that can be accessed.

•

Detail of Disclosure Requirements. The Commission has generally
required more detailed disclosure requirements for non-GAAP financial
measures that are included in Commission filings. The Commission has
asked whether the same level of detail should be required in all cases. We
believe a higher level of detail is appropriate in Commission filings, and
may not be suitable in other presentations or communications. Moreover,
we are concerned that such a requirement could detract from more
important information in the presentation or communication.

•

Presentation and Location of Information. The Commission has requested
comment on whether non-GAAP financial measures should be presented
in a separate section of Commission filings. We believe that the use of
non-GAAP financial measures should be clearly identified in a consistent
manner to foster understanding by investors. Separating non-GAAP
financial information from other financial information, however, may
detract from the reader’s understanding of the financial condition of the
company or give undue prominence to the non-GAAP financial
information. We recommend that the Commission provide more guidance
to companies on options for presenting non-GAAP financial measures and
the required comparisons with GAAP measures.
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We have previously recommended to the Commission that the substance of Item 10 disclosure on
Form 8-K should be posted directly on the website of each company that has an electronic presence,
concurrent with filing. See Letter from Karen L. Barr, General Counsel, ICAA to Jonathan G. Katz, U.S.
Securities and Exchange Commission re: Form 8-K Disclosure of Certain Management Transactions, (June
27, 2002).
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•

Benefit. The ICAA believes that the Commission’s proposal would offer
significant benefits to the investing community by providing greater detail,
context, and access to the financial condition of a company. This
information will foster greater confidence in each investment decision and
in the securities markets.

We appreciate the opportunity to comment on this important development and
would be pleased to provide any additional information.
Sincerely,

KAREN L. BARR
General Counsel
cc:

Harvey L. Pitt, Chairman
Cynthia A. Glassman, Commissioner
Roel C. Campos, Commissioner
Harvey J. Goldschmid, Commissioner
Paul S. Atkins, Commissioner
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ICAA
December 12, 2002
By Electronic Filing and U.S. Mail
Ms. Diane Ridley Gatewood
Chief of Registration
Investor Protection and Securities Bureau
State of New York
Office of Attorney General
120 Broadway
New York, NY 10271-0332
Re:

Proposed Rules Regarding Investment Advisory Services – Part 11
to Title 13 NYCRR

Dear Diane:
Thank you for taking the time to speak with us regarding the Securities Bureau’s
proposed amendments to its investment adviser rules, as set forth in Part 11 to Title 13 of
the New York regulations. These rules are intended to implement the legislation enacted
in September 2002 amending New York General Business Law Section 359-eee. The
Investment Counsel Association of America (ICAA) strongly supports the proposed
rules.
As you know, the ICAA is a not-for-profit association that exclusively represents
the interests of investment advisers registered with the U.S. Securities and Exchange
Commission. Founded in 1937, the Association’s members today consists of about 300
investment advisory firms that collectively manage in excess of $3 trillion for a wide
variety of institutional and individual clients. Many of our member firms are located in
New York.
The proposed rules would mandate that all state registered investment advisers
and federal covered notice filers submit electronic registration and notice filings through
the Investment Adviser Registration Depository (IARD) system. The rules would also
conform New York’s filing and fee requirements for SEC-registered investment adviser
firms with those of the other states, achieving much-needed uniformity in this area.

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

1050 17TH STREET, N.W., SUITE 725 WASHINGTON, DC 20036-5503
(202) 293-ICAA FAX (202) 293-4223

We commend you for your efforts to effectively and fairly conform New York
law to the National Securities Markets Improvement Act of 1996 (NSMIA), in a manner
substantially uniform with other state legislation. We believe the proposed regulations
relating to notice filings and fees for federal covered advisers are generally consistent
with NSMIA. We also strongly support uniform implementation of the IARD system
because it permits federally registered advisers to make “one stop” filings with both the
SEC and with states in which they are required to notice file. Importantly, Form ADV
filings made through the IARD are posted on the Investment Adviser Public Disclosure
web site, providing clients and potential investors around the world with easy access
through the Internet to significant information about investment advisers.
We have the following specific comments regarding the proposal:
1. Proposed Rule 11.5(a)(1). Proposed Rule 11.5(a)(1) would require federal
covered advisers to submit paper filings of Part II of Form ADV. As noted in
our letter to you dated May 24, 2001, we believe that states should not require
federal covered advisers to separately mail paper copies of Part II. First, the
submission of paper filings would be contrary to NASAA’s model rules for
IARD implementation, which do not require federal covered advisers to notice
file Part II of Form ADV unless specifically requested.1 The vast majority of
states do not require paper filings of Part II.2 Second, the submission of
paper filings of Part II would be duplicative and would not provide additional
information to investors because under federal law, federal covered advisers
are required under Rule 204-3 to deliver Part II of Form ADV to clients at the
start of the advisory relationship. Because advisers are required to deliver
Part II of Form ADV to all clients directly, the Bureau is unlikely to receive a
request from advisory clients for this information. Third, there is no added
regulatory rationale for requiring submission of Part II of Form ADV from
federal covered advisers because any important information for notice
purposes concerning an adviser is set forth on Part 1 of Form ADV, including
all disciplinary information. Finally, it is duplicative and burdensome to
subject federal covered advisers to a dual regime of electronic and paper
filings when the goal of the SEC and NASAA is to convert to a fully
electronic and paperless filing system. For these reasons, we urge the Bureau
to amend the rule proposal to provide that federal covered advisers are not
required to submit paper copies of Part II as part of their notice fling
requirements.
2. Proposed Rule 11.12(f). Proposed Rule 11.12(f) provides a definition of
“investment adviser” that does not track the definition appearing in the
legislation enacted in September. The definition of “investment adviser” in
the statute specifically states that “investment adviser shall not include”
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Rule 202(b)-1, NASAA IARD Implementation Model Rules.
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Currently, only 3 other states (New Jersey, New Mexico, Oklahoma) and Puerto Rico require
paper filings of Part II of Form ADV.

2

federal covered investment advisers. This exclusion does not appear in
proposed Rule 11.12(f). Instead, federal covered investment advisers are
exempted from registration pursuant to proposed Rule 11.13 (a)(6). This
distinction is critical because in order to conform to NSMIA and the intent of
the proposed regulations, the term “investment adviser” as used throughout
the regulations should not include federal covered advisers.3 In addition, the
definitions enacted by the legislature should not be altered by regulation.
3. Proposed Rule 11.15. Even assuming, consistent with the legislation, that the
term “investment adviser” does not include federal covered advisers, proposed
Rule 11.15 seems to imply that federal covered advisers, as “notice filers,”
may be subject to a state substantive requirement regarding statement
delivery. Under NSMIA, state authority over federally-registered investment
advisers is limited to requiring notice filings and fees and investigating and
bringing enforcement actions for fraud and deceit. This proposed rule would
be contrary to the authority preserved to the states under NSMIA. Because
the Bureau may not lawfully impose this proposed rule on federal registered
investment advisers, we recommend that the term “notice filer” be deleted
from this provision.
4. Proposed Rule 11.16. Proposed Rule 11.16 provides that all initial notice
filings for the calendar year 2003 must be submitted by January 31, 2003. We
are concerned that the deadline for submission of notice filings may not
provide sufficient time, especially in light of the new notice filing threshold.
The legislation reduced the de minimus exemption for federal covered
advisers from 41 clients to 6 clients. This significant change in the notice
filing requirement could potentially affect many advisers and it may take time
for advisers to learn of and digest this change. Therefore, we urge the Bureau
to amend the proposal to provide for a March 31, 2003 deadline for new
notice filers.
5. Proposed Rule 11.16. Proposed Rule 11.16 provides that federal covered
advisers shall submit their renewals pursuant to Securities and Exchange
Commission requirements. SEC registration, however, is ongoing and does
not require renewal. Federal covered advisers are required to file amendments
to their registration form (a) annually and (b) promptly if there is a material
change in the information provided on the form. Accordingly, we suggest that
the last sentence of Proposed Rule 11.16 be revised to read: “Federally
covered investment advisers shall submit their amendments pursuant to
Securities and Exchange Commission requirements.”
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For example, if the term “investment adviser” included federal covered advisers, such advisers
would be covered by proposed Rule 11.9 regarding record-keeping – a result prohibited by NSMIA.
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We commend you for your excellent efforts in drafting the proposed rules and
truly appreciate your consideration of these comments. Please do not hesitate to call me
or Rasha Elganzouri with any questions or concerns.
Sincerely,

Karen L. Barr
General Counsel
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