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November 2, 2009 
 
 
 
 
The Honorable Barney Frank The Honorable Spencer Bachus 
Chairman Ranking Member 
Financial Services Committee Financial Services Committee 

 
The Honorable Paul E. Kanjorski The Honorable Scott Garrett 
Chairman Ranking Member 
Capital Markets, Insurance and  Capital Markets, Insurance and 
Government Sponsored Enterprises Government Sponsored Enterprises 
Subcommittee  Subcommittee 

 
U.S. House of Representatives U.S. House of Representatives 
Washington, D.C. 20515 Washington, D.C. 20515 

 
 
 

Re:  Investor  Protection Act (to be reported as H.R. 3817) 
 
Dear Chairmen Frank and Kanjorski, Ranking Members Bachus and Garrett, and Members of 
the Committee: 

 
We are writing as representatives of organizations that support a strong, universal 

fiduciary duty for investment advice to express our grave concerns over the degree to which that 
goal is threatened by changes made to date during consideration of the Investor Protection Act. 
Unless these short-comings are fixed before final approval, the legislation could set a standard 
for advice by brokers that falls well short of the full fiduciary duty under the Investment Advisers 
Act. 

 
We have written previously to express the following concerns: that, in describing standards 

of conduct, the phrase “when providing personalized investment advice” might be used to argue 
that “hat switching” by brokers is allowed; that the language requiring rulemaking by 
the Securities and Exchange Commission (“SEC”), which references personalized advice to retail 
clients, could be seen to narrow the existing fiduciary duty under the Investment Advisers Act, 
which does not vary depending on type of client served; and that the language which states that 
the standards adopted under the legislation should be “at least as high” as those currently applied 
under the Advisers Act is only included in that portion of the legislation that amends the 



 

Advisers Act, which could lead some to conclude that the rules for brokers could meet a lower 
threshold. 

 
Fiduciary Duty Weakened  in Manager’s  Amendment 

 
None of these concerns was addressed in the manager’s amendment. Instead, changes to 

the manager’s amendment prior to the mark-up actually reinforced these concerns. There are now 
so many conditions and specific, potentially limiting, provisos in the amended language that it is 
unclear whether brokers that provide investment advice are truly fiduciaries subject to the 
full panoply of accompanying duties. Because we believe you intended to hold brokers that 
provide investment advice to the same overarching fiduciary principles applicable to investment 
advisers, we urge you to clearly confirm that this is the case in any Committee report language 
accompanying the legislation. 

 
One particularly troubling example of last-minute limiting changes to the legislation is the 

new section, added to the manager’s amendment just before mark-up, which states that brokers 
who sell only proprietary products or an otherwise limited range of products can satisfy their 
fiduciary obligations by providing notice and obtaining “consent or acknowledgement” from the 
customer. While the sale of proprietary products and of a limited range of products has long been 
permitted under the fiduciary duty, this provision could, under some circumstances, permit such 
practices regardless of whether they are in customers’ best interests and may be read 
to limit the regulations the SEC would be permitted to adopt to address these significant conflicts 
of interest. Moreover, it appears to us to be in direct conflict with, and to greatly limit the benefits 
of, that section of the legislation that directs the agency to study conflicts of interest and adopt 
rules to address or prohibit such conflicts. 

 
Pending Matter Could Further Eviscerate  the Standard 

 
These problems could be made far worse depending on how the bill’s authors respond to 

an amendment by Congressman Hensarling that was offered and withdrawn, but with a 
commitment to continue to examine the issues raised as the bill heads to the floor. The problem 
the amendment purports to address – that discount brokers who offer limited, transaction-based 
advice not be held to a fiduciary duty to provide on-going monitoring of the account – is a non- 
issue.  As we have noted before, the fiduciary duty is a facts-and-circumstances-based standard. 
The obligation to provide on-going account monitoring is specific to those circumstances where a 
promise of on-going account management or on-going advice is made or implied. As long as 
clear disclosures were provided, no such obligation would be triggered in the circumstances 
described by discount brokers. 

 
If the amendment were as narrow as the author claims, it would likely be of little concern, 

since it would not change the existing standard. In fact, however, the amendment is far broader 
and would throw open the door to rules that allow “hat switching.” By “hat switching” we are 
referring to the common practice where the same financial intermediary provides investment 
advice under a fiduciary duty and then executes the recommended transactions under a lower 
suitability obligation. Such an approach, clearly permitted under the Hensarling amendment, 
would leave brokers free to implement their advice by selling products with higher costs, poorer 



 

performance, and other characteristics that make them poorly suited to the client’s interests but 
financially beneficial for the broker. 

 
It is therefore absolutely essential that the legislation not be amended to restrict the 

fiduciary duty in this fashion. If it were, the bill would not only perpetuate existing abusive 
practices, it could make them much worse by promoting a false sense of security among 
investors who believe they are protected by a fiduciary duty when they are not. 

 
Delegation of Authority to FINRA Undermines  Protections 

 
Perhaps the most serious threat to the fiduciary duty came on a seemingly unrelated 

amendment. That amendment by Ranking Member Bachus, which was adopted on a voice vote, 
would permit the SEC to delegate responsibility to the broker-dealer self-regulatory organization, 
FINRA, for enforcing compliance with the Investment Advisers Act for its members and persons 
associated with its members. Based on an analysis of IARD data, the authority to oversee 
“persons associated with members” could extend FINRA’s jurisdiction to between 25 percent 
and 30 percent of all federally registered investment advisory firms. In aggregate, these firms 
manage almost 80 percent of advisory firms’ total assets under management.  In addition, 
according to the North American Securities Administrators Association, roughly 88 percent of 
all investment adviser representatives are dually registered as representatives of broker-dealer 
firms. As a result, the amendment would appear to permit the SEC to designate FINRA as the de 
facto SRO for the majority of investment adviser representatives, including financial planners who 
combine advice and implementation services. The SEC could delegate this authority to FINRA 
with no further involvement of Congress and no prior analysis of the risks and benefits 
of that approach. 

 
Moreover, the amendment gives FINRA not only inspection and enforcement authority, 

but also rule-making authority under the Investment Advisers Act. Both are problematic. 
 

In the first instance, this amendment appears to reward FINRA for its failures in the 
Madoff and Stanford cases, and its misleading statements about the causes of those failures, with 
a broad expansion of authority. While FINRA has brazenly claimed that a gap in its authority 
prevented it from examining Madoff’s advisory operations, in fact Madoff was solely a broker- 
dealer during virtually the entire duration of the scheme, and FINRA had full jurisdiction over its 
conduct. Moreover, although FINRA supporters claim this broadened authority is needed to 
supplement inadequate SEC oversight, separate provisions of the bill already address that resource 
problem by reducing the number of advisers that are subject to SEC oversight, by authorizing 
substantially increased SEC’s funding, and by providing for user fees to support enhancement of 
the SEC’s inspection program. Despite the SEC’s failings, we believe that this approach is 
preferable to delegating broad investment adviser oversight responsibility to an organization with 
a broker-dealer mindset. 

 
Even more disturbing than its expansion of inspection authority is the amendment’s broad 

grant of rulemaking authority to FINRA.  For years, FINRA and its predecessor organization, 
NASD Regulation, have sided with brokers in opposing efforts to hold brokers to a fiduciary 
standard when they provide investment advice. With the rulemaking and enforcement authority 



 

this amendment would provide, FINRA could become the main arbiter of how the fiduciary duty 
is applied to conduct by brokers, SEC-registered advisers with broker-dealer affiliates, and most 
financial planners. All of the concerns outlined above regarding weaknesses in the underlying 
legislation would be magnified if FINRA were given this rulemaking role and continued to adopt 
its industry-centric approach to the issue. 

 
Conclusion 

 
Unless these problems are fixed, we fear this legislation would give investors a false 

sense of security that they are receiving enhanced protections while in fact doing little to raise 
the standards that apply when brokers give investment advice. As the legislation moves to the 
floor of the House, we urge you to fix these severe shortcomings in the legislation so that it can 
fulfill the Administration’s intent to apply the Investment Advisers Act fiduciary duty to all 
investment advice. We look forward to working with you to achieve that goal. 

Respectfully submitted, 

Barbara Roper 
Director of Investor Protection 
Consumer Federation of America 

 
David Tittsworth 
Executive Director 
Investment Adviser Association 

 
Richard Ferlauto 
Chairman 
Shareowners.org 

 
Ellen Turf 
Chief Executive Officer 
National Association of Personal Financial 
Advisors 

 
Kevin Keller 
Chief Executive Officer 
Certified Financial Planner Board of Standards, Inc. 

 
Marvin W. Tuttle, Jr., CAE 
Executive Director/CEO 
Financial Planning Association 



 

 
 
 
 
BY FACSIMILE 

October 26, 2009 

The Honorable Barney Frank The Honorable Spencer Bachus 
Chairman Ranking Member 
Financial Services Committee Financial Services Committee 

 
The Honorable Paul E. Kanjorski The Honorable Scott Garrett 
Chairman Ranking Member 
Capital Markets, Insurance and Capital Markets, Insurance and 
Government Sponsored Enterprises Government Sponsored Enterprises 
Subcommittee Subcommittee 

 
U.S. House of Representatives U.S. House of Representatives 
Washington, D.C. 20515 Washington, D.C. 20515 

 
 
 
 

 
3817) 

Re: October 1, 2009 Discussion Draft of the Investor Protection Act (to be reported as H.R. 

 
Dear Chairmen Frank and Kanjorski, Ranking Members Bachus and Garrett, and Members of the 
Committee: 

 
As you prepare to consider the Investor Protection Act, the undersigned organizations write to 

express our support for inclusion of a strong provision to ensure that all those who offer investment 
advice are held to the highest standard – the Investment Advisers Act fiduciary duty.  We greatly 
appreciate the improvements that have been made to Section 103, including changes that recognize that 
a fiduciary must act in the best interests of his or her client, and as contained in the October 19 
manager’s amendment, an attempt to clarify that any rules promulgated to carry out this mandate must 
establish a standard that is at least as high as the fiduciary obligations that currently exist under the 
Investment Advisers Act.  While we would have preferred an approach that did not amend the Advisers 
Act, but rather simply held brokers to the Advisers Act fiduciary duty, we believe that, properly 
implemented, these provisions should go a long way toward eliminating investor confusion and abuse 
that is the inevitable result when financial intermediaries who use similar titles and offer apparently 
identical services are allowed to do so under different legal standards. 

 
We are concerned, however, that certain provisions of the current draft may leave room for the 

fiduciary duty to be watered down. 



 

First, we are concerned that when describing standards of conduct, the phrase “when providing 
personalized investment advice” might be used to argue that “hat switching” by brokers is 
allowed.  By “hat switching” we are referring to the common practice where the same financial 
intermediary provides investment advice under a fiduciary duty and then executes the 
recommended transactions under a lower suitability obligation.  Brokers have consistently sought 
to limit the fiduciary duty so that it would not apply to the sales recommendations intended to 
implement the advice.  We realize the difficulty in drafting legislative language that precludes 
this possibility entirely, but we would appreciate anything the Committee can do to make clear 
that such an interpretation is not supported under the legislation. 

 
Second, the language requiring rulemaking by the Securities and Exchange Commission (“SEC”) 
references personalized advice to retail clients.  Currently, an adviser’s fiduciary duty under the 
Advisers Act does not vary depending on the type of client served.  We do not believe it is 
appropriate to have different standards for different types of clients.  All investors receiving 
personalized investment advice should benefit from the protections of the Advisers Act fiduciary 
duty. At a minimum, we would appreciate anything you can do to clarify that the legislation does 
not in any way limit the fiduciary duty an investment adviser owes to all of its clients. 

 
Third, we are concerned that the clarifying language which states that the standards adopted 
under the legislation should be “at least as high” as those currently applied under the Advisers 
Act is only included in that portion of the legislation that amends the Advisers Act.  This could 
lead some to conclude that the rules for brokers could meet a lower threshold, undermining the 
intent to ensure that, where the advisory services are comparable, the standards will be the same. 
Again, we urge you to preclude that outcome by clarifying that this interpretation is not 
permissible under the legislation. 

 
Finally, we urge you to oppose any amendments that would weaken this section of the 

legislation, in particular by creating a new federal standard to replace the well-established Advisers Act 
fiduciary duty.  The broker-dealer and insurance communities have sought just such an amendment, 
which would not only weaken this legislation’s investor protections but would also undermine the 
protections currently afforded by the Advisers Act by substituting a lowest common denominator 
standard for the existing fiduciary duty.  Contrary to brokerage and insurance industry claims, the 
existing fiduciary duty for investment advice is easily adaptable to the many different contexts in which 
investment advice is offered.  Its facts and circumstances-based approach offers exactly the sort of 
principles-based regulation these industries have claimed to favor.  To the degree that there is any need 
to clarify how fiduciary obligations apply in different circumstances, these can be addressed through 
rules. 

 
One particularly harmful amendment is being circulated by the American Association of Life 

Underwriters (“AALU”).  That amendment would limit the definition of “investment advice” to 
situations in which commissions are not part of the fee paid to the service provider.  In effect, this 
amendment would allow brokers to provide investment advice under the lower suitability standard.  It 
would also restrict the options available to investors by eliminating the ability of investors to receive a 
combination of fee-based investment advice and commission-based implementation all subject to a 
fiduciary duty.  We urge you to strongly oppose this or any similar amendment that may be offered. 



 

 
  

 

We greatly appreciate your attention to our concerns as well as everything you have already done 
to advance this important legislation. 

 
Respectfully, 

 
 
 

 
 

Kevin R. Keller, CAE 
Chief Executive Officer 
CFP Board 

 

 
 
 
 

David G. Tittsworth 
Executive Director 
IAA 

Barbara Roper 
Director of Investor Protection 
CFA 
 

 
 
 
Denise Voigt Crawford 
President 
NASAA 

Marvin W. Tuttle Jr., CAE 
Executive Director and CEO 
FPA 
 

 
 
 
William T. Baldwin, JD 
Chief Executive Officer 
NAPFA 



 

 
 
 

October 6, 2009 
 

Via Electronic Mail 
 

Douglas H. Shulman 
Commissioner 
Internal Revenue Service 
Attn: CC:PA:LPD:PR (Notice 2009-62) 
Room 5203 
P.O. Box 7604 
1111 Constitution Avenue, N.W. 
Washington, DC 20224 

 
Re: FBAR Issues for Investment Advisers Registered with the SEC, 

Notice 2009-62 
 

Dear Commissioner Shulman: 
 

The Investment Adviser Association (IAA)1 appreciates the opportunity to comment 
on the filing requirements under the Report of Foreign Bank and Financial Accounts, Form 
TD F 90-22.1 (FBAR) as they relate to investment advisers registered with the US Securities 
and Exchange Commission (SEC) and their officers and employees.  On July 31, 2009, the 
IAA submitted a letter to Treasury seeking guidance on the filing requirements for certain 
investment advisory personnel and directors and officers of US funds managed by SEC- 
registered investment advisers and expressing our concerns that filings by these persons 
would be redundant and unnecessary to further the Treasury Department’s goals of 
uncovering abusive tax schemes and combating money laundering.2

 

 
The IAA was pleased that the IRS published Notice 2009-62 on August 7, 2009, 

extending the FBAR filing date for certain persons and requesting public comments on FBAR 
filings requirements.  Specifically, the Notice provided administrative relief extending the 
filing deadline (1) for persons with no financial interest in a foreign financial account but with 
signature or other authority over the foreign financial account and (2) for persons with a 
financial interest in, or signature authority over, a foreign financial account in which the 

 

 
1 The IAA is a not-for-profit association that represents the interests of investment adviser firms that are 
registered with the SEC.  IAA’s membership consists of investment advisory firms that manage assets for a wide 
variety of institutional and individual clients, including pension plans, trusts, investment companies, 
endowments, foundations, and corporations.  For more information, please visit our web site: 
www.investmentadviser.org. 

 
2 Letter from Jennifer S. Choi, Assistant General Counsel, IAA, to Commissioner Douglas H. Shulman, on July 
31, 2009  (July 2009 IAA Letter)  (a copy of the letter is attached). 
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assets are held in a commingled fund.  Treasury intends to issue regulations clarifying the 
FBAR filing requirements pertaining to these persons and is soliciting comments related to 
the FBAR filing requirements. 

 
Consistent with the July 2009 IAA Letter, the IAA strongly supports the Treasury 

Department’s efforts to clarify the FBAR filing requirements for those persons described in 
the IRS notice. As suggested by the IRS in its notice, we recommend that the exception 
currently available for officers and employees of banks and certain publicly traded domestic 
companies be expanded.  This exception should apply to all officers and employees of SEC- 
registered investment advisers who have only signature authority over (but no financial 
interest in) foreign financial accounts in which client assets managed by their employers are 
held.  Moreover, as specifically raised in the IRS notice, we submit that when a person, due to 
the nature or scope of his or her employment, has signature or other authority over (but no 
financial interest in) a foreign financial account, that person should be relieved of filing an 
FBAR for that account if a person with a financial interest in the account has filed an FBAR. 

 
These exceptions to the FBAR filing requirement would address the concerns the IAA 

expressed in its earlier letter regarding the filing obligations of investment advisory personnel 
and directors or officers of US funds who may have signature or other authority over (but no 
financial interest in) foreign financial accounts solely as a result of their employment with 
their SEC-registered investment advisory firms or their position with funds managed by a 
SEC-registered investment adviser. 

 
Bank Employees Exception Should be Extended to Employees of SEC-Registered 
Investment Advisers 

 
SEC-registered investment advisers manage assets for a variety of institutional and 

individual clients. For clients that have international assets in their portfolios, the IAA is 
concerned that employees of a registered adviser may be deemed to have signature or other 
authority over the foreign financial accounts in which the non-US assets of such clients are 
held. We believe that, in those situations where an FBAR has been filed on behalf of a 
foreign financial account, officers and employees of investment advisory firms who may be 
deemed to have signature or other authority over the client’s account while acting within the 
scope of their employment should not be required to file a separate FBAR. 

 
To illustrate our concerns, we discuss two specific situations where employees of 

advisers may have to submit FBAR filings because of the authority provided to them within 
the scope of their employment. 

 
First, many IAA members provide investment management services to pooled 

investment vehicles that are domiciled or organized in the United States (“Funds”).  These 
Funds typically do not have any employees of their own (but may have directors and officers). 
Instead, the Funds are managed by separate service providers, including an investment 
adviser.  Funds that invest abroad may have financial interests in the foreign custodial 
accounts where the Fund’s non-US assets are held, and these Funds would need to make 
FBAR filings as appropriate. Therefore, information regarding a Fund’s foreign financial 
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accounts and the Fund’s financial interest in those accounts are already being provided to 
Treasury.  In these circumstances, information from the individual employees of investment 
advisers who may have signatory or other authority over (but no financial interest in) the 
foreign financial accounts would inundate the Treasury with information that would be of no 
real value.  Requiring annual FBAR filings by such employees of advisers would impose a 
significant burden on these individuals without providing any useful additional information. 

 
Second, we believe the circumstances in which SEC-registered investment advisers 

manage separate accounts for individuals and institutions present similar issues.  For these 
types of accounts, the investment manager provides portfolio management services to the 
client accounts.  The clients typically hire a separate financial institution to act as custodian 
and safekeep their assets.  These custodial arrangements are negotiated directly between the 
client and the custodian (including the foreign accounts that may be necessary to hold foreign 
securities).  In these circumstances, the investment managers may only direct the custodian as 
permitted by the terms of the applicable investment advisory agreement, in accordance with 
the procedures established by the client and the custodian. 

 
Nonetheless, in certain separate account situations, employees of the investment 

advisory firm may be considered to have signature or other authority over foreign financial 
accounts of their clients because of particular terms provided in the advisory contract. We 
believe these employees should not be required to file a separate FBAR if the custodians or 
the clients have submitted an FBAR for the foreign financial accounts.3   As stated above, 
information regarding these clients’ foreign accounts would have been provided to Treasury 
and the information provided by individual employees of registered advisers who may have 
signature or other authority because of their employment would not provide Treasury with 
useful additional information. 

 
The situations described above illustrate how certain employees of investment advisers 

may be required to submit FBAR filings only because they may have signatory or other 
authority over (but no financial interest in) foreign financial accounts while acting solely 
within the scope of their employment with the adviser.  We are concerned that a requirement 
to make individual FBAR filings and the potential penalties for failing to submit FBAR filings 
impose an unreasonable burden on these individuals especially given that Treasury already 
receives information regarding the foreign financial accounts. Therefore, we believe 
extension of the exception that is available for an officer or employee of a “bank that is 
currently examined by Federal bank supervisory agencies for soundness and safety” that 
maintains a foreign bank, securities, or other financial account, over which the employee has 
signature or other authority and in which he or she has no personal financial interest would be 
appropriate for employees of SEC-registered investment advisers. 

 
 
 
 
 

3 We understand that US custodial banks that act as global custodians for investor assets outside the US typically 
hold cash and securities for clients in omnibus accounts.  In certain jurisdictions, cash and securities accounts are 
required to be in the name of the client.  For both omnibus and segregated accounts, we understand that the 
custodians file FBARs for those accounts because they have, respectively, financial interest in or signature 
authority over those accounts. 
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Moreover, similar to bank personnel, employees of SEC-registered investment 
advisers are subject to extensive controls and regulatory oversight.  As discussed in more 
detail in the July 2009 IAA Letter, employees of SEC-registered investment advisers are 
closely supervised by their employer, and are subject to oversight by the SEC, to ensure that 
the employees’ activities are in compliance with all applicable laws and other legal 
obligations.4

 

 
As recognized by Treasury in the context of a bank examined by a federal regulatory 

agency, the Treasury’s goal of tackling tax fraud or combating money laundering would not 
be furthered by requiring an employee of a regulated entity who has signature or other 
authority over (but no financial interest in) a foreign financial account within the scope of his 
or her employment to file a separate FBAR.  As in the case of federally regulated banks, US 
persons, such as US funds, other US clients of investment advisers, and global custodian 
banks, would make their own FBAR filings as appropriate.  As a result, Treasury would have 
all the relevant information both in the case of accounts maintained by federally-regulated 
banks and of funds and separate accounts managed by SEC-registered investment advisers. 

 
Certain Other Persons with Signature or Other Authority Over (But No Financial Interest In) a 
Foreign Account Should be Relieved of Filing an FBAR If an FBAR Has Been Filed by a Person 
with a Financial Interest for the Account 

 
The IAA requests that certain other persons who may have signature or other authority 

over (but no financial interest in) a foreign financial account be relieved of filing an individual 
FBAR if an FBAR has been filed by a person with a financial interest in the account. As 
described in the July 2009 IAA Letter, pooled investment vehicles that are domiciled or 
organized in the United States typically do not have employees of their own except they may 
have directors and officers of the fund.  Certain directors or officers of these funds investing 
abroad may be considered to have signature or other authority over the funds’ foreign 
accounts (e.g., bank or custodial accounts) solely because of responsibilities within the scope 
of their official position with a fund.  As with employees of the investment adviser that 
manages these funds, these individuals do not have any financial interest in those accounts. 

 
For the reasons described above for investment advisory personnel, we believe it 

would not further the Treasury’s goals to require separate filings by these directors and 
officers of the fund because the filings would not provide any additional information to 
Treasury.  As US persons, these funds that invest abroad and have financial interests in 
foreign financial accounts would make FBAR filings as appropriate.5

 
 
 

4 See supra note 2 at page 3. 
 

5 Directors and officers of non-US private funds and employees of managers of those funds may be subject to 
similar FBAR filing obligations, which have been raised with the IRS by the Managed Funds Association.  See, 
e.g., MFA Letter to Carol P. Nachman, Special Counsel, Administrative Provisions & Judicial Practice Division, 
IRS (May 13, 2009). We support the IRS providing the guidance requested by the MFA that each person with 
signature or other authority over an account should not be required to file separate FBAR forms if the US 
manager has filed the form, referencing that account, provided those persons do not have any personal financial 
interest in the account and the US manager has provided notice that it filed the form.  Guidance on this issue will 
assist our members that manage non-US private funds. 
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Because Treasury will receive all the relevant information from FBAR filings 

submitted by those with a financial interest in foreign financial accounts, we also request that 
directors and officers of US funds who may have signature or other authority be exempt from 
submitting their own individual FBAR filings.6

 

 
Proposed Alternative to Individual FBAR Filings 

 
If, for some reason, Treasury does not provide an exception to employees of SEC- 

registered investment advisers and to officers and directors of US funds, we offer an 
alternative for your consideration. 

 
We request that SEC-registered investment advisers be permitted to submit an FBAR 

filing on behalf of all their directors, officers, and employees and directors or officers of US 
funds that they manage who may have signature or other authority over (but no financial 
interest in) foreign financial accounts on a consolidated basis.  If a consolidated FBAR is filed 
on behalf of these individuals, we seek confirmation that they would not have to file a 
separate FBAR.7   We believe that a consolidated FBAR filing would provide the same 
information as individual filings and also allow Treasury to review the information more 
easily through a single, comprehensive filing. 

 
Moreover, because signature or other authority arises within the scope of employment 

or an individual’s position as a director or officer of a fund, it would be appropriate for the 
investment advisers that have access to all the relevant information to file FBARs on behalf of 
these individuals.  We appreciate that Treasury may be concerned about not receiving relevant 
information if individuals do not submit their own FBAR.  Our proposal, however, would 
ensure that all of the information that would have been submitted to Treasury on individual 
FBARs would be filed by the investment adviser. 

 
* * * * * 

 
The IAA strongly supports the Treasury’s efforts to obtain all the relevant information 

necessary to take action against tax evaders and to monitor for money laundering.  We also 
support its efforts to clarify the FBAR filing obligations and make the requirements more 

 
6 We also believe that there is no policy reason to require US persons who may have signature or other authority 
over (but no financial interest in) foreign financial accounts of non-US funds that are not marketed or sold to US 
persons to file an FBAR.  The IRS would have no policy interest in receiving information regarding accounts 
that are not for the benefit of any US person.  In these circumstances, US persons with signature or other 
authority are filing FBARs purely for technical compliance. We recommend that when foreign financial 
accounts are not for the benefit of US persons, US persons who may have signature or other authority over (but 
no financial interest in) such foreign financial accounts should not have to file an FBAR. 

 
7 Individuals using the extension provided by the IRS to file by June 30, 2010 may be required to attach their tax 
returns to the FBAR filings. We request that these individuals not be required to submit an amended tax return. 
Because the individual tax returns have already been filed, these individuals should not have to file an amended 
Schedule B merely to state that they technically have signature or other authority over a foreign account.  These 
individuals would not need to make income tax or other amendments to the tax returns because they do not have 
any financial interest in a foreign account. 
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efficient.  We believe that the recommendations outlined above further those goals. Moreover, 
these recommendations will alleviate any unnecessary burden on individuals from having to 
submit their own FBAR filings in circumstances where a US person with a financial interest in 
a foreign account already has filed an FBAR, and the obligation only arises from 
the individual’s official position.  Our proposal would enable Treasury to focus on key risk 
data without being overwhelmed with duplicative information. 

 
We appreciate the opportunity to provide our views on this issue and would be pleased 

to provide any additional information.  Please contact the undersigned or Karen L. Barr, 
General Counsel, at (202) 293-4222 with any questions regarding these matters. 

 
Respectfully submitted, 

 
/s/ Jennifer S. Choi 

 
Jennifer S. Choi 

Assistant General Counsel 
 
 
 
cc: William J. Wilkins 

Clarissa C. Potter 
Linda Kroening 
Beth M. Elfrey 
Sara M. Coe 
Samuel Berman 
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Executive Summary 
 

The IAA strongly supports the Administration’s recommendation in its white 

paper to require “broker-dealers who provide investment advice about securities to 

investors to have the same fiduciary obligations as registered investment advisers.” 

Investment advisers are fiduciaries to all of their clients under the Investment Advisers 

Act of 1940.  As fiduciaries, advisers must at all times act in the best interests of their 

clients, placing their clients’ interests above their own. Advisers have an “affirmative 

duty of utmost good faith, and full and fair disclosure of all material facts as well an 

affirmative obligation to employ reasonable care to avoid misleading its clients.”  We 

strongly believe that all persons who are performing investment advisory activities 

should be subject to the same standard of care. 
 
 

We are concerned, however that the Administration’s proposed legislative 

language in Section 913 of the Investor Protection Act would open the door to weaken 
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the current fiduciary duty standard for advisers and would not effectuate the 

recommendation made in the white paper. The proposed text would amend the Advisers 

Act to grant broad rulemaking authority to the SEC to promulgate different standards of 

care than the fiduciary standard that already applies to all investment advisers with 

respect to all of their clients under the Advisers Act. 
 
 

We are particularly concerned that the proposal could impose a fiduciary duty 

only with respect to retail clients and would water down or eliminate the fiduciary 

obligations that advisers owe all of their clients – whether individual or institutional (e.g. 

pension plans, endowments, mutual funds, or trusts).   It would be a mistake to alter or 

narrow the fiduciary standard.  One of the greatest strengths of a fiduciary standard is 

precisely its breadth – the standard has allowed the regulation of advisers to remain 

dynamic and relevant in changing business and market conditions. 
 
 

In addition, the IAA continues to strongly support the SEC as the direct regulator 

for investment advisers. The SEC must be adequately funded to carry out its important 

missions of protecting investors, maintaining fair and orderly markets, and facilitating 

capital formation.  Congress and the SEC should take steps to bolster the SEC’s 

resources: 
 
 

• There must be full funding for the SEC’s regulatory, inspection, and 

enforcement efforts.  We believe Congress should examine alternatives to 

allow the agency to achieve longer-term and more stable funding, including 

self-funding mechanisms and user fees. 
 
 

• The SEC should increase the $25 million threshold that separates federally 

registered and state-registered advisers.  An increase in the threshold would 

reduce the number of SEC-registered advisers and permit the SEC to focus on 

the appropriate universe of advisers on a risk-adjusted basis in its examination 

program. 
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• The SEC should improve its inspection program for investment advisers. 
 

There are a number of steps the SEC can take to better leverage its resources, 

including use of better technology, enhanced training, and additional data. 

We would be pleased to work with the Committee and the SEC to explore 

ways to ensure that investment advisers are subject to appropriate and timely 

examinations. 
 
 

• The idea of establishing a self-regulatory organization (SRO) for investment 

advisers has been raised and rejected a number of times over the years.  We 

continue to oppose the creation of an SRO for the advisory profession.  The 

drawbacks to an SRO – including inherent conflicts of interest, questions 

about transparency, accountability, and oversight, and added costs and 

bureaucracy – continue to outweigh any alleged benefits. 
 
 

Introduction 
 

 
 

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

appear before the Committee today to address the Treasury Department’s proposed 

legislation, the Investor Protection Act of 2009, and issues related to SEC resources. 
 
 

We commend the Committee for convening this hearing.  Both as entities subject 

to regulation and as investors in the securities markets on behalf of their clients, the 

IAA’s investment adviser members bring important perspectives to the regulatory reform 

discussion.  We expressed our general views on regulatory reform at a hearing of the 

Senate Banking Committee earlier this year. Among other issues, we expressed our 

support for Congressional action to address true gaps in the current regulatory structure, 

notably the regulation of hedge fund managers and derivatives, including credit default 
 

1 The Investment Adviser Association (IAA) is a not-for-profit trade association that exclusively represents 
the interests of federally registered investment advisory firms.  Founded in 1937, the IAA’s membership 
consists of more than 450 investment advisory firms that collectively manage in excess of $8 trillion for a 
wide variety of clients, including individuals, trusts, endowments, foundations, corporations, pension funds, 
mutual funds, state and local governments, and hedge funds. For more information, please see 
www.investmentadviser.org. 

http://www.investmentadviser.org/
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swaps.  We applaud your work in addressing these and other problems that were directly 

related to the financial crisis that began last year.2   The IAA stands ready to assist the 

Committee in undertaking the critical tasks of renewing investor confidence and 

addressing failures of and weaknesses in the current regulatory framework. 
 
 
The Administration’s White Paper and Proposed Legislation on Investor Protection 

 
 
 

In June, the Administration released its white paper for financial services 

regulatory reform.3   The document includes a discussion of initiatives “to empower the 

SEC to increase fairness for investors.”4   Citing the confusion of retail investors about the 
differences between investment advisers and broker-dealers, the Administration’s white 
paper contains the following recommendations: 

 
 

New legislation should bolster investor protections and bring important 

consistency to the regulation of these two types of financial professionals by: 
 
 

• requiring that broker-dealers who provide investment advice about securities 

to investors have the same fiduciary obligations as registered investment 

advisers; 

• providing simple and clear disclosure to investors regarding the scope of the 

terms of their relationships with investment professionals; and 

• prohibiting certain conflict of interests and sales practices that are contrary 

to the interests of investors.5
 

 
 
 

2 For additional views on financial services regulatory reform, see Enhancing Investor Protection and the 
Regulation of Securities Market Hearing Before the S. Comm. on Banking, Hous. and Urban Affairs 111th 
Cong. (March 26, 2009) (statement of David G. Tittsworth, Executive Dir. and Executive Vice President, 
Investment Adviser Association). 

 
3 U.S. Dept. of the Treasury, A New Foundation: Rebuilding Financial Supervision and Regulation (2009), 
available here. 

 
4 Id. at 71. 

 
5 Id. at 72. 

http://www.financialstability.gov/docs/regs/FinalReport_web.pdf
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In July, the Treasury Department released proposed legislation, entitled the 

“Investor Protection Act of 2009,” to implement these recommendations and other issues 

set forth in the white paper.  Section 913 contains parallel amendments to the Securities 

Exchange Act of 1934 (the primary law governing broker-dealers) and the Investment 

Advisers Act of 1940 (the primary law governing investment advisers) that would 

authorize the SEC to conduct various rulemakings under both statutes relating to 

standards of conduct, disclosures, sales practices, conflicts of interest, and compensation 

schemes.6
 

 
 
 

The IAA strongly supports the Administration’s recommendation to require 

broker-dealers who provide investment advice to have the same fiduciary obligations as 

investment advisers.  The Advisers Act fiduciary duty is the appropriate standard for 

protecting investors who rely on investment advice provided by investment advisers and 

other financial services providers.  As noted below, the fiduciary duty under the Advisers 

Act is well-established and has been applied consistently over the years by courts and the 

SEC. It requires those who provide investment advice to put the interests of their clients 

ahead of their own interests.  The Advisers Act fiduciary duty has worked well to protect 

investors and should not be revised, re-interpreted, watered down, or eliminated. 
 
 

The IAA has long supported the view that persons providing the same services 

should be subject to the same laws and standards.7   Accordingly, we have for many years 
argued in favor of subjecting brokers and others who provide investment advice about 

 
6 We note that Rep. Kanjorski released a 114-page discussion draft of the Investor Protection Act of 2009 
late last week which, in certain respects, includes significant differences from the Treasury’s proposal. 
Although it includes some improvements, Section 103 of the draft is substantially similar to Section 913 of 
the Treasury Department’s draft legislation and continues to implicate many of the concerns addressed in 
our testimony regarding Section 913. 

 
7 See, e.g., Letter from David G. Tittsworth, Executive Dir., Investment Counsel Association of America, to 
Jonathan G. Katz, Secretary, Securities and Exchange Commission, (Jan. 12, 2000) (on file with SEC) in re 
Certain Broker-Dealers Deemed Not To Be Investment Advisers, Exchange Act Release No. 34-42099, 
Investment Advisers Act Release No. 1845, 64 Fed. Reg. 61226 (proposed Nov. 4, 1999) (The IAA “agrees 
with the Commission that a functional test focusing on the nature of services provided (rather than the form 
of the broker-dealer’s compensation) is appropriate in determining whether and under what circumstances a 
brokerage account may be excluded from provisions of the Advisers Act.”) available here. 

http://www.sec.gov/rules/proposed/s72599/tittswo1.htm
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securities to the same laws and standards that apply to investment advisers.  This is a 

commonsense and reasonable approach.  Unfortunately, as broker-dealers have migrated 

toward the investment advisory model, they have not been subject to the same standards. 
 
 

To understand the issues underlying the Administration’s current proposal, an 

examination of the legal and regulatory framework governing investment advisers, the 

migration of broker-dealers toward the investment advisory model, and developments 

related to the broker-dealer exclusion under the Advisers Act is required. 
 
 

Background 
 
 
 
The Investment Adviser Profession and Applicable Regulatory Framework 

 
 
 

The investment advisory profession is robust and dynamic.  Investment advisers 

serve a wide variety of clients, including individuals, trusts, endowments, foundations, 

corporations, government and private pension funds, mutual funds, hedge funds, and 

other types of pooled investment vehicles.  In general, investment advisers are required to 

register with the SEC if they manage more than $25 million in assets.  As of April 2009, 

there were 11,257 investment advisers registered with the SEC.8   These advisers 

collectively reported assets under management of $34 trillion. 
 
 

Contrary to public perception, the overwhelming majority of investment advisory 

firms are small businesses.  As of April 2009, more than 8,000 investment advisers (71 

percent of all SEC-registered investment advisers) reported managing between $25 

million and $1 billion in assets.  More than 10,000 advisers (90 percent) reported 50 or 

fewer employees.  A few large investment advisory firms manage a disproportionate 

share of total assets: fewer than 500 advisory firms (about 4 percent of all SEC-registered 
 
 
 
 
 

8 See Investment Adviser Association and National Regulatory Services, Evolution/Revolution 2009: A 
Profile of the Investment Advisory Profession, (Oct. 2, 2009), available at the IAA web site, 
www.investmentadviser.org, under “Publications/News” and “Reports & Brochures.” 

http://www.investmentadviser.org/
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investment advisers) reported managing more than $10 billion in assets, yet collectively 

accounted for more than 80 percent of all assets ($27.9 trillion). 

 
While investment advisers employ a broad range of business strategies, the core 

activity of most investment advisers is providing investment advice on a discretionary 

basis to clients, that is, they are granted authority by their clients to make investment 

decisions for their clients’ portfolios on an ongoing basis.9   In addition to providing 

investment advisory services for individual or institutional clients, some investment 

advisers engage in other related activities, such as financial planning services, assisting in 

selection and monitoring of other advisers, serving as subadvisers to funds offered by 

other advisers, or providing wealth management services. 
 
 
 

The legal and regulatory regime for the advisory profession must be flexible in 

order to address the enormous diversity among advisers.  Consistent with this concept, 

the Advisers Act provides a largely principles-based statutory framework governing the 

conduct of those who provide investment advice.  The Advisers Act sets forth a broad 

definition of “investment adviser”:  an investment adviser is a person who, for 

compensation, is in the business of rendering advice regarding securities.  There are a 

number of exclusions from the definition, including the broker-dealer exclusion discussed 

below.10
 

 
 

The basic statutory framework of the Advisers Act is relatively simple and 

straightforward.  Certain investment advisers are required to register with the SEC and 

are subject to regulations issued and enforced by the Commission.11   The statute makes it 
 
 

9 Id. at 5. Of the $34 trillion assets under management reported by advisers in 2009, only $3.1 trillion were 
reported as non-discretionary. 89% of all investment advisers reported having discretionary authority over 
client accounts. Id. At 24. 75% reported providing portfolio management for individuals or small 
businesses.  Id. at 21. 63% reported that they provide portfolio management for businesses or institutional 
clients, other than mutual funds. Id. 

 
10 See Investment Advisers Act of 1940 § 202, 15 U.S.C. § 80b-2(a)(11) (2008).  Other exclusions cover, 
under certain circumstances, banks, attorneys, accountants, publishers, and those who provide only 
incidental investment advice. 

 
11 See Investment Advisers Act of 1940 §§ 203, 209; 15 U.S.C. §§ 80b-3, 80b-9 (2008). 
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unlawful for any adviser to “employ any device, scheme, or artifice to defraud any client 

or prospective client,” to engage in “any transaction, practice, or course of business 

which operates as a fraud or deceit upon any client or prospective client,” and to engage 

in principal trades without receiving the consent of the client.12   The law authorizes the 

Commission to promulgate rules and regulations that define and prescribe ways to 

prevent any act, practice, or course of business by an adviser that is “fraudulent, 

deceptive, or manipulative.”13   As discussed below, fundamental to the Advisers Act is 

the principle that an investment adviser is a fiduciary that must act in the best interests of 

its clients at all times.  As former SEC Chairman Arthur Levitt has stated: 

 
[T]he Act broadly prohibits fraud and holds advisers to rigorous fiduciary 

standards when dealing with clients.  Investment advisers have two choices under 

the Act.  They must rid themselves of all conflicts of interest with their clients – 

conflicts that might influence them to act in their own best interest rather than in 

the best interest of their clients.  Or, they must fully disclose any conflicts to 

clients and prospective clients.14
 

 
 
 

In addition to this overarching principles-based regulatory framework and the 

ongoing duties that flow from it, investment advisers are subject to specific rules and 

disclosure requirements.  All SEC-registered investment advisers are required to submit a 

registration form and investor disclosure document (Form ADV) and update it at least 
 
 
 
 

12 Investment Advisers Act of 1940 § 206(1)-(3), 15 U.S.C. § 80b-6(1)-(3) (2008). 
 

13 Investment Advisers Act of 1940 § 206(4), 15 U.S.C. § 80b-6(4) (2008).  The Commission also is given 
authority to exempt persons or transactions from the Advisers Act or regulations thereunder, “to the extent 
that such exemption is necessary or appropriate in the public interest and consistent with the protection of 
investors and the purposes fairly intended by the policy and provisions of this title.”  Investment Advisers 
Act of 1940 § 206A, 15 U.S.C. § 80b-6a (2008). 

 
14 Arthur Levitt, Chairman, Sec. and Exch. Comm’n, Amendments to Form ADV: Opening Statement, 
(April 5, 2000); see also SEC v. Capital Gains Research Bureau, 375 U.S. 180, 190-192 (1963) (“[t]he 
Investment Advisers Act of 1940 reflects a congressional recognition of the delicate fiduciary nature of an 
investment advisory relationship as well as a congressional intent to eliminate, or at least expose, all 
conflicts of interest which might incline an investment adviser – consciously or unconsciously – to render 
advice which was not disinterested”). 
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annually and promptly for material changes.15   Form ADV, Part 1 disclosures are 

publicly available and reveal extensive information regarding each investment adviser.16
 

 
 

Under SEC rules and pronouncements, investment advisers are subject to a 

variety of requirements relating to insider trading, proxy voting, books and records, 

custody, privacy, best execution, business continuity, advertising, and referral 

arrangements.17   Investment advisers must adopt written codes of ethics, which must set 

forth standards of conduct expected of advisory personnel and address conflicts that arise 

from personal trading by advisory personnel.18   Advisers must also adopt and implement 

written policies and procedures reasonably designed to prevent violations of the Advisers 

Act, review the policies and procedures at least annually to determine their adequacy and 

effectiveness of their implementation, and designate a chief compliance officer 

responsible for administering the policies and procedures.19   Further, investment advisers 

are subject to inspections and oversight by the SEC. 
 
 
The Broker-Dealer Exclusion and the Migration of Broker-Dealers to the Investment 
Advisory Model 

 
 

The Advisers Act includes an exclusion from the definition of investment adviser 

for “any broker or dealer whose performance of such services is solely incidental to the 
 

15 Advisers are required to disclose detailed information about their firms and executives, including: the 
educational and business background of each person who determines general investment advice to clients; 
the adviser’s basic fee schedule (including how fees are charged and whether such fees are negotiable); 
types of investments and methods of securities analysis used; how the adviser reviews client accounts; the 
adviser’s other business activities; material financial arrangements the adviser has with a wide variety of 
entities; certain referral arrangements; and numerous other disclosures that describe activities that may pose 
potential conflicts of interest with the adviser’s clients, including specific disclosures relating to trading and 
brokerage practices. 

 
16 See Investment Adviser Public Disclosure Web Site: www.adviserinfo.sec.gov.  The IAA has been urging 
the SEC to issue final rules amending Form ADV, Part 2 to provide greater clarity and enhanced disclosure 
to investors. 

 
17 See, e.g., Rules and Regulations, Investment Advisers Act of 1940, 17 C.F.R. §§ 275.204-1, 275.204-2, 
275.206(4)-1, 275.206(4)-2, 275.206(4)-3, 275.206(4)-6, 275.206(4)-7 (2008), Regulation S-P, 17 C.F.R. § 
248.1 et. seq. 

 
18 17 C.F.R. § 275.204A-1 (2008). 

 
19 17 C.F.R. § 275.206(4)-7 (2008). 

http://www.adviserinfo.sec.gov/
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conduct of his business as a broker or dealer and who receives no special compensation 

therefor.”  The term “special compensation” is intended to cover non-commission-based 

compensation. 
 
 

When brokers charged only commissions, the broker-dealer exclusion provided a 

consistent, bright-line test separating the activities of brokers from investment advisers. 

However, over the past two decades, broker-dealers began charging asset-based fees, 

rendering application of the exclusion increasingly uncertain. 

 
The migration of broker-dealers toward the investment advisory model, and the 

resulting investor confusion, has been well-documented.  For example, the 2008 RAND 

report, a report commissioned by the SEC, compared how the different regulatory 

systems that apply to broker-dealers and investment advisers affect investors, and found 

that “…over the past two decades, broker-dealers have begun to drift subtly into a 

domain of activities that (at least under the regulatory regime) have historically been the 

province of investment advisers.”20   Based on interviews conducted with investors, the 

report also found investor confusion resulting from broker-dealers providing similar 

activities as investment advisers: 
 
 
 

Participants mentioned that the line between investment adviser and broker-dealers 

has become further blurred, as much of the recent marketing by broker-dealers 

focuses on the ongoing relationship between the broker and the investor and as 

brokers have adopted such titles as ‘‘financial advisor’’ and ‘‘financial manager.’’21 

 
 
 
 

20 Angela A. Hung, Noreen Clancy, Jeff Dominitz, Eric Talley, Claude Berrebi, Farrukh Suvankulov, 
RAND Report: Investor and Industry Perspectives on Investment Advisers and Broker-Dealers, 14 (Jan. 3, 
2008) [hereinafter RAND Report]. 

 
21 Id. at 19; see also, Industry Perspectives on the Obama Administration’s Financial Regulatory Reform 
Proposals, Hearing Before the H. Comm. on Fin. Servs., 111th Cong. 16-17 (July 17, 2009) (statement of 
Paul Schott Stevens, President and CEO, Investment Company Institute) (noting that “over the last decade, 
brokers have significantly shifted their business model to include providing investment advice and charging 
fees based on assets under management, rather than commissions for each transaction.  This model 
previously had been used solely by investment advisers”). 
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This confusion has resulted in a mismatch between client expectations and reality: 

investors now expect that brokers are acting in the investors’ best interests when there is 

no obligation to do so.22   Thus, these activities have raised significant issues under the 

broker-dealer exclusion. The exclusion was the subject of a protracted rulemaking 

commenced by the SEC in 1999, which sought to deal with the migration of broker- 

dealers toward the traditional investment advisory model.  Under the proposed rule, a 

broker-dealer providing investment advice to a customer would be excluded from the 

definition of adviser, regardless of the type of compensation received, as long as three 

conditions were met: (i) the advice provided was non-discretionary; (ii) the advice was 

solely incidental to brokerage services provided; and (iii) the broker-dealer disclosed to 

its customers that the account was a brokerage account.  The SEC’s rule adopting 

changes to the exclusion in 2005 was subsequently vacated after a legal challenge.23
 

 
 

The application and interpretation of the broker-dealer exclusion continues to be 

problematic.  As noted below, one simple solution to this problem would be to remove 

the exclusion for broker-dealers in the Advisers Act.  The Treasury Department, 

however, has opted to address the issue through a different approach. 
 
 

The Investor Protection Act of 2009 – Fiduciary Duty 
 
 
 

The Administration’s proposed Investor Protection Act, Section 913, titled 

“Establishment of a Fiduciary Duty for Brokers, Dealers, and Investment Advisers, and 

Harmonization of the Regulation of Brokers, Dealers, and Investment Advisers,” would 

amend both the Investment Advisers Act and the Securities Exchange Act to permit the 

SEC to promulgate rules to provide “in substance, that the standards of conduct for all 

brokers, dealers, and investment advisers, in providing investment advice about securities 

to retail customers or clients (and such other customers or clients as the Commission may 
 
 

22 RAND Report, supra note 20, at 31-32. 
 

23 Financial Planning Ass’n v. SEC, 482 F.3d 481 (D.C. Cir. 2007). 



12  

by rule provide), shall be to act solely in the interest of the customer or client without 

regard to the financial or other interest of the broker, dealer or investment adviser 

providing the advice.”  Although the title explicitly uses the term “fiduciary duty,” the 

statutory language does not. 

 
The IAA strongly supports extending an investment adviser’s fiduciary duty to 

brokers who provide investment advice.  Virtually every regulator, consumer, and 

industry group that has commented on this issue agrees.24   The Administration’s white 

paper on financial services reform includes the stated goal of “requiring that broker- 

dealers who provide investment advice about securities to investors have the same 

fiduciary obligations as registered investment advisers (underlining added)” and raising the 

standard for brokers “to the fiduciary standards to align the legal framework with 

advisers.”  The IAA has consistently advocated that all persons who perform investment 

advisory activities should be subject to the same standard of care.  We strongly believe 

that investors deserve the protections afforded by the fiduciary standard under the 

Advisers Act. 
 
 
 
 
 
 
 

24 See, e.g., Industry Perspectives on the Obama Administration’s Financial Regulatory Reform Proposals, 
Hearing Before the H. Comm. On Fin. Servs., 111th Cong. 16 (July 17, 2009) (statement of Paul Schott 
Stevens, President and CEO, Investment Company Institute) (“the standard that governs the provision of 
investment advice must be one that explicitly incorporates the fiduciary duty that governs investment 
advisers’ dealings with their clients.”); Enhancing Investor Protection and the Regulation of Securities 
Markets – Part II, Hearing Before the S. Comm. On Banking, Housing and Urban Affairs, 111th Cong. 12 
(March 26, 2009) (statement of Fred J. Joseph, Colorado Securities, Comm’r and President North 
American Securities Administrators Association, Inc.) (“NASAA urges Congress to apply the fiduciary 
duty standard of care to all financial professionals who give investment advice regarding securities— 
broker-dealers and investment advisers alike.”); Mary L. Schapiro, Chairman, Sec. and Exch. Comm’n, 
Speech Before the Financial Services Roundtable — 2009 Fall Conference (Sept. 24, 2009) (“I also support 
the administration's efforts to apply a fiduciary standard of conduct to financial service professionals that 
provide investment advice about securities, regardless of whether those professionals carry the label 
"broker-dealer" or "investment adviser."); Enhancing Investor Protection and the Regulation of Securities 
Markets – Part II, Hearing before S. Comm. On Banking, Housing and Urban Affairs, 111th Cong. (March 
26, 2009) (statement of Barbara Roper, Consumer Federation of America) (“all those who offer investment 
advice should be required to put their clients’ interests ahead of their own … that fiduciary duty should 
govern the entire relationship”); Letter from IAA, Consumer Federation of America, Fund Democracy, 
NASAA, Financial Planning Association, National Association of Personal Financial Advisers, and CFP 
Board of Standards to the Honorable Barney Frank and the Honorable Spencer Bachus, House Committee 
on Fin. Servs., U.S. House of Representatives (July 14. 2009) available here. 

http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/comment_071409.pdf
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Fiduciary Duty under the Advisers Act is Well-Established and Consistently Applied 
 
 
 

Fiduciary duty under the Advisers Act is a cornerstone upon which the regulation 

of investment advisers is built.  In a seminal decision by the U.S. Supreme Court in 1963, 

the Court held that the Investment Advisers Act of 1940 imposes a fiduciary duty on 

investment advisers.25   The Court found embodied in the Advisers Act an adviser’s 

affirmative duty of utmost good faith and full and fair disclosure of all material facts to 

its clients as well as an affirmative obligation to employ reasonable care to avoid 

misleading its clients.26   Under this federal fiduciary standard, 27 investment advisers 

must, among other things, act in the best interest of their clients and place the interests of 

their clients before their own.  This well-established standard has been consistently 

interpreted and applied by the SEC and the courts to require investment advisers to serve 

their clients with the highest duty of loyalty and duty of care.28
 

 
 

As a fiduciary, “an investment adviser must at all times act in its clients’ best 

interests, and its conduct will be measured against a higher standard of conduct than that 

used for mere commercial transactions.”29   Among the specific obligations that flow from 

an adviser's fiduciary duty are: (1) the duty to have an adequate, reasonable basis for its 

investment advice; (2) the duty to seek best execution for clients’ securities transactions 

where the adviser directs such transactions; (3) the duty to render advice that is suitable 
 

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

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

 
27 See Transamerica Mortgage Advisors Inc. v. Lewis, 444 U.S. 11 (1979) (“Section 206 establishes 
‘federal fiduciary standards’ to govern the conduct of investment advisers”); Laird v. Integrated Resources, 
Inc. (5th Cir. 1990) (in a 10b-5 action against an investment adviser, the court looked to the federal 
fiduciary standard and stated that its “holding encompasses a developed federal standard”). See also 
Political Contributions by Certain Investment Advisers, Investment Advisers Act Release No.2910, 74 Fed. 
Reg. 39840 (proposed Aug. 3, 2009) (“The Supreme Court has construed section 206 as establishing a 
federal fiduciary standard governing the conduct of advisers”). 

 
28 See, e.g., Proxy Voting by Investment Advisers, Investment Advisers Act Release No. 2059, 68 Fed. Reg. 
6586 (Sept. 20, 2002) (“An adviser’s fiduciary duty includes the duty of care and the duty of loyalty to 
clients”). 

 
29 Lemke & Lins, Regulation of Investment Advisers, 169 (2009). 
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to clients’ needs, objectives, and financial circumstances; and (4) the duty to make full 
 

and fair disclosure to clients of all material facts, particularly regarding potential conflicts 

of interest.30
 

 
 

For more than 45 years, state and federal courts as well as the SEC have 

consistently required investment advisers to satisfy this fiduciary standard.31   The 

standard by which investment advisers are judged – to act in the best interests of the 

client – is unquestionably clear and should be maintained for the benefit of investors. 
 
 
Application of the Advisers Act Fiduciary Duty is Broad and Flexible 

 
 
 

The fiduciary standard is based on common law principles arising from the 

relationship of trust between the adviser and the client.  The application, however, of the 

fiduciary standard is based on particular facts and circumstances.  Some outside the 

advisory profession who are unwilling to take on this duty on behalf of their clients have 

criticized this aspect of fiduciary duty as being ill-defined and amorphous and have 
 
 

30 See Applicability of Investment Advisers Act to Financial Planners, Pension Consultants, and Other 
Persons Who Provide Investment Advisory Services as a Component of Other Financial Services, 
Investment Advisers Act Release No. 1092, 46 Fed. Reg. 41771 (Oct. 16, 1987) (discussing fiduciary 
duties); Suitability of Investment Advice Provided by Investment Advisers; Custodial Account Statements 
for Certain Advisory Clients, Investment Advisers Act Release No. 1406, note 3 (Mar. 16, 1994) (noting 
duty of full disclosure of conflicts of interest, duty of loyalty, duty of best execution, and duty of care and 
citing various sources). 

 
31 See Transamerica Mortgage Advisors v. Lewis, 444 U.S. 11 (1979); Laird v. Integrated Resources, Inc. 
(5th Cir. 1990) (in a 10b-5 action against an investment adviser, the court looked to the federal fiduciary 
standard and stated that its “holding encompasses a developed federal standard”); Morris v. Wachovia 
Securities, Inc., 277 F. Supp. 2d (E.D. Va. 2003) (section 206 “establishes fiduciary duties for investment 
advisers).  See also In re Sterling Capital Planners, Inc., Investment Advisers Act Release No. 2797, 
(October 8, 2008) (breach of fiduciary duty through transfer of funds without client consent, failure to 
disclose significant conflicts of interest); In re Invesco Funds Group, Inc., Investment Advisers Act Release 
No. 2311 (Oct. 8, 2004) (breach of fiduciary duty through market timing, failure to act at all times in the 
best interests of the client and provide full and fair disclosure of all material facts); In re David A. King, 
Investment Advisers Act Release No. 1391 (Nov. 9, 1993); In re George Sein Lin, Investment Advisers Act 
Release No. 1174 (June 19, 1989); In re Westmark Financial Services Corp., Investment Advisers Act 
Release No. 1117 (May 16, 1988).  Broker-dealers, on the other hand may be subject to inconsistent 
standards because they are not considered fiduciaries by operation of law. Rather, courts have looked to 
the nature of the relationship between the client and the broker-dealer to determine whether a broker-dealer 
is a fiduciary in a particular case. Any concerns about the consistency of judicial analysis of broker- 
customer relationships would be remedied by applying the Advisers Act fiduciary duty to broker-dealers 
providing investment advice by operation of law. 
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argued that more precision is necessary.  We disagree. The overarching protection 

afforded investors under the fiduciary standard is essential. Because the duty is a 

principle-based standard and investment advisers must place the interests of their clients 

before their own in every circumstance, obligations of investment advisers cannot be 

circumscribed by a rule book no matter how voluminous.  The Advisers Act and the rules 

adopted under the Act are only the starting point for investment advisers to ensure that 

they act in the best interest of their clients and place clients’ interests above their own. 

These fiduciary obligations must guide every action taken by an investment adviser. 
 
 

The criticism that all of these obligations have not been or cannot be reduced to a 

checklist misses a core strength of the fiduciary standard. As the IAA and other 

organizations expressed in a letter to the SEC’s recently established Investor Advisory 

Committee: 
 
 

We believe that it would be no more appropriate to insist on a precise definition of 

fiduciary duty than it would be to insist on a precise definition of the duty not to 

commit fraud.  .  .  .  Attempting to provide specific definition of all aspects of 

fiduciary duty, or to enumerate precisely how it applies and what it entails, would 

have the perverse consequence of diluting protections for investors.32
 

 
 

It would be contrary to the interests of investor protection to attempt to define 

precisely all elements of the Advisers Act fiduciary duty.  Doing so would diminish the 

protections of the fiduciary standard.33   Moreover, the breadth and flexibility of the 

fiduciary duty of investment advisers have allowed the regulation of investment advisers 
 
 

32 See Letter from Kevin R. Keller, CEO, CFP Board, Marvin W. Tuttle Jr., Executive Director and CEO, 
Financial Planning Association, David G. Tittsworth, Executive Director, Investment Adviser Association, 
and Ellen Turf, CEO, National Association of Personal Financial Advisors to Richard Hisey and Hye-Won 
Choi, Co-Chairs of Investor Advisory Committee (Aug. 6, 2009), available on the IAA web site under 
“Publications/News” and “Comments & Statements.” 

 
33 See Michael Koffler, Six Degrees of Separation: Principles to Guide the Regulation of Broker-Dealers 
and Investment Advisers, 41 Sec. Reg. & Law Rep. 776 (April 27, 2009) (“Given the equitable nature of 
fiduciary law, it is not tenable to set forth a fiduciary’s responsibilities in a detailed manner or to specify a 
convention to govern their activity.  Nor would it be in the public interest to do so. And it certainly would 
not be consistent with the way fiduciary law has evolved and been interpreted for hundreds of years”). 
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to remain dynamic and relevant in changing business and market conditions.  SEC 

Commissioner Luis A. Aguilar echoed this sentiment when he stated: 

 
[Fiduciary duty] is a fundamental investor protection…The fiduciary standard is 

a dynamic, living principle that provides investors with true protection….A 

fiduciary standard has real teeth because it is an affirmative obligation of loyalty 

and care that continues through the life of the relationship between the adviser 

and client, and it controls all aspects of their relationship. It is not a check-the- 

box standard that only periodically applies.34
 

 
 
 
Section 913 of the Proposed Investor Protection Act Should Be Revised to Extend the 
Advisers Act Fiduciary Standard to Broker-Dealers Providing Investment Advice 

 
 

The fiduciary standard established under the Advisers Act continues to provide a 

strong level of protection for all investment advisory clients. The proposed legislation 

should, as intended, extend the same protection to clients of broker-dealers receiving 

investment advice.  We are concerned, however, that the specific text of the current 

legislation may open the door to watering down or weakening the current fiduciary 

standard. 
 
 

If the proposed legislation is intended to fulfill the Administration’s regulatory 

reform goal – i.e., “requiring that broker-dealers who provide investment advice about 

securities to investors have the same fiduciary obligations as registered investment 

advisers” – it should explicitly incorporate the Advisers Act fiduciary standard.  Instead, 

the proposed legislation authorizes the SEC to adopt standards of conduct that are “in 

substance…to act solely in the interest of the customer or client without regard to the 

financial or other interest of the broker, dealer, or investment adviser providing the 

advice.”  By using the term “in substance,” the proposed legislation could allow for rules 

that may be less protective than the current Advisers Act fiduciary standard. 
 
 
 

34 Luis A. Aguilar, Comm’r, Sec. and Exch. Comm’n, SEC's Oversight of the Adviser Industry Bolsters 
 

Investor Protection (May 7, 2009). 
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In addressing issues relating to Section 913, it is important to remember the 

context in which these issues have arisen.  Brokers have been migrating toward the 

investment advisory business, not the other way around.  However, some brokers would 

prefer to avoid being governed by the Advisers Act fiduciary duty due to concerns about 

certain requirements applicable to advisers.  Given the migration of brokers to the 

advisory business, we believe it would be inappropriate to water down or weaken the 

strong investor protection standards and provisions embodied by the Advisers Act to 

accommodate certain broker practices. 
 
 

In addition, we are concerned that Section 913 proposes to authorize the SEC to 

adopt rules under the Advisers Act for “retail customers or clients (and such other 

customers or clients as the Commission may by rule provide).”  This provision of the 

proposed legislation could lead to different standards for different advisory clients.  The 

current Advisers Act fiduciary duty applies equally to all advisory clients, whether 

individual or institutional (e.g. pension plans, endowments, mutual funds, or trusts).  The 

IAA strongly believes that all investment advisory clients deserve the protections 

afforded by the Advisers Act fiduciary duty.  We oppose efforts to impose a different 

standard of care under the Advisers Act for investment advisers providing services to 

different types of clients. 
 
 

Instead, we recommend that Section 913 be revised to provide unambiguously for 

the extension of the Advisers Act fiduciary duty to brokers that provide investment 

advice and to ensure that the fiduciary duty that already exists under the Advisers Act is 

preserved. These goals and the Administration’s stated intent could be achieved without 

amendments to the Advisers Act.  Thus, Section 913 should be amended to apply the 

Advisers Act fiduciary duty to brokers under the Exchange Act and to delete references 

to the SEC’s establishing fiduciary standards under the Advisers Act.  Another simple 

approach that has been suggested to extend the fiduciary duty under the Advisers Act to 

broker-dealers providing investment advice is to remove the exclusion for broker-dealers 

in the Advisers Act.  Under this approach, broker-dealers who meet the definition of 
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“investment adviser” (i.e., who provide investment advice) would be subject to the 

provisions of the Advisers Act, including the fiduciary standard. 
 
 

We intend this recommendation to apply only to broker-dealers who are providing 

investment advice as defined under the Advisers Act.  Although the debate relating to the 

fiduciary standard has focused on broker-dealer activities relating to investment advice to 

individuals, broker-dealers are engaged in other activities, including execution of securities 

transactions, underwriting, investment banking, advising issuers regarding the structure of 

securities offerings, market-making, or other lines of business that do not involve advice 

about securities investments to clients. Our recommendation would not subject broker- 
 

dealers to a fiduciary duty in those other lines of business or activities. 
 
 
 
A “New Federal Standard” Would be Detrimental to Investors 

 
 
 

The broker-dealer industry, through SIFMA, its trade association, has proposed 

that a “new federal standard” should be established for broker-dealers and investment 

advisers that would supersede the existing fiduciary standard.35   We strongly oppose any 
suggestion to replace the Advisers Act standard for the following reasons: 

 
 

• Advisers are already subject to a federal fiduciary standard, as discussed 

above.  Beyond perpetuating misunderstandings of the existing fiduciary duty, 

SIFMA has failed to describe how the “new federal standard” would improve 

upon the Advisers Act fiduciary duty. 

• SIFMA argues that the “new federal standard” would “provide firms with 

appropriate relief from the SEC’s current prohibitions against principal trading.” 

Section 206(3) of the Advisers Act includes restrictions on principal trades (i.e., 

buying and selling from one’s own account).  It is clear that one of the primary 

reasons that broker-dealers (who typically buy and sell from and to their own 

 
35 See Industry Perspectives on the Obama Administration’s Financial Regulatory Reform Proposals, 
Hearing Before the H. Comm. on Fin. Servs., 111th Cong. (July 17, 2009) (statement of Randall Snook, 
Executive Vice President, SIFMA). 
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accounts) resist coverage under the Advisers Act is to avoid the principal trading 

restrictions. But the fact remains that principal trades involve significant 

potential conflicts of interest involving self-dealing.  If there are situations in 

which exemptions from the prohibition on principal transactions are appropriate, 

the SEC already has the authority to provide such exemptions. 

• SIFMA argues that a new standard is necessary so that financial services firms 

can continue to provide investor choice of investment products.  Frankly, we 

are not aware of any meaningful investor choices that are prevented or 

impeded under the existing fiduciary standard – or why imposing a “new 

federal standard” would allow for greater investor choice.  To the extent that 

“investor choice” refers to availability of proprietary products, we note that 

the fiduciary duty under the Advisers Act does not prohibit particular 
 

products, but rather provides a high standard for fully disclosing and resolving 

potential conflicts in the best interest of the client. 

• SIFMA has professed concern regarding judicial protection of investors under 

an adviser’s fiduciary duty.  That concern is unfounded.  As discussed above, 

“the SEC has been bringing cases on behalf of investors for the last 70 years 

prosecuting fiduciaries for breaching their duties and for failing to mitigate or 

disclose conflicts to their clients.”36   In addition, advisers are subject to breach 

of fiduciary duty claims by clients under common law.  Fiduciary duty has 

been a powerful and flexible remedy that has worked well. 
 

The Investor Protection Act of 2009 – Other Provisions 
 
 
 
Other ‘‘Harmonizing’’ Changes in the Investor Protection Act 

 
 
 

In addition to suggesting legislative changes related to the fiduciary duty standard, 

Section 913 of the proposal contains parallel amendments to the Exchange Act and the 

Advisers Act that would authorize the SEC: (1) to provide for “simple and clear disclosure 

 
 

36 See supra note 341. 
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to investors” and (2) to examine, and where appropriate, adopt rules prohibiting certain 

sales practices, conflicts of interest, and compensation schemes for financial 

intermediaries. 
 
 

As discussed above, investment  advisers already are subject to extensive disclosure 

obligations, both with respect to required regulations (e.g., Form ADV) and the overarching 

fiduciary obligations that apply under the Advisers Act. Further, the SEC already has broad 

statutory authority under the Advisers Act to prohibit fraudulent, deceptive, and 

manipulative acts or practices.37 

 
 

While we believe the SEC already has the ability to act in these areas under its 

broad anti-fraud authority, we understand that it may be beneficial to promulgate rules 

that are not anti-fraud rules. We are concerned, however, that Section 913 could be used 

to shift away from the current principles-based regime under the Advisers Act to a more 

inflexible conduct regime.  Further, the proposal’s requirement that the SEC consult with 

other financial regulators on best practices under the Advisers Act but not under the 

Exchange Act does not make sense.  We would be pleased to work with the Committee to 

better understand the issue that the proposed legislation seeks to address and to consider 

whether additional statutory amendments to the Advisers Act are necessary. 

 
 
Mandatory Arbitration 

 
 
 

The Administration’s regulatory reform proposal would give the SEC authority to 

prohibit or impose conditions on agreements that require customers of broker-dealers or 

clients of investment advisers to arbitrate future disputes arising under the federal 

securities laws or the rules of an SRO if it finds that such action is in the public interest 
 
 
 
 
 
 

37 See Investment Advisers Act of 1940 § 206, 15 U.S.C. § 80b-6 (2008 
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and for the protection of investors.38   The Administration notes that “although arbitration 

may be a reasonable option for many consumers to accept after a dispute arises, 

mandating a particular venue and up-front method of adjudicating disputes – eliminating 

access to courts – may unjustifiably undermine investor interests.”39
 

 
 

The IAA supports the Administration’s proposal.  While we fully appreciate the 

goals and efficiencies of alternative dispute resolution, we believe that investors should 

be provided with choice in their selection of a dispute resolution forum.  In particular, 

mandating that investors participate in an industry-run arbitration system creates the 

perception of unfairness, regardless of the actual results of such a system.  In addition, 

arbitration may not present the best venue for certain types of claims.  If the SEC 

exercises the authority it will be given to prohibit or limit mandatory arbitration, we 

suggest the SEC develop investor education materials that would assist customers or 

clients in determining whether to participate in alternative dispute resolution on a 

voluntary basis.  We would be pleased to assist in such efforts. 
 
 
SEC Enforcement Tools 

 
 
 

The Administration’s proposed legislation would provide the SEC with a number 

of expanded enforcement tools.  First, the SEC would be able to establish a fund to pay 

whistleblowers for information that leads to enforcement actions resulting in significant 

monetary sanctions.  The SEC currently may compensate sources in insider trading cases 

and would be able to extend that ability to other types of actions.  We support this 

provision.  Encouraging insiders and others with substantial evidence of securities 

violations voluntarily to provide that evidence to the SEC would enhance the SEC’s 

ability to pursue wrongdoers. 
 
 
 

38 We submit that the legislation’s proposed language to amend the Advisers Act regarding arbitration be 
revised to eliminate reference to “rules of a self-regulatory organization.” As discussed below, advisers are 
not subject to the jurisdiction of an SRO, nor should they be. 

 
39 See Fact Sheet: Administration’s Regulatory Reform Agenda Moves Forward Legislation for 
Strengthening Investor Protection Delivered to Capitol Hill (July 10, 2009) available here. 

http://www.treas.gov/press/releases/tg205.htm
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Second, the proposal would expand the SEC’s authority to impose collateral bars 

on individuals who violate the securities laws.  Currently, a person the SEC has barred 

from being an investment adviser could still act as a broker-dealer.  The SEC should be 

given authority to bar individuals who commit serious misconduct from all segments of 

the regulated securities industry in one proceeding.  We agree with SEC Chairman Mary 

Schapiro that this proposal “would enable the SEC to more effectively protect investors 

and the markets while more efficiently using SEC resources.”40
 

 
 

Finally, the Administration’s proposal addresses inconsistencies in the SEC’s 

ability to bring cases against those who aid and abet securities fraud.  Currently, the SEC 

has authority to bring actions for aiding and abetting violations of the Exchange Act and 

the Advisers Act in civil enforcement actions.  The proposal would extend such authority 

to actions under the Securities Act of 1933 and the Investment Company Act of 1940.  In 

addition, the proposal would clarify that the Advisers Act permits imposition of penalties 

on aiders and abettors. We support consistent standards governing aider and abettor 

liability.41
 

 
 
 
Investor Advisory Committee 

 
 
 

Earlier this summer, the SEC established a new Investor Advisory Committee to 

provide investors with a greater voice in the Commission’s work.  The committee’s 

charter permits it to address broad goals of enhancing investor protection, including: 

advising the SEC on matters of concern to investors in the securities markets; providing 

the SEC with investors’ perspectives on current, non-enforcement, regulatory issues; and 

serving as a source of information about, and recommendations for, regulatory programs 

from an investor perspective.  The Committee is comprised of 15 individuals selected by 

the SEC chairman representing a broad spectrum of investors. 
 
 

40 See Regulatory Perspectives on the Obama Administration’s Financial Regulatory Reform Proposals, 
Hearing Before the H. Comm. on Fin. Servs., 111th Cong. 9 (July 22, 2009) (statement of Mary Schapiro, 
Chairman, Sec. and Exch. Comm’n). See also U.S. Treasury Department Title IX Section by Section 
Analysis at Section 925, available here. 

http://financialservices.house.gov/Financial%20Regulatory%20Reform/Section-by-Section/Title%20IX%20subtitles%20A%20%26%20B%20invprot%20SBS.pdf
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Section 911 of the Administration’s proposed legislation would make this 

Committee permanent.  We strongly support giving investors a more robust, continuing 

presence in the dialogue on the SEC’s investor protection agenda.  Insights from the 

Committee will assist the SEC in considering the effects of new products and services, 

trading venues and practices, and various disclosure regimes. 
 
 
Consumer Testing 

 
 
 

Section 912 would amend the Advisers Act (as well as the other securities laws) 

to authorize the SEC to “gather information, communicate with investors or other 

members of the public . . . as it in its discretion determines is in the public interest or for 

the protection of investors.”  These amendments would appear to provide the SEC with 

the explicit authority to obtain information from investors, such as clients of investment 

advisers.  We fully appreciate that the SEC may need information directly from the 

public or investors to carry out its mandate, including the protection of investors.  We are 

concerned, however, that the information obtained from clients may include personal or 

financial information that should be protected from further dissemination. 
 
 

Therefore, we ask that the provisions be amended to require that all information 

provided to the SEC under this section be confidential, not subject to civil discovery or 

other legal process, and exempt from disclosure under the Freedom of Information Act or 

otherwise. 
 
 

The SEC’s Resources 
 
 
 

While not the subject of Administration proposals, the adequacy of the SEC’s 

resources to appropriately oversee and examine investment advisers is a legitimate and 

compelling concern that deserves serious consideration and action by policy makers.  We 

support a strong and effective SEC as the direct regulator of investment advisers. 

 
41 While we support the concept of this proposal, we may have comments on the specific language. 
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However, the SEC does not have sufficient resources to appropriately conduct 

examinations of the more than 11,000 advisers under its jurisdiction.  We recommend a 

number of measures to address the SEC’s resources and to ensure a robust and 

appropriate oversight program of the investment advisory profession. 
 
 
Give the SEC Appropriate Resources to Fulfill Its Mission 

 
 
 

First, as long-supported by the IAA, there must be full funding for the SEC’s 

regulatory and enforcement efforts. While we applaud the Administration’s 

recommended budget increase for the SEC, more resources are still needed.  In addition 

to the appropriations process, we believe Congress should examine alternatives to allow 

the agency to achieve longer-term and more stable funding. 
 
 

Authorizing self-funding for the SEC would be optimal.  In August, SEC 

Chairman Schapiro discussed her views on the subject, stating that “Self-funding has 

been discussed over the years but I think it may now well be the moment.  Some stability 

in funding would be an enormous benefit because it would help with long-term planning 

in such areas as technology and staffing.”42
 

 
 

The IAA issued a statement in support of Chairman Schapiro’s comments, stating 

that “[t]he IAA is in strong agreement with Chairman Schapiro that the SEC would be 

better able to fulfill its investor protection mission if it was able to operate as a self- 

funded agency like other financial regulators.”43   SEC Commissioner Aguilar also has 

spoken in favor of a self-funding mechanism for the SEC, stating that self-funding 
 
 
 
 
 

42 Financial Times (Aug. 5, 2009). 
 

43 As Sen. Schumer has noted, “the SEC raises millions more dollars every year in registration and 
transaction fees (not including enforcement penalties or settlements) than it is allocated through the 
appropriations process, but its budget is limited to the amount approved by Congress. In 2007, though the 
SEC brought in $1.54 billion in fees, it secured just $881.6 million in funding.”  Press Release, Sen. 
Schumer (Sept. 3, 2009).  At a minimum, a self-funding mechanism would permit the SEC to retain the 
funds it currently collects. 
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“would greatly enhance the SEC’s ability to advance its mission.”44  As he noted earlier 

this year: 
 
 

Being self-funded is not a novel idea.  In addition to the Federal Deposit 

Insurance Corporation, other regulators that are independently funded include 

the Office of Thrift Supervision, Office of the Comptroller of the Currency, and 

the Federal Reserve, to name a few. There is no logical reason to treat the SEC 

differently, and many reasons to similarly empower the Commission. Congress 

should consider providing the SEC with the ability to budget and self-fund its 

operations. In this challenging environment, the SEC should be able to set long- 

term budgets, be able to react to changing markets and new products and 

services, and be able to adjust its staffing as appropriate. 
 
 

While self-funding is the optimal means to address the SEC’s resource 

constraints, there are a number of other options, including user fees.  We would be 

pleased to work with the Committee to further develop these measures to ensure that the 

SEC is fully funded. 
 
 
The SEC Should Increase the $25 Million Dividing Line Separating SEC-Registered 
and State-Registered Investment Advisers 

 
Second, we recommend that the SEC increase the $25 million threshold that 

separates federally registered and state-registered advisers.  An increase in the $25 

million level would reduce the number of SEC-registered advisers and allow the SEC to 

focus on larger investment advisory firms. Smaller investment advisers, which typically 

have a strong local presence, would be subject to regulation and oversight by the state 

securities regulators. 

 
The $25 million level was established by Congress in 1996 under the Investment 

 

Advisers Supervision Coordination Act.45   The Coordination Act allocated responsibility 
 
 

44 Luis A. Aguilar, Comm’r, Sec. and Exch. Comm’n, Speech at North American Securities Administrators 
Association’s Winter Enforcement Conference: Empowering the Markets Watchdog to Effect Real Results, 
(Jan. 10, 2009). 
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for investment advisers between the SEC and the states, with the SEC regulating larger 

advisers and the states regulating smaller advisers. 46   This allocation of regulatory 

responsibility between the SEC and the states has worked well to enhance investor 

protection, provide for more efficient use of limited regulatory resources, and reduce 

burdensome, inconsistent, and unnecessary regulatory costs. 
 
 

The Coordination Act explicitly contemplated that the threshold would be 

regularly re-evaluated and adjusted.  Although the SEC has authority to do so, in the 13 

years since enactment of the law, the SEC has never, to our knowledge, initiated any 

formal review or proceeding to determine whether the threshold should be increased. In 

considering such action, the SEC obviously needs to coordinate closely with the North 

American Securities Administrators Association (NASAA). 
 
 

In a recent speech, Denise Crawford, NASAA president, indicated support for 

increasing the level to $100 million: 
 
 

[T]he current dividing line between federal and state regulation of investment 

advisory firms is $25 million of assets under management.  The SEC might 

increase this to $100 million of assets under management.  Given the difficulty the 

SEC has in examining such a large number of investment advisory firms, I think 

this is a good idea.  NASAA has endorsed such a change and will work closely 

with the SEC to make this happen.47
 

 
 
 
 
 

45 See Title III, National Securities Markets Improvement Act of 1996, Pub. L. 104-290. 
 

46 The $25 million threshold was intended to provide a bright line test for allocating regulatory 
responsibility of advisers between the SEC and the states, representing a rough cut between advisers that 
generally do business in interstate commerce and those that generally have more localized practices. The 
report accompanying the Senate-passed bill notes that the Commission “may also use its exemptive 
authority under the bill to raise the $25 million threshold higher as it deems appropriate in keeping with the 
purposes of the Investment Advisers Act.” S. Rpt. 104-293, p. 5 (June 26, 1996). 

 
47 Denise Voigt Crawford, Texas Sec. Comm’r, Speech to Annual Meeting, North American Securities 
Administrators Association (Sept. 15, 2009). The full text of the speech is available on NASAA’s web site: 
www.nasaa.org. 

http://www.nasaa.org/
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Raising the level to $100 million from $25 million would shift approximately 
 

4,200 investment advisers from SEC regulation to various state regulators.  The resulting 

number of SEC-registered investment advisers (about 7,000) would be consistent with the 

number of advisers after the Coordination Act was initially implemented. 
 
 
 
 
The IAA Supports Greater Effectiveness of the SEC’s Inspection Program 

 
 

Third, the SEC should improve its inspection program for investment advisers. 

The SEC’s examination and oversight of investment advisers, broker-dealers, and 

investment companies is a critical part of the SEC’s mission.  The stated purpose of 

examinations is “to detect fraud and other violations of the securities laws, foster 

compliance with those laws, and help ensure that the Commission is continually made 

aware of developments and areas of potential risk in the securities industry.”48
 

 
 
 

SEC Chairman Schapiro already has taken many meaningful steps to enhance the 

current oversight program.  In her recent testimony before this Committee, Chairman 

Schapiro cited the following initiatives: 
 
 

• Providing more staff training on fraud detection; 
 

• Hiring staff with expertise in securities trading, portfolio management, 

valuation, derivatives, risk management, and other important areas; 

• Conducting exams more focused on firms with higher risk profiles and 

practices; 

• Providing examiners with more tools and methodologies to detect fraud, 

including improved pre-exam work protocols; 

• Leveraging the work performed by a firm’s independent auditor; 
 

• Improving systems for surveillance and risk-based targeting; and 
 
 
 

48 See home page of SEC Office of Compliance Inspections and Examinations, at 
http://www.sec.gov/about/offices/ocie.shtml (July 20, 2009). 

http://www.sec.gov/about/offices/ocie.shtml
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• Improving the handling of tips and complaints.49
 

 
 
 

We have written to Chairman Schapiro to applaud these initiatives, which 

represent positive steps to strengthen the Commission’s examination program.50   We 

have expressed our willingness to work with the Commission toward the shared goal of 

enhancing the effectiveness of investment adviser exams. 

 
The IAA Supports the SEC’s Mission to Oversee Investment Advisers and Opposes a 
Self-Regulatory Organization for Investment Advisers 

 

The idea of establishing a self-regulatory organization (SRO) for investment 

advisers is not new; it has been raised and rejected a number of times over the years.   An 

SRO for investment advisers is not currently under consideration by Congress and, 

notably, the SRO issue was not addressed in the Administration’s financial regulatory 

reform white paper or draft legislation.51   Nevertheless, the issue has been raised again 

recently, in part as a way to address the SEC’s resource constraints.52
 

 
 

The IAA strongly supports robust and appropriate oversight and regulation of the 

investment advisory profession by a fully-funded SEC.  We believe the SEC has the 

necessary expertise and experience to be the primary regulator of the investment advisory 

profession.  Given the great diversity among advisory firms – including firms with a wide 

range of business models, strategies, and clients – this expertise and experience is critical 

in regulating and overseeing the profession. 
 

49   See SEC Oversight: Current State and Agenda, Hearing Before the H. Sub. Comm. on Capital Markets, 
Insurance and Government Sponsored Enterprises Hearing, 111th Cong. (July 14, 2009) (statement by 
Mary L. Schapiro, Chairman, Sec. and Exch. Comm’n). 

 
50 Letter from David G. Tittsworth, Investment Adviser Association to The Hon. Mary L. Schapiro, 
Chairman, Securities and Exchange Commission (July 29, 2009). 

 
51 U.S. Dept. of the Treasury, A New Foundation: Rebuilding Financial Supervision and Regulation (2009), 
available here. 

 
52 See, e.g., Assessing the Madoff Ponzi Scheme and Regulatory Failures, Hearing Before the H. Sub. 
Comm. On Capital Markets, Insurance and Government Sponsored Enterprises, 111th Cong. 5 (Feb. 4, 
2009) (statement of Stephen I. Luparello, Interim CEO, FINRA). See also Alleged Stanford Financial 
Group Fraud: Regulatory and Oversight Concerns and the Need for Reform, Hearing Before the S. Comm. 
on Banking, Housing & Urban Affairs 111th Cong. (August 17, 2009) (statement of Daniel Sibears, 
Executive Vice President, Member Regulations Programs, FINRA). 

http://www.financialstability.gov/docs/regs/FinalReport_web.pdf
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Since its inception, the SEC has been an effective regulator with a strong 

enforcement arm in the areas of disclosure and fiduciary duty, the bedrock principles 

underlying investment adviser regulation.  In the face of recent difficulties, the SEC has 

taken prompt and comprehensive action to revitalize its enforcement efforts and enhance 

its investigative capabilities.53   While the current system of regulation and oversight of 

investment advisers can and should be improved, adding a new layer of bureaucracy and 

cost on the profession through an SRO will not significantly enhance investor protection. 

As noted by Commissioner Aguilar, an SRO is “an illusory way of dealing with the 

problem of resources.  The issue is really one of hiring, training, and overseeing an 

adequate program to examine advisers.”54   Further, as Commissioner Aguilar has 

indicated, the SEC is “the only entity with experience overseeing investment advisers, an 

industry governed by the Advisers Act, which is based on a principles-based regime.  By 

contrast, broker-dealer SROs primarily regulate through the use of very detailed, specific 

sets of rules and are not well versed in the oversight of principles-based regulation.”55
 

 
 

Further, the effectiveness of the SRO model has not been demonstrated.  When 

SROs have pursued major cases or sought fundamental changes, they typically have been 

following investigations by others (e.g. state attorney generals, media reports, 

prosecutors).  Indeed, recently some have called for the MSRB to be merged into the 

SEC due to its ineffectiveness.56   Similarly, SROs have been discredited 
 
 

53 See Oversight of the SEC’s Failure to Identify the Bernard L. Madoff Ponzi Scheme and How to Improve 
SEC Performance, Hearing before S. Comm. on Banking, Housing, and Urban Affairs, 111th Cong. (Sept. 
10, 2009) (statement of Robert Khuzami, Director, Division of Enforcement, Sec. and Exch. Comm’n, and 
John Walsh Acting Director, Office of Compliance Inspections and Examinations, Sec. and Exch. 
Comm’n) 

 
54   Luis A. Aguilar, Comm’r, Sec. and Exch. Comm’n, SEC's Oversight of the Adviser Industry Bolsters 
Investor Protection (May 7, 2009), available here. 

 
55   Id. 

 
56 See Andrew Ackerman, MSRB Won’t Amend Rule G-37, Bond Buyer, April 7, 2009 (noting that in 
testimony before the Senate Banking Committee, former SEC chairman Arthur Levitt said “that self 
regulation through the MSRB does not work and that it should be folded into the SEC.”); see also 
Legislative Proposals to Improve the Efficiency and Oversight of Municipal Finance, Hearing Before the 
H. Comm. On Fin. Servs., 111th Cong. (May 21, 2009)  (statement of Keith D. Curry, Past Pres., Nat’l 
Ass’n of Indep. Pub. Fin. Advisors); Enhancing Investor Protection and the Regulation of Securities 

http://www.sec.gov/news/speech/2009/spch050709laa.htm
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internationally.57   For example, in the late 1990’s, the U.K. government transferred SRO 
regulatory powers to the FSA due to the complexities and inefficiencies of the U.K. SRO 

system.58
 

 
We therefore continue to oppose the creation of an SRO for the advisory 

profession.  Ultimately, the drawbacks to an SRO continue to outweigh any alleged 

benefits.  These drawbacks include inherent conflicts of interest based on industry 

funding and influence, questions regarding transparency, accountability and oversight, 

due process issues in disciplinary proceedings, and added cost and bureaucracy. In 

addition, as noted by Tulane Law Professor Onnig Dombalagian, who testified at a 

Senate Banking Committee hearing in August, “[t]he conflicts of interest between the 

brokerage industry and the investment advisory industry… are too great for FINRA to 

exercise a meaningful role in the oversight of investment advisers.”59
 

 
 
 

While self-regulation may appeal to those who wish to shift taxpayer-funded 

regulation costs to industry, we also note that appropriate government oversight is 

required in any SRO structure and thus requires expanded dedication of government 
 

Markets; Hearing Before the S. Comm. On Banking, Housing & Urban Affairs, 111th Cong. 7 (March 10, 
2009) (statement of Thomas Doe, founder and CEO of Municipal Market Advisors) (“End the MSRB as an 
SRO”). 

 
57 “Whereas [SROs] are rather significant in the United States, they do not play any role in the United 
Kingdom and are hardly of any importance in Germany.  In the EU, priority is given to the statutory 
approach to regulation.” See Securities Market Regulation: International Approaches, Deutsche 
Bundesbank Monthly Report. (January 2006), available here. As a further example, Australia does not 
have SROs under the true definition, although exchange organizations have limited self-regulatory powers. 
See Prof. Berna Collier, Comm’r, ASIC, Ensuring Capacity, Integrity and Accountability of the Regulator 
(2005) available here. 

 
58 Even the chairman of the Securities and Investments Board, the most important of the SROs, 
“acknowledged that self-regulation had failed in the U.K. and seemed unable to restore investor 
confidence.” See Enhancing Investor Protection and the Regulation of Securities Markets, Hearing Before 
the S. Comm. on Banking, Housing & Urban Affairs, 111th Cong. 35-36 (March 10, 2009) (statement of 
Prof. John C. Coffee, Jr., Columbia Univ. Law School). 

 
59 Alleged Stanford Financial Group Fraud: Regulatory and Oversight Concerns and the Need for Reform, 
Hearing Before the S. Comm. on Banking, Housing and Urban Affairs 111th Cong. (August 17, 2009) 
(statement of Prof. Onnig H. Dombalagian, Tulane University) available here.  The concerns we have 
raised about SROs generally are particularly relevant with respect to FINRA.  FINRA has been pursuing a 
role in supervising investment advisers for some time.  We have serious concerns about FINRA’s 
governance structure, cost structure, areas of expertise, and track record. 

http://www.bundesbank.de/download/volkswirtschaft/mba/2006/200601mba_en_securities.pdf
http://www.oecd.org/dataoecd/63/12/35174567.pdf
http://banking.senate.gov/public/index.cfm?FuseAction=Files.View&amp;FileStore_id=9f74be50-89f5-4e07-b9ef-f9aa542f9df6
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resources.  Most investment advisory firms are small businesses with limited resources. 

The costs of any SRO are borne by the regulated entities and will obviously impact all 

investment advisers, including thousands of small advisory firms.  Ultimately, those costs 

may be passed on to investors.  If pricing resistance is such that the costs cannot be 

passed on, they will have a significant impact on job retention and creation in these small 

businesses - in which human resources account for the vast portion of cost structure.  It 

would be more cost effective to use the industry’s funds that would be spent on an SRO 

to bolster the SEC’s oversight efforts, for example through a self-funding structure as 

discussed above.  Moreover, a single, governmental regulator - operating without 

confusion of overlapping regulation, regulators and “stovepipes” - is also directly 

accountable to Congress and the public. 
 
 
 

Further, the reasons that persuaded Congress to authorize the creation of an SRO 

for broker-dealers in 1939 – including the high level of interconnectivity between broker- 

dealers as well as highly technical issues related to settlement, execution, and 

reconciliation involving broker-dealer transactions – simply do not exist in the 

investment advisory profession. 
 
 
 

Finally, the diversity of the investment adviser industry makes a rules-based SRO 

model unworkable.  There is not sufficient commonality among the various types of 

adviser business models – traditional asset management firms, financial planners, wealth 

managers, advisers that are part of global financial institutions, small advisers with a 

limited number of high net worth clients, asset allocators, hedge fund managers, mutual 

fund managers, pension consultants, and others – to achieve fair and flexible self- 

regulation. Command-and-control requirements that seek to impose a one-size-fits-all 

solution for various legal and regulatory issues do not lend themselves to this widely 

divergent community of advisers.  As Professor Dombalagian stated, “there would be 

little benefit to using the financial resources and operational expertise of industry 

members to develop and enforce industry standards” due to the “considerable variety in 
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the conduct of their business, the handling of customer funds and securities, and the risks 

their activities pose to clients.”60
 

 

 

Therefore, continued oversight of the advisory profession by the SEC under the 

current structure of the Advisers Act – and its reliance on disclosure and broad anti-fraud 

authority rather than specific and rigid regulatory requirements – is both appropriate and 

effective.61
 

 

*  *  *  *  * 
 
 
 

The IAA appreciates the opportunity to discuss our views on regulatory reform 

and specific issues that have been raised with respect to the Advisers Act.  Our testimony 

does not include detailed comments regarding Capital Markets Subcommittee Chairman 

Kanjorski’s recently circulated discussion draft of the Investor Protection Act.  We are 

currently analyzing the draft and would be pleased to provide comments as soon as 

possible.  We look forward to working with the Committee in the coming weeks and 

months in efforts that are designed to enhance and improve the effective and appropriate 

regulation of the financial services industry, to restore the vitality of the U.S. economy, 

and to renew investor confidence in our markets. 
 
 
October 6, 2009 

 
 
 
 
 
 
 
 
 
 
 
 

60   Id. 
 

61 Given its clear preference for broker-dealer rules, we believe it would be inappropriate and 
counterproductive to establish FINRA as the SRO for investment advisers. Any regulator for investment 
advisers should, at a minimum, acknowledge and reflect the practices, culture, regulation, and oversight of 
the advisory profession.  In light of its explicit statements favoring the broker-dealer regulatory model, 
FINRA clearly cannot serve in this capacity.  Establishing FINRA as the SRO for investment advisers 
would eviscerate the “self” in self-regulation.  Instead, it would lead to an extension of the broker-dealer 
regulatory model to the advisory profession. 



 

 
 

October 6, 2009 
 

VIA ELECTRONIC MAIL 
 

Ms. Elizabeth M. Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, N.E. 
Washington, DC 20549-1090 

 
Re: Political Contributions by Certain Investment Advisers; SEC Release IA- 

2910; File Number S7-18-09 
 

Dear Ms. Murphy: 
 

The Investment Adviser Association1 appreciates the opportunity to submit comments 
on the Commission’s proposal, Political Contributions by Certain Investment Advisers.2

 

Proposed Rule 206(4)-5 would prohibit investment advisers from seeking to influence the 
award of advisory contracts by a “government entity” (e.g., public pension plans) through 
political contributions to or for those officials who are in a position to influence the awards. 
The Commission’s proposed rule is modeled on principles set forth in rules G-37 and G-38 
issued by the Municipal Securities Rulemaking Board.3 

 
The Commission proposed a substantially similar “pay to play” rule in 1999 for 

investment advisers that it never adopted.4   In its 1999 letter, the IAA supported measures to 
 
 

1   The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-for- 
profit association that represents the interests of SEC-registered investment adviser firms.  Founded in 1937, the 
IAA’s membership consists of more than 450 firms that collectively manage in excess of $8 trillion for a wide 
variety of individual and institutional investors, including pension plans, trusts, investment companies, 
endowments, foundations, and corporations.  For more information, please visit our web site: 
www.investmentadviser.org. 

 
2 Political Contributions by Certain Investment Advisers, SEC Rel. IA-2910, File No. S7-18-09 (Aug. 3, 2009) 
(“Proposal”). 

 
3 Proposal at 8-9, 11; MSBR rule G-37, Political Contributions and Prohibitions on Municipal Securities 
Business (1994), available at http://www.msrb.org/msrb1/rules/ruleg37.htm, and MSRB rule G-38, Solicitation 
of Municipal Securities Business (1996, amended 2005), available at 
http://www.msrb.org/MSRB1/rules/ruleg38.htm. 

 
4 Political Contributions by Certain Investment Advisers, SEC Rel. IA-1812, File No. S7-19-99, 64 Fed. Reg. 
43,556 (Aug. 4, 1999) (“1999 Proposal”), available at http://www.sec.gov/rules/proposed/ia-1812.htm. 
Significant changes in the Proposal from 1999 include a new proposed ban on payments by an adviser to any 
solicitor to solicit government clients for the adviser and an expanded application of the rule to the management 
of pooled investment vehicles and other investment products. 

 
 
 

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

http://www.investmentadviser.org/
http://www.msrb.org/msrb1/rules/ruleg37.htm
http://www.msrb.org/MSRB1/rules/ruleg38.htm
http://www.sec.gov/rules/proposed/ia-1812.htm
http://www.investmentadviser.org/
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combat pay to play abuses but opposed the MSRB approach as inapt for investment advisers.5 

In May 2000, the IAA (then the ICAA) issued a report on pay to play issues, urging the SEC 
to adopt a code of ethics rule under the Investment Advisers Act of 1940 (“Advisers Act”) that 
would include a requirement for advisers to adopt policies and procedures reasonably 
designed to prevent pay to play abuses by the firm or its employees.6   The report set forth best 
practice pay to play guidelines for adviser codes of ethics and related policies and procedures. 

 
The IAA continues to support measures to combat pay to play activities, i.e., the 

practice of investment advisers or their employees making political contributions intended to 
influence the selection or retention of advisers by government entities.  Pay to play practices 
undermine the principle that advisers are selected on the basis of competence, qualifications, 
expertise, and experience.  The practice is unethical and undermines the integrity of the public 
pension plan system and the process of selecting investment advisers.  Accordingly, the IAA 
is in favor of adopting appropriately tailored provisions and remedies under the Advisers Act 
to prevent pay to play practices. 

 
We respectfully submit, however, that the structure of the MSRB rules is not 

appropriately tailored to the investment advisory business.  In particular, the proposed two- 
year compensation ban and third-party solicitor ban are inappropriately designed for the 
targeted abuses, pose difficult compliance challenges, and may be detrimental to public 
pension plan clients generally.  We believe the Commission should make significant changes 
to the Proposal, which would permit it to accomplish its important goals.  Accordingly, the 
IAA urges the Commission to: 

 
1. Amend the Advisers Act code of ethics rule 204A-1 to prohibit advisers and 

their employees from engaging in pay to play activities, i.e., political 
contributions by investment advisers or their employees made for the purpose 
of obtaining or retaining an advisory contract with government entities, in lieu 
of the two-year compensation ban, coupled with other requirements; and 

 
5 See Letter from David G. Tittsworth, Executive Director, Investment Counsel Association of America, to 
Jonathan G. Katz, Secretary, Securities Exchange Commission, re: Political Contributions by Certain Investment 
Advisers, SEC Rel., IA-1812 (Nov. 1, 1999) (“IAA 1999 Letter”), available at 
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Archived_Comme 
nts_Statements/letterscompendium-1999.pdf. 

 
6 See Report: Pay-to-Play and the Investment Advisory Profession, and Best Practice Pay-to-Play Guidelines for 
Adviser Codes of Ethics, Investment Counsel Association of America (May 15, 2000) (“IAA Report”), at 
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/report_P 
aytoPlay_2000.pdf (Appendices not included). In 2004, the Commission adopted Advisers Act code of ethics 
rule 204A-1.  See Investment Adviser Codes of Ethics, SEC Release No. IA-2256; File No. S7-04-04 (July 9, 
2004), available at http://www.sec.gov/rules/final/ia-2256.htm.  In July 2004, the IAA issued best practices for 
codes of ethics, including recommended pay to play provisions.  See IAA Best Practices for Adviser Codes of 
Ethics, available at 
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/IAA_Be 
st_Practices_for_Code_of_Ethics.pdf. 

http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Archived_Comme
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Archived_Comme
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/report_P
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/report_P
http://www.sec.gov/rules/final/ia-2256.htm
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/IAA_Be
http://www.investmentadviser.org/eweb/docs/Publications_News/PublicDocs_UsefulWebsites/PubDoc/IAA_Be
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2. Amend the Advisers Act cash solicitation rule 206(4)-3 instead of banning the 

use of third-party solicitors to solicit government entities; or, alternatively, 
require that third-party solicitors paid by advisers to solicit government entities 
be registered with a state or federal financial regulator, among other 
conditions. 

 
If the Commission nevertheless determines to adopt the compensation ban as 

proposed, the IAA urges the Commission to make substantial modifications to the proposal 
to: (1) provide an inadvertent violation exception if certain conditions are met, or amend the 
exemptive process; (2) increase and expand the de minimis contribution limits; (3) eliminate 
or modify the look-back requirement; (4) narrow or clarify the definitions of “executive 
officer,” “official,” and “contribution;” (5) clarify the application of the rule to sub-advisers; 
and (6) modify the proposed recordkeeping requirements. 

 
The Proposed Rule 

 
The Proposal includes three basic prohibitions, along with recordkeeping 

requirements.  First, a two-year “time out” would prohibit an adviser from receiving 
compensation from a government entity for two years after the adviser or its “covered 
associate” makes a political contribution to a covered “official” of the government entity that 
is in a position to influence the award of the advisory business.  The SEC notes that an adviser 
subject to the compensation ban would likely be obliged, at a minimum, to provide 
uncompensated advisory services for a “reasonable period of time” until the government 
client finds a successor adviser (unless the contract specifies otherwise).7   The rule includes 
two exceptions from the two-year compensation ban: if the covered associate is entitled to 
vote for the government official, he or she may contribute $250 or less to the official, per 
election; and if the covered associate is not entitled to vote for an official, but the adviser 
discovers a contribution within four months of $250 or less to the official, the adviser or 
covered associate must obtain a return of the contribution within 60 days of discovery. 

 
Second, the proposed rule would prohibit an adviser from paying for third-party 

solicitors, placement agents, and other consultants to solicit government entities for advisory 
business.  Related persons (parent companies or other owners, subsidiaries, sister companies, 
and employees of these companies), general partners, executive officers, and employees of the 
adviser are not included in the solicitation prohibition. 

 
Third, the rule would prohibit the adviser or its covered associates from coordinating 

(or soliciting any person or PAC to make) any (1) contribution to an official of a government 
entity to which the adviser is providing or seeking to provide advisory services, or (2) 
payment to a political party of a state or locality where the adviser is providing or seeking to 
provide advisory services to a government entity. 

 
 

7 Proposal at 27. 
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I. The Commission Should Amend the Advisers Act Code of Ethics Rule to Prohibit 

“Pay to Play” Practices Rather than Adopt the MRSB Model 
 

We agree with the Commission that advisers engaged in pay to play practices with 
respect to public pension plans compromise their fiduciary obligations to the plans.  However, 
we do not agree that the structure of MSRB rule G-37 and rule G-38 is appropriately tailored 
to the investment advisory business.  There are significant differences that are not addressed 
in the Proposal between the relationship of a government entity as an issuer in selecting a 
municipal securities dealer and a government pension plan client selecting an investment 
adviser to manage the underlying assets of the plan for the benefit of the plan and its 
beneficiaries.  Therefore, we urge the Commission to reconsider its proposed approach and 
instead adopt an amendment to the Advisers Act code of ethics rule to prevent advisers from 
engaging in pay to play practices. 

 
A. The MSRB Model and the Two-Year Compensation Ban Are Inappropriate for 

Investment Advisers 
 

As we explained in 1999, significant differences between the municipal securities 
industry and the investment advisory profession make the MSRB-type rules inappropriate for 
the investment advisory business.  Unlike municipal dealers, investment advisers have a 
fiduciary duty to and relationship with all their clients, including public pension plan clients. 
A typical investment advisory relationship is based on providing continuous, ongoing, and 
independent investment advice, whereas the municipal securities dealer business generally 
involves a one-time transaction-oriented underwriting of a municipal securities issuance 
conducted on a particular day.  Often, municipal securities business will be provided on a 
basis other than a competitive bid basis (e.g., negotiated underwriting).  In fact, MSRB rule 
G-37 does not apply to competitive municipal offerings.  On the other hand, investment 
advisory business for public pension plans is typically awarded after a transparent and 
competitive bidding process, typically through a request for proposal (“RFP”) issued by the 
government client or its consultant.  RFPs issued by government clients often include 
disclosure about contributions made in connection with soliciting or maintaining the business, 
and the RFP process may help to prevent pay to play abuses.8 

 
Because of these differences, the two-year time out framework of the MSRB rules 

would have more severe and disruptive consequences for investment advisers than it does for 
municipal securities dealers.  MSRB rule G-37 primarily operates to prohibit municipal 
securities dealers from competing for new business.  On the other hand, the Commission has 
proposed that advisers may not “provide investment advisory services for compensation” to a 
public pension plan within two years after a prohibited contribution, and may not continue to 
act as the plan’s adviser while receiving compensation from the client.9   The Commission 

 
 

8 See IAA Report. 
 

9 Proposed Rule 206(4)-5(a)(1). 
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notes that an adviser subject to the compensation ban would be required to provide 
uncompensated advisory services for a reasonable period of time.  In most instances, this 
would result in a remedy of an ultimate termination of the advisory agreement because the 
adviser would not be financially able to continue its business indefinitely without 
compensation. 

 
Forcing a termination of an ongoing – and often longstanding – advisory relationship 

is not appropriate for a fiduciary relationship nor is it tailored to be proportionate to the nature 
of the violation.  The forced termination of the relationship is much harsher for both the 
government client and the adviser than a ban on “new” transactional business.  Often, advisers 
and their personnel may offer a specific area of expertise sought after by the government 
client.  In many circumstances the adviser chosen by the client may indeed be the most 
qualified candidate and the selection may have been, and continue to be, in the best interests 
of the plan’s beneficiaries.  A forced change may also result in an unexpected and unintended 
change in performance and/or risk for the public pension plan and its beneficiaries.  A forced 
change would also likely result in additional and unnecessary transactional expenses for the 
government plans transitioning the management of the plan’s portfolio to a new investment 
adviser, which costs may ultimately harm the beneficiaries of government plans.10

 

 
The two-year compensation ban will be particularly troublesome for advisers to, and 

government entity clients with investments in, private funds.  Because advisers to private 
investment funds would be unable to resign from advising the fund as a result of a violation, 
the government client would have to withdraw its investment in the fund.  The operation of 
the fund may make this practically or legally impossible for the government client, and indeed 
the client or other investors in the pool may be harmed.11

 

 
Further, the strict liability imposed by the rule underscores the draconian nature of the 

proposed sanctions.  The compensation ban is automatically imposed without regard to 
whether the covered associate made a contribution with intent to influence the selection of the 
adviser.  Advisers are justifiably concerned about the compliance challenges posed by the 
broad and vague aspects of the rule.  Even firms with robust and reasonably tailored 
compliance policies and procedures (e.g., prohibition on pay to play activities, pre-clearing, 
reporting, monitoring, and testing) may decide they are unable to tolerate one minor infraction 
of the proposed rule and ban all contributions.  The result would be an unacceptable and 
unnecessary disturbance to the adviser’s business and the management of the public pension 
plan client’s assets, as well as the potential infringement on adviser employees’ exercise of 
political speech. 

 
 
 

10 See IAA 1999 Letter.  Often government pension plans hire pension consultants and outside counsel when 
engaging new investment advisers and negotiating investment management agreements and/or private fund 
documents. 

 
11 See, e.g., Connecticut State Treasurer Letter (“[s]evering relationships is not only disruptive, but it can also 
prove to be quite harmful with long-term agreements in illiquid investments.”). 
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Indeed, even the MSRB has recognized that its two-year time out is not an appropriate 

remedy in situations involving certain long-term contractual relationships and has provided 
flexibility in those areas.  For example, the MSRB issued an interpretation permitting a 
municipal securities dealer subject to the ban to continue its underwriting engagement under 
its current contract.12   Subsequently, the MSRB issued an interpretation permitting municipal 
dealers distributing securities such as interests in 529 plans to continue to receive 
compensation after an engagement has begun, even after a prohibited contribution under rule 
G-37 is made.  The MRSB concluded that a change in investment manager to a 529 plan 
would be significant, stating that: “The repercussions to an issuer of municipal fund securities 
or investors in such securities of a sudden change in the primary distributor (and possible 
concurrent change in the investment manager) resulting from a ban on municipal securities 
business arising during the term of an existing arrangement often will be significantly greater 
than in the case of an underwriting or other primary market activity relating to the typical debt 
offering.  Issuers could be faced with redesigning existing programs and investors may need 
to establish new relationships with different dealers in order to maintain their investments.”13

 

 
The Commission, however, has declined to adopt this type of flexibility, asserting that 

“it would undermine the deterrent effect of having a two-year time out.”14   We disagree that 
rigidly applying a two-year compensation ban to a current investment advisory contract is 
necessary or the only means to deter advisers from engaging in pay to play practices.  As 
discussed below, more appropriate deterrence methods are available that would avoid the 
extreme consequences of the proposed rule, such as a prohibition in the Advisers Act code of 
ethics rule and the potential for sanctions and enforcement of violations of the Advisers Act 
and rules thereunder. 

 
B. The Commission Should Adopt a Code of Ethics Rule Amendment to Prohibit 

Pay to Play Practices 
 

The Commission seeks comment on whether there are more appropriate, more 
effective, or less costly alternative models.  The Commission acknowledges that many 
advisers have established restrictions on pay to play practices in their codes of ethics and 
compliance policies and seeks comment on whether it should amend the Advisers Act code of 

 
 
 
 

12 See MSRB Rule G-37 Interpretive Notices, Interpretation of Prohibition on Municipal Securities Business 
Pursuant to Rule G-37 (Feb. 21, 1997) (“it is consistent with the intent of rule G-37 that a dealer subject to a 
prohibition on municipal securities business with an issuer be allowed to continue to execute certain issue- 
specific contractual obligations in effect prior to the date of the contribution that caused the prohibition.”) 

 
13 See, e.g., MSRB Rule G-37 Interpretive Notices, Interpretation on the Effect of a Ban on Municipal Securities 
Business under Rule G-37 Arising During a Pre-Existing Engagement Relating to Municipal Fund Securities 
(Apr. 2, 2002) (“MSRB 2002 Interpretation”), available at http://www.msrb.org/msrb1/rules/notg37.htm. 

 
14 Proposal at 66, n.189 (discussing MSRB 2002 Interpretation). 

http://www.msrb.org/msrb1/rules/notg37.htm
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ethics rule or compliance program rule to require all registered advisers to adopt policies and 
procedures designed to prevent them from engaging in pay to play practices.15

 

 
We continue to believe that amending the Advisers Act code of ethics rule, in 

conjunction with advisers’ obligations under the compliance program rule 206(4)-7 to adopt 
and implement written policies and procedures reasonably designed to prevent violations of 
the Advisers Act, is a more appropriate approach for the investment advisory profession and 
is a better alternative for achieving the Commission’s goal of eliminating pay to play 
practices. 

 
The code of ethics approach is consistent with constitutional principles that generally 

favor an individual’s ability to participate in the political process.  Government regulation of 
political contributions must be narrowly tailored to advance the compelling government 
interests asserted.16   Advisory personnel may wish to make political contributions based on 
political, religious, or other personal reasons unrelated to obtaining government business.  A 
code of ethics prohibition with a requirement of policies and procedures designed to address 
pay to play practices would likely be more consistent with constitutional principles.  A rule 
that only targets political contributions made for the purpose of obtaining or retaining 
business is more narrowly tailored to meet the Commission’s objectives of eliminating such 
practices than the Proposal. 

 
In addition, a prohibition in the code of ethics rule coupled with required policies and 

procedures and recordkeeping is more consistent with the general approach of the Advisers 
Act than the Proposal and the strict liability standard.  Advisers are required to establish 
policies and procedures reasonably designed to prevent abuses in areas of potential conflicts 
of interest. The Commission generally does not impose specific approved policies or 
procedures for advisers.17   Rather, the Commission has stated that “[i]nvestment advisers 
registered with us are so varied that a ‘one-size-fits-all’ approach is unworkable.  By not 
mandating specific policies and procedures, we leave advisers the flexibility to craft policies 
and procedures suitable to their businesses and the nature of the conflicts they face.”18   This 
approach should be applied to the Proposal. 

 
 
 
 

15 Proposal at 24. 
 

16 See Blount v. Securities and Exchange Commission, 61 F.3d 938, 943 (D.C. Cir. 1995); see also Nixon v. 
Shrink Missouri Government PAC, et al., 120 S. Ct. 897 (2000) (affirming principles of Buckley v. Valeo, 424 
U.S. 1 (1976)); see also, IAA Report at 14, n.24. 

 
17 See, e.g., Proxy Voting by Investment Advisers, SEC Rel. IA-2106 (Jan. 31, 2003). 

 
18 Id; see also Compliance Programs of Investment Companies and Investment Advisers, SEC Rel. IA-2204 
(Dec. 17, 2003) (Compliance Program Rule Release), available at http://www.sec.gov/rules/final/ia- 
2204.htm#P94_22283. 

http://www.sec.gov/rules/final/ia
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Accordingly, we urge the Commission to withdraw its proposed rule and propose an 

amendment to the Advisers Act code of ethics rule 204A-1 to, at a minimum: 
 

1.   Prohibit pay to play.  Add new subsection (a)(6) to require that advisers’ code of 
ethics include:  “(a)(6) Provisions prohibiting you from engaging in ‘pay to play’ 
practices, which are defined as ‘political contributions by investment advisers or 
their covered associates made for the purpose of obtaining or retaining advisory 
contracts with a government entity.’” 

 
2.   Require pre-clearance.  Add new subsection (d) to read: “You must require your 

‘covered associates’ to obtain your approval before they directly or indirectly 
make a contribution to an official.”19

 

 
3.   Define terms.  Add new subsection (e) to include definitions, subject to our 

comments below. 
 

The rule could require maintenance of appropriate records. The Commission would 
be able to examine advisers’ compliance with the code of ethics rule requirements by 
reviewing these records and the accompanying recordkeeping rule requirement to retain 
“record[s] of any violation of the code of ethics, and of any action taken as a result of the 
violation.”  A political contribution made with the intent or purpose of receiving or retaining 
advisory business from a government entity client could be flagged for review by comparing 
political contributions to officials of that government entity with the timing of an award or 
renewal of advisory contracts with that government entity. 

 
This code of ethics approach is better designed to prevent pay to play practices while 

avoiding the significant problems presented by the Proposal, including the inappropriate 
sanctions framework, the myriad opportunities for inadvertent violations, the limitations on 
contributions that are not made for the purpose of influencing the award of advisory business, 
and vague and overbroad definitions, as discussed below.20

 
 
 

19 Pre-clearance and other appropriate procedures could be included in either a firm’s code of ethics itself or in 
separate policies and procedures in compliance with the compliance program rule 206(4)-7. Advisers may tailor 
their compliance policies and procedures to the nature and scope of their own operations. See, e.g., Compliance 
Program Rule Release.  See also, IAA Report (recommending, in addition to pre-clearance, a prohibition, 
certification, disclosure, reporting, monitoring, recordkeeping, and appropriate sanctions). 

 
20 If, however, the Commission determines not to amend the code of ethics rule, we recommend in the alternative 
that the Commission adopt a separate rule under the Advisers Act to provide that any investment adviser 
registered or required to be registered under the Advisers Act: adopt and implement written policies and 
procedures that are reasonably designed to ensure that the contributions by the investment adviser or its covered 
associates are not made for the purpose of obtaining or retaining advisory contracts with a government entity; 
include in its written policies and procedures a requirement that its covered associates obtain pre-approval before 
they directly make any political contribution to an official of a government entity; disclose to government entity 
clients the contributions made by the firm or its covered associates to the governing body of the government 
entity; and describe to government clients their political contribution policies and procedures and, upon request, 
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II. Recommended Modifications to the Proposed Compensation Ban 

 
If the Commission nevertheless determines to adopt a rule based on MSRB rule G-37 

and impose a two-year compensation ban, with which we strongly disagree, the Proposal 
should be modified significantly, as follows: 

 
1. Address Inadvertent Violations 

 
We applaud the Commission for realizing the need for certain exceptions and 

exemptions to the rule, including the de minimis exception, the returned contribution 
exception, and the exemptive application process as approved by the Commission.  However, 
we are concerned that the Commission has not considered the significance of the sanctions 
imposed as a result of an adviser’s inadvertent violation of the rule.  In addition, we are 
concerned that the exemptive process under the rule will not be sufficiently available for 
advisers with reasonable policies and procedures that seek to comply with the rule21 and 
where the government client does not wish to end its relationship with the adviser.  The 
exemptive process may also be subject to significant delay.  As a result, we suggest the 
Commission consider several alternatives. 

 
A. The Commission Should Adopt an Automatic Exception for Inadvertent 

Violations 
 

To help alleviate the disproportionate and harsh sanction of a two-year compensation 
ban, we urge the Commission to provide an exception for inadvertent violations that have no 
nexus to obtaining the investment advisory business with the government client, as long as the 
adviser has adopted reasonable policies and procedures to prevent violations of the rule and 
the government entity wishes to continue the advisory relationship.  The proposed text of such 
an exception is attached as an Appendix.  The Commission could also require advisers to 
maintain appropriate records of any inadvertent violation to document their compliance with 
the exception. 

 
First, the exception would only apply to inadvertent violations, i.e., violations that are 

not reasonably known or condoned by the adviser and where the contributor lacked intent to 
 
 
 
 

furnish a copy of the policies and procedures to the client. We would be pleased to work with the Commission 
to develop these or similar approaches. 

 
21 Although the Commission states that in applying proposed rule 206(4)-5(e), it “would apply these exemptive 
provisions with sufficient flexibility to avoid consequences disproportionate to the situation, while effecting the 
policies underlying the rule,” (Proposal at 71), it also states that it expects that “on average approximately five 
advisers annually will apply to the Commission for an exemption from the proposed rule.” Proposal at 85.  It 
appears that the Commission intends to grant these exemptions sparingly, thereby reducing the usefulness of the 
exemption. 
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influence the award of the advisory contract or violate the rule in making the contribution.22

 

For example, these may include, but would not necessarily be limited to:  contributions to an 
individual who became an “official” after the contribution was made; contributions to an 
official where the contributor mistakenly thought that he or she was eligible to vote for that 
official; contributions by an advisory employee who becomes a “covered associate” by virtue 
of a corporate merger or reorganization, or through a change in employment responsibilities 
within the adviser; contributions by an individual made before he or she became a covered 
associate that were not disclosed to the adviser employer; contributions to an official for 
whom the contributor cannot vote that are not returned by the official, despite a good faith 
attempt to obtain a return of the contribution;23 contributions made by a disgruntled employee 
as he or she was exiting the firm; or contributions mistakenly made due to misinterpretation or 
misinformation about who could indirectly influence the selection of the adviser (i.e., who is 
considered an “official”).  These types of infractions under the proposed rule are not 
indicative of an adviser or its covered associates engaging in pay to play activities. 

 
Second, the exception would require that the government entity (e.g., the board of 

trustees of a pension plan), other than the official who received the contribution, has received 
full disclosure by the investment adviser of the inadvertent violation, has elected to continue 
the advisory relationship, and has consented to a waiver of the compensation ban, based on a 
determination that doing so is in the best interest of the plan and its beneficiaries.24   As 
discussed, a compensation ban may place a public pension plan in the position of having to 
change its investment adviser, with whom it may have had a satisfactory advisory relationship 
for years, without any regard to the costs, resource requirements, and time demands that this 
may place on the government client in order to transfer its advisory business to a new adviser. 

 
Third, the exception would include requirements similar to those factors the 

Commission would consider in an exemptive application under proposed rule 206(4)-5(e) that 
would serve to prevent any potential abuse of the rule, including requiring that the adviser: 
promptly discover the violation; have adopted and implemented reasonable policies and 
procedures prior to the contribution; and take prompt remedial action once the violation is 
discovered. 

 
 
 
 

22 See, e.g., Letter from Subcommittee on Investment Companies and Investment Advisers and the 
Subcommittee on Private Entities of the Committee on Federal Regulation of Securities, Section of Business 
Law of the American Bar Association to Jonathan G. Katz, Secretary, SEC re: SEC File No. S7-19-99 (Jan. 5, 
2000) (inadvertent violations should be considered those that are not reasonably known or condoned). 

 
23 See, e.g., Letter from the State of Connecticut Office of Treasurer re: File Number S7-18-09 (Sept. 10, 2009) 
(“Connecticut State Treasurer Letter”) (“[u]nder Connecticut’s campaign finance laws, once an election is over 
and the final campaign report is filed (generally 30 to 60 days following the election), contributions cannot be 
returned.”) 

 
24 For the reasons discussed above, the inadvertent violation exception will be of particular benefit to 
government entity clients with investments in private funds. See n.11, supra. 
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B. The Commission Should Amend the Exemptive Process 

 
As discussed, proposed rule 206(4)-5(e) permits the Commission to grant an 

exemption to an adviser from the two-year compensation ban after consideration of various 
factors. The Commission, however, is not required to take action on an exemptive 
application, no matter how severe the consequences are related to the factual circumstances, 
within any specific period of time. 

 
As an alternative to an inadvertent violation exception, we strongly urge the 

Commission to amend the exemptive process to require a response to an exemptive 
application within 30 days, by delegation of authority to its staff.  As discussed above, 
numerous instances of inadvertent violations likely will need to be addressed through the 
exemptive process.  The process should be streamlined so that advisers will be able to resolve 
any inadvertent violations in a timely and efficient manner in the best interests of their 
government clients.  Accordingly, we request that those applications not acted upon within 30 
days be automatically granted and that compensation may be received and placed in escrow 
pending resolution of the application process. 

 
2. Raise the Contribution Limit to $1000 for Officials for whom Covered Associates Can 

Vote and $250 for Any Official 
 

Under the Proposal, advisers would be prohibited from receiving compensation as a 
result of their covered associates making political contributions above the de minimis $250 
threshold to officials for whom they can vote, or of any amount to officials for whom they 
cannot vote (unless the disallowed contribution is returned as described in the proposed rule). 
We recommend the Commission adjust the de minimis amount to $1,000 for contributions to 
officials for whom a covered associate can vote. A campaign contribution of up to $1,000 as 
an expression of an individual exercising his or her political speech with respect to his or her 
own representative is not necessarily indicative of an intent to seek to influence the award of 
an advisory contract.  Moreover, the $250 contribution limit was set in 1994 by the MSRB. 
We believe a higher level is more appropriate given the passage of time. 

 
In addition, we urge the Commission to permit individuals to make contributions of up 

to $250 to candidates for whom they are not eligible to vote.  Often, employees of an 
investment adviser may live in one voting district but work in another.  For example, an 
employee who works in a city but lives elsewhere may be affected by issues such as tax 
policies applicable to individuals working in the city and may wish to express his or her 
political support for a government official by a campaign contribution.  These employees may 
be legitimately concerned about the political activities in a city or state in which they work, 
and they should not be barred completely from participating in the political process where 
their work lives will be greatly impacted. 
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3. Eliminate or Modify the “Look-Back” Provision 

 
We are concerned about the proposed requirement to “look-back” at the political 

contributions of a potential advisory employee for a period of twenty-four months prior to the 
person becoming a “covered associate” of the adviser.  The look-back would result in a 
draconian penalty for the adviser for actions taken by a potential employee of the adviser.25

 

Under the Proposal, investment advisers would be required to screen for and eliminate 
potential employment candidates based upon contributions made for a period of up to twenty- 
four months before the person would begin employment with the adviser.  This requirement 
may subject advisers to various state and federal employment law claims by prospective or 
current employees26 and would be extremely costly and burdensome to implement. 
Moreover, prospective employees may not recollect the exact amount or nature of their 
political contributions within the last twenty-four months. 

 
Further, the look-back requirement is not meaningfully tailored to potential abuse.  A 

contribution made while a person was not even considering employment with an adviser, and 
who could have no idea who the adviser’s prospective clients might be, does not demonstrate 
an intent to influence an award of advisory business to that adviser.  This aspect of the 
proposed rule unfairly penalizes both potential advisory employees and adviser employers. 
The rule would also limit employee mobility and the ability of advisers to hire or promote 
high quality employees.  We urge the Commission to eliminate this aspect of the proposal or 
at least reduce the look-back period.  At the very most, the rule should require a look-back of 
a maximum of six months in order to ascertain if any recent political contribution may have 
been wrongfully offered or intended to influence the award of the advisory contract with the 
future adviser employer.  In addition, advisers should be permitted to rely in good faith on a 
potential employee’s personal certification attesting to his or her contributions during that 
period. 

 
4. Narrow or Clarify Definitions 

 
Definition of “Executive Officer” 

 
We appreciate the Commission’s consideration in the Proposal of the IAA’s comments 

in 1999 to narrow the scope of advisory employees covered by the rule.  However, we are 
concerned that the revised definition of “executive officer” continues to be overbroad in two 
respects.  First, although the Proposal states that the rule would not cover contributions “by 

 
 

25 See 1999 IAA Letter. See also, Connecticut State Treasurer Letter (“[g]overnment investors cannot be placed 
in the position of potentially losing 50% or more of their capital account because a future hire triggers the 
retroactive attribution of a campaign contribution,” citing its successful method of monitoring campaign 
contributions.) 

 
26 For example, a prospective employee may disclose contributions that reflect certain religious or political 
beliefs and later claim discrimination if he or she is not hired. 
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the adviser’s other executives, such as its controller, its head of human resources, or its 
director of information services,” the proposed definition includes vice presidents in areas of 
“administration” and “finance.”  However, areas such as “administration” and “finance” may 
include executives in accounting, information technology, legal, compliance, human 
resources, or operations who are not involved directly with or do not solicit public pension 
plan clients.  Moreover, their compensation is not likely tied to obtaining or retaining clients. 
We therefore recommend revising the first part of the definition of “executive officer” to 
mean “the president, any vice president in charge of a principal business unit, division or 
function related to portfolio management, client relations, sales, or marketing . . .” 

 
Second, we are concerned that in addition to vice presidents in charge of business 

units, “executive officer” may be read too broadly to cover supervisors who are not at the 
senior level of management and who are not likely to have an economic incentive to make 
contributions to influence the selection of the adviser by government entities. We therefore 
request confirmation that the definition of “executive officer” includes only senior-level 
executive officers who perform, solicit, or supervise any person who performs or solicits, 
investment advisory services for government entities for the adviser.27

 

 
Definition of “Official” 

 
The proposed definition of “official” is practically identical to that proposed in 1999 

and continues to be too vague and broad.  The definition is tied to an “office” rather than a 
particular official and includes persons who can appoint such officials.  Thus, investment 
advisers cannot simply assume that the person with whom they are in contact is the relevant 
“official.”  In fact, the number of people who could be considered “officials” could go well 
beyond the pension board or administrative officer managing the advisory contract.  Without 
further clarity or delineation by the Commission or some other state database offering 
consistent guidance to all advisers, an adviser complying with this provision would expend an 
inordinate amount of time and resources on an ongoing basis trying to determine who can 
influence the outcome of the award of the advisory business for each government entity all 
over the country.  The significant compliance burden involved in advisers undertaking to 
identify any “official” for any state or local pension plan, and monitoring state and local 
elections in all 50 states, may ultimately result in advisers banning all political contributions 
to avoid the unacceptable consequence of a compensation ban as a result of a mistaken 
interpretation of who is an “official.” 

 
Therefore, the Commission should limit the definition of “official” to those who are 

required to be directly involved in selecting the adviser, rather than to those who are indirectly 
involved or have the authority to appoint a person who can directly or indirectly influence the 
award of the contract.  We also request the Commission develop or facilitate development of 

 
 

27   This focus on senior-level officers is consistent with the Commission’s consideration in the Proposal of the 
definition of executive officer in Advisers Act rule 205-3, which refers to officers that exercise policy-making 
functions.  See Proposal at 34, n.103. 
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a centralized and publicly available list of state officials so that advisers are not making their 
own independent determinations which may not be consistent with other advisers’ 
determinations as to which individual is an “official” in each state or locality.  Otherwise, the 
piecemeal approach of this aspect of the Proposal could lead to inconsistent application and 
possibly inconsistent enforcement of the rule.28

 

 
Definition of “Contribution” 

 
The Commission seeks comment on the definition of “contribution” and whether it 

should include expenses an adviser would incur in organizing or sponsoring a conference at 
which a government official is invited to attend or is a speaker.  We believe that 
“contribution” should not include such expenses so long as contributions are not solicited by 
the government official and are not solicited or coordinated by adviser’s employees in 
connection with the event.29   Otherwise, the rule would chill legitimate and important 
business communications between advisers and their current and potential government clients 
that have nothing to do with monetary efforts to assist a government official in getting elected 
or re-elected.  Moreover, pursuant to the compliance program rule requirements, an adviser 
would implement policies and procedures reasonably designed to ensure that its employees 
are mindful of the parameters of the proposed rule restrictions, i.e., the prohibition on 
soliciting and coordinating contributions at events where government officials attended.30   An 
adviser could reasonably take appropriate steps to ensure that the events were not fundraising 
events.31

 

 
5. Exclude Sub-Advisory Relationships from the Proposed Rule 

 
We request confirmation that the proposed rule does not apply to sub-advisory 

relationships.  Application of the proposed compensation ban to sub-advisory relationships 
would be unfair to both the adviser and the sub-adviser, and it would result in significant 
compliance burdens and complexities.  In the situation where an adviser becomes subject to 

 
 

28 If the Commission determines to proceed as proposed, we request the Commission provide guidance on how 
an adviser would determine which office in each state or locality would be indirectly responsible for, or 
influence the outcome of, the hiring of an adviser by a government entity. 

 
29 See MSRB Interpretation: Reminder of Obligations Under Rule G-37 on Political Contributions and Rule G- 
27 on Supervision When Sponsoring Meetings and Conferences Involving Issuer Officials (Mar. 26, 2007). The 
MSRB notes that it “is not suggesting that dealers curtail their legitimate hosting or sponsoring of meetings or 
conferences where issuer officials are invited to attend or are featured speakers.” It notes, however, that “dealers 
should consider carefully the true nature of such events and the possible application of Rule G-37 if the meeting 
or conference involves fundraising activities in support of an issuer official.” 

 
30 In the unlikely scenario of a conference event being determined to be a fundraising event for the government 
official, then expenses incurred by the adviser for hosting the event could be deemed a contribution. See id. 

 
31 See id. 
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the compensation ban after the adviser has hired a sub-adviser to manage the government 
client portfolio, a sub-adviser would have no control over and may not know or have reason to 
know of the adviser’s political contributions to the government entity client.  In that instance, 
the sub-adviser should not be affected by the compensation ban applicable to the adviser. 
Rather, the adviser and sub-adviser should consider the resolution of such a situation during 
the course of their negotiations of the sub-advisory agreement. 

 
Similarly, the rule should not be applied to ban compensation from the government 

client to the adviser where the sub-adviser or its covered associate makes a political 
contribution to a government entity because the adviser would have no control over the sub- 
adviser and would not know or have reason to know the extent of the sub-adviser or its 
covered associates’ political contributions.  In an unlikely situation where there was 
coordination among the adviser and the sub-adviser, they would violate proposed rule 206(4)- 
5(d), which would prohibit an adviser from doing anything indirectly, which if done directly, 
would result in a violation of the rule. 

 
In addition, the Commission seeks comment on whether there are sub-advisory 

arrangements in which a sub-adviser would not know or be able to influence whether, or 
which, government entities are being solicited for a covered investment pool, and if so, how it 
should define those sub-advisers.  There are many such arrangements, and we would be 
pleased to provide more details or information and work with the Commission on this issue. 

 
III. The Commission Should Modify its Proposed Ban on Third-Party Solicitors 

 
Proposed rule 206(4)-5(a)(2)(i) would prohibit advisers from making payments to 

third-party solicitors for soliciting government clients for investment advisory services on 
behalf of the adviser.  The Commission proposed this ban out of concern that advisers would 
seek to circumvent the proposed contribution limits by using solicitors to make prohibited 
contributions.  While we understand the Commission’s concerns and agree that financial 
professionals should not circumvent prohibited practices, a complete ban is not appropriately 
tailored to address these concerns.  Therefore, we respectfully request the Commission to 
consider alternative approaches as discussed below. 

 
In compliance with the Advisers Act cash solicitation rule 206(4)-3, many small and 

mid-sized investment advisers without the financial resources or expertise to hire in-house 
marketing employees rely on third-party solicitors to market their advisory services to 
potential clients on a national basis.  The proposed ban would disproportionately affect and 
harm these small to mid-sized advisory firms by eliminating legitimate potential avenues of 
new business, while allowing larger advisory firms to rely on their internal employees or 
affiliates’ employees to engage in solicitation activities for the adviser. 

 
We also understand that many public pension plans and their trustees rely on the 

activities of third parties to conduct due diligence of prospective advisers to help the plans 
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ultimately make investment decisions.32   Ultimately, the ban may result in the unintended 
negative consequence that government clients will have fewer advisers with particular 
expertise from which to choose if information about this segment of advisers is unavailable to 
them, to the possible detriment of the plans and their beneficiaries. 

 
Instead, existing Advisers Act rules can be leveraged to provide appropriate 

protections from the potential conflicts of interest related to referrals.  Pursuant to the cash 
solicitation rule, advisers must ensure that solicitors provide clients with a separate disclosure 
document that includes the nature of the relationship or affiliation, the terms of the solicitor’s 
compensation, and any amount the client will be charged in addition to the advisory fee as a 
result of the solicitor’s arrangement.  We recommend that the Commission amend the cash 
solicitation rule to require the following in the separate written disclosure document: (1) third- 
party solicitors who solicit or whose employees solicit a government entity client should be 
required to disclose in writing to the adviser and the government entity client any 
contributions the solicitor has made to an official of the government entity within the past two 
years; and (2) third-party solicitors should be required to undertake that they will make no 
contributions in the future to any official of that government entity while it remains a client of 
the adviser.  To assist in compliance and enforcement, the SEC examination staff would have 
full access to the disclosure documents. 

 
Supplementing these requirements, the compliance program rule 206(4)-7 requires an 

adviser’s policies and procedures to address, to the extent relevant, marketing advisory 
services, including the use of solicitors.33   An adviser must adopt and enforce policies and 
procedures reasonably designed to ensure that it and its employees comply with the rule and 
the disclosure requirements in marketing the firm’s advisory services.  In addition, proposed 
rule 206(4)-5(d) would prohibit an adviser from doing anything indirectly which could not be 
done directly, including using a solicitor to make prohibited political contributions to a 
government official on behalf of the adviser. 

 
We note that several states have opted for the approach of disclosure of the fee 

arrangement between the third-party solicitor and the adviser rather than a complete ban on 
the use of placement agents by the public pension plans.34   We understand that many 

 

 
32 See, e.g., Letter from State of Wisconsin Investment Board to SEC re: File Number S7-18-09 (Aug. 31, 2009) 
(“Wisconsin Investment Board Letter”); Connecticut State Treasurer Letter. 

 
33 See Compliance Program Rule Release. 

 
34 See, e.g., California Public Employees’ Retirement System (“CalPERS”) Statement of Policy for Disclosure of 
Placement Agent Fees (May 11 2009), available at http://www.calpers.ca.gov/eip-docs/about/board-cal- 
agenda/agendas/invest/200905/item04a-02.pdf; Wisconsin Investment Board Letter.  Government entities may 
also have policies and procedures in place to monitor and review any potential conflicts of interest arising from an 
adviser paying a third-party solicitor a referral fee once the government entity becomes the adviser’s client, 
including sharing referral arrangement information with the board’s audit committee.  See also, Government 
Finance Officers Association, Selection of Investment Advisers for Pension Fund Assets Guidelines (2000), 
available at http://www.gfoa.org/: “The pension board or administrative officer managing the investment adviser 

http://www.calpers.ca.gov/eip-docs/about/board-cal
http://www.gfoa.org/
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government entities require investment advisers to disclose any conflict of interest to the 
plan’s board of trustees or to the employees who are charged with the investment decision, as 
well as whether a placement agent is used and the fees that are paid with respect to the 
government entity’s commitment to a private fund.  We recommend the Commission not 
interfere with the well-considered terms and conditions that fiduciaries of state and local 
government plans have developed in the hiring of investment advisers to manage their plans 
or in the context of an investment in a private fund. 

 
In the event the Commission decides to adopt a new rule instead of leveraging existing 

rules, we respectfully request the Commission amend proposed rule 206(4)-5(a)(2)(i) to: (1) 
permit payments to third-party solicitors if the third-party is registered or licensed with an 
appropriate state or federal authority (e.g., state registered investment adviser; SEC-registered 
investment adviser or broker-dealer; licensed investment adviser representative of SEC- 
registered investment adviser or registered representatives of SEC-registered broker-dealer; or 
state or federally chartered and regulated bank); and (2) require disclosure to a government 
client of any political contributions made to its officials by a regulated third-party solicitor 
and the amount and nature of the referral fee(s) the third-party receives from the adviser for 
referring the government entity client.  Registered or licensed financial service providers are 
subject to federal or state regulatory oversight, thereby lessening the opportunity for those 
entities to engage in “sham” transactions.  In addition, the Commission could amend the cash 
solicitation rule to include a requirement in the written agreement between the adviser and the 
solicitor that the solicitor commit not to make political contributions with the intent to 
influence the award of advisory business and commit to disclose political contributions by the 
solicitor or its relevant employees. 

 
In addition, we request that the Commission clarify several issues with regard to the 

proposed rule.  First, we request the Commission confirm that the proposed ban would not 
prevent private funds from compensating registered broker-dealers for the placement of the 
private fund interests in accordance with the federal securities laws governing transaction- 
based compensation.  Often, under private placement agreements, registered broker-dealers 
are compensated, sometimes out of the adviser’s management fee, for placing the private 
interest transaction under the federal securities laws.  This activity, however, would not 
constitute “solicit[ing] a government entity for investment advisory services” or fall under the 
definition of “solicit” under the proposed rule and should be excluded. 

 
Second, we seek confirmation that the ban does not affect an adviser to a registered 

investment company as it relates to distribution arrangements under the Investment Company 
Act of 1940 (“Investment Company Act”), such as 12b-1 plans and agreements and 

 
contract should comply with the following ethical considerations: [(i)] adherence to all jurisdiction’s and pension 
board’s ethics laws, rules and regulations related to procurement and involvement with contractors, including 
those related to political contributions, [(ii)] disclosure to pension board of any inherent or potential conflicts of 
interest in dealing with specific investment advisers prior to taking any official action, and [(iii)] adherence to 
the GFOA Code of Professional Ethics.” 
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shareholder servicing agreements.  These activities likewise would not constitute “solicit[ing] 
a government entity for investment advisory services” or fall under the definition of “solicit” 
under the proposed rule.  In any event, the Commission should confirm that distribution 
arrangements for registered investment companies under the Investment Company Act are 
outside the scope of the Proposal. 

 
Finally, we request confirmation that the proposed rule would not apply to solicitation 

agreements entered into prior to the effective date of the proposed rule. 
 
IV. The Recordkeeping Rules Should Be More Appropriately Tailored to the 

Commission’s Goals 
 

It is important for investment advisers to maintain records to demonstrate compliance 
with the proposed rule and to enable the Commission to examine records maintained by 
advisers to evaluate any potential pay to play practices by the adviser or its covered 
associates.  However, we urge the Commission to tailor the proposed recordkeeping 
requirements to more appropriately meet the Commission’s objectives and to eliminate vague 
and unnecessary requirements. 

 
Prospective Clients 

 
We oppose the proposed requirement that advisers keep an ongoing, continuously 

updated list of prospective government clients for which the adviser “is seeking to provide” 
advisory services.35   The information is unnecessary for the Commission to determine 
whether pay to play abuses have occurred because the prospective client would, by definition, 
not be a current client whose business was obtained by political contributions.  In addition, it 
is unclear how advisers would comply with this requirement.  For example, it is not clear 
whether the rule would require that all communications to prospective clients, including 
letters, phone calls, and conversations, regardless of whether they are related to marketing, be 
monitored and provided immediately to an adviser’s compliance officer.  The compliance 
burden of continuously compiling and updating this list, with no significant nexus to whether 
the adviser is retained by the government client, would be significant and would do little to 
serve the purposes of the proposed rule.  However, if the Commission decides to retain this 
requirement, the requirement should apply annually, not continually, and should include only 
those clients to which a formal, written proposal has been made. 

 
Indirect Contributions 

 
The proposed rule would require advisers to maintain records of all “direct or indirect” 

contributions or payments made to “an official of a government entity, a political party of a 
 
 
 

35 Proposed Rule 204-2(a)(18)(i)(B). 
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state or political subdivision thereof, or a political action committee.”36 Advisers would not 
necessarily be able to comply with this requirement because it is not clear how advisers would 
make a determination of what constitutes an “indirect” contribution.  Thus, we urge the 
Commission to eliminate the requirement to maintain records reflecting “indirect” 
contributions.  At the very least, the Commission should clarify that an investment adviser 
may rely in good faith on self-reporting or certifications by covered associates, who could be 
asked to list their contributions and certify that they have not made any “indirect” 
contributions.  The adviser should not have to conduct continuous, invasive investigations of a 
covered associate and their friends and family. 

 
Contributions to Political Action Committees 

 
We request that the Commission eliminate the proposed requirement that investment 

advisers keep records regarding contributions made by the adviser or its covered associates to 
a state or local political party or to a PAC because such contributions do not trigger the rule’s 
prohibitions.37   The proposed rule does not prohibit contributions by the adviser or its covered 
associates to state or local political parties or PACs.  Therefore, there is no compelling need to 
maintain records of such contributions.  Alternatively, we request the Commission permit 
advisers to maintain certifications from covered associates that the associates have no 
knowledge of contributions to political parties that are earmarked or known to be provided for 
the benefit of a particular political official – doing indirectly what the proposed rule would 
prohibit if done directly – that would trigger the two-year timeout.  A certification, in 
conjunction with the indirect prohibition, would serve to help determine compliance with the 
rule’s prohibition. 

 
Payments 

 
Although the prohibitions of the rule apply only to “contributions,” the recordkeeping 

provisions apply to either “contributions or payments.”  Unlike the definition of 
“contribution,” the term “payment” is not limited to situations involving an attempt to 
influence elections.38   Advisers should not be required to maintain records of “payments” that 
are unrelated to contributions that may be used to influence an election if the payments do not 
violate the rule.  Thus, we request the Commission to remove the word “payment” from the 
proposed recordkeeping rule amendments. 

 
 
 
 
 
 
 

36 Proposed Rule 204-2(a)(18)(i)(D). 
 

37 Id. 
 

38 Proposed Rule 206(4)-5(f)(7). 
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Exemption from Recordkeeping Requirement: Total Ban on Employee Contributions 

 
Advisory firms may attempt to avoid the severe sanctions for violations of the rule and 

the accompanying burdens imposed by the recordkeeping requirements by simply banning all 
employees or all covered associates from making political contributions.  Advisers that utilize 
this option should be permitted to obtain an annual signed certification from each covered 
associate stating that he or she has complied with the firm’s ban on prohibited contributions. 
This annual certification should be permitted in lieu of the records required by proposed rule 
204-2(a)(18)(ii). 

 
V. Transition Period 

 
The Commission seeks comment on how long advisers would need to develop policies 

and procedures in order to comply with the proposed rule after it was adopted.  If the 
Commission determines not to amend the Advisers Act code of ethics rule and instead 
proceed with the proposed rule, advisers will be faced with implementing significant and 
time-consuming changes.  For example, advisers will have to determine which employees are 
covered associates, evaluate each state and local individual associated with current and 
potential government entity clients to determine who would be considered an “official”, draft 
policies and procedures to implement requirements of the rule, train employees on compliance 
with the rule and its prohibitions, and review relevant contracts.39  In order for advisers to 
adequately address the significant requirements in the Proposal, the IAA respectfully requests 
that the Commission provide a compliance date of twelve months. 

 
* * * * 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

39 We request confirmation that compliance with the rule would be required only with regard to contributions 
made after the compliance date of the rule. 
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Conclusion 

 
The IAA strongly opposes pay to play practices by investment advisers or their 

employees.  We commend the Commission for attempting to eliminate these practices.  We 
welcome the opportunity to work with the Commission to craft a rule that is tailored to the 
nature of the investment advisory profession and is designed to eliminate pay to play 
practices, while refraining from imposing disproportionate or inequitable remedies. 

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

Please feel free to contact Karen Barr, General Counsel, or the undersigned if we may provide 
additional information regarding these or other issues. 

 
Sincerely, 

 
/s/  Monique S. Botkin 

 
Monique S. Botkin 

Senior Counsel 
 
 
 
cc: The Honorable Mary L. Schapiro, Chairman 

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

 
Mr. Andrew J. Donohue, Director, Division of Investment Management 
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Appendix 

 
Proposed Rule 206(4)-5 

 
(b) Exceptions. 
* 
* 
(3) Inadvertent violation exception. 
An investment adviser that is prohibited from providing investment advisory services for 
compensation pursuant to paragraph (a)(1) of this section as a result of a contribution made by 
a covered associate of the investment adviser is excepted from such prohibition, upon 
satisfaction of the following requirements: 
(A) The investment adviser must have discovered the contribution which resulted in the 
prohibition within four months of the date of such contribution; 
(B) Such contribution resulted in an inadvertent violation, meaning violations that are not 
reasonably known or condoned by the investment adviser and where the contributor lacked 
intent to influence the award of the advisory contract or violate the rule in making the 
contribution, as evidenced by the facts and circumstances surrounding such contribution; 
(C) The government entity, excluding the official who received the contribution, has received 
full disclosure by the investment adviser of the inadvertent violation, has determined that a 
waiver of the compensation prohibition in (a)(1) of the rule is in the best interest of the entity 
and its beneficiaries, and has consented to a waiver of the compensation prohibition in (a)(1) 
of the rule; 
(D) The investment adviser, before the contribution resulting in the prohibition was made, 
adopted and implemented policies and procedures reasonably designed to prevent violations 
of this section; 
(E) The investment adviser, prior to or at the time the contribution which resulted in such 
prohibition was made, had no actual knowledge of the contribution or that it would result in 
an inadvertent violation; and 
(F) The investment adviser, after learning of the contribution, 

(1) has taken all available steps to cause the contributor involved in making the 
contribution which resulted in such prohibition to attempt to obtain a return of the 
contribution; and 
(2) has taken such other remedial or preventive measures as may be appropriate under 
the circumstances. 



 

 
 
 
 

September 29, 2009 
 

Via Electronic Mail 
 

Mr. Carlo Comporti 
Secretary General 
Committee of European Securities Regulators 
11-13 Avenue de Friedland 
75008 Paris 
France 

 
 
 

Re: CESR Proposal for a Pan-European Short Selling Disclosure 
Regime 

 
Dear Mr. Comporti: 

 
The Investment Adviser Association (“IAA”) appreciates the opportunity to comment 

on the consultation paper proposing a pan-European short selling disclosure regime 
(“Consultation Paper”) issued by the Committee of European Securities Regulators 
(“CESR”).1    The IAA is a not-for-profit US association that represents the interests of 
investment adviser firms that are registered with the US Securities and Exchange Commission 
(“SEC”).  The IAA’s membership consists of investment advisory firms that manage assets 
for a wide variety of institutional and individual clients, including pension plans, trusts, 
investment funds, endowments, foundations, and corporations, and many of our members 
invest in EU issuers for their clients.2

 

 
In response to the recent market disruption and turmoil, individual EU Member States 

have taken various actions to restrict or impose conditions on short selling in an effort to 
minimize the potential for market abuse and disorderly markets.  To formulate some pan- 
European standards in the area and to respond to concerns of market participants regarding 
the burdens of complying with a number of different national requirements, CESR has 
undertaken a review of short selling policy.  To this end, in the Consultation Paper, CESR 
proposes a uniform short selling disclosure regime in Europe, which it believes would help to 
address the potential for market abuse and disorderly markets. 

 
 
 
 

1 CESR Proposal for a Pan-European Short Selling Disclosure Regime (July 8, 2009.) 
 

2 For more information, please visit our web site: www.investmentadviser.org. 
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The IAA fully supports CESR’s efforts to reduce or eliminate the potential for abuse 
associated with short selling.  With the benefit of reflection in the aftermath of the market 
turbulence last fall, however, we recommend that CESR request EU Member States to study 
closely whether an individual position disclosure regime is the most effective method to 
achieve CESR’s goals.  We respectfully suggest below that CESR should re-evaluate whether 
“flagging” short sale orders may be a better approach. 

 
If CESR concludes, however, an individual position disclosure regime would be more 

effective, we believe CESR is correct to introduce a harmonized European regime.  As noted 
below, we believe that a unified approach to the regulation of short selling globally, as well as 
across the European Union, represents the most effective way to prevent abuse and maintain 
orderly markets.  Although we commend CESR in its efforts to implement harmonized 
regulation, we have particular concerns, which are discussed in more detail below. 

 
CESR Should Re-evaluate the Approach of Flagging Short Sale Orders 

 
In the Consultation Paper, CESR states that transparency of short selling would 

provide early warning signs of a build up of large short positions and alert regulators to 
potentially abusive behavior enabling them to monitor and take action more effectively. 
CESR also believes that facilitating ready access to information on short selling would 
provide informational benefits to the market, improving insight into market dynamics and 
making available important information to assist price discovery.  To obtain these benefits, 
CESR notes two basic approaches to enhance transparency.  One approach would be 
“flagging” of short sales orders, which requires a marker to be put on each individual short 
sale order. Aggregated information about the level of short interest in each security also may 
be published to the market.  The other approach would be to require reporting of individual 
significant short positions whether to the regulator and/or to the market. 

 
CESR is proposing to require reporting of individual short positions because it is of 

the view that the flagging approach would not provide data on the outstanding short positions 
in the market or assist in the identification of large short positions.  We respectfully question 
why aggregated information about the level of short interest in each security published by 
each relevant market would not assist the regulators to monitor for abuses or provide 
informational benefits.  We submit that data on aggressive selling activity rather than the 
outstanding positions may be more helpful to regulators in monitoring for abusive behavior. 
If a significant amount of short selling was occurring in a particular security, the information 
would either provide insights to the market that could assist in price discovery or alert 
regulators that there may potentially be abusive activity. 

 
In addition, some international regulators, including the SEC, have decided to increase 

transparency of short sales by disclosure of transactional-type information, such as the 
flagging approach that was discussed in the Consultation Paper.  Instead of permanently 
adopting its temporary requirement for certain market participants to disclose short positions 
to the SEC, the SEC announced that it will work to increase substantially the public 
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availability of short sale-related information through other means.3   The SEC will work with 
self-regulatory organizations (SROs) to increase public availability of short sale-related 
information through daily publication of short sale volume information by SROs, disclosure 
of individual short sale transaction information by SROs on a one-month delayed basis, and 
twice monthly disclosure of fails data by the SEC.  The SEC was of the view that these 
actions would provide a wealth of information to the SEC, “other regulators, investors, 
analysts, academics and the media.”  We believe adoption of a similar type of disclosure 
regime in the European Union may help address potential market abuse and disorderly 
markets in furtherance of CESR’s goals while moving toward a uniform global response to 
potential short selling abuses. 

 
We appreciate the consideration that CESR has given to the relative costs and benefits 

of the different approaches through which enhanced transparency of short sales might be 
achieved.  We agree that the majority of the temporary disclosure regimes introduced by 
CESR members involve the disclosure of substantial short positions and therefore market 
participants should be familiar with this type of reporting regime.  However, in its cost-benefit 
analysis of position disclosure against a flagging regime and consequent recommendation of 
the disclosure of substantial short positions on an individual basis,4 we believe that CESR has 
underappreciated several major costs to market participants that would be incurred under the 
proposed approach.  Given the attendant issues involved in the disclosure of individual short 
positions discussed in more detail in the next section of this letter, we request that CESR, in 
consultation with Member States, determine whether the ongoing collection of short sale data 
in this manner would be the most effective way to achieve the goals articulated in the 
Consultation Paper. 

 
The imposition of an individual short position disclosure regime would result in both 

direct and indirect costs to market participants. Market participants would be subject to direct 
costs incurred in implementing or updating their monitoring and compliance systems to 
achieve initial compliance with the regime.  In addition to these implementation costs, market 
participants would be subject to ongoing monitoring costs, which would involve calculating 
net short positions at the initial threshold level and at increments of .1% as discussed in more 
detail below.  The implementation and ongoing costs can be substantial in light of the 
multiple reporting thresholds, as a result of the low initial threshold, and the proposed 
requirement for market participants to take into account transactions in all financial 
instruments that create an economic exposure to the issued share capital of the issuer. 

 
Moreover, although CESR does not specifically recommend a method for making 

disclosure to the market, it believes that the costs of making these disclosures are “relatively 
small.”5   We respectfully disagree with this assertion, and believe that given the criteria used 

 
 
 

3 See SEC Takes Steps to Curtail Abusive Short Sales and Increase Market Transparency, SEC Press Release 
2009-172, available at  http://www.sec.gov/rules/final/2009/34-60388.pdf.  

 
4 See supra note 1 at paragraph 23. 

 
5 See supra note 1 paragraph 69. 

http://www.sec.gov/rules/final/2009/34-60388.pdf
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to determine a net short position, and the frequency of both private and public disclosures, 
direct compliance costs to market participants will be significant. 

 
In addition, market participants may be subject to a variety of indirect costs.  As noted 

by CESR,6 these costs would include “short squeezes” (i.e., increased costs of closing a short 
position if other market participants are alerted to the need to close out a position), a lack of 
liquidity in the event that market participants are discouraged from engaging in short selling 
activities, and the potential over-reaction of the market to the public dissemination of short 
selling data resulting in excessive sales of shares and price declines.  However, a key concern 
that we would urge CESR to consider more carefully is the potential harm and costs that 
market participants may incur in the event that their proprietary investment strategies are 
misappropriated following public disclosure of short selling data.  Not only would this result 
put market participants at a significant competitive disadvantage, but it could also lead to the 
type of aggressive short selling that the proposed regime intends to avoid. Accordingly, 
CESR should re-evaluate its decision to choose the individual position disclosure approach 
over the flagging approach. 

 
CESR Should Revise Aspects of Proposal if It Selects the Individual Short Position 
Disclosure Approach 

 
If, after evaluation of a transactional regime to monitor short selling, CESR 

determines that the European Union should proceed with the implementation of a permanent 
regime requiring the disclosure of individual short positions, we agree with CESR that a 
uniform standard across the European Union would help alleviate some of the costs and 
burdens that would be imposed on investment managers and other entities required to submit 
the information.  We recommend below some additional modifications that we believe are 
critical to minimize the potential negative impacts of a permanent disclosure regime in the 
European Union. 

 
CESR Should Recommend that the European Union Impose a Uniform 
Disclosure Regime Through a Separate Regulation or Directive or Through 
Amendments to the Transparency Directive and Not Allow for Local Member 
State Variations 

 
In the Consultation Paper, CESR was of the view that the benefits of harmonization 

will outweigh the disadvantages of having a uniform threshold.  CESR asked commenters to 
consider whether a uniform regime is more advantageous than one that would allow for local 
variations.  We strongly agree with CESR and support a harmonized regime that would permit 
the fewest variations as possible.  Monitoring the various different rules and threshold levels 
for initial and subsequent reporting in multiple jurisdictions can be extremely costly. 
Different requirements can cause investment managers to have to implement compliance with 
these multiple rules manually and fewer of the compliance systems can be automated.  We 
recognize there may be differences among securities, such as market capitalization and daily 
turnover, that make determination of a single threshold challenging and may not result in the 

 
 

6 See supra note 1 at paragraph 72. 
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most meaningful information in all circumstances.  We agree with CESR, however, that given 
a choice between the “complexity of the requirements and the extent to which they are 
tailored to the circumstances of particular markets,” the benefits of harmonization outweigh 
the disadvantages.7   We firmly believe that the high costs and complexity of tracking multiple 
thresholds in Europe call for a uniform standard that would be appropriate in most 
circumstances. 

 
To achieve this type of disclosure regime, we believe either a separate Regulation or 

Directive or amendments to the Transparency Directive would be appropriate. If CESR 
determines to recommend a separate Regulation or Directive, we ask that the concept of 
disaggregation in the Transparency Directive discussed below be incorporated into a 
regulation or directive on short position disclosure. 

 
Short Positions Should Be Publicly Disclosed Only on an Aggregated Basis 

 
In the Consultation Paper, CESR proposes a two-tier regime of both public and private 

disclosure of net short positions.8   The IAA agrees with CESR’s proposal of private 
disclosure because we believe that regulators are in the best position to analyze market data 
and combat market abuse.  However, we believe that if short positions held by market 
participants are made public, there is a significant risk that they could be used to appropriate 
the legitimate intellectual property of market participants, such as investment managers, by 
those hoping to mimic their investment strategies without having to pay for their 
development.  In addition, and as noted by CESR in the Consultation Paper, increased 
transparency has the potential to result in short sellers being vulnerable to a “short squeeze” 
and also may lead to increased “herding” activity whereby short sellers follow influential 
market participants’ decisions to sell short and thereby exacerbate a downwards price spiral.9

 

 
CESR sees the potential costs of public disclosure as being outweighed by two 

significant benefits.  First, such disclosure would provide the market with valuable 
information that a particular security may be over-valued, allowing it to react rationally and in 
an orderly fashion.  Second, public disclosure would help to combat market abuse and 
disorderly markets.10

 

 
The IAA is of the view that these benefits would be achieved more effectively through 

private disclosure to a regulator followed by public disclosure by each regulator of aggregated 
short sale positions, and that such a regime would reduce negative effects on market 

 
 
 
 
 
 

7 See supra note 1 at paragraph 37. 
 

8 See supra note 1 at paragraph 29. 
 

9 See supra note 1 at paragraphs 31 and 32. 
 

10 See supra note 1 at paragraph 30. 
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participants.11   We believe that regulators are best placed to react swiftly to short position data 
and introduce measures to deal with the problems of market abuse and disorderly markets. 

 
Moreover, the provision of information to the market regarding over-valued securities 

can be achieved as readily through the disclosure of aggregated short sales information, as it 
would through the disclosure of individual positions.  We believe this approach would still 
allow the market to react in an orderly fashion to any pricing information, and would have the 
additional benefit of minimizing the potential harm to legitimate short sellers. 

 
CESR Should Raise the Initial Disclosure Threshold 

 
The Consultation Paper proposes that .5% would be the appropriate threshold for 

public disclosure and that .1% would be the appropriate threshold level for a private 
disclosure to the regulator.  We agree with CESR that it is important to identify a disclosure 
threshold that will generate meaningful information and allow regulators to act in an 
appropriate manner to combat the problems associated with short selling.12   If the thresholds 
are too low, the disclosure of small short positions would only serve to detract from useful 
information that would indicate impending disorderly markets or market abuse. 

 
The IAA is of the view that an initial threshold of .1% for disclosure to regulators is 

too low, resulting in more frequent but less useful information to be provided to regulators. 
Although we appreciate the need for regulators to be informed “at a relatively early stage”13 

about short selling in a particular security, disclosing short positions comprising .1% of a 
company’s issued share capital could generate an excessive number of notifications to 
Member State regulators.  For small and even mid-cap securities, the .1% threshold would be 
reached easily and would capture insignificant short positions.  Consequently, regulators 
would be overwhelmed with information that is not indicative of abusive activity while 
market participants would suffer an unreasonable compliance burden. 

 
Regulators need useful information and not just an immense volume of information. 

We recommend that the proposal require private disclosure to regulators at .5% threshold.14
 

Moreover, regulators should then aggregate that information and publish the information on 
an aggregated basis as soon as possible. 

 
 
 
 

11 Not only is private disclosure of individual positions more effective, but public disclosure may ultimately be 
detrimental to the market.  If investment managers are no longer able to operate short selling strategies without 
the significant risk that their strategies will be misappropriated, there is a risk that they will eventually stop using 
these strategies and the pricing efficiencies that CESR identifies as a benefit of short selling would be lost. 

 
12 See supra note 1 at paragraph 35. 

 
13 See supra note 1 at paragraph 42. 

 
14 In Discussion Paper 09/1 Short Selling (Feb. 09), the U.K. Financial Services Authority recommended a 
threshold of .5% for the disclosure of net short positions, noting that a threshold that is set too low would impose 
prohibitive compliance costs and produce data that was of questionable value to the market. See 
http://www.fsa.gov.uk/pubs/discussion/dp09_01.pdf at 5.38 to 5.45. 

http://www.fsa.gov.uk/pubs/discussion/dp09_01.pdf
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Threshold for Disclosure of Short Positions During Rights Issues Should Be 
the Same Threshold as for General Disclosure of Short Positions 

 
In the Consultation Paper, CESR proposes that short sellers taking a position in a 

company that is involved in a rights issue be required to make a public disclosure of their 
short position once it reaches a threshold of .25% of the issued share capital of that company. 
CESR believes that companies raising capital through a rights issue are more vulnerable to 
abusive short selling than in other circumstances, and accordingly a lower disclosure 
threshold is required to discourage such behavior.15

 

 
The IAA appreciates the concerns of CESR and agrees that companies involved in 

rights issues should not be subject to exploitation. We, however, do not believe that imposing 
a more stringent disclosure threshold (either public or private) to short positions in companies 
involved in a rights issue would be the most effective means of preventing abusive short 
selling.  Regulators in each Member State are most appropriately placed to deal with such 
market abuses.  It is not clear that their ability to do so with respect to companies involved in 
rights issues would be materially improved by the imposition of a lower public disclosure 
threshold. Moreover, it is the view of the IAA that any deterrence that public disclosure may 
provide to those seeking to abuse short selling would be outweighed by the negative aspects 
of public disclosure on market participants discussed above. 

 
In addition, we believe that the proposal would be detrimental to legitimate short 

sellers.  A market participant taking a short position in a company may not be aware that the 
company is conducting a rights issue.  For example, a market participant may have difficulty 
in determining whether a company is involved in a rights issue or merely an offering of new 
shares.  Further, market participants may already hold short positions in a company that 
conducts a rights issue.  In each case, extensive due diligence and ongoing monitoring would 
have to be undertaken by short sellers. 

 
We support the efforts of CESR to implement a regime that will safeguard vulnerable 

companies from being exploited by those looking to abuse the market.  However, we believe 
that such entities would be protected adequately by the active monitoring and investigation of 
potentially abusive behavior by regulators.  We urge CESR to weigh the economic harm that 
a more stringent public disclosure threshold would cause to market participants, against any 
perceived deterrent that such a requirement would provide. 

 
CESR Should Confirm That Affiliates That Do Not Share Information about 
Investment Decisions Do Not Need to Aggregate Short Positions 

 
The IAA agrees with CESR that, for determining reportable short positions, market 

participants should calculate their net short positions (short positions offset by long positions 
held) at the legal entity level if they are part of a corporate group.  Similarly, the IAA requests 
that CESR confirm that the aggregation of short positions also should not occur at the level of 
the parent company or among affiliates where there is a group of affiliated investment 
managers.  Investment managers within the same corporate group that do not share 

 
15 See supra note 1 at paragraph 45. 
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information about investment decisions for business purposes should not be required to 
aggregate short positions for purposes of reporting for several reasons. 

 
First, requiring affiliated investment managers to aggregate short positions would 

force these managers to share information about investment decisions for purposes of 
disclosing short positions that they otherwise would not share.  Requiring sharing of 
information for these purposes is at odds with the information barriers and other policies and 
procedures that are typically in place to ensure that affiliates do not have access to any non- 
public information regarding other affiliates. 

 
Second, requiring affiliates to report positions that individually would not be 

reportable or requiring the holding company to report the aggregated position would present 
at best an inaccurate, and at worst a misleading, picture to regulators and to the market.  This 
type of reporting also may lead the regulator or the market to view the short positions as being 
coordinated among affiliates in a group when that is clearly not the case.  We believe 
aggregating in these situations – where investment decisions or information about investment 
decisions are not shared among affiliates – would send confusing and unhelpful information 
to regulators and to the market regarding short sales. 

 
For these reasons, we believe investment managers with the same parent company 

should not have to aggregate short positions if they do not share information about investment 
decisions.  Similarly, a subsidiary and a parent should not be required to aggregate holdings if 
they do not share information about investment decisions.16

 

 
This business reality of separation among affiliates within a corporate group has been 

recognized by the EU specifically in the Transparency Directive.17   The concept of 
“disaggregation” is provided explicitly in the Transparency Directive for both EU managers 
and non-EU managers, and the Directive allows groups of affiliated investment managers to 
disaggregate shareholdings when complying with the relevant thresholds.18   Similarly, we ask 
that CESR include in its proposals for short selling disclosure a provision explicitly providing 
for disaggregation of short positions for EU as well as non-EU investment managers that do 
not share investment decisions within the corporate group. 

 
 
 
 
 
 
 

16 Conversely, where information and processes are shared among affiliated legal entities (e.g., where several 
legal entities share the same investment and trading process and are not subject to information barriers that 
prevent collaboration), these entities should aggregate holdings and submit a joint aggregated filing of their short 
positions. 

 
17 See Transparency Directive, 2004/109/EC (Articles 9.5, 12.4, 12.5, and 23). 

 
18 We note that the European Securities Market Expert Group recently found that various EU Directives take 
inconsistent approaches to disaggregation and recommended that certain Directives be amended to “bring them 
into line with the disaggregation rules in the Transparency Directive.”  European Securities Market Expert 
Group Opinion on Disaggregation of Shareholdings (June 18, 2009) at 6. 
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CESR Should Extend the Time Period for Disclosures 
 

CESR believes that information about short selling should be disclosed as soon as 
possible to facilitate an informed decision making process.19   The IAA supports this view and 
believes that it is important that potentially abusive practices are exposed as quickly as 
possible. However, it is essential to balance this need against the time necessary to verify the 
accuracy of the information and the undue burden on the market participants making the 
disclosures. 

 
In a global economy, market participants are not necessarily based in the same country 

or time zone as the market in which they hold short positions.  Under the proposed regime, a 
market participant may be required to make multiple disclosures of short positions to different 
regulators. Moreover, in accounting for synthetic short positions achieved through derivative 
transactions, market participants may be required to perform complex calculations to 
determine their net short positions.  In light of the above, the IAA believes that requiring 
disclosure of short positions on a T+1 basis does not allow market participants sufficient time 
to calculate their short positions (particularly if they are located in a different time zone) and 
imposes an unreasonable administrative burden on market participants. 

 
We ask that the disclosure regime allow at least T+3 for holders of short positions to 

provide disclosure to regulators and the market so that information can be gathered, 
calculated, and appropriately verified before dissemination.  We believe this relatively short 
period of time would still provide regulators early notification of large positions as well as 
provide the market with timely information.  This additional time would greatly alleviate the 
compliance burdens that would otherwise be imposed on market participants. 

 
* * * * * 

 
The IAA strongly supports CESR’s efforts to reduce the risks of market abuse and 

disorderly markets that may be caused by short selling.  In particular, we applaud CESR’s 
efforts to introduce enhanced transparency on a harmonized basis in Europe.  If CESR 
determines that an individual position disclosure regime is indeed preferable than any other 
approach, we respectfully request that CESR revise the requirements as suggested above. 

 
We appreciate the opportunity to provide our views on these issues and would be 

pleased to provide any additional information.  Please contact the undersigned or Karen L. 
Barr, General Counsel, at (202) 293-4222 with any questions regarding these matters. 

 
Respectfully submitted, 

 
/s/ Jennifer S. Choi 

 
Jennifer S. Choi 

Assistant General Counsel 
 
 
 

19 See supra note 1 at paragraph 51. 



 

 
 
 

September 24, 2009 
 

Via Electronic Mail 
Elizabeth M. Murphy, Secretary 
U.S. Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549 

 
Re: Extension of Regulation S-AM Compliance Date 

File No. S7-29-04 
 

Dear Ms. Murphy: 
 

The Investment Adviser Association1 respectfully requests an extension of the time 
period for investment advisers and other registrants to comply with the requirements set forth 
in Regulation S-AM.2  A five-month extension of the compliance date, from January 1, 2010 
to June 1, 2010, is needed to provide registrants with adequate time to establish systems to 
comply with the regulatory requirements.3 

 
According to the Release, Section 214 of the Fair and Accurate Credit Transaction Act 

of 2003 (FACT Act) required the Commission and other federal agencies to adopt rules 
implementing limitations on a person’s use of certain information received from an affiliate to 
solicit a consumer for marketing purposes, unless the consumer has been given notice and a 
reasonable opportunity and a reasonable and simple method to opt out of such solicitation.4 

The Commission proposed Regulation S-AM in July 2004, adopted the Regulation last 
month, and provided five months for registrants to comply with the requirements. When the 

 
 

1   The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-for 
profit association that represents the interests of SEC-registered investment adviser firms. Founded in 1937, the 
IAA’s membership consists of more than 450 firms that collectively manage in excess of $7 trillion for a wide 
variety of individual and institutional investors, including pension plans, trusts, investment companies, 
endowments, foundations, and corporations. For more information, please visit our web site: 
www.investmentadviser.org. 

 
2   See Regulation S-AM: Limitations on Affiliate Marketing, Release Nos. 34-60423, IC-28842, and IA-2911 
(Aug. 4, 2009) (the “Release”). 

 
3   Earlier this month, the Investment Company Institute sent a letter to the Commission seeking an extension of 
the compliance date for Regulation S-AM. See Letter from Tamara Salmon, Senior Associate Counsel, 
Investment Company Institute, to Elizabeth Murphy, Secretary, U.S. Securities and Exchange Commission, 
regarding S-AM Compliance Date (Sept. 8, 2009) (“ICI Letter”). The IAA supports the ICI’s request. 

 
4   Release at 1. 
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other agencies adopted the rules implementing the FACT Act requirements, however, they 
gave entities subject to those rules ten months to comply with the requirements.5  As noted in 
the ICI Letter, the ten-month compliance period was based on a belief by those agencies that: 

 
[D]elaying the mandatory compliance date for approximately 
one year will give all institutions adequate time to develop 
and distribute opt-out notices and give most institutions 
sufficient time to develop and distribute consolidated notices 
if they choose to do so.6 

 
Similarly, the Commission should provide registrants with ten months to comply with 

the requirements set forth in the Regulation.7  Regulation S-AM imposes significant new 
requirements on firms that use information received from an affiliate to make marketing 
solicitations, including the potential for notice and opt-out provisions or the need to evaluate 
and reconfigure historic marketing practices to meet one or more exemptions. Accordingly, 
firms need sufficient time to analyze the requirements set forth in the Regulation, and to draft 
and implement appropriate systems, policies and procedures. We agree with the points raised 
in the ICI Letter that, consistent with the compliance time provided by the other agencies, ten 
months is a more realistic period for achieving compliance. 

 
The IAA requests that the Commission extend the compliance date for Regulation S- 

AM from January 1, 2010 until June 1, 2010. Please do not hesitate to contact us if we may 
provide additional information or assistance to you regarding these matters. 

 
Sincerely, 

 
/s/ Valerie Baruch 

 
Valerie Baruch 
Assistant General Counsel 

 
 
 
CC: James A. Brigagliano, Acting Co-Director 

Daniel Gallagher, Acting Co-Director 
SEC Division of Trading and Markets 

 
Andrew J. Donohue, Director 

SEC Division of Investment Management 
 
 

5   See Fair Credit Reporting Affiliate Marketing Regulations; Final Rule, 72 Fed. Reg. 62910 (November 7, 
2007) (the “Agencies’ Release”). 

 
6   The Agencies’ Release at 62938. Although the Release refers to extending the compliance date “by 
approximately one year,” the actual extension was ten months. The “consolidated notices” refers to combining 
the affiliate marketing notices with the annual privacy notices required under the Gramm-Leach-Bliley Act. 

 
7    Adopting a comparable compliance period would help to make Regulation S-AM “consistent with and 
comparable to” the implementing regulations adopted by the other agencies. Release at 6. 
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BY ELECTRONIC DELIVERY 

August 6, 2009 

Mr. Richard Hisey, Committee Co-Chair 
Ms. Hye-Won Choi, Committee Co-Chair 
Investor Advisory Committee 
U.S. Securities and Exchange Commission 
100 F Street, N.E. 
Washington, D.C. 20549–1090 

 
Re: Investor Advisory Committee Press Release Dated July 29, 2009 

 
Dear Mr. Hisey and Ms. Choi: 

 
We are writing to express our support of the Investor Advisory Committee’s inclusion of the 

fiduciary duty of financial intermediaries as a topic for future meetings.1   We strongly agree that this is 
an important investor protection issue and stand ready to provide any assistance that the Committee may 
need in this respect. 

 
We are concerned, however, about the characterization of the fiduciary duty issue in the SEC’s 

July 29 press release, as it could be read to suggest that the fiduciary duty must be susceptible to 
“definition” in order to provide a workable standard.  We disagree.  The fiduciary duty as applied to 
professionals such as investment advisers has flourished in the common law for hundreds of years 
without precise definition.  More than 45 years ago, the U.S. Supreme Court ruled in its Capital Gains 
decision that a fiduciary duty applies to investment advisers under the Investment Advisers Act. We 
believe that it would be no more appropriate to insist on a precise definition of fiduciary duty than it 
would be to insist on a precise definition of the duty not to commit fraud.  What constitutes a violation 
of a fiduciary duty or a fraudulent practice is and always has been a matter of the application of common 
law principles to particular facts and circumstances.  Attempting to provide specific definition of all 
aspects of fiduciary duty, or to enumerate precisely how it applies and what it entails, would have the 
perverse consequence of diluting protections for investors.  With more than four decades of 
interpretation by the courts and the SEC, combined with the specific rules governing investment 
advisers, the fiduciary duty standard under the Investment Advisers Act clearly represents the 
appropriate benchmark for protecting investors. 

 
Instead of trying to define fiduciary duty, we urge the Committee instead to consider a 

recommendation to clearly and unambiguously extend the fiduciary duty that investment advisors owe 
their clients under the Investment Advisers Act to brokers who provide investment advice.  Such a 
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recommendation would serve the interests of investors by providing a consistent, high standard of 
conduct for all investment professionals. 

 
We would welcome the opportunity to provide additional information to the Committee as it 

develops its recommendations to ensure that investors who receive investment advice are entitled to the 
full legal protections afforded under the fiduciary standard of care that currently exists under the 
Advisers Act.  Thank you for your consideration of our concerns. 

 
Respectfully, 

 

 
 

Kevin R. Keller, CAE 
Chief Executive Officer 
CFP Board 

 
 
 
 
 
 
Ellen Turf 
Chief Executive Officer 
NAPFA 

Marvin W. Tuttle Jr., CAE 
Executive Director and CEO 
FPA 

David G. Tittsworth 
Executive Director 
IAA 

 
 

1 Certified Financial Planner Board of Standards, Inc. (CPP Board) is a non-profit organization that acts in the public interest 
by fostering professional standards in personal financial planning through setting and enforcing education, examination, 
experience, and ethics standards for financial planner professionals who hold the CFP® certification. CFP Board’s mission is 
to benefit the public by granting the CFP® certification and upholding it as the recognized standard of excellence for personal 
financial planning. CFP Board currently regulates over 60,000 CFP® professionals who agree, on a voluntary basis, to comply 
with our competency and ethical standards and subject themselves to the disciplinary oversight of CFP Board under a 
fiduciary standard of care. 

 
The Financial Planning Association® (FPA®) is the leadership and advocacy organization connecting those who provide, 
support, and benefit from professional financial planning. FPA demonstrates and supports a professional commitment to 
education and a client-centered financial planning process. Based in Denver, Colo., FPA has close to 100 chapters throughout 
the country representing more than 29,500 members involved in all facets of providing financial planning services. Working 
in alliance with academic leaders, legislative and regulatory bodies, financial services firms, and consumer interest 
organizations, FPA is the community that fosters the value of financial planning and advances the financial planning 
profession. 

 
The Investment Adviser Association is a not-for-profit organization that represents the interests of SEC-registered investment 
advisory firms. Founded in 1937, its membership today consists of more than 450 firms that collectively manage in excess of 
$7 trillion in assets for a wide variety of individual and institutional investors. For more information, please visit 
www.investmentadviser.org. 

 
Since 1983, the National Association of Personal Financial Advisors (NAPFA) has provided Fee-Only financial planners 
across the country with some of the strictest guidelines possible for professional competency, comprehensive financial 
planning, and Fee-Only compensation. With more than 2,000 members across the country, NAPFA has become the leading 

http://www.investmentadviser.org/
http://www.investmentadviser.org/
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professional association in the United States dedicated to the advancement of Fee-Only financial planning. For more 
information on NAPFA, visit www.napfa.org. 

http://www.napfa.org/


 

 
 
 

July 31, 2009 
 

Via Electronic Mail 
 

Douglas H. Shulman 
Commissioner 
Internal Revenue Service 
1111 Constitution Avenue, N.W. 
Washington, DC 20224 

 
Re: FBAR Issues for Investment Advisers Registered with the SEC 

 
Dear Commissioner Shulman: 

 
The Investment Adviser Association (IAA) is writing with respect to the reporting 

obligations under Form TD F 90-22.1 – Report of Foreign Bank and Financial Accounts 
(FBAR).  IAA is a not-for-profit association that represents the interests of investment adviser 
firms that are registered with the US Securities and Exchange Commission (SEC).1

 

Specifically, we seek guidance on behalf of our members regarding reporting obligations of 
investment advisory personnel or directors or officers of a fund who may have signatory or 
other authority over (but no financial interest in) foreign accounts solely as a result of their 
employment with their investment advisory firms2 or their position with a fund managed by 
an investment adviser.  As described below, we believe that requiring these individuals to 
make separate FBAR filings would be redundant and unnecessary to further the Treasury 
Department’s goals of uncovering abusive tax schemes and combating money laundering. 

 
Background 

 
Our members manage assets for a variety of institutional and individual clients.  For 

purposes of this letter, we focus on FBAR issues as they relate to the management of pooled 
investment vehicles that are domiciled or organized in the United States and that are sold 
privately to certain investors without registration under the Investment Company Act of 1940 

 
 
 

1 IAA’s membership consists of investment advisory firms that manage assets for a wide variety of institutional 
and individual clients, including pension plans, trusts, investment companies, endowments, foundations, and 
corporations. For more information, please visit our web site: www.investmentadviser.org. 

 
2 We understand that certain employees of investment advisers are not required to file FBAR in circumstances in 
which a person has power to direct how an account is invested but otherwise cannot make disbursements to the 
account because the person has no power of disposition of money or other property in the account.  Question 7 of 
IRS FAQs Regarding Report of Foreign Bank and Financial Accounts (FBAR) – Financial Accounts available at 
http://www.irs.gov/businesses/small/article/0,,id=210249,00.html. 
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(US private funds).3   US private funds typically do not have any employees of their own (but 
may have directors and officers) and are managed by a separate entity – investment advisory 
firms that may be registered with the SEC under the Investment Advisers Act of 1940.  US 
private funds that invest abroad may have financial interests in foreign accounts and these 
funds would make FBAR filings as appropriate. 

 
Certain directors or officers of US private funds or employees of an investment adviser 

that manages one or more US private funds investing abroad may be considered to have 
signature or other authority over the funds’ foreign accounts (e.g., bank or custodial accounts) 
solely because of responsibilities within the scope of their official position with a fund or their 
employment with an investment adviser.4   These individuals, however, do not have any 
financial interest in those accounts. Under these circumstances, we do not believe it would 
further the Treasury’s goals to require separate filings by these individuals because the filings 
would not provide any additional information to Treasury. Rather, requiring annual FBAR 
filings would impose a significant burden on these individuals for no reason other than their 
status as an employee of an investment adviser or as a director or officer of a US private 
fund.5

 

 
Information regarding a US private fund’s foreign accounts and the fund’s financial 

interest in those accounts are already being provided to Treasury.  Information regarding the 
individual employees of investment advisers and directors and officers of US private funds 
who may have signatory or other authority but no financial interest in the foreign accounts 
would inundate the Treasury with information that would be, at best, of limited value. 
Moreover, we are concerned about the hardship placed, and the potential penalties for failing 
to submit FBAR filings that could be assessed, on directors or officers of a US private fund or 
employees of an investment adviser who may have signatory or other authority over foreign 
accounts only within the scope of their official position or employment. 

 

 
 
 
 
 

3 We understand that the Investment Company Institute has submitted several requests to the IRS seeking 
guidance regarding persons who are employees of firms that provide services to investment companies that are 
registered under the Investment Company Act of 1940. See e.g., ICI Letter to Clarissa C. Potter, Chief Counsel 
(Acting), IRS (July 15, 2009); ICI Letter to James H. Freis, Jr. and Jamal El-Hindi (Jan. 15, 2009). We support 
the IRS providing the requested guidance, which also would be beneficial to our members that manage registered 
funds. 

 
4 Directors and officers of non-US private funds and employees of managers of those funds may be subject to 
similar FBAR filing obligations that have been raised with the IRS by the Managed Funds Association. See e.g., 
MFA Letter to Carol P. Nachman, Special Counsel, Administrative Provisions & Judicial Practice Division, IRS 
(May 13, 2009). We support the IRS providing the guidance requested by the MFA that each person with 
signature or other authority over an account should not be required to file separate FBAR forms if the US 
manager has filed the form, referencing that account, provided those persons do not have any personal financial 
interest in the account and the US manager has provided notice that it filed the form.  Guidance on this issue will 
assist our members that manage non-US private funds. 

 
5 For those individuals who were not aware of their filing obligation until very recently, the IRS has allowed 
persons to file an FBAR by September 23, 2009. If an individual discovers that he or she is required to file an 
FBAR, it appears that the individual would need to attach an amended tax return with the FBAR filing. 
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Proposed Alternatives to Individual FBAR Filings 
 

To alleviate the concerns described above, we offer two alternative proposals for your 
consideration. 

 
First, we request that directors, officers or employees of federally-registered advisers 

be provided the exception that is available for an officer or employee of a “bank that is 
currently examined by Federal bank supervisory agencies for soundness and safety” for a 
foreign bank, securities or other financial account maintained by the bank over which he or 
she has signature or other authority if the officer or employee has no personal financial 
interest in the account.  Similar to the bank employees, employees of federally-registered 
investment advisers are subject to extensive controls and regulatory oversight. 

 
For example, rule 206(4)-7 of the Investment Advisers Act requires SEC-registered 

investment advisers to adopt and implement written compliance programs.  SEC-registered 
investment advisers generally include within their compliance program all material regulatory 
obligations to which they are subject.  The compliance program would include establishing 
various controls that are designed to prevent employees from misappropriating client assets 
and to ensure that the firm is in compliance with all applicable Bank Secrecy Act, OFAC or 
similar regulations that prohibit effectively the firm from engaging in activities that support 
terrorist organizations. These requirements are enforced through the SEC’s examination 
process, which will bring any “deficiencies” it finds in an adviser’s compliance program to 
the adviser’s attention for immediate remedy.  Deficiencies also may be referred to the SEC’s 
Enforcement Division if a matter is deemed by the staff to be sufficiently serious to warrant 
this course of action.  Thus, like bank employees, employees of SEC-registered investment 
advisers are closely supervised by the adviser, and ultimately by the SEC, to ensure that the 
employees’ activities are in compliance with all applicable laws and other legal obligations. 

 
As recognized by Treasury in the context of a bank examined by a federal regulatory 

agency, it would not further Treasury’s goal of tackling tax fraud or combating money 
laundering to require filing of a separate FBAR by an employee of a regulated entity who has 
signature or other authority over a foreign account within the scope of his or her employment. 
As in the case of federally regulated banks, US private funds, as US persons, would make 
their own FBAR filings.  As a result, Treasury would have all the relevant information both in 
the case of accounts maintained by federally-regulated banks and of funds managed by SEC- 
registered investment advisers.  Because Treasury will receive all the relevant information 
from the US private funds, we also request that directors and officers of these funds who may 
have signature or other authority be exempt from submitting their own individual FBAR 
filings. 

 
In the alternative, if Treasury decides not to provide an exception as requested above, 

we request that SEC-registered investment advisers be permitted to submit an FBAR filing on 
behalf of all their directors, officers, and employees and directors or officers of US private 
funds managed by SEC-registered advisers who may have signature or other authority over 
foreign accounts on a consolidated basis.  If a consolidated FBAR is filed on behalf of these 
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individuals, we seek confirmation that they would not have to file a separate FBAR.6   We 
believe that a consolidated filing would provide the same information as individual filings of 
FBAR but allow Treasury to review this information more easily by consolidating the 
information into one filing. 

 
Moreover, because signature or other authority arises within the scope of employment 

or an individual’s position as a director or officer of a fund, it would be appropriate for the 
investment advisers that have access to all the relevant information to file FBARs on behalf of 
these individuals.  We appreciate that Treasury may be concerned about not receiving all 
relevant information if individuals do not submit their own FBAR.  Our proposal, however, 
would ensure that all of the information that would have been submitted to Treasury on 
individual FBARs would be filed by the investment adviser. 

 
* * * * * 

 
We appreciate that Treasury seeks to obtain all the relevant information necessary to 

take action against tax evaders and to monitor for money laundering.  We believe, however, 
that the circumstances that we have outlined above do not present any such concerns. The 
guidance we seek is intended to alleviate any unnecessary burden on individuals from having 
to submit their own FBAR filings in circumstances where the obligation only arises from their 
employment or their official position and a US person with financial interest in those foreign 
accounts files an FBAR.  Our proposal would enable Treasury to focus on key risk data 
without being overwhelmed with duplicative information.  We would be happy to discuss 
these issues with you in person and to provide any additional information.  Please contact the 
undersigned or Karen L. Barr, General Counsel, at (202) 293-4222 with any questions 
regarding these matters. 

 
Respectfully submitted, 

 
/s/ Jennifer S. Choi 

 
Jennifer S. Choi 

Assistant General Counsel 
 
 
 

cc: William J. Wilkins 
Clarissa C. Potter 
Linda Kroening 
Beth M. Elfrey 
Sara M. Coe 
Samuel Berman 

 
6 As noted previously, individuals using the extension provided by the IRS to file by September 23, 2009 may be 
required to attach their tax returns to the FBAR filings. We request that these individuals not be required to 
submit an amended tax return.  Because the individual tax returns have already been filed, these individuals 
should not have to file an amended Schedule B merely to state that they technically have signature or other 
authority over a foreign account.  These individuals would not need to make income tax or other amendments to 
the tax returns because they do not have any financial interest in a foreign account. 



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

 
 

July 29, 2009 
 

VIA ELECTRONIC MAIL 
 

The Honorable Mary L. Schapiro 
Chairman 
Securities and Exchange Commission 
100 F Street, N.E. 
Washington, DC 20549-1090 

 
Re:  SEC Exams of Investment Advisers 

 
Dear Chairman Schapiro: 

 
The Investment Adviser Association1 is writing to express our support for the recent 

initiatives you have outlined to strengthen SEC examination and oversight of investment 
advisers.2 

 
The SEC’s examination and oversight of investment advisers, broker-dealers, and 

investment companies is a critical part of the SEC’s mission.  The stated purpose of 
examinations is “to detect fraud and other violations of the securities laws, foster compliance 
with those laws, and help ensure that the Commission is continually made aware of 
developments and areas of potential risk in the securities industry.”3   Thus, the examination 
and oversight program performs important investor protection functions. 

 
We understand that the Commission’s recent efforts to strengthen examination and 

oversight functions include: 
 

• Providing more staff training on fraud detection; 
• Hiring staff with expertise in securities trading, portfolio management, valuation, 

derivatives, risk management, and other important areas; 
 

1   The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-for- 
profit association that represents the interests of SEC-registered investment adviser firms.  Founded in 1937, the 
IAA’s membership consists of more than 450 firms that collectively manage in excess of $7 trillion for a wide 
variety of individual and institutional investors, including pension plans, trusts, investment companies, 
endowments, foundations, and corporations.  For more information, please visit our web site: 
www.investmentadviser.org. 

 
2   See Testimony by Chairman Mary L. Schapiro Before the Subcommittee on Capital Markets, Insurance and 
Government-Sponsored Enterprises, U.S. House of Representatives Committee on Financial Services (July 14, 
2009) (July 14 testimony), available at http://www.sec.gov/news/testimony/2009/ts071409mls.htm. 

 
3 See home page of SEC Office of Compliance Inspections and Examinations, at 
http://www.sec.gov/about/offices/ocie.shtml (July 29, 2009). 

http://www.investmentadviser.org/
http://www.investmentadviser.org/
http://www.sec.gov/news/testimony/2009/ts071409mls.htm
http://www.sec.gov/about/offices/ocie.shtml


 

• Conducting exams more focused on firms with higher risk profiles and practices; 
• Providing examiners with more tools and methodologies to detect fraud, including 

improved pre-exam work protocols; 
• Leveraging the work performed by a firm’s independent auditor; 
• Improving systems for surveillance and risk-based targeting; and 
• Improving the handling of tips and complaints.4

 

 
We applaud these initiatives, which represent positive steps to strengthen the 

Commission’s examination program.  They are consistent with suggestions we have made to 
improve and enhance examinations and oversight.5   As we have stated previously, we believe 
it is important that the Commission be adequately funded in order to implement these and 
other important changes.  In that regard, we believe the SEC should be fully funded and that 
Congress should examine alternatives to allow it to achieve long-term and more stable 
funding, including self-funding mechanisms.6

 

 
We understand that review of the examination program and potential additional 

improvements to the program is ongoing.  To that end, we would be pleased to continue our 
dialogue with the Commission and its staff regarding additional measures to enhance the 
Commission’s examination program.  Indeed, we encourage you to consider establishing a 
more formal process to facilitate a constructive dialogue among the Commission and 
representatives of the investment advisory profession regarding these important issues.  We 
strongly believe that such a process would be useful in assessing potential enhancements to 
the examination program.  Any such process should involve a wide range of advisory firms in 
order to reflect the broad diversity of business, investment, and service models employed 
within the profession.  We would welcome the opportunity to work with you and your staff to 
discuss how such a process could be established with the goal of enhancing the effectiveness 
of investment adviser exams. 

 
 
 
 
 
 
 
 
 
 

4   See id. n.2; see also “Strengthening Examination Oversight: Changes to Regulatory Examinations,” by Lori A. 
Richards, Director, SEC Office of Compliance Inspections and Examinations (June 17, 2009), available at 
http://www.sec.gov/news/speech/2009/spch061709lar.htm. 

 
5   See Statement of David G. Tittsworth, Executive Director and Executive Vice President, Investment Adviser 
Association: Enhancing Investor Protection and the Regulation of Securities Markets – Part II, U.S. Senate 
Committee on Banking, Housing and Urban Affairs (Mar. 26, 2009) at pp. 26-27, available at 
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen 
ts_Statements/Testimony_032609.pdf.   See also Letter from Karen L. Barr, General Counsel, Investment 
Adviser Association, to SEC Chairman Schapiro on Self-Custody of Advisory Client Funds (Mar. 6, 2009), 
available at 
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen 
ts_Statements/Comment030609.pdf. 

 
6   See id. Statement of David G. Tittsworth at p. 25. 

http://www.sec.gov/news/speech/2009/spch061709lar.htm
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Commen


 

We look forward to working with you to improve the SEC’s examination program for 
advisers.  Please do not hesitate to contact me if you have any questions or concerns. 

 
Sincerely, 

 
 

DAVID G. TITTSWORTH 
Executive Director 

 
 
 
cc: The Honorable Kathleen L. Casey, Commissioner 

The Honorable Elisse B. Walter, Commissioner 
The Honorable Luis A. Aguilar, Commissioner 
The Honorable Troy A. Paredes, Commissioner 

 
Lori A. Richards, Director, OCIE 
John Walsh, Chief Counsel, OCIE 
Gene Gohlke, Associate Director, OCIE 
Andrew J. Donohue, Director, Division of Investment Management 
James Brigagliano and Daniel M. Gallagher, Co-Acting Directors, Division of Trading 

and Markets 



 

 
 
 

July 29, 2009 
 

Via Electronic Mail 
 

Emil Paulis 
Director, DG MARKT/G 
Financial Services Policy & Financial Markets 
European Commission 
200 Rue de la Loi, B-1049 
Brussels, Belgium 

 
Ugo Bassi 
Head of Unit, Asset Management 
European Commission 
Internal Market and Services DG 
European Commission, Office: SPA2, B-1049 
Brussels, Belgium 

 
Re: Proposal for Alternative Investment Fund Managers Directive 

 
 
 

Dear Mr. Paulis and Mr. Bassi: 
 

The Investment Adviser Association is writing this letter with respect to the European 
Union’s proposal for a directive on Alternative Investment Fund Managers (AIFM). The 
Investment Adviser Association (IAA) is a not-for-profit US association that represents the 
interests of investment adviser firms that are registered with the US Securities and Exchange 
Commission (SEC).  IAA’s membership consists of investment advisory firms that manage 
assets for a wide variety of institutional and individual clients, including pension plans, trusts, 
investment funds, endowments, foundations, and corporations, and many of our members 
manage assets on behalf of clients in the European Union.1

 

 
As an initial matter, we applaud the European Commission for undertaking this 

important work of providing more oversight of unregulated investment managers that manage 
a significant amount of assets in the European Union.  The IAA has long advocated in the 
United States that hedge fund managers be required to register with the SEC and be subject to 
regulation.2   We are pleased that governments around the world are working to achieve the 

 
 
 

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

2 We understand that many US hedge fund advisers are already registered with the SEC. 
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important objectives of monitoring for potential systemic risk and obtaining sufficient 
information for the proper supervision of the markets. 

 
While we fully support the laudable goals of the AIFM Directive, we want to ensure 

that the Directive takes into consideration the global nature of the investment management 
industry, which benefits EU investors by providing international diversification and expertise. 
To this end, we seek clarification regarding the provisions related to non-EU investment 
managers.  Article 39 of the proposed AIFM Directive states that, under certain conditions, 
Member States may authorize, in accordance with the Directive, AIFMs established in a third 
country.  The conditions would include, among other things, findings by the Commission that 
the laws on prudential regulation and ongoing supervision of AIFMs in a third country are 
equivalent to the Directive, that those laws are effectively enforced, and that the third country 
grants EU AIFMs market access at least comparable to that granted by the EU to AIFMs from 
that third country.3   We understand this article to allow non-EU managers to manage non- 
UCITS funds, either directly or through delegation, that are marketed in the European Union 
based on their supervision by their home country regulator.4

 

 
We encourage the EU Commission to develop criteria for recognizing supervisory 

equivalence and market access and urge the EU and the US to engage in discussion regarding 
the development of a regulatory framework for hedge fund managers.5   In addition, we seek 
to confirm that non-EU managers, such as US managers, also would be permitted to obtain 
authorization on the same basis as EU managers under the AIFM Directive without having a 
physical presence in the European Union. Given the broad scope of the proposed Directive, 
which currently proposes to cover not only hedge funds but all non-UCITS funds,6 we believe 
it is important for the benefit of EU investors and for the efficient functioning of the markets 

 
 
 
 

3 We respectfully request that the EU Commission make these findings during the implementation period, which 
would allow non-EU managers to provide services during the three-year transition period. 

 
4 It appears from the text of the current proposal that portfolio management may only be delegated to a third 
party that is also authorized as an AIFM.  Because Chapter VII (Specific rules in relation to third countries) does 
not provide a specific provision on delegation of portfolio management to an AIFM established in a third 
country, we assume that Article 39 would apply to delegation of portfolio management. 

 
5 As in the European Union, it is expected that the US will likely adopt legislation for the registration and 
regulation of unregulated fund managers. The US is considering requiring investment advisers to hedge funds 
and other private pools of capital managing assets above a certain threshold to be registered with the SEC and be 
subject to certain regulatory requirements. See http://www.treas.gov/press/releases/tg214.htm (Obama 
Administration’s legislative proposal requiring registration of hedge fund managers and requiring disclosure of 
certain data by hedge fund managers); Financial Regulatory Reform A New Foundation: Rebuilding Financial 
Supervision and Regulation (June 17, 2009) at 37.  Consistent with the G-20 commitments to require registration 
of hedge funds or their managers, we hope that the US and EU continue their dialogue regarding this type of 
regulation. 

 
6 The current definition of “alternative investment fund” is broadly drafted to include any non-UCITS funds 
marketed in the European Union.  Therefore, the Directive would not only cover what are traditionally 
considered “hedge funds,” but any non-UCITS funds, including those that are not highly leveraged or take 
controlling stakes in companies. 

http://www.treas.gov/press/releases/tg214.htm
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to allow non-EU managers to be authorized under the AIFM Directive to manage non-UCITS 
funds on a cross-border basis. 

 
Many global investment managers in the United States and Europe have affiliates in 

multiple countries to provide clients with expertise in a particular region. Moreover, it is 
more efficient for investment managers managing, for example, a portfolio of US equities or a 
portfolio of Asian securities to be located in the same time zone as the relevant market.  We 
also do not believe physical presence in the European Union is necessary for investor 
protection.  We believe that European investors benefit when investment managers with 
knowledge of a particular market can manage those assets from abroad.  We are concerned 
that European investors would lose the benefits of international diversification if investment 
managers could not advise European investors unless the managers were located in the 
European Union.  We respectfully seek clarification that the proposed Directive will permit 
non-EU domiciled investment managers to provide portfolio management services to EU 
investors. 

 
* * * * * 

 
The IAA strongly supports the European Union’s efforts to provide oversight of this 

important financial services sector.  We request that the Directive provide appropriate 
oversight of AIFMs while preserving the benefits that overseas managers can provide to 
investors in Europe. It would be unfortunate for EU investors if the Directive unintentionally 
deprived EU investors of expertise that international managers could provide. 

 
We appreciate the opportunity to provide our views on these issues and would be 

pleased to provide any additional information.  Please contact me at (202) 293-4222 with any 
questions regarding these matters. 

 
 
 

Respectfully submitted, 
 

/s/ Jennifer S. Choi 
 

Jennifer S. Choi 
Assistant General Counsel 

 
 
 
 
cc: Mr. Charlie McCreevy 

European Commissioner for Internal Market and Services, European Commission 
 

Mr. David Wright 
Deputy Director General Financial Services DG MARKT, European Commission 



 

 
 

 
 
 

July 24, 2009 
 

Via Electronic Filing 
 

Elizabeth M. Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, N.E. 
Washington, DC 20549-1090 

 
Re:  Proposed Rule: Custody of Funds or Securities of Clients by Investment 

Advisers, File No. S7-09-09, Release No. IA-2876 
 

Dear Ms. Murphy: 
 

The Investment Adviser Association (IAA)1 appreciates the opportunity to comment 
on the Commission’s proposed amendments to Rule 206(4)-2 of the Investment Advisers Act 
of 1940, which governs custody of client assets.2  We support much of this important 
Proposal, particularly as it pertains to investment advisers that self-custody client assets. We 
have serious concerns, however, about imposing the surprise examination requirement on 
investment advisers that maintain client assets with independent third-party custodians and 
that are deemed to have custody of client assets only in the most technical sense of that term. 
We also suggest a number of additional modifications to the Proposal. 

 
I.  Background 

 
In 2002, the Commission proposed comprehensive reforms to the custody rule in order 

to conform the rule to modern custodial practices and to provide clarification and 
transparency to the rule, which had not been amended since it was promulgated in 1962.3 

 
 
 

1 
The Investment Adviser Association is a not-for-profit association founded in 1937 that represents the interests 

of SEC-registered investment adviser firms. The Association’s members collectively manage more than $7 
trillion in assets for a wide variety of individual and institutional clients. For more information, please visit our 
web site:  www.investmentadviser.org. 

 
2   Proposed Rule: Custody of Funds or Securities of Clients by Investment Advisers, Rel. No. IA-2876 (May 20, 
2009) (“Proposal”). 

 
3   Proposed Rule: Custody of Funds or Securities of Clients by Investment Advisers, Rel. No. IA-2044 (July 18, 
2002) (“2002 Proposal”). 
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Amendments to the rule were adopted in 20034 and included, among other things, a definition 
of “custody,” clarification of the circumstances under which an adviser is deemed to have 
custody, and elimination of the annual surprise audit requirement for advisers that have a 
reasonable belief that a qualified custodian is providing account statements directly to clients.5 

 
1. The Current Custody Rule 

 
Under the current rule, SEC-registered investment advisers are deemed to have 

“custody” of client assets if they hold client funds or securities “directly or indirectly” or if 
they have any authority to obtain possession of client funds or securities. Investment advisers 
generally do not maintain physical custody of their clients’ assets; instead, client assets are 
typically maintained with a broker-dealer or bank (a “qualified custodian”).6  An adviser still 
may be deemed to have custody under the rule, however, if the adviser has authority to 
withdraw client funds held by the qualified custodian (for example, where the adviser is 
authorized to deduct advisory fees from a client account). The adviser may also be deemed to 
have custody under the rule if it acts in any capacity that gives the adviser legal ownership of 
or access to client funds or securities (for example, an advisory firm is deemed to have 
“custody” of client funds and securities if one of its employees serves as a trustee to a client 
trust – even where the trust assets are held at a bank).7  Accordingly, most registered 
investment advisers technically are deemed to have custody of client assets under the rule,8 

but only a small percentage of advisers subject to the rule have actual physical custody of the 
funds or securities. 

 
Under the rule, investment advisers are permitted to have “custody” of client funds or 

securities only if: (1) a qualified custodian maintains those funds and securities; and (2) the 
 
 

4   Final Rule: Custody of Funds or Securities of Clients by Investment Advisers, Rel. No. IA-2176 (Sept. 25, 
2003) (“2003 Custody Release”). 

 
5   The IAA submitted extensive comments regarding the 2002 Proposal. See Letter Regarding Release No. IA- 
2044, File No. S7-28-02, Proposed Rule: Custody of Funds or Securities of Clients by Investment Advisers, from 
Karen Barr, IAA General Counsel, to Jonathan Katz, Secretary, Securities and Exchange Commission (Sept. 25, 
2002) (“September 2002 Letter”). 

 
6   SEC Proposes Rule Amendments to Strengthen Safeguards of Investor Funds Controlled by Investment 
Advisers, SEC Press Release (May 14, 2009) (“SEC Custody Press Release”), available at 
http://www.sec.gov/news/press/2009/2009-109.htm. 

 
7   An adviser also may be deemed to have custody under the rule if it inadvertently receives client assets and does 
not return those assets to the sender within three business days. Pursuant to no-action relief granted to the IAA in 
September 2007, an adviser that inadvertently receives certain settlement checks, tax refund checks, dividend 
payments or stock certificates will not be deemed to have custody under the rule if the adviser forwards those 
assets to the client or a qualified custodian within five business days of receipt. See Investment Adviser 
Association, SEC Staff Letter (Sept. 20, 2007). We understand that the no-action relief is still valid, but we 
recommend that the Commission codify that no-action position in the final rule. 

 
8 

Because of the technical nature of the definition of “custody,” the vast majority of SEC-registered advisers – 
85%– are deemed to have custody under the rule, according to SEC estimates. Proposal supra n.2 at n.77. 

http://www.sec.gov/news/press/2009/2009-109.htm


 

Ms. Elizabeth M. Murphy 
July 24, 2009 
Page 3 

 
adviser has a reasonable basis to believe that the qualified custodian sends account statements 
at least quarterly to each client, or, if the adviser sends the quarterly statements, an 
independent accountant verifies all of those funds and securities in a surprise examination at 
least annually (“surprise audit”). Thus, although advisers are deemed to have “custody” of 
client assets under a variety of circumstances, at all times a “qualified custodian” must actually 
hold the assets. Advisers that are qualified custodians can self-custody9 client assets; however, 
the vast majority of client assets are held by independent third-party custodians.10

 

 
2. The Proposed Custody Rule 

 
The Commission has decided to revisit the 2003 rulemaking in light of the Madoff 

fraud and other recent enforcement actions alleging misappropriation or other misuse of client 
assets. These cases have focused attention on the lack of independent oversight in situations 
in which a firm acts as both investment adviser and qualified custodian with respect to the 
same client assets. 

 
The Proposal requires all advisers deemed to have custody of client funds or securities 

to undergo an annual surprise audit to verify those funds and securities. In addition, the 
Proposal requires an adviser that serves as a qualified custodian (or that has a related person 
that serves as a qualified custodian) to obtain a written report from an independent public 
accountant that includes an opinion regarding the qualified custodian’s controls relating to 
custody of client assets (“internal control report”). The Proposal also includes enhanced 
disclosure and controls for advisers with custody of client funds and securities. 

 
The IAA supports the safeguards imposed by independent third-party involvement 

with respect to the surprise audit and internal control report requirements for advisers that 
self-custody client assets.11  The IAA also supports the safeguards provided by the enhanced 
disclosure and controls for advisers, with appropriate modifications. We are concerned, 
however, that the scope of the surprise audit requirement unnecessarily extends to advisers 
that maintain client assets with independent third-party custodians but are deemed to have 
custody of client assets. We are also concerned that the rule requirements apply too broadly 

 
 
 

9   In a self-custody situation, a firm in its role as registered investment adviser provides investment advice with 
respect to client assets and the same firm in its role (typically) as broker-dealer or bank serves as qualified 
custodian for those advisory client assets. 

 
10   The Commission estimates that of the 9,575 advisers that would be considered to have custody under the 
proposed rule, all but 372 maintain client assets with an independent third-party custodian. See Proposal supra 
n.2 at 40-41. 

 
11   Earlier this year, the IAA made several recommendations to the SEC with respect to preventing or detecting 
fraud where no independent custodian safeguards client assets. The IAA recommended that the SEC consider 
permitting self-custody only where there is an independent third-party that, for example, conducts a special 
purpose audit to verify client assets or an audit of internal or operational controls. Letter regarding Self-Custody 
of Advisory Client Funds, from Karen Barr, IAA General Counsel, to Mary Schapiro, Chairman, Securities and 
Exchange Commission (Mar. 6, 2009) (“March 2009 Letter”). 
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to all related persons of advisers, regardless of the relationship between the adviser and its 
affiliated entity. 

 
II.  The Scope of the Annual Surprise Audit is Overbroad 

 
The Commission proposed the surprise audit requirement to provide “another set of 

eyes” on client assets and to provide additional protection against misuse of those assets. In a 
surprise audit, an independent public accountant must confirm all cash and securities held 
with the custodian and reconcile those holdings with the books and records of the adviser, 
verify the books and records of client accounts maintained by the adviser by examining the 
records and transactions since the last examination, and confirm with clients all securities in 
client accounts. The accountant also must confirm with clients, on a test basis, closed 
accounts or securities or funds that have been returned since the last examination. 

 
The surprise audit requirement would apply to all advisers considered to have custody 

under the rule, whether or not they serve as qualified custodians that actually hold client 
assets.12  We do not believe such a requirement is warranted when client assets are held by 
independent third-party custodians. The use of independent third-parties to hold client assets 
serves to safeguard client funds and securities, thereby significantly limiting opportunities for 
misappropriation or fraud.13

 

 
Opportunities for fraud or misappropriation are further limited by the fact that advisers 

usually do not direct clients to use particular custodians. Rather, more typically, clients 
choose the qualified custodian that will hold their assets and clients negotiate the custodial 
arrangements directly with the custodian. In those situations, the adviser does not make 
custodial arrangements, does not negotiate their terms, is not a party to the custodial 
agreement, and may only direct the custodian as permitted by the terms of the investment 
advisory agreement, in accordance with the procedures established by the client and the 
custodian. 

 
In situations in which an independent third party holds client assets, the surprise audit 

would impose unnecessary expenses in exchange for limited meaningful additional safeguards 
 
 
 
 

12  The audit would apply to advisers that deduct fees from client accounts, write checks or withdraw funds on 
behalf of a client, act as a general partner and an adviser to a limited partnership, act as a trustee to an advisory 
client trust, and that have a general power of attorney over client accounts, as well as advisers with related 
persons that have custody of client assets. 

 
13   Although an independent custodian significantly limits opportunities for misappropriation, we do not 
recommend that the Commission require all investment advisers to use independent third-party custodians to 
hold client assets. It is not always practical or possible for investment advisers to use independent custodians, 
particularly with respect to wrap fee account programs. Instead, opportunities for misappropriation by advisers 
that self-custody client assets can be significantly limited with the adoption of the proposed requirements with 
respect to surprise audits and the internal control report, as well as the use of accountants registered with and 
subject to inspection by the Public Company Accounting Oversight Board (PCAOB) . 
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and, as such, is not warranted.14  In particular, the surprise audit will not benefit clients of 
advisers that are deemed to have custody solely because they have authority to deduct fees 
from client accounts, or clients of advisers that serve as trustees to some client accounts, or 
clients of advisers to pooled investment vehicles that are audited annually, and that distribute 
financial statements in accordance with the rule. 

 
1. The Surprise Audit Will Not Benefit Clients of Advisers That Are Deemed 

to Have Custody of Client Assets Solely Because They Have Authority to 
Deduct Fees from Client Accounts 

 
The IAA strongly opposes imposition of the surprise audit requirement on the almost 

6,000 advisers that are deemed to have custody solely because they have the authority to 
deduct fees from client accounts.15  Adequate additional safeguards already exist for these 
arrangements. Advisers that have the authority to deduct fees from client accounts have 
extremely limited access to client assets.16  The adviser’s fees are negotiated with the client 
and the fee schedule is disclosed to the client in the firm brochure and in the advisory 
agreement. Clients specifically agree to have fees deducted from their accounts, and, in fact, it 
is our understanding that clients usually ask to have fees automatically deducted as a matter of 
convenience.17  The calculation of fees is detailed in the invoices advisers send to clients and 
clients can compare any invoices received from their adviser with the quarterly account 
statements sent directly by the custodians.18  These safeguards ensure a high degree of 

 
 

14   See subsection 1 below for a discussion of the costs of surprise audits. In the Proposal, the Commission 
requested comment regarding alternatives to the surprise audit requirement, including amending the compliance 
program rule to require the Chief Compliance Officer (CCO) to submit a certification indicating that all client 
assets are properly protected and accounted for on behalf of clients. CCOs are not in a position to personally 
vouch for client assets maintained with an independent third-party qualified custodian. Investment advisers 
should not be required to guarantee the actions of an independent custodian, particularly if that custodian was 
chosen by the client. 

 
15   The Commission recognizes that advisers exercising discretionary authority typically have arrangements with 
clients to withdraw fees from client accounts and estimates there are 5958 advisers deemed to have custody 
solely because they have authority to deduct client fees. See Proposal supra n.2 at n.77 and n.99. 

 
16   We continue to support the position set forth in our 2002 Letter, in which we noted that the SEC’s inclusion 
of fee billing arrangements in the definition of custody is inconsistent with the common understanding of what it 
means to have custody and has become outdated. See September 2002 Letter supra n.5 at n.7 (“Today, many 
consumers permit their 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.”) 

 
17   If the Proposal is adopted, advisers that are deemed to have custody solely because they deduct fees may 
decide to bill clients directly, even though, as noted above, clients typically ask to have fees automatically 
deducted as a matter of convenience. Billing clients directly would increase the costs and administrative burdens 
for advisers and clients, but would not result in greater client protection against fraudulent billing. 

 
18   Under the Proposal, advisers with custody of client assets would be required to have a reasonable basis for 
believing that the qualified custodian sends an account statement, at least quarterly, to clients and would no 
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transparency and have worked well to protect clients of advisers that have authority to deduct 
fees from client accounts. The IAA is not aware of any significant abuses due to fraudulent 
billing.19  Indeed, because of the safeguards already in place, the risk that client assets will be 
misappropriated due to improper billing practices is minimal. 

 
Furthermore, the surprise audit will not “substantially increase protections for investors 

who entrust their money to investment advisers” 20  and it will not provide any additional 
safeguards to clients of advisers that are deemed to have custody solely because they have the 
ability to deduct fees from client accounts. The surprise audit is solely intended to confirm and 
verify holdings (i.e. count securities).  It is our understanding that the surprise audit does not 
cover review of fees assessed by advisers or paid by clients. Accordingly, 
there is no nexus between the proposed requirement and the activity the requirement seeks to 
address. 

 
In addition, the Commission has significantly underestimated the cost of surprise 

audits. The Commission’s estimate of $8,100 for a surprise audit is substantially the same 
estimate that was set forth in the 2002 Proposal. At an absolute minimum, that cost estimate 
should be adjusted to reflect price increases in the seven years since that estimate was 
published. Moreover, the Commission’s cost estimate should be adjusted to account for 
factors that will have a significant impact on the cost of the surprise audit, including the size 
of the adviser and the complexity of the adviser’s business, the number of clients an adviser 
has, the number of investment holdings, the number of custodians holding client assets, and 
the types of securities held by the clients.21  Given those considerations, more realistically, it 
is our understanding that the surprise audits are likely to cost between $20,000 and $300,000. 
Also, because the overwhelming majority of advisers will have to negotiate new agreements 
with accountants for the surprise audits, that process will take far longer than the fifteen 

 
 
 

longer be able to send account statements directly to clients in exchange for undergoing an annual surprise audit. 
See Proposal supra n.2 at 29-32. 

 
19   The cases cited in the Proposal involve Ponzi schemes and other frauds, not misappropriation of client fees. 
We are aware of very few enforcement actions involving incorrect billing, and most of those actions appear to 
involve incorrect use of performance fees, as opposed to improper access to client assets. See e.g., In the Matter 
of Bridgeway Capital Management, Inc., Rel. No. 2294 (Sept. 14, 2004); and In the Matter of Renn Capital 
Group, Rel. No. 2454 (Dec. 1, 2005). It is our understanding that the SEC recently filed an enforcement action 
against an adviser that allegedly misappropriated from client accounts advisory fees that were fraudulent, 
excessive, and unauthorized. See SEC v. Jindra and Envision Investment Advisors, LLC, (DC NE) (June 30, 
2009). In that action, the alleged misappropriation was apparently discovered by the independent custodian and 
clients when they were reviewing account statements, reflecting the effectiveness of those safeguards. 

 
20   See SEC Custody Press Release supra n.6. 

 
21   For example, an audit involving privately issued securities is likely to be significantly more time-consuming 
and expensive than an audit involving common equity securities. Similarly, advisers may manage accounts 
custodied with regulated entities outside the United States, which will add significantly to the cost and 
complexity of the surprise audits, even though the foreign custodians are subject to regulatory and other 
oversight. 
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minutes estimated in the Proposal. The high costs and time spent implementing the 
requirements will have a disproportionate impact on smaller investment advisers.22

 

 
Given the high costs of surprise audits, the negligible benefits to clients of advisers 

that have authority to deduct client fees, and the substantial safeguards already in place for 
those clients, the surprise audit is not necessary for advisers that are considered to have 
custody solely because they have authority to deduct fees from client accounts. 

 
As an alternative, if the Commission is concerned about potential abuses from advisers 

that deduct fees, the Commission should consider adopting controls designed to address those 
potential abuses. Some controls to consider include requiring advisers to provide clients with 
documentation of the fee calculation, requiring advisers to provide duplicate copies of 
advisory bills to custodians and clients, requiring advisers to obtain written authorization from 
clients regarding the deduction of fees, or requiring advisers to obtain limited audits of 
advisory fees only.23  The IAA would be pleased to work with the Commission to suggest 
reasonable alternatives to the surprise audit requirement for advisers that have authority to 
deduct fees from client accounts. 

 
2. The Surprise Audit Will Not Benefit Clients of Advisers That Serve as 

Trustees to Client Accounts 
 

The IAA also is concerned about the effects of imposing the surprise audit requirement 
on advisers whose client assets are maintained with third-party custodians and who are 
deemed to have custody because they or their employees serve as trustees to client trusts.  
Typically, because of the significant responsibilities involved, many advisers will agree to act 
as a trustee only for clients that they have known for a long time. Advisers are asked to serve 
in that trusted capacity because of longstanding relationships with their clients, because of 
their special expertise in investment matters, and/or because clients do not have 
any family members available to serve in that capacity.24  Most advisers either do not charge a 
separate fee to act as trustee on a client account or charge a minimal fee to act in that capacity. 

 
Requiring advisers that serve as trustees for client accounts to undergo an annual 

surprise audit will be more costly for clients because it will have the unintended effect of 
discouraging investment advisers from serving as trustees. This would force clients to 
appoint other trustees, at their own expense, who may not be as qualified or otherwise subject 

 
22   As of April 2009, more than half of investment advisers have fewer than five non-clerical employees, and 
more than nine in ten advisers have fewer than fifty such employees. 

 
23   The Commission should consider codifying the procedures established under certain no-action letters that were 
withdrawn upon the effectiveness of the 2003 amendments to the custody rule (e.g., Investment Counsel 
Association of America, Inc., SEC Staff Letter (June 9, 1982): John B. Kennedy, SEC Staff Letter (June 5, 1996), 
and Securities America Advisors Inc., SEC Staff Letter (Apr. 4, 1997). These conditions served as appropriate 
safeguards when the no-action letters were operative and provide more meaningful and focused protections than 
a surprise audit, which, as noted above, focuses on confirmation of securities. 

 
24   For similar reasons, advisers sometimes are asked to serve as executors of client estates. 
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to SEC jurisdiction (and who therefore would not be subject to the surprise audit 
requirements).25  The IAA is not aware that there are greater concerns about registered 
investment advisers serving in a trustee capacity as opposed to other individuals serving in 
that capacity. Any concerns about the role of trustees in general should be addressed through 
trust law, not the Investment Advisers Act. 

 
As an alternative, if the Commission is concerned about potential abuses by advisers 

that serve as trustees to client accounts, the Commission should consider requiring advisers to 
adopt controls to address those specific issues. Some controls to consider include requiring 
advisers that serve as trustees to: (1) use an independent third-party qualified custodian to 
hold client trust assets; (2) require the custodian to send quarterly statements to the trust 
beneficiaries; (3) require the custodian to send a trust accounting to the current and remainder 
beneficiaries of the trust; or (4) issue instructions to the custodian limiting its authority to 
deliver trust assets to the adviser other than fees, and limiting its authority to otherwise transfer 
trust assets.26  These controls are reasonable alternatives to the surprise audit for advisers that 
serve as trustees to client trusts.27

 

 
3. The Surprise Audit Will Not Benefit Clients of Advisers to Pooled 

Investment  Vehicles That Are Audited and That Distribute Financial 
Statements  in Accordance with the Rule 

 
The Proposal would continue to exempt advisers from the requirement to have a 

qualified custodian send quarterly account statements to investors with respect to assets held 
in pooled investment vehicles such as limited partnerships or limited liability companies if the 
pooled investment vehicle: (1) is audited at least annually by an independent public accountant; 
and (2) distributes its audited financial statements prepared in accordance with generally 
accepted accounting principles to all limited partners (or other members or other beneficial 
owners) within 120 days of the pool’s fiscal year end. Under the Proposal, 
however, pooled investment vehicles would be required to undergo a surprise audit in 
addition to the annual audit. 

 
An annual audit provides protection against the misuse of client assets. Surprise 

audits do not add substantial value to annual audits, particularly in circumstances in which the 
assets of the pooled investment vehicle are maintained by an independent third-party 

 
25   Because investment advisers typically either charge a minimal fee or do not charge an extra fee for serving as 
a trustee to client accounts or as an executor to client estates, the fees associated with the surprise audit will 
likely be passed directly to the trust or the beneficiaries. 

 
26   See e.g. Blum Shapiro Financial Services, Inc. , SEC Staff Letter (Apr. 16, 1993); Clifford Associates, SEC 
Staff Letter (Sept. 22, 1992); and Wallington Asset Management, SEC Staff Letter (Nov. 20, 1990). These 
conditions served as appropriate safeguards when the no-action letters were operative. 

 
27   Because of the expense of surprise audits, many advisers may decide to not serve as a trustee for client 
accounts if the Proposal is enacted. In that case, at a minimum, advisers that serve in a trustee capacity for 
existing client accounts should be grandfathered in or otherwise exempted from the surprise audit requirement 
for those accounts. 



 

Ms. Elizabeth M. Murphy 
July 24, 2009 
Page 9 

 
custodian. Requiring a surprise audit in addition to an annual audit would be disruptive, time 
intensive, and costly, while adding only minimal increased protections to investors in pooled 
vehicles. Advisers to pooled investment vehicles that undergo financial audits at least 
annually, that distribute audited financial statements in accordance with the rule, and that 
maintain client assets with independent third-party custodians should not be required to also 
undergo a surprise audit.28

 

 
Furthermore, the Commission should restore the rule provision that indicates that a 

fund of funds has 180 days to distribute audited financial statements. When the hedge fund 
registration rule was adopted several years ago, the Commission added a provision to the 
custody rule allowing fund of funds 180 days from the pool’s fiscal year end to distribute 
audited financial statements to all limited partners.29  According to the Commission staff, “the 
amendment was designed to address the practical difficulties faced by advisers to funds of 
funds in obtaining completion of their final fund audits prior to completion of the audits for 
the underlying funds in which they invest.”30  After the hedge fund registration rule was 
vacated, the staff clarified that an adviser to a fund of funds can continue to rely on the 
“annual audit exception” as long as the fund of fund’s audited financial statements are 
distributed to its investors within 180 days of its fiscal year end.31  The Proposal, however, 
does not include any reference to the provision for fund of funds. 

 
Given that the practical difficulties faced by advisers to fund of funds seeking to 

complete their final fund audits prior to completion of the audits for the underlying funds in 
which they invest have been compounded by the recent market crisis, we recommend that the 
Commission include the fund of funds provision in the final rule. 

 
Finally, the Commission staff has recognized that pooled investment vehicles often fail 

to distribute their financial statements within the prescribed time period because of unforeseen 
events. The staff has advised that failure to meet the deadline would not result in an 
enforcement action if the adviser “reasonably believed that the pool’s audited financial 
statements would be distributed within the 120-day deadline.32  We recommend incorporating 
this relief into the final rule. 

 
 

28   As an alternative, the Commission could consider requiring enhancements to the annual audit that would 
include supplemental audit procedures that could help to verify each client’s proportionate share of the pooled 
vehicle’s assets. The IAA would be pleased to work with the Commission to suggest alternatives to the surprise 
audit requirement for advisers to pooled investment vehicles. 

 
29   Under that provision, a “fund of funds” is defined as a “limited partnership (or limited liability company, or 
another type of pooled investment vehicle) that invests 10 percent or more of its total assets in other pooled 
investment vehicles that are not, and are not advised by, a related person (as defined in Form ADV), of the 
limited partnership, its general partner, or its adviser.” 

 
30   See American Bar Association, SEC Staff Letter (Aug. 10, 2006). 

 
31   Id. 

 
32   Staff Responses to Questions About Amended Custody Rule, Question VI.9 (updated Jan. 10, 2005), available 
at  http://www.sec.gov/divisions/investment/custody_faq.htm. 

http://www.sec.gov/divisions/investment/custody_faq.htm


 

Ms. Elizabeth M. Murphy 
July 24, 2009 
Page 10 

 

 
 
III.  The Definition of Custody Should Be Amended to Allow for the Consideration of 

Crocker Factors Regarding Whether an Adviser Has Custody Because its Related 
Person Has Custody 

 
Under the current rule, if an affiliate of an adviser has access to or authority to obtain 

client assets, the adviser generally would not be considered to have custody of client assets 
unless the adviser or its personnel has access to those client assets through the affiliate.33  In a 
no-action letter, the Commission staff set forth factors used to determine whether an adviser 
has indirect custody of client assets because its related person has custody.34  Those factors 
include: (1) whether clients’ property in the custody of the affiliate might be subject, under 
any reasonably foreseeable circumstances, to the claims of the adviser’s creditors; (2) whether 
advisory personnel have the opportunity to misappropriate clients’ property; (3) whether 
advisory personnel ever have custody or possession of or direct or indirect access to clients’ 
property or the power to control disposition of such property for the benefit of the adviser or its 
affiliates; (4) whether advisory personnel and relevant personnel of the affiliated company 
are under common supervision; and (5) whether advisory personnel hold any position with the 
custodian or share premises with the custodian and, if so, whether they have access to or 
control over clients’ property.35

 

 
The Proposal unconditionally provides that an investment adviser has custody of any 

client assets that are directly or indirectly held by a “related person” in connection with 
advisory services provided by the adviser to its clients. There are no proposed exceptions. A 
“related person” is defined as a person directly or indirectly controlling or controlled by the 
adviser and any person under common control with the adviser. “Control” is defined as the 
power, directly or indirectly, to direct the management or policies of a person, whether through 
ownership of securities, by contract, or otherwise. According to the Commission, the “in 
connection with” limitation of the Proposal is designed to prevent an adviser from being 
deemed to have custody of client assets held by a related person broker-dealer (or other 
qualified custodian) with respect to which the adviser does not provide advice.36

 

 
Although the IAA supports the Commission’s goal to minimize opportunities for an 

adviser to have indirect access to client funds and securities through a relationship with an 
affiliate, the proposed standard is too broad and does not take into consideration different 
relationships advisers may have with their affiliated entities or the fact that affiliated entities 
may operate entirely independently from a related adviser. Not all arrangements in which a 
related person has custody of client assets result in the same level of risk to advisory clients. 

 
 
 

33   See 2003 Custody Release supra n.4 at n.4. 
 

34   Crocker Investment Management Corp., SEC Staff Letter (Dec. 5, 1977) (“Crocker”). 
 

35   Id. 
 

36   See Proposal supra n.2 at 19. 



 

Ms. Elizabeth M. Murphy 
July 24, 2009 
Page 11 

 
In addition, the proposed standard could have unintended implications for foreign affiliates of 
advisers that operate separately from the adviser. 

 
Furthermore, the Proposal presumes that advisers choose the custodian for clients. As 

noted above, more typically, particularly for institutional clients, the custodian is chosen by 
the client. In those situations, the client may choose a related person of the adviser to serve as 
a qualified custodian without prior consultation with the adviser or without the adviser’s 
knowledge. 

 
Accordingly, the Commission should retain and codify the current standard, as set forth 

in the Crocker no-action letter, and consider factors, including creditor claims, 
misappropriation, access, supervision, and shared personnel/location, used to determine 
whether an adviser has indirect custody of client assets because its related person has 
custody.37  At a minimum, the rule should contain a rebuttable presumption that the adviser has 
custody if any of its related persons has custody. Advisers could then consider the factors 
outlined above and if they choose to rebut the presumption, they could be required to 
document their reasons for doing so and maintain such documentation under the books and 
records rule. 

 
IV.  Appropriately Tailored Disclosure and Controls Provide Additional Safeguards 

to Clients 
 

1. PCAOB Registered Accountants  Should be Required Only for Advisers 
that Self-Custody Client Assets 

 
The IAA supports the use of PCAOB registered and inspected independent 

accountants to conduct internal control exams and surprise audits of investment advisers that 
self-custody client assets. The Commission requested comment regarding whether it should 
require all surprise audits under the rule to be conducted by independent public accountants 
registered with, and subject to regular inspection by, the PCAOB. We do not recommend the 
adoption of that requirement. Because most advisers (and the vast majority of smaller 
advisers) do not self-custody client assets, the risk of misappropriation is much lower. Thus, 
such a requirement would make it difficult and cost-prohibitive for small advisers to find 
accountants qualified to conduct surprise audits, while providing little added benefit to 
investors.38  Furthermore, if any concerns arise regarding particular accountants, those 
accountants can be tracked through the proposed enhanced Form ADV reporting 
requirements. Accordingly, although the PCAOB requirements may be warranted for advisers 
that physically hold client assets, they are not necessary for advisers that are deemed to have 
custody, but that use independent third-party custodians to hold client assets.39

 
 

37   See Crocker supra n.34. 
 

38   Such a requirement would be even more difficult and cost-prohibitive for small advisers if the Commission 
does not adopt our recommendations regarding the scope of the surprise audit requirement, as set forth herein. 

 
39   Similarly, auditors to pooled investment vehicles with client assets maintained by independent third-party 
custodians should not be required to be registered with, and subject to regular inspection by, the PCAOB. 
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2. Advisers That Self-Custody Client Assets Should Be Required to Provide 
An Internal Control Report, Subject to an Appropriate Transition Period 

 
Pursuant to the Proposal, an adviser (or related person) that serves as a qualified 

custodian for client assets must obtain a written report (referred to as an internal control report 
or SAS-70 report) at least once a year from an independent public accountant registered with, 
and subject to regular inspection by, the PCAOB, with respect to the adviser’s or (related 
person’s) controls relating to the custody of client assets. The internal control report includes 
the accountant’s opinion “with respect to the description of controls placed in operation 
relating to custodial services, including the safeguarding of cash and securities” held by the 
adviser or a related person on behalf of clients, as well as tests for operating effectiveness. 
According to the SEC, control objectives relevant to custodial operations might include: 
safeguarding physical securities from loss or misappropriation; timely and accurate 
reconciliation of cash and security positions among the custodian, depositories and accounting 
systems; proper authorization and complete and accurate recording of client-initiated trades; 
timely and accurate processing of securities income and corporate action transactions; 
accurate performance of net settlement procedures; complete and accurate documentation of 
the account opening process; and accurate recording of valuations obtained from outside 
pricing sources.40

 

 
The proposed requirements with respect to the internal control report appear to directly 

address concerns raised by the Madoff fraud. The report, as well as the requirement that 
accountants preparing the report must be registered with and subject to regular inspection by 
the PCAOB,41 will help to provide for the safekeeping of assets held by investment advisers 
that also serve as qualified custodians of those assets.42

 

 
The internal control report will be comprehensive and time consuming to prepare. 

Because the written report will have to include the accountant’s opinion regarding the 
description of controls in place during the audit period, investment advisers will need ample 
time to establish the controls and to have those controls in place for the full audit period. 
Accordingly, we suggest a transition period of at least 18 months to enable investment 
advisers to institute appropriate controls before the audit is conducted. 

 
 
 

Because many pooled vehicles are organized as partnerships, such a requirement would impose significant costs 
directly on the partners of the pool, while providing little added benefit to those investors. 

 
40   Proposal supra n.2 at 23. 

 
41   We have concerns, however, about indirectly converting advisers into guarantors of their accountants’ status. 
See subsection 5, infra. 

 
42   The IAA supports the proposed internal control report requirements for advisers deemed to have custody 
because a related person holds client assets only to the extent that this concept incorporates consideration of the 
factors set forth in Crocker. The proposed requirements are overbroad, however, if the definition of custody is 
not amended to allow for consideration of such factors. 
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3. The Form ADV-E Filing Deadline Should be Extended and Portions of 

Form ADV-E Should Not be Made Publicly Available 
 

The Proposal requires advisers to enter into a written agreement with an independent 
public accountant to conduct the surprise audit. The accountant is required to notify the 
Commission within one business day of finding any material discrepancies, and the 
accountant is required to electronically submit Form ADV-E to the Commission accompanied 
by a certificate within 120 days of the time chosen by the accountant for the surprise audit (as 
opposed to 30 days from the completion of the exam, under the current rule), stating that it 
has examined the funds and securities and describing the nature and extent of the 
examination. Advisers would be required to retain the written agreements pursuant to the 
investment adviser recordkeeping requirements. 

 
The IAA supports the Form ADV-E filing requirements. The 120 day deadline for 

filing form ADV-E, however, could be problematic under certain circumstances, such as with 
respect to audits of advisers whose client assets include privately offered securities, and audits 
of very large and complex investment advisers.43  Accordingly, we encourage the 
Commission to extend the filing deadline for such audits to 180 days from the time chosen by 
the accountant for the surprise audit.44

 

 
The Proposal also requires the accountant to submit Form ADV-E to the Commission 

within four business days of its resignation, dismissal from, or other termination, of the 
engagement, or upon removing itself or being removed from consideration for being 
reappointed, accompanied by a statement that includes (i) the date of such resignation, 
dismissal, removal, or other termination, and the name, address, and contact information of 
the accountant, and (ii) an explanation of any problems relating to examination scope or 
procedure that contributed to such resignation, dismissal, removal, or other termination. 

 
The electronic filing of Form ADV-E could enhance the Commission’s ability to 

identify potential custodial risks. The required disclosure will provide the Commission with 
timely information regarding any problems concerning the surprise audit. We support the 
public disclosure of the provision of Form ADV-E regarding an accountant’s description of 
the nature and extent of the examination; however, we do not support the public disclosure of 
the portion of Form ADV-E reflecting the termination of the accountant’s engagement. 
Advisers may be required to change accountants for non-regulatory reasons. Making the form 

 
 

43   As noted above, we recommend that the Commission eliminate the surprise audit requirement for investment 
advisers to pooled investment vehicles that use an independent third-party custodian. If the Commission chooses 
not to eliminate that requirement, at a minimum the Commission would need to extend the Form ADV-E filing 
requirement for advisers to fund of funds to 180 days. The practical difficulties faced by advisers to fund of 
funds seeking to complete their final fund audits prior to completion of the audits for the underlying funds in 
which they invest will also be encountered by accountants seeking to submit Form ADV-E to the Commission 
within the 120 day deadline set forth in the Proposal. 

 
44   We recommend adding a provision to Form ADV-E to allow auditors to indicate the circumstances that led a 
particular audit to exceed 120 days. We would appreciate the opportunity to work with the Commission to draft 
appropriate language for that disclosure. 
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publicly available could have the unintended effect of making it more difficult for advisers to 
change accountants and making advisers captive to accountants that may not be providing 
optimal services. Furthermore, any change in the adviser’s accountant would be reflected on 
Schedule D of Form ADV. 

 
4. The Proposed Amendments  Related to Notice and Delivery of Account 

Statements  Provide Safeguards to Clients 
 

The current rule requires advisers with custody of client assets to have a reasonable 
belief that a qualified custodian delivers account statements to advisory clients. Alternatively, 
the adviser can send account statements if it undergoes a surprise examination. The 
Commission now proposes to eliminate the latter alternative in order to provide “greater 
assurance of the integrity of those account statements.”45  We support this proposal. We agree 
that the overwhelming majority of advisers do not use this alternative, and those that do can 
address confidentiality concerns by contract or other means. We also agree that involvement of 
an independent third-party in sending account statements directly to the client would make 
it more difficult for an adviser to create false account statements. 

 
The Proposal also makes explicit the implicit requirement that advisers form their 

reasonable belief that the qualified custodian is sending client account statements after “due 
inquiry.” Our understanding is that most investment advisers form their reasonable belief by 
having the qualified custodian provide a copy of the account statement that was delivered to 
the client. The Proposal confirms that this is an appropriate way to satisfy the “due inquiry” 
requirement, but indicates that other means could be used as well.46

 

 
In addition, the Proposal requires advisers to include a statement in the notice they are 

required to send clients upon opening a custodial account on their behalf that urges clients to 
compare the account statements they receive from the custodian with those they receive from 
the adviser. We support this requirement with the modification that the statement be required 
only if the adviser sends its own account statements. The adviser is not required to send its 
own statements, and including the statement in those instances may be confusing to clients. 

 
5. Form ADV Should Include Enhanced  Disclosure Regarding Custodial 

Controls, with Certain Modifications 
 

The Commission has proposed substantial additional disclosure in Form ADV, Part 1 
regarding custody practices. As we stated in our March 2009 Letter, enhanced disclosure in 
Form ADV will greatly improve the SEC staff’s ability to gather information about firms that 
self-custody client assets and to conduct appropriate inquiries, inspections, and other activities 

 
45   Proposal supra n.2 at 30. 

 
46   We suggest that the Commission identify other ways to satisfy the due inquiry requirement, such as by having 
the custodian inform the adviser at least annually that it provides such account statements or by requiring the 
custody agreement to include a provision requiring the custodian to send such statements to the client on a 
regular basis. 
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based on that information.47  We also noted that this information could provide more 
transparency to clients and prospective clients, as well as to other regulators, about firms that 
self-custody.48  Accordingly, the IAA supports additional disclosure in Part 1 of Form ADV, 
with the following modifications: 

 
1.  The questions should be revised to reflect our comments outlined above 

regarding the Proposal; if the Commission does not adopt our 
recommendations, the form instructions are not clear, particularly with respect 
to advisers that deduct fees; 

 
2.  If the Commission does not modify the related person provision of the custody 

definition in response to our comments, Item 9 will be somewhat confusing in 
its use of the terms “you” and “your related persons.” Pursuant to the custody 
definition as proposed, “you” have custody if your related person has custody. 
The distinctions between Item 9A and 9B are therefore unclear. In addition, 
the custody definition limits imputed custody to situations where “your related 
persons” have custody “in connection with advisory services you provide to 
clients.” Items 9B and 9C do not include this “in connection with” 
component. 

 
3.  Item 9C(1) is out of place in Form ADV. Form ADV is a disclosure 

document, not a vehicle for advisers to verify compliance with each aspect of 
the rule. Furthermore, advisers cannot guarantee that a third-party, the 
qualified custodian, sends account statements. They can only, as proposed, 
form a reasonable belief after due inquiry that the qualified custodian sends 
such statements. 

 
4.  Similarly, advisers should not be required to guarantee accountant PCAOB 

inspection and registration status; instead, investment advisers should be able 
to rely on accountants’ representations regarding that status. Accordingly, 
Section 9(c)(3) and 9(c)(4) of Schedule D should be revised as follows: 

(3) Has the independent public accountant confirmed registration 
with the Public Company Accounting Oversight Board? 

(4) If yes to (3) above, has the independent public accountant 
confirmed that it is subject to regular inspection by the Public 
Company Accounting Oversight Board in accordance with its 
rules? 

 
5.  The custody disclosure should be amended to make it easier for the investing 

public to understand, since the disclosure is publicly available. For example, 
 
 

47   March 2009 Letter, supra n.11. See also September 2002 Letter supra n.5 (suggesting that Form ADV 
distinguish between advisers that actually hold client assets and those that are merely deemed to have custody, in 
order to eliminate client confusion and provide more meaningful data to the Commission). 

 
48   March 2009 Letter, supra n.11. 
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although some of the terms are defined, it might be helpful at the outset to 
clarify the distinction between when an adviser is deemed to have “custody” 
and when it acts a qualified custodian. 

 
In addition, amendments to Form ADV, Part 2, the plain English brochure that 

provides clients with key information about an adviser’s business practices, are currently 
pending. We recommend that the Commission update its proposed amendments to Form 
ADV, Part 2 (proposed Item 15) to require firms to include information about advisory assets 
maintained by dual registrants or an affiliate, including information about the firm’s controls 
reasonably designed to mitigate any risks involved in self-custody arrangements. The 
Commission could also require disclosure designed to elicit whether self-custody 
arrangements are an integral or substantial aspect of the firm’s business model and use this 
information to better focus inspection staff attention in these areas. We also take this 
opportunity to continue to urge the Commission to move expeditiously to adopt amendments 
to Form ADV, Part 2 in light of the compelling investor protection benefits the new plain 
English brochure would achieve. 

 
 
 

* * * * 
 

We appreciate the opportunity to comment on the Commission’s proposed revisions to 
the custody rule. The IAA commends the Commission’s efforts to strengthen the safeguards 
imposed by independent third-party involvement with respect to the surprise audit and 
internal control requirements for advisers that self-custody client assets. We urge the 
Commission to tailor the Proposal more appropriately to focus on the risks posed by self- 
custody. Please do not hesitate to contact us if we may provide additional information or 
clarification to the Commission or its staff regarding these matters. 

 
Sincerely, 

 
/s/ Valerie Baruch 

 
Valerie Baruch 
Assistant General Counsel 

 
cc:  

The Honorable Mary L. Schapiro, Chairman 
The Honorable Kathleen L. Casey, Commissioner 
The Honorable Elisse B. Walter, Commissioner 
The Honorable Luis A. Aguilar, Commissioner 
The Honorable Troy A. Paredes, Commissioner 
 
Andrew J. Donohue, Director, Division of Investment Management 
Mr. Robert E. Plaze, Associate Director, Division of Investment Management 



 

 
 

Via Electronic Mail 
 

July 17, 2009 
 

Ms. Elizabeth M. Murphy 
Federal Advisory Committee Management Officer 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 

 
RE: Comment letter to SEC Investor Advisory Committee (Release Nos. 33-9049; 
34-60260; File No. 265-25) 

 
Dear Ms. Murphy: 

 
The Investment Adviser Association1 is pleased to offer these initial comments to the 

SEC Investor Advisory Committee as it commences its important work. 
The Committee’s charter is broad and compelling: 

 
1.   Advising the Commission on matters of concern to investors in the securities markets; 
2.   Providing the Commission with investors’ perspectives on current, non-enforcement, 

regulatory issues; and 
3.   Serving as a source of information and recommendations to the Commission 

regarding the Commission's regulatory programs from the point of view of investors. 
 

As an initial matter, we wish to offer our services and resources to support the work of 
the Committee.  Our diverse membership spans the full spectrum of SEC-registered investment 
advisory firms that provide portfolio management and other investment advisory services to all 
types of individual and institutional investors, including retail and high net worth clients, as well 
as pension funds, state and local governments, corporations, endowments, foundations, mutual 
funds, hedge funds, and other institutional investors.  As such, the members of our organization 
have vast and varied experience and expertise as investors who are required to serve the best 
interests of their clients.  Accordingly, we would welcome the opportunity to participate with the 
Committee as it proceeds with its deliberations. 

 
The agenda for the Committee’s first meeting includes “discussion of investor views of 

possible refinements to the disclosure regime.”  To the extent this discussion includes disclosure 
 
 

1 The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-for-profit 
association that represents the interests of SEC-registered investment adviser firms.  Founded in 1937, the IAA’s 
membership consists of more than 450 firms that collectively manage in excess of $7 trillion for a wide variety of 
individual and institutional investors, including pension plans, trusts, investment companies, endowments, 
foundations, and corporations.  For more information, please visit our web site:  www.investmentadviser.org. 

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

http://www.investmentadviser.org/
http://www.investmentadviser.org/


 

 
 
 
 
 
by investment advisers, we respectfully suggest that you consider urging the Commission to 
move expeditiously to adopt amendments to Form ADV, Part 2 in light of the compelling 
investor protection benefits the new plain English brochure would achieve. 

 
In addition, we urge the Committee to examine several key issues that are the subject of 

current debate and potential legislative and regulatory action, including: 
 

Whether an investment adviser’s fiduciary duty should be extended to broker-dealers and 
others who provide investment advice to investors; 
Whether “harmonization” of broker-dealer and investment adviser rules – that in 
substance treat advisers more like brokers – is in the best interests of investors; 
Whether – and how –SEC resources can be increased or leveraged to provide greater 
oversight of investment advisers and others who provide investment advice (including 
whether establishing FINRA or a similar organization as a self-regulatory organization 
for investment advisers is contrary to the interests of investors and investment advisers). 

 
Each of these issues could have a fundamental effect on investors and thus are “matters 

of concern to investors” within the Committee’s charter.  Further, all of the issues are “current” 
questions that are actively being considered by the Administration, the Congress, individual 
Commissioners, and various interested parties, including investor and consumer groups.  While 
we certainly can appreciate the long list of potential issues the Committee may address, we 
believe the above issues should receive high priority consideration given their importance to 
investors and the likelihood of legislative and regulatory action in the near future. 

 
Attached is the written testimony the IAA submitted to the Senate Banking Committee 

earlier this year.  Our views on the issues outlined above are discussed in the statement and we 
ask that the statement be made a part of this letter. 

 
Again, we would welcome the opportunity to serve as a resource to the Committee and 

look forward to working with you on issues that affect investors. 
 

Sincerely, 

 
 

DAVID G. TITTSWORTH 
Executive Director 



 

 
 
BY ELECTRONIC DELIVERY 

July 14, 2009 

 
The Honorable Barney Frank 
Chairman 
The Honorable Spencer Bachus 
Ranking Member 
House Committee on Financial Services 
U.S. House of Representatives 
Washington, D.C. 20515 

 
Re: Section 913 of Administration’s Proposed Legislation to Strengthen Investor Protection 

 
Dear Chairman Frank and Ranking Member Bachus: 

 
Certified Financial Planner Board of Standards (CFP Board), the Consumer Federation of 

America (CFA), the Financial Planning Association (FPA), Fund Democracy, the Investment Adviser 
Association (IAA), the National Association of Personal Financial Advisors (NAPFA), and the North 
American Securities Administrators Association (NASAA)1 are writing to express our strong support for 
the proposal in the Administration’s White Paper on financial regulatory reform to subject all those who 
provide investment advice to a fiduciary duty to act in their clients’ best interests.  Moreover, we are 
pleased at the speed with which the Treasury Department has moved to adopt these reforms, proposing 
the “Investor Protection Act of 2009” last week, which incorporates this and other investor protection 
priorities. 

 
Although our organizations represent diverse interests and constituencies, including state 

securities regulators, consumer groups, and industry and professional groups related to investment 
advisers and financial planners, we share the view that the highest legal standard—a fiduciary duty— 
should apply to all who give financial advice to clients.  Over the years, we have looked on in dismay as 
brokers have been allowed to offer extensive advisory services, and market their services based on the 
advice offered, all without having to comply with the Investment Advisers Act of 1940 (Advisers Act). 
The Administration’s White Paper demonstrates a clear understanding of the problem and proposes the 
appropriate solution—a fiduciary duty for all. 

 
Section 913 of the proposed legislation—entitled “Establishment of a Fiduciary Duty for 

Brokers, Dealers, and Investment Advisers, and Harmonization of the Regulation of Brokers, Dealers, 
and Investment Advisers”—seeks to accomplish that goal, though we fear it may fall short.  It authorizes 
but does not require the SEC to issue rules under the Securities Exchange Act of 1934 (the primary 



 

 
  

 

federal law regulating broker-dealers) and the Advisers Act (the primary federal law regulating 
investment advisers) that “in substance” provide that the “standards of conduct for all brokers, dealers, 
and investment advisers, in providing investment advice about securities to retail customers or clients ... 
shall be to act solely in the interest of the customer or client without regard to the financial or other 
interest of the broker, dealer or investment adviser providing the advice.”2

 

 
While we applaud the intent evident in this provision and believe it represents a good starting 

point, we believe revisions will be needed to unambiguously provide for the extension of the 
overarching fiduciary duty that investment advisers owe their clients under the Advisers Act to brokers 
and others who provide investment advice, that this fiduciary duty is explicitly recognized in law, and 
that the legislation does not in any way undermine the fiduciary duty that already exists under the 
Advisers Act. 

 
We greatly appreciate the Administration’s efforts in putting forward this legislation and look 

forward to working with you and members of this Committee to ensure that the Administration’s intent 
to bolster investor protections is fully realized. 

 
 
 
Respectfully, 

 

 
 

Kevin R. Keller, CAE 
Chief Executive Officer 
CFP Board 

 

 
 
Mercer Bullard 
Founder and CEO 
Fund Democracy 

 

 
 
Ellen Turf 
Chief Executive Officer 
NAPFA 

Barbara Roper 
Director of Investor Protection 
CFA 
 

 
 
 
 
David G. Tittsworth 
Executive Director 
IAA 

Marvin W. Tuttle Jr., CAE 
Executive Director and CEO 
FPA 
 

 
 
 
Fred J. Joseph 
President 
NASAA 

 
Cc: House Financial Services Committee Members 

The Honorable Mary L. Schapiro, Chairman, U.S. Securities and Exchange Commission 
The Honorable Timothy F. Geithner, Secretary of the Treasury, U.S. Department of the Treasury 



 

 
 

1   CFP Board is a non-profit organization that acts in the public interest by fostering professional standards in personal 
financial planning through setting and enforcing education, examination, experience, and ethics standards for financial 
planner professionals who hold the CFP® certification. CFP Board’s mission is to benefit the public by granting the CFP® 

certification and upholding it as the recognized standard of excellence for personal financial planning. CFP Board currently 
regulates nearly 60,000 CFP® professionals who agree, on a voluntary basis, to comply with our competency and ethical 
standards and subject themselves to the disciplinary oversight of CFP Board under a fiduciary standard of care. 

CFA is a non-profit association of approximately 280 pro-consumer groups, representing more than 50 million Americans. 
It was established in 1968 to advance the consumer interest through research, education, and advocacy. 

FPA® is the leadership and advocacy organization connecting those who provide, support, and benefit from professional 
financial planning. FPA demonstrates and supports a professional commitment to education and a client-centered financial 
planning process. Based in Denver, Colo., FPA has close to 100 chapters throughout the country representing more than 
29,500 members involved in all facets of providing financial planning services. Working in alliance with academic leaders, 
legislative and regulatory bodies, financial services firms, and consumer interest organizations, FPA is the community that 
fosters the value of financial planning and advances the financial planning profession. 

Fund Democracy is the leading voice for America’s mutual fund shareholders. It has spoken out on mutual fund issues in 
financial publications such as TheStreet.com, Barron’s, SmartMoney.com, and others. Fund Democracy also has engaged in 
a number of advocacy initiatives on behalf of mutual fund shareholders. 

IAA is a not-for-profit organization that represents the interests of SEC-registered investment advisory firms. Founded in 
1937, its membership today consists of more than 450 firms that collectively manage in excess of $7 trillion in assets for a 
wide variety of individual and institutional investors. For more information, please visit www.investmentadviser.org. 

Since 1983, NAPFA has provided Fee-Only financial planners across the country with some of the strictest guidelines 
possible for professional competency, comprehensive financial planning, and Fee-Only compensation. With more than 2,000 
members across the country, NAPFA has become the leading professional association in the United States dedicated to the 
advancement of Fee-Only financial planning. For more information on NAPFA, visit www.napfa.org. 

NASAA is the oldest international organization devoted to investor protection. NASAA is a voluntary association whose 
membership consists of 67 state, provincial, and territorial securities administrators in the 50 states, the District of Columbia, 
Puerto Rico, the U.S. Virgin Islands, Canada, and Mexico. For more information, visit: www.nasaa.org. 

 
2   This section also authorizes the SEC to issue regulations to “facilitate the provision of simple and clear disclosures to 
investors regarding the terms of their relationships with investment professionals” and to prohibit “sales practices, conflicts 
of interest, and compensation schemes for financial intermediaries (including brokers, dealers, and investment advisers) that 
it deems contrary to the public interest and the interests of investors.” 

http://www.investmentadviser.org/
http://www.napfa.org/
http://www.nasaa.org/
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June 29, 2009 
 

Via Electronic Filing 
 

Jonathan A. Boersma 
Executive Director 
Global Investment Performance Standards 
CFA Institute 
Centre for Financial Market Integrity 
Reference: Global Investment Performance Standards 
P.O. Box 3668 
Charlottesville, VA 22903 

 
Re: Exposure Draft of the 2010 Global Investment Performance 

Standards 
 

Dear Mr. Boersma: 
 

The Investment Adviser Association 1  appreciates the opportunity to comment on the 
significant proposed revisions to the Global Investment Performance Standards (GIPS 
Proposal)? If the revisions to GIPS are adopted, investment managers that claim compliance 
with GIPS would be required to adhere to the revised standards beginning January I, 2011. 

 
The IAA appreciates the review of the current standards by the GIPS Executive 

Committee of the CPA Institute.  We believe many of the changes will achieve the CPA 
Institute's  goals of eliminating GIPS provisions that are no longer necessary or relevant and 
maintaining GIPS' global relevance.  We are concerned, however, that in an attempt to add 
new provisions to promote best practices in the performance presentation area, the CFA 
Institute may be implementing requirements only tangentially relevant to performance 
calculation and presentation and stepping into areas more appropriate for a regulator.  We 

 

 
 
 

1  The Investment Adviser Association (IAA) is a not-for-profit association that represents  the interests of SEC- 
registered investment adviser firms. The Association's membership consists of investment advisory firms that 
manage assets for a wide variety of institutional and individual clients, including pension plans, trusts, 
investment companies, endowments, foundations, and corporations. For more information, please visit our web 
sitc: Y{_WW_,inyystmcnta.Q_yi§g,.Q.rg. 

 
2 See Gil'S  2010 Exposure Draft, available at, 
ll!tP:!Iwww,gips§tail<iaxclsc2rg/ncws/I:cJ_t'as si£QJ221mlf/gips,, ;>QJQ e posun; drafLtm,:Lfhengcs,[lclf. 

 
 
 

1050 17th Street N.W. ·Suite 725  ·Washington, DC 20036-5503 · (202)  293-4222 ph· (202)  293-4223 fx · www.investmentadviser.org 
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provide our general comments first and then discuss the specifics of the revisions in more 
detail below. 

 
CFA Institute Should Avoid Adopting GIPS Provisions that Have Broader 
Implications for Investment Managers than Performance Calculation and Presentation 

 
The IAA understands that many aspects of an investment manager's business may 

have relevance to the composition of a managed portfolio, which in turn may have some 
relationship to the calculation and presentation of performance of the p01ifolio. In the GIPS 
Proposal, however, we are concerned that two proposed revisions go well beyond 
performance into areas best left to regulators of investment managers.  We respectfully 
request that these provisions be removed from the standards that are ultimately adopted or be 
reduced in scope so as to bear exclusively on performance calculation and presentation. 

 
Risk Disclosure 

 
The GIPS Proposal would amend section 4.A.20 of GIPS to require firms, in 

disclosing the composite description, to provide sufficient infom1ation to allow a prospective 
client to understand the key characteristics of the composite strategy, including risks.  We 
fully support disclosure of material risks and providing clients with complete information.  As 
fiduciaries, investment managers generally describe the material risks associated with 
particular investment strategies.  A GIPS compliant presentation, however, may not be the 
appropriate forum in which to make such disclosures.  A GIPS compliant presentation also is 
not typically tailored for a particular type of client and as such the "risk disclosure" may be 
too generic to be meaningful to a specific client. 

 
Moreover, the disclosure regarding risks of a particular strategy goes beyond 

information necessary for clients to understand performance information and enters into 
regulatory territory more appropriately considered by regulators of investment managers, such 
as the U.S. Securities and Exchange Commission (SEC) 3 We do not believe that GIPS 
should be used to "regulate" investment managers indirectly by imposing requirements not 
directly relevant to the accuracy of performance information.  This approach is especially 
important in that GIPS is intended as "best practices" and not a regulatory requirement. 

 
In addition, although we understand that some firms do provide risk disclosure to 

clients in GIPS compliant marketing materials, these disclosures are often in a different 
location than the area where performance information is provided.  We request that section 
4.A.20 be amended to eliminate any language relating to "key characteristics" and "risks."4 

 
 

3 See e.g., Amendments to Form ADV, Rei. Nos. IA-2711, 34-57419; File No. S7-IO-OO, 73 Fed. Reg. 13598 
(Mar. 14, 2008) at 13963 (discussing current SEC expectations regarding risk disclosure and proposing to 
include such disclosure under certain circumstances in Form ADV). 

 
4 We note that corresponding  changes should be made in other sections of the GIPS Proposallhal propose to 
include disclosure about "risk." for example, the definition of"composite description" also includes 
information "to allow a prospective client to understand the key characteristics of the composite strategy, 
including risk." We believe this new proposed language should be removed. 
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An investment manager may decide voluntarily to include this type of disclosure in marketing 
materials, but the manager should not be required to include it as part ofGIPS compliance.5 

 
For similar reasons, we believe that section 4.A.5 should be amended to eliminate a 

requirement to disclose a "description of the frequency of use and characteristics of the 
instruments [e.g., leverage, derivatives and short positionsJ sufficient to identify risks."6

 

These disclosures again are intended to ensure a full and fair disclosure of an investment 
manager's  investment strategy rather than to promote the full and fair disclosure of an 
investment manager's  investment performance.  We believe only the latter and not the former 
goal should be incorporated into GIPS; the broader goals should be left to the appropriate 
regulators. 

 
Fair Value 

 
Although valuing a portfolio appropriately is critical to the determination of 

performance, the GIPS Proposal should not require GIPS compliant firms to use fair value, as 
defined and applied under US GAAP, FAS !57,  Fair Value Measurements7   The guidance 
from which the GIPS Proposal is drawn is far from settled or definitive.  We believe it is 
premature to incorporate the fair value standards as pmi of GIPS.  As recently as April 2009, 
the Financial Accounting Standards Board (FASB) adopted new staff positions on FAS !57, 
Fair Value Measurements8   Therefore, we urge extreme caution in attempting to codify 
FASB and IASB fair value guidance in GIPS at this time. 

 
Moreover, as part of their compliance programs, SEC-registered advisers generally have 

adopted policies and procedures to value client holdings9  These valuation policies and 
procedures are tailored for an adviser's business and are drafted to be appropriate for the types 
of instruments in which the advisers would typically invest for their clients.  For these 
reasons, the IAA urges the CFA Institute to not adopt the requirement for firms to fair value 
their portfolios under FAS 157.  Instead, we suggest that Gil'S require firms to disclose to 
clients their valuation policy upon request 10 and recommend that firms consider fair value in 

 
5 Despite our concerns, if the CFA Institute decides to adopt the risk disclosure provision,  we request that the 
CFA Institute provide a sample risk disclosure. 

 
6 Appendix C of the GIPS Proposal includes a similar disclosure requirement for advertising. We believe section 
B. 9 of Appendix C also should be amended to eliminate language about risks. 

 
7 Appendix D --- GIPS Valuation Principles of the GIPS Proposal would require firms claiming compliance with 
GIPS to fair value their portfolios. 

 
8 In addition, President Obama's financial regulatory reform proposal suggests that the SEC, the FASB, and the 
Intemational Accounting Standards Board (IASB) review fair value accounting rules with the "goal of identifying 
changes that could provide users of financial reports with both fair value information and greater transparency 
regarding the cash flows management expects to receive by holding investments." Financial Regulatmy Reform 
A NeH' Foundation:  Rebuilding Financial  Supervision  and Regulation (June 17, 2009) at 11. 

 
9 Rule 206(4)-7 oflhe Investment Advisers Act. 

 
10 Similarly, we do not believe that firms should be required to disclose all "significant events that would help a 
prospective client interpret the performance record" in current section 4.A.19.  We understand this current 
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their valuation policies.  Clients who are interested in how their investment managers will 
value their holdings would be able to receive this information. 

 
If the CFA Institute determines, however, to go fmiher than our suggestions discussed 

above, we urge that GIPS only recommend firms to fair value their pmifolios under FAS !57 
and request several changes to the fair value provisions.  First, section 4.B.2. of the GIPS 
Proposal recommends that firms disclose the key assumptions used to value investments.  As 
noted above, discretionary investment managers generally have valuation policies and clients 
may request to see a copy of the policy.  It is unclear whether clients would be interested in 
reviewing assumptions used to value investments, and we question the utility of disclosure of 
such information in a GIPS presentation.  Instead, GIPS could recommend firms to disclose to 
clients that a finn's valuation policy is available upon request. 

 
Second, the Introduction to Appendix D states that while some firms "may utilize 

external third pmiies to value investments, the FIRM retains its responsibility for compliance 
with the GIPS standards, including the GIPS Valuation Principles."  We seek clarification that 
as long as appropriate due diligence is conducted on third parties, a firm would not be 
responsible for non-compliance by the third pmiy that is beyond the control of the firm. 

 
Third, even if the CFA Institute decides to recommend fair value generally, the current 

provision for private equity investments should be retained.  The current standard provides 
investment managers with flexibility by requiring firms to justify why fair value was not 
applicable for private equity investments. 11  We believe that private equity investments will 
present difficulties in assigning a fair value especially in the early period after initial 
investment, and we request that GlPS retain the flexibility provided to investment managers. 

 
IAA Suggests Modifications to Certain Proposed Revisions 

 
In addition to our comments discussed above, we recommend a number of changes to 

specific provisions in the GIPS Proposal.  We believe adopting the modifications suggested 
below would ensure that GIPS continues to be a global leader in performance standards 
without unduly imposing burdensome requirements on firms seeking compliance with the 
standards. 

 
Claim of Compliance 

 
Section O.A.7 of the GIPS Proposal would require firms to make a statement about 

compliance depending on whether the firm is currently verified, has been verified but is not 
 
 

requirement to be related to valuation; we believe, however, that it would be more helpful for clients to request 
disclosure of the valuation policy rather than a description of the significant events.  If this requirement is 
intended as a general disclosure requirement,   it is not clear what exactly should be disclosed.  Investment 
managers have a duty to provide disclosure that would not make marketing materials misleading and generally 
have policies or procedures for identifying material events that must be disclosed.  The proposed GIPS 
requirement does not enhance these current investor protection requirements. 

 
11 Appendix D -···Private Equity Valuation Principles. 
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currently verified, or has not been verified.  We have concerns with respect to the last two 
situations. 

 
First, firms that have not been verified should not be required to disclose that they have 

not been verified.  Under the GIPS Proposal, verification continues to be voluntary (which we 
support), and we do not believe a statement of non-compliance with a recommended practice 
is necessary.  We are concerned that GIPS indirectly is attempting to turn a recommendation 
into a requirement by requiring advisers to make a statement that may have negative 
connotations.  We request that the proposal to require firms to state that they 
are not verified be removed. 

 
Second, firms that are not currently verified but have been verified in the past would 

be required to indicate the periods for which they were verified and to state that the firm is 
"not currently independently verified."  Because the year of the last verification is provided, 
we question the need for the additional statement that a firm is not currently verified.  We 
request that the statement of not being currently verified be removed. 

 
Finally, the GIPS Proposal would consider a verification to be current if the 

verification report covers a period ending not more than 24 months ago.  If the CFA Institute 
does not remove the statement of not being currently verified as requested above, we suggest 
that a verification be considered current if a report covers a period ending not more than 36 
months ago.  Verification involves a significant process and can be quite costly.  We question 
whether the benefits of obtaining a verification report more frequently, which is voluntary, 
would outweigh the costs.  A verification report conducted every 36 months would provide 
adequate comfort that a firm is complying with GIPS.  Moreover, clients and prospective 
clients will see the year of the last verification and can judge for themselves whether the 
verification is adequate based on the date disclosed. 

 
Wrap Fee Accounts 

 
In section O.A.ll,  firms are required to make every reasonable effmi to provide a 

compliant presentation to all prospective clients.  For wrap accounts, we seek confirmation that 
if firms provide a compliant presentation to the wrap sponsors, this requirement would be 
deemed satisfied.  In wrap account situations, investment managers typically do not have 
direct contact with the ultimate clients and the responsibility for providing material information 
rests with the wrap fee sponsors. 

 
Firm Fundamental Re5ponsibilities 

 
In section O.B.2, the GIPS Proposal would recommend that firms provide each existing 

client a compliant presentation for the composite in which the client's  portfolio is included on 
an annual basis.  Although the recommendation itself is reasonable (and many firms already do 
so on a regular basis), we do not believe that it would be necessary to include such a 
recommendation in GIPS.  After an individual or institution becomes an advisory 
client, the firms regularly provide reports to their clients.  Moreover, clients and investment 
managers typically discuss the types of information that clients are interested in receiving 
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from their advisers.  In addition, this type of recommendation does not further standardization 
of calculation and presentation of performance information. 

 
Input Data 

 
Section I.A.! of the GIPS Proposal would require all data and information to support 

"all items included in a compliant presentation" to be captured and maintained.  Previously 
only items necessary to support the "performance  presentation and to perform the 
REQUIRED calculations" were required to be captured and maintained.  We are concemed 
that this change would require firms to capture and maintain supporting materials for all 
supplementary information that f!rms include voluntarily.  We believe this proposal would 
impose a burden on firms that include information that is not required but is provided because 
it could be helpful to clients and prospective clients.  This unnecessary requirement may 
discourage firms from providing supplementary information voluntarily. 

 
Calculation Methodology 

 
Section 2.A.2. of the GIPS Proposal would require firms to revalue portfolios in a 

composite for "large cash flows."  We understand that, although revaluation would be 
required only at the time of"large cash flows," in practice and for operational efficiency, 
some firms may need to revalue daily because they may have to review hundreds of portfolios 
to determine whether there were large cash flows.  For portfolios with ±!xed-income 
securities, this daily revaluation may be extremely costly because outside pricing services 
may charge a fee per bond valuation.  Moreover, in times of high market volatility, a pre- 
determined "large cash flow" threshold may not accurately reflect the appropriate level of 
cash flow that should trigger a revaluation of a portfolio.  For these reasons, we request that 
this requirement be eliminated from the GIPS Proposal. 

 
If the G!PS Proposal is not amended to eliminate this requirement, we seek clarification 

of section 2.A.2, which uses the terms "external cash flows" and "large cash flows."  We 
recommend that the section refer consistently to "large cash flows" because that term is defined 
as the level at which a firm determines that a client directed external cash flow may distort 
performance if the portfolio is not revalued. 

 
Non fee Paying Portfolios 

 
We support the goal of the proposed change in section 3.A.I to require non-fee paying 

discretionary portfolios to be included in at least one composite- to prevent cherrypicking of 
non-fee paying portfolios.  We request, however, that the language be revised slightly to 
require inclusion only of "portfolios in strategies that are offered to clients" in a composite.  A 
firm may be investing its own assets in strategies that are specific to the firm's  particular 
needs and are not in strategies that are intended to be offered to outside clients.  We do not 
believe that it would be helpful to include this type of portfolio in a composite.  Similarly, this 
revised language also would relieve advisers of including portfolios that are managed as an 
accommodation or courtesy to specific clients and not generally offered to clients.  Including 
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only non-fee paying portfolios that are intended to be offered to outside clients would make 
the composites more relevant and helpful to clients. 

 
Composite Asset Minimum 

 
In section 3.A.9, the GIPS Proposal would prohibit firms from presenting a composite 

to a prospective client known to have a potifolio with assets less than the composite's 
minimum asset level.  We are concerned about this requirement because an investment 
manager may not know the amount of assets that a prospective client has or wants to invest 
with the investment manager until the prospective client becomes a client.  Moreover, some 
firms that have a general minimum asset requirement may decide to waive the requirement 
under certain circumstances. 

 
In addition, a composite that is the most relevant to a prospective client should be 

permitted even if the minimum asset level is higher than the client's portfolio assets so long as 
appropriate disclosure is provided to the client.  Any potentially misleading information can 
be eliminated by requiring investment managers to disclose that performance may differ 
because of the minimum investment requirement. 

 
Disclosures 

 
The GIPS Proposal would amend section 4.A.7 to require firms to disclose if 

benchmark returns are net of withholding tax.  We understand some index vendors are not 
public about how they handle withholding taxes or how material the treatment of withholding 
taxes is to their indices.  Therefore, we request that this provision be revised into a 
recommendation rather than a requirement. 

 
In Section 4.A.21, the GIPS Proposal would require the "nature" of a firm redefinition 

to be disclosed.  We request that the term "nature" be replaced with "description" in the 
section.  A description of a firm redefinition would more clearly indicate the information that 
should be disclosed for this proposed requirement. 

 
Time Period/or Disclosure 

 
The GIPS Proposal requests comment on how long disclosures should be required to 

be included in a compliant presentation.  We believe GIPS should provide investment 
managers with the discretion to determine how long the required disclosures should be 
included.  This flexibility would permit investment managers to ensure that they include 
disclosures until they believe the presentation would not be misleading without those 
disclosures. 

 
If the CFA Institute determines not to provide investment managers with such 

discretion, we recommend that disclosures be retained for one year.  The disclosures subject 
to this period would include when (I) there is a change to the minimum asset level below 
which portfolios are not included in a composite (4.A.3); (2) there are significant events that 
would help prospective clients interpret the performance record (if this requirement is not 
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removed) (4.A.19); (3) there is a redefinition of a "firm" (4.A.21 ); (4) there is a composite 
name change (4.A.23); and (5) there is a change in the benchmark (5.A.6b). 

 
Standard Deviation 

 
We also request that investment managers be provided with discretion to determine 

whether the standard deviation disclosure should be provided (rather than being required to 
disclose standard deviation as currently proposed in 4.A.29).  We are concerned that standard 
deviation may not be the appropriate measure for all strategies.  Standard deviation may have 
limited value depending on the style of a specific strategy. 

 
Recommended Disclosures- Benchmark 

 
In section 4.B.3, the GIPS Proposal recommends that firms disclose the description of 

the benchmark and the material differences between the benchmark and composite strategy. 
Because firms are generally required to usc an appropriate benchmark for a composite 
strategy, we are unclear about the information that should be disclosed regarding the 
"material" differences between the benchmark and composite strategy.  Because firms may not 
be sure what information should be disclosed, this recommendation could lead to disclosure 
that is not meaningful. 

 
Presentation of'Supplemental Performance Information 

 
Current section 5.A.2 states that firms may link non-GIPS compliant returns but that 

only compliant returns can be presented for periods after January 1, 2000.  We request that 
firms that become newly compliant with GIPS be permitted to include non-compliant 
performance prior to the minimum five-period for which compliant performance must be 
shown.  We seek guidance permitting newly compliant firms to show non-compliant 
performance as supplemental information as long as proper disclosure is provided. 

 
Proprietwy  Assets 

 
Section 5.A.8 of the GIPS Proposal would require firms presenting a composite 

containing any proprietary assets to disclose the percentage of composite assets represented 
by proprietary assets.  Funds often include seed money, which remain in the fund until a 
critical number of shareholders or assets under management are reached.  Because many 
funds may have small amounts of proprietary assets, it would be operationally burdensome to 
have to recalculate constantly the percentage of assets that have to be disclosed.  For funds, 
we request that GIPS include a minimum threshold for disclosing proprietary assets. 

 
Update of' Compliant Presentations 

 
Under section 5.B.6, the GIPS Proposal recommends that firms update the compliant 

presentations quarterly.  Although a recommendation to update performance presentations 
quarterly may be appropriate, it would be dit1icult to update all of the other materials that are 
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part of a compliant presentation.  We suggest that GIPS recommend that firms update the 
performance presentations quarterly and other materials at least annually. 

 
Section 6- Real Estate 

 
The GIPS Proposal would add various new requirements and recommendations in 

section 6 for closed-end real estate funds.  We believe that these provisions were intended for 
managers of closed-end real estate funds because they would have the requisite information 
necessary to comply with these requirements.  Firms that merely invest in, but do not manage, 
closed-end real estate funds would not have access to the information required to be able to 
comply with these new provisions.  We, therefore, seek confirmation that these provisions 
would not apply to firms that invest in closed-end real estate funds through, for example, 
private equity.  Firms that invest in closed-end real estate funds through private equity would 
be required to comply with section 7 (Private Equity), which is discussed below. 

 
Section 7 ·····   Private Equity 

 
Section 7.A.19 requires firms to disclose any period of non-compliance and meet the 

disclosure requirement for non-compliant performance.  We seek clarification that the non- 
compliant performance would be for periods earlier than the minimum five year period. 

 
In section 7.A.20, the GIPS Proposal would require reporting ofSI-IRRs for the first 

pmiial year of performance.  We request that this proposed requirement be removed from 
GIPS.  It is difficult to calculate meaningful performance figures in the early stages of private 
equity investments.  Private equity investments need time to convert committed capital to real 
investments that are able to generate a return.  Therefore, we believe that performance during 
the drawdown period is not particularly meaningful. 

 
In section 7.A.22, the GIPS Proposal would eliminate the requirement to report total 

invested capital for each period and impose a new requirement in section 7.A.23 to report the 
amount realized from the liquidation of investments.  We recommend retaining the invested 
capital requirement because this figure is important. 

 
Section 7.A.25 would require firms to use the same time period for the annualized SI- 

IRR for the benchmark as the vintage year of the composite.  Previously, this requirement was 
imposed "if' a benchmark was shown.  If no benchmark is shown, firms were required to 
explain why no benchmark was disclosed.  The new proposed standard, however, does not 
appear to provide any flexibility for firm not to show a benchmark even if none is available. 
We note that section 5.A.6a states that if a firm determines no appropriate benchmark for a 
composite exists, the firm must disclose why no benchmark is presented.  We understand that 
this general section would apply to private equity as well.  We seck confirmation that GIPS 
will permit firms the flexibility to not show a benchmark if none is available. 
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Definition of Prospective Client 
 

In Appendix E, the GJPS Proposal includes a definition for a "prospective client." 
The lAA is concerned that the proposed definition may be too expansive.  Inclusion of anyone 
who has "expressed interest" in a strategy may include competitors, journalists, 
commentators, and data vendors.  We do not believe that the GIPS Proposal was intended to 
capture these types of persons.  Therefore, we request that the definition be amended to reach 
those that have expressed interest in "investing" or "committing funds" in one of the finn's 
strategies. 

 
IAA Recommends Additional Changes to GJPS 

 
In addition to the proposed revisions included in the GIPS Proposal, we discuss 

several areas where further guidance may be helpful to firms. 
 

Hedge Fund and Master-Feeder Structures 
 

Unlike for private equity and wrap-fee structures, GJPS currently does not provide any 
particular guidance for special issues that arise for creating composites of hedge funds or 
master-feeder structures.  The IAA recommends that the CFA Institute consider providing 
some guidance in this area. 

 
Complete List and Description afFirm's Composite 

 
Although we generally supp01i the requirement for firms to provide a complete list and 

description of a firm's composites, we believe additional guidance is necessary for firms that 
also advise mutual funds for which the GIPS compliant presentation is not being used to sell 
shares.  Specifically, in the United States, a fund must provide a prospectus (full or summary) 
when using written materials to sell fund shares.  Because these firms are not permitted to 
market these funds through a GJPS presentation and the number of funds may be numerous, 
we request that additional guidance be provided on the presentation of these funds when they 
are not part of a composite for a strategy being marketed. 

 
Calculation Methodologies 

 
Generally, the Calculation Methodology presented in the GIPS Proposal is workable in 

the context of a typical mandate to manage a portion or all of a client's  portfolio.  The 
calculation methodology, however, does not fit well for a mandate that involves an investment 
manager providing overlay or only specific hedging strategies (e.g., mandate to manage 
currency hedging) for a portfolio.  We believe that the calculation methodology should 
include provisions to accommodate these types of investment strategies. 

 
Time Period to Complyfor Mergers and Acquisitions 

 
Under current Section 5.A.4c, in the event of a merger or acquisition, firms have one 

year to bring non-compliant assets into compliance.  We recommend this provision be 
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changed to permit firms 36 months to come into compliance with GIPS.  In many 
circumstances, the integration of portfolio management processes may take more than a year, 
and we believe the pace of integration should be dictated by strategic considerations, not 
compliance with GIPS. 

 
* * * * * 

 
We appreciate the opportunity to provide our views on these issues and would be 

pleased to provide any additional information.  Please contact the undersigned or Karen L. 
Barr, General Counsel, at (202) 293-4222 with any questions regarding these matters. 

 
 
 

Respectfully submitted, 
 

Is/ Jennifer S. Choi 
 

Jennifer S. Choi 
Assistant General Counsel 



 

 
 
 
 

May 5, 2009 
 

Via Electronic Filing 
 

Stephen Sie and Don Groves 
Market Monitoring 
Financial Services Authority 
25 The North Colonnade 
Canary Wharf 
London E14 5HS 

 
Re: Discussion Paper 09/1 Short Selling 

 
 
 

Dear Mr. Sie and Mr. Groves: 
 

The Investment Adviser Association1 appreciates the opportunity to comment on the 
Short Selling Discussion Paper (09/1) issued by the Financial Services Authority (FSA) in 
February 2009.2   IAA members manage assets on behalf of their clients, and many of our 
members invest in UK issuers for their clients. 

 
In the Discussion Paper, the FSA proposes a permanent regime for disclosing short 

positions in UK securities to follow on temporary measures that were introduced in 
September 2008 when the markets around the world experienced significant financial and 
market turmoil.  The IAA fully supports efforts by regulators, including the FSA, to address 
unusual market volatility as well as to eliminate potentially abusive short selling practices that 
may have contributed to the destabilization of the financial markets.  Specifically, the FSA 
identifies four potential problems with short selling, which include: (1) market abuse; (2) 
disorderly markets; (3) transparency deficiencies; and (4) settlement failures. 

 
The IAA supports the laudable goals of the FSA of reducing or eliminating potential 

problems with short selling.  We respectfully request, however, that the FSA’s regulatory 
response be balanced against the potential cost or harm to market participants.  In this regard, 
we believe that public disclosure of short positions will seriously harm investment managers 

 

 
1 The Investment Adviser Association (IAA) is a not-for-profit association that represents the interests of SEC- 
registered investment adviser firms. The Association’s membership consists of investment advisory firms that 
manage assets for a wide variety of institutional and individual clients, including pension plans, trusts, 
investment companies, endowments, foundations, and corporations.  For more information, please visit our web 
site: www.investmentadviser.org. 

 
2 FSA Discussion Paper 09/1 Short Selling (Feb. 2009). 

 
 
 

1050 17th Street N.W. · Suite 725 · Washington, DC 20036-5503 · (202) 293-4222 ph · (202) 293-4223 fx · www.investmentadviser.org 
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by exposing their proprietary trading information to others who may attempt to mimic their 
investment strategy or use the information for their own benefit without cost.  We discuss 
these concerns in more detail below. 

 
Short Positions Should Be Disclosed to the FSA on a Non-Public Basis and the FSA Should 
Disclose Aggregated Information to the Market 

 
In the Discussion Paper, the FSA concludes that the benefits of having public 

disclosure of significant short positions outweigh the costs and justifies the short selling 
disclosure regime on this basis.  The FSA, in our view, underappreciates several major costs 
on market participants in connection with the proposed disclosure regime.  Public disclosure 
would substantially harm investment managers by potentially exposing their investment 
strategy to those who hope to misappropriate the intellectual property of investment managers 
without having to pay for developing an investment strategy.  Moreover, as recognized by the 
FSA in the Discussion Paper, the proposed disclosure obligation may reduce the transparency 
regarding short selling by encouraging those selling short to stay under the disclosure 
threshold and may make market participants vulnerable to being squeezed by competitors 
when it comes to covering their short positions.3   The disclosure also could result in the 
“herding” effect as noted by the FSA where short sellers may follow influential market 
participants’ decision to sell short and thereby exacerbate a downward price spiral.4

 

 
Paired against these costs are, in the FSA’s view, two specific benefits.  One benefit is 

that enhanced transparency of short selling (by disclosing the size of the significant short 
positions and the identity of significant short sellers in the relevant stocks) can provide insight 
into short sellers’ price movement expectations and can improve pricing efficiency. Second, 
increased transparency could help to detect short selling that is being used to commit market 
abuse, and tackling market abuse remains one of the FSA’s top priorities. 

 
The IAA is of the view that both of these two benefits can be obtained from a 

combination of market participant disclosure to the FSA with public disclosure by the FSA of 
the aggregated positions for individual securities.  We believe this approach can maximize the 
benefits sought by the FSA while minimizing the negative effects on market participants. 

 
First, disclosure of short positions above the specified threshold to the FSA would 

certainly provide the regulators with the relevant information to combat market abuse.  We 
believe that the FSA would be in the best position to tackle market abuse, and the information 
should be provided to the FSA. 

 
In addition, if aggregated information about short sale positions in a particular stock is 

provided to the market (even if that information is provided for those positions above a 
particular threshold), it would provide significant information to the markets and provide 
insights into short sellers’ price movement expectations and improve pricing efficiency.  It is 
unclear why short positions broken down by investor would be more helpful.  The FSA, in the 

 
 

3 See supra note 2 at 5.11 and 5.30. 
 

4 See supra note 2 at 5.12. 
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Discussion Paper, acknowledges that “aggregate short position in a single stock could help the 
market judge the extent to which short selling is driving down the price of that stock . . .” and 
notes that some market participants took the view that knowing the “aggregate number of 
shares that have been sold short for a particular stock is more important than knowing who 
actually holds those short positions.”5

 

 
The benefits described by the FSA – the ability to make more informed decisions and 

constraining aggressive large-scale short selling leading to disorderly markets – can be readily 
achieved by providing the information to the FSA and making the aggregate information 
public. The information that there is significant short selling in a particular stock would 
provide as valuable information to the market as if that information was separated out by each 
market participant. Moreover, we believe that the disclosure provided to the FSA would 
constrain market participants from behavior that might threaten disorderly markets.  The FSA 
should carefully review the disclosures that it receives to see if a particular market participant 
exhibits any pattern of abusive behavior. 

 
In the Discussion Paper, the FSA briefly considers the possibility of requiring 

disclosure of individual positions to the regulator and then the regulator publishing aggregated 
information about those positions.  The FSA states that this option only gives “partial and 
arguably misleading information about the extent of short positions in individual stocks.”6

 

The FSA provides no reasons, however, to support this assertion.  On the contrary, the 
information would reveal the amount of short selling activity in individual stocks, which 
would provide short selling information to the market and improve pricing efficiency. Again, 
we do not believe that disclosure of short positions on an individual investor basis would 
result in increased information about short selling activity on a particular stock or improve 
pricing efficiency of that stock.  On the other hand, our recommended approach would 
provide the benefits that the FSA seeks without the harm described above to market 
participants.  Indeed, our approach provides the FSA with effective enforcement tools, while 
preserving the benefits of legitimate short selling, whether by hedge funds or other market 
participants.7

 

 
IAA Supports Other Aspects of the FSA’s Proposal 

 
We support the FSA’s proposal to raise the threshold for reporting net short positions 

from .25% as in the temporary measures to .5% of a company’s issued capital.  We believe 
significant short positions should be reported and that smaller positions would only act as 
“noise” to the useful information.  Disclosure of significant positions would focus attention on 
the short selling that may have detrimental effects on a particular stock and could potentially 
lead to market abuse. 

 

 
 

5 See supra note 2 at 5.20. 
 

6 See supra note 2 at 5.33. 
7 This is consistent with the FSA’s views on short selling and hedge funds and the role they play in the UK 
economy.  See European Commission Consultation on Hedge Funds: Response by HM Treasury and the 
Financial Services Authority (Jan. 2009) (“FSA Response on Hedge Funds”). 
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We also support the FSA’s proposed requirement to require disclosure if a short 
position is increased or decreased by .1% after reaching the initial threshold. Again, we 
believe the .1% increments will permit significant movement in short positions to be 
highlighted rather than become buried with minor changes in short positions. 

 
Threshold for Disclosure of Short Positions During Rights Offerings Should Be the 
Same Threshold as for the General Disclosure of Short Positions 

 
The FSA introduced in June 2008 an obligation to disclose short positions that were 

held in companies undertaking rights issues (separately from the emergency measures).  In 
this proposal, the FSA is proposing to retain a lower threshold of .25% of a company’s issued 
share capital for rights issue situations because it believes that companies undertaking rights 
issues are more vulnerable to short sellers.  The FSA believes short sellers deliberately target 
these companies to drive the price below that at which new securities are being issued to 
further depress the share price.  This lower disclosure threshold is “intended to mitigate the 
potentially abusive effects of short selling by increasing transparency.”8

 

 
Although we appreciate the FSA’s concerns, we are not convinced that requiring 

disclosure of positions smaller than .5% would be the most effective means of curbing 
abusive short selling by those intent on taking advantage of companies conducting rights 
offerings.  Moreover, it is not readily apparent why a stricter disclosure standard in cases of 
rights offerings would materially enhance the FSA’s supervisory or enforcement powers, 
particularly, as noted below, because the UK would appear to be the only significant 
jurisdiction in the world with such differentiated disclosure requirements.  We believe that the 
FSA should actively monitor and investigate abusive behavior, and those activities that 
amount to market abuse should be stopped and addressed immediately by the FSA.9   The 
uniform disclosure of short positions would adequately provide the increased transparency 
needed for the FSA to address abusive practices in connection with short selling. 

 
In addition, market participants that are short selling a security for legitimate purposes 

may not even be aware that the company is conducting a rights offering.  We understand that 
it is often difficult to determine when a company is engaged in a rights offering in some 
circumstances.  For example, there may be confusion regarding whether a company is 
offering new shares or conducting a rights offering.  Firms may have to conduct extensive 
research to determine whether a company is engaged in a rights offering, and the due 
diligence may include detailed review of regulatory news announcements and of prospectuses 
that are issued.  Moreover, because companies may conduct rights offerings after a market 
participant has already taken a short position, firms may need to monitor continuously the 
companies in which they have taken a short position to determine whether any of the 
companies are conducting rights offerings. 

 
8 See supra note 2 at 5.53. 

 
9 In this regard, we agree with the FSA’s response to the European Commission’s consultation on hedge funds. 
With respect to the EU Commission’s question relating to short selling that leads to distorted price signals, the 
FSA was of the view that, “[w]herever possible, the supervisory response to market abuse should be detection of 
and enforcement action against the market abuse itself . . . .”  FSA Response on Hedge Funds supra note 7 at 
2.16. 
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Finally, we are not aware of any other significant jurisdiction that requires a lower 

threshold for reporting short positions of companies conducting rights offerings.  This 
anomaly in the UK disclosure regime imposes additional compliance burdens on global firms. 
In fact, it is unlikely that automated means could be used and therefore manual methods 
would have to be employed to comply with this obligation.  We applaud the FSA for working 
with other regulators to obtain the widest possible international consensus on a disclosure 
regime.  We recognize that, given the differences in the various markets, agreement on every 
specific aspect of a disclosure regime may be challenging.  In an effort to coordinate short 
selling disclosure framework on a global basis, we encourage the FSA not to have a separate 
threshold for companies conducting rights offerings, which has not been adopted by most 
jurisdictions. 

 
In conclusion, for the reasons stated above, we believe a uniform disclosure obligation 

at .5% would make the FSA’s disclosure regime workable.  A uniform disclosure standard for 
all short positions regardless of the type of security would both provide the FSA with 
sufficient information to combat market abuse and minimize potentially negative economic 
effects of a disclosure obligation. 

 

 
 

* * * * * 
 

The IAA strongly supports the FSA’s efforts to stabilize the securities markets and 
monitor for abusive practices.  We respectfully request that the FSA not require that 
disclosure be made public on a market participant basis and raise the threshold level for 
reporting short positions in companies conducting rights offerings to the same level as for the 
general disclosure of short positions. 

 
We appreciate the opportunity to provide our views on these issues and would be 

pleased to provide any additional information.  Please contact the undersigned or Karen L. 
Barr, General Counsel, at (202) 293-4222 with any questions regarding these matters. 

 
 
 

Respectfully submitted, 
 

/s/ Jennifer S. Choi 
 

Jennifer S. Choi 
Assistant General Counsel 
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Executive Summary 
 
Profile of Investment Advisory Profession.  There are about 11,000 SEC-registered 

investment advisers.  These firms collectively provide investment management and other 

advisory services to a wide range of clients, including individuals, trusts, and families, as 

well as institutional clients, such as endowments, foundations, charitable institutions, 

state and local governments, pension funds, corporations, mutual funds, and hedge funds. 

There are relatively few large firms in the investment advisory profession, but they 

manage the lion’s share of total assets.  Most investment advisers are small businesses. 

About 7,500 employ 10 or fewer employees and 90% employ fewer than 50 people. 
 
 
Principles for Regulatory Reform.  Restoring the vitality of the U.S. economy, renewing 

investor confidence, and addressing failures of and weaknesses in the current regulatory 

framework are clearly the highest priority for this Committee.  To that end, the IAA 

offers the following principles for the Committee’s consideration: 
 
 

First, the IAA supports the efforts of the Congress, the Administration, regulators, 

and others to address the root causes of the economic crisis, including subprime 

mortgages, securitization of mortgage-related instruments, and the degree to 

which leverage contributed to the crisis. 
 
 
 

Second, systemic risk oversight must be strengthened.  Such oversight should 

complement but not replace robust functional regulation of financial institutions. 

In that vein, Congress must preserve and adequately fund the Securities and 

Exchange Commission’s core missions of protecting investors, maintaining fair 

and orderly markets, and facilitating capital formation. 
 
 

Third, we believe Congress and regulators must address the true regulatory gaps 

that exist in our current system.  Any systemic risk initiatives are destined for 

failure until and unless these gaps are addressed. 
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- The IAA continues to support centralized registration and regulation of 

hedge fund managers by the SEC.  Investors, the marketplace, and 

regulators will benefit from the disclosure, compliance protocols, 

recordkeeping, exams, and other requirements that accompany SEC 

registration and regulation of hedge fund managers. 
 
 

- We also support stronger oversight and transparency of credit default 

swaps and other complex financial derivatives.  The role of these products 

in the economic crisis has been demonstrated all too clearly.  Action must 

be taken to ensure that these products can no longer be traded outside of a 

regulatory system that promotes transparency and accountability. 
 
 

- The IAA supports efforts to provide greater regulatory oversight of credit 

rating agencies.  Congress should address conflicts of interest inherent in 

the rating agencies’ compensation structures and bring greater 

transparency to the process. 
 
 

Congress should consider enhancing investor protection by applying the core 

principles of the Investment Advisers Act of l940 as integral elements of a 

regulatory framework for other financial service providers. 
 
 
Investment Adviser Issues.  In the current debate, two issues have been raised that directly 

implicate the Investment Advisers Act, the law governing investment advisory firms. 
 
 

Testimony before this Committee has raised the concept of “harmonizing” laws 

and regulations governing brokers and investment advisers, including proposals to 

replace an investment adviser’s fiduciary duty with some other standard.  The 

IAA agrees that market and regulatory developments – primarily the migration of 

brokers toward more traditional advisory services – has created investor confusion 

about the respective roles and obligations of brokers, advisers, and others who 

provide investment advice.  But we disagree that extending the sale-of-products 
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structure governing brokers would be appropriate for investment advisers 

providing professional services.  Instead, we believe any “harmonization” of laws 

and regulations governing brokers and investment advisers should extend the 

investor protection benefits of investment adviser fiduciary standards to anyone 

who offers investment advice.  Fiduciary duty requires firms to act in the best 

interest of their clients and to place client interests ahead of their own.  Other 

standards may require only a commercial duty of fair dealing in arm’s-length 

transactions.  Such standards are not commensurate with the trust and confidence 

placed by investors in their financial services professional.  Earlier this week, our 

organization joined the North American Securities Administrators Association 

and the Consumer Federation of America in a joint letter to this Committee that 

underscores the need to apply fiduciary standards to all who provide investment 

advice. 
 
 

The idea of establishing a self-regulatory organization (SRO) for investment 

advisers has been raised and rejected a number of times over the years.  We 

continue to oppose the creation of an SRO for the advisory profession.  The 

drawbacks to an SRO – including inherent conflicts of interest, questions about 

transparency, accountability, and oversight, and added costs and bureaucracy – 

continue to outweigh any alleged benefits. We particularly oppose the idea of 

FINRA as the SRO for investment advisers, given its governance structure, costs, 

track record, and advocacy of the broker-dealer model of regulation. 
 
 

We believe the SEC has the necessary expertise and experience to govern the 

activities of the investment advisory profession.  However, the adequacy of the 

SEC’s resources to exercise proper oversight of investment advisers is a 

legitimate question that deserves serious attention by policy makers.  Instead of 

focusing on an SRO as the response to this question, Congress and the SEC 

should take steps to bolster the SEC’s resources: 
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- There must be full funding for the SEC’s regulatory, inspection, and 

enforcement efforts.  We believe Congress should examine 

alternatives to allow the agency to achieve longer-term and more 

stable funding, including self-funding mechanisms. 
 
 

- The SEC should increase the $25 million threshold that separates 

federally registered and state-registered advisers.  An increase in the 

threshold would reduce the number of SEC-registered advisers and 

permit the SEC to focus on the appropriate universe of advisers on a 

risk-adjusted basis in its examination program. 
 
 

- The SEC can and should improve its inspection program for 

investment advisers.  There are a number of steps the SEC can take to 

better leverage its resources with respect to examinations.  For 

example, the SEC should consider revamping its inspection program to 

focus more on finding fraud as opposed to technical rules violations. 

Better technology, enhanced training, and additional data could assist 

in these efforts as well.  We would be pleased to work with the 

Committee and the SEC to explore additional ways to ensure that 

investment advisers are subject to appropriate and timely 

examinations. 
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Introduction 
 

 
 

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

appear before the Committee today to address significant issues and developments 

relating to enhancing investor protection and the regulation of securities markets. 
 
 
 

The IAA’s members bring important perspectives to the regulatory reform 

discussion both as entities subject to regulation and as investors in the securities markets 

on behalf of their clients.  The continuing economic crisis, as well as recent events such 

as the Madoff scandal, have focused attention on issues relating to how the financial 

services industry is regulated.  These developments have prompted a re-evaluation of 

whether current oversight structures should be strengthened and modernized.  The crisis 

provides both regulators and the industry with an opportunity to enhance investor 

protection and establish more effective regulatory oversight. 
 
 

The IAA stands ready to assist the Committee in undertaking the critical tasks of 

restoring the vitality of the U.S. economy, renewing investor confidence, and addressing 

failures of, and weaknesses in, the current regulatory framework. 
 
 
I. Regulatory Reform 

 
 
 

Before discussing our views on matters that specifically relate to investment 

adviser regulation, we wish to emphasize our views regarding broader issues of 

regulatory reform. 

 
The Congress, Administration, regulators, and other policy makers should focus 

their collective attention on the root causes of the economic crisis: subprime 
 

1 The Investment Adviser Association (IAA) is a not-for-profit trade association that exclusively represents 
the interests of federally registered investment advisory firms.  Founded in 1937 as the Investment Counsel 
Association of America (ICAA), the IAA’s membership consists of investment advisory firms that provide 
investment advice to a wide variety of clients, including individuals, trusts, endowments, foundations, 
corporations, pension funds, mutual funds, state and local governments, and hedge funds.  For more 
information, please see www.investmentadviser.org. 
. 

http://www.investmentadviser.org/
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mortgages, securitization of mortgage-related instruments, and the degree to 

which leverage contributed to the crisis.  These issues clearly represent the 

highest priority for legislative and regulatory action.  Indeed, the issues discussed 

below relating to potential changes in investment adviser regulation, while 

important to investor protection, do not address the underlying causes and related 

regulatory and structural changes that need to be put in place to respond to the 

economic crisis. 
 
 

Systemic risk oversight is long overdue.  The present fragmented financial 

regulatory system does not enable adequate coordination and cooperation among 

a complex network of market participants and regulators and no one regulatory 

body is responsible for monitoring and assessing system-wide risk.  While 

systemic risk oversight must be strengthened, such oversight should not replace 

robust functional regulation of financial institutions. 
 
 

- As part of the review of financial regulatory systems, restructuring certain 

government agencies (such as merging the Commodity Futures Trading 

Commission into the Securities and Exchange Commission) should be 

considered to ensure more effective regulation, efficiency, and 

accountability.  The SEC is the primary regulator charged with the mission 

of protecting investors.  In reforming the current regulatory structure, 

Congress must preserve and adequately fund the SEC’s core missions of 

protecting investors, maintaining fair and orderly markets, and facilitating 

capital formation. 
 
 

Congress and regulators should close regulatory gaps and appropriately regulate 

relatively new services and products that have expanded exponentially over the 

last decade, significantly impacting the financial system.  Any systemic risk 

initiatives are destined for failure until and unless these gaps are addressed: 
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- Hedge Funds.  The IAA continues to support centralized registration 

and regulation of hedge fund managers by the SEC.  The SEC is the 

appropriate functional regulator for investment advisers to hedge funds 

and other unregulated pooled investment vehicles.  We do not agree 

with suggestions by some that hedge funds simply be required to 

provide information periodically to a systemic risk regulator. 

Investors and the marketplace will benefit from the disclosure, 

compliance protocols, recordkeeping, examinations, and other 

requirements that will accompany SEC registration and regulation of 

hedge fund managers. 
 
 

- Derivatives.  The IAA supports far stronger oversight and transparency 

of credit default swaps and other complex financial derivatives.  These 

products played a significant role in the recent market disruptions. 

Congress should consider ways to regulate securities and economic 

substitutes for securities in a similar fashion.  Current efforts to 

establish central counterparties to clear credit default swaps, while 

laudable, are not sufficient, particularly because participation is 

voluntary. 
 
 

- Credit Rating Agencies.  The IAA supports efforts to provide greater 

regulatory oversight of credit rating agencies, which have increasingly 

played an important role in the markets.  Congress should address 

conflicts of interest inherent in the rating agencies’ compensation 

structures and bring greater transparency to the process. 
 
 

Congress should consider enhancing investor protection by applying the core 

principles of the Investment Advisers Act of l940 as integral elements of a 

regulatory framework for other financial service providers. 
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– The core principles of the Advisers Act are fiduciary duty, which includes the 

duty to place the interests of your client above your own interests at all times, 

coupled with broad anti-fraud authority and full and fair disclosure obligations 

overseen by a single direct regulator (SEC). Congress should extend the 

investor protection benefits of investment adviser fiduciary standards to all 

entities that offer investment advice. 
 
 

In effecting regulatory reform of the financial services industry, policy makers 

should be mindful of three maxims.  First, shuffling boxes (i.e., creating new regulatory 

authorities or merging or eliminating existing regulators) does not necessarily constitute 

regulatory reform.  Effective regulation requires direct and appropriate statutory 

authority, clear and reasonable regulations, and intelligent enforcement. 
 
 

Second, policy makers should “do no harm” in addressing regulatory reform. 

Some financial service providers already are appropriately regulated and did not 

contribute to the current crisis.  Where such situations exist, policy makers should not 

attempt to reinvent the wheel or create new and additional regulatory requirements. 
 
 

Third, the changes under consideration by this Congress are significant and have 

the potential to dramatically reshape the regulatory landscape for decades.  Even in this 

environment, getting it right is much more important than acting in haste. 
 
 
II. Investment Advisers Act Issues 

 
 
 

In addition to the regulatory reforms under consideration that directly pertain to 

the ongoing financial crisis, two primary issues have been raised that relate to the 

Investment Advisers Act: 
 
 

The concept of “harmonizing” laws and regulations governing broker-dealers and 

investment advisers, including a brokerage industry proposal to replace an 

investment adviser’s fiduciary duty with a universal “fair dealing” standard. 
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Establishment of a self-regulatory organization (SRO) for investment advisers. 
 
 
 

As we discuss in greater detail below, we believe that any “harmonization” of 

laws and regulations governing broker-dealers and investment advisers should extend the 

investor protection benefits of investment adviser fiduciary standards to anyone who 

offers investment advice.  In particular, pursuant to fiduciary duty standards, the 

obligation to disclose conflicts of interest should apply to all those who provide 

investment advice.  In addition, any “harmonization” should not result in subjecting 

investment advisers to inappropriate broker-dealer rules, including those of a self- 

regulatory organization. 
 
 

In considering these issues, it is critical to understand the investment advisory 

profession. 
 
 

A. Profile of the Investment Adviser Profession 
 
 
 

There are about 11,000 SEC-registered investment advisers, representing a broad 

spectrum of firms.  There are a few relatively large firms that oversee the lion’s share of 

assets under management.  According to information filed with the SEC, as of April 

2008, 82 investment advisory firms (less than .7%) had investment management authority 

with respect to more than half of the $38.67 trillion in discretionary assets managed by all 

SEC-registered advisers.  Some of these larger firms are affiliated with other investment 

advisers, banks, broker-dealers, and insurance companies.  However, the vast majority of 

investment advisory firms are small, unaffiliated businesses.2   According to information 
 

filed with the SEC, 90% of all federally registered investment adviser firms have fewer 
 
 
 
 
 
 
 

2 More than 91% of SEC-registered advisory firms manage less than $1 billion in assets. See IAA/NRS, 
Evolution/Revolution: A Profile of the U.S. Investment Advisory Profession (2008), available on our web 
site, at 3.  Further, approximately 43.7% (4,820) of all investment advisers are not affiliated with any other 
financial industry entity.  Id. at 11. 
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than 50 employees and 68% (more than 7,500 firms) have ten or fewer employees.3
 

 

Firms with five or fewer employees make up nearly half (49%) of all advisers. 
 
 
 

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

investors, including high net worth individuals, educational institutions, endowments, 

foundations, corporations, pension plans, mutual funds, hedge funds, private equity 

funds, bank collective trusts, insurance companies, and state and local governments.  The 

overwhelming majority of SEC-registered investment advisers have discretionary 

authority to make investment decisions on behalf of their clients, consistent with the 

terms of the advisory contract and any client guidelines.  Advisory firms employ a variety 

of investment strategies on behalf of their clients.  Given the enormous diversity and 

complexity among different types of investment adviser firms, it is notable that 67% of 

the more than 11,000 investment advisers that were federally registered as of April 2008 

were not engaged in any business activity other than giving investment advice.  Only 644 

investment advisers (5.8 %) were dually registered as broker-dealers. 
 
 

The diverse and small business nature of the investment advisory profession 

benefits the wide range of investors – both individuals and institutions – seeking 

investment advice and should be preserved. 
 
 

B. “Harmonization” of Investment Adviser and Broker-Dealer Laws and 
Regulations 

 
 
Background 

 
 

Although the concept of “harmonization” of broker-dealer and investment adviser 

regulation has been advanced recently, few details have emerged describing what 

harmonization actually means.4   The term surfaced last year in the Treasury Department’s 
 

 
3 Id. at 8. 
4 The IAA has been actively involved in discussions and proceedings relating to the potential 
“harmonization” of broker and adviser rules for many years.  We filed numerous comment letters 
responding to the SEC’s rulemakings (first proposed in 1999) relating to the circumstances under which the 
provision of investment advice by brokers subjects their activities to the Advisers Act.  See, e.g., Letter 
from David G. Tittsworth, Investment Counsel Association of America, to Jonathan G. Katz, Secretary, 
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“Blueprint for a Modernized Financial Regulatory Structure.” Among its “intermediate- 

term” findings, the Blueprint contains a discussion of the “ongoing debate regarding 

broker-dealer regulation and investment adviser regulation,” and states: 
 
 

Treasury notes the rapid and continued convergence of the services provided by 

broker-dealers and investment advisers and the resulting regulatory confusion due 

to a statutory regime reflecting the brokerage and investment advisory businesses 

of decades ago.  An objective of this report is to identify regulatory coverage gaps 

and inefficiencies.  This is one situation in which the U.S. regulatory system has 

failed to adjust to market developments, leading to investor confusion. 

Accordingly, Treasury recommends statutory changes to harmonize the regulation 

and oversight of broker-dealers and investment advisers offering similar services 

to retail investors.5 
 
 
 
Despite suggesting statutory harmonization, the Treasury Blueprint did not include any 

specific recommendations about what this might entail. 
 
 

The Blueprint followed on the heels of a report commissioned by the SEC that 

examined marketing practices and financial products and services provided to individual 

investors by broker-dealers and investment advisers and evaluated investor understanding 

of the differences between investment adviser and broker-dealer products, services, 

duties, and obligations.6   The so-called RAND report found that “trends in the financial 
 

service market since the early 1990s have blurred the boundaries” between broker-dealers 

and investment advisers and that “the typical retail investor finds it difficult to understand 
 
 

Securities and Exchange Commission (Jan. 12, 2000); Letter from David G. Tittsworth, Investment 
Counsel Association of America, to Jonathan G. Katz, Secretary, Securities and Exchange Commission 
(Feb. 7, 2005).  In those rulemakings, the IAA supported applying a consistent, functional regulatory 
approach so that the same rules apply to the same activities. We also supported functional regulation with 
respect to other market participants. See, e.g., Letter from David G. Tittsworth, Investment Counsel 
Association of America,, to Jonathan G. Katz, Secretary, Securities and Exchange Commission, re: 
Exemption for Thrifts Under the Investment Advisers Act (Dec. 27, 2001). 
5 The Department of the Treasury Blueprint for a Modernized Financial Regulatory Structure (Mar. 2008), 
at 125-126. 
6 Investor and Industry Perspectives on Investment Advisers and Broker-Dealers, LRN-RAND Center for 
Corporate Ethics, Law, and Governance (pre-publication copy Dec. 2007). 
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the nature of the business from which he or she receives investment advisory or 

brokerage services.”  The RAND report did not set forth any specific policy 

recommendations relating to its findings. 
 
 
Fiduciary Duty 

 
 
 

Consistent with our long-standing support for a functional approach, we believe 

that brokers, advisers and others should be held to the same high standards depending not 

on the statute under which they are registered, but upon the role they are playing.  If the 

service being offered bears the core characteristics of investment advisory services from 

the investor’s perspective, it should be subject to the same high standards and duties. 

That high standard is fiduciary duty. 
 
 
 

Investment advisers are subject to a strict fiduciary duty.  This duty has been 

upheld by the U.S. Supreme Court7 and espoused by the SEC for over half a century.8
 

Fiduciary duty is the highest standard of care recognized under the law and serves as a 

bedrock principle of investor protection.  This duty is one of the primary distinctions 

between investment advisers and others in the financial services industry.  As a fiduciary, 

“an investment adviser must at all times act in its clients’ best interests, and its conduct 

will be measured against a higher standard of conduct than that used for mere commercial 

transactions.”9   Fiduciary duty is not susceptible to strict definition or formulaic 
 

application but rather is dependent upon facts and circumstances.  However, certain core 

principles of an adviser’s fiduciary duty have been well-established, as reflected in our 

organization’s Standards of Practice.10
 

 
 
 
 
 

7 SEC v. Capital Gains Research Bureau, 375 U.S. 180 (1963). 
8 See, e.g., In re: Arleen W. Hughes, Exchange Act Release No. 4048 (Feb. 18, 1948). 
9 Lemke & Lins, Regulation of Investment Advisers, at 2:33 (2008). 
10 The first article of the IAA Standards of Practice, entitled “Fiduciary Duty and Professional 
Responsibility,” provides as follows: “An investment adviser stands in a special relationship of trust and 
confidence with, and therefore is a fiduciary to, its clients. As a fiduciary, an investment adviser has an 
affirmative duty of care, loyalty, honesty, and good faith to act in the best interests of its clients.” The 
Standards describe some of the parameters of fiduciary duty, available at: 
http://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=StandardsPractice. 

http://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=StandardsPractice
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There has been some dissent from the view that the highest standard should be 

applied to all those who give investment advice.  At a recent hearing before the Senate 

Banking Committee, the Securities Industry and Financial Markets Association (SIFMA), 

in echoing calls for “harmonization” of investment adviser and broker-dealer regulation, 

concluded that a different legal standard should be applied:11
 

 
 
 

SIFMA recommends the adoption of a “universal standard of care” that avoids the 

use of labels that tend to confuse the investing public, and expresses, in plain 

English, the fundamental principles of fair dealing that individual investors can 

expect from all of their financial services providers.  Such a standard could 

provide a uniform code of conduct applicable to all financial professionals. 
 
 
 

We urge the Committee to consider ways to extend an investment adviser’s 

fiduciary duty to other financial services professionals who offer investment advice – not 

to eliminate it or water it down with some new “fair dealing” standard.  Investors deserve 

nothing less than the fiduciary duty owed to them under the Investment Advisers Act. 

Our views on this important subject are shared by others.  Earlier this week, the IAA 

joined the North American Securities Administrators Association and the Consumer 

Federation of America in a joint letter to this Committee that supports the extension of an 

investment adviser’s fiduciary standard to others that provide advisory services: 
 
 

Surely we can all agree that, in the current climate, there must be no weakening of 

investor protections. We therefore urge you to resist the call to water down the 

standards applicable to advisory activities and instead to extend application of the 

fiduciary duty to all those engaged in advisory services. 
 
 
 
 
 
 
 
 

11 Testimony of T. Timothy Ryan, Jr., President and Chief Executive Officer, Securities Industry and 
Financial Markets Association, Before the U.S. Senate Committee on Banking, Housing and Urban Affairs, 
Hearing on “Enhancing Investor Protection and the Regulation of the Securities Markets” (Mar. 10, 2009) 
(“March 10 Banking Committee Hearing”). 
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A number of witnesses made similar statements at the Committee’s first hearing 

on this subject.12
 

 
 
Other Harmonization Issues 

 
 
 

Other than extending fiduciary duty to other financial services providers, the 

Committee should scrutinize carefully any further specific “harmonization” proposals. 

We believe that the basic structure of the Investment Advisers Act – including an 

overarching fiduciary duty, broad anti-fraud provisions, and single regulator – provides 

an appropriate structure best designed to promote investor protection.  The duties of a 

fiduciary are significantly different from those involved in commercial transactions, 

including brokers that sell financial products. 
 
 

Many of the differences in the regulations governing brokers and advisers 

appropriately reflect the different business models and services of brokers and advisers. 

Those calling for harmonization do not appear to recognize these differences.  For 

example, at a recent hearing before the Senate Banking Committee, FINRA testimony 

regarding harmonization focused on products and transactions, rather than professional 

fiduciary services.13   Broker-dealer rules have derived from the historic role of brokers 
 

executing transactions and selling financial products to consumers (thus, the brokerage 

industry is commonly referred to as the “sell side”).  Investment adviser rules have 

derived from the historic role of advisers in providing investment advisory services to 

clients, including managing client portfolios (thus, the advisory profession is commonly 

referred to as the “buy side”). 
 
 
 
 
 

12 See Testimony of Paul Schott Stevens, Investment Company Institute, at p. 13; Testimony of Damon A. 
Silvers, AFL-CIO, at p. 8; Testimony of Mercer E. Bullard, Fund Democracy, at p. 38; March 10 Banking 
Committee Hearing. 
13 Testimony of Stephen Luparello, Interim Chief Executive Officer, FINRA, before the Senate Committee 
on Banking, Housing, and Urban Affairs, at p. 6-7 (Jan. 27, 2009) (“Luparello Testimony”) (the solution is 
“greater regulatory harmonization – creating a regulatory system that gives retail investors the same 
protections and rights no matter what product they buy,” including that for every “transaction,” there be 
consistent: (1) licensing requirements; (2) advertising requirements; (3) “appropriateness” standards for 
products, and (4) full disclosure for the “products being sold.”) (emphasis added). 
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Traditionally, brokers have been compensated by commissions derived from sales 

of securities, and any related financial advice provided was non-discretionary (i.e., 

requiring customer consent).  In contrast, advisers traditionally have been compensated 

by fees (typically based on assets under management) and have provided discretionary 

advice to clients.  In a typical contract for discretionary investment management services, 

the client grants the adviser authority to decide which securities to purchase or sell on its 

behalf.  The client also typically grants the adviser authority to select brokers as 

appropriate to execute trades for the client’s account.  The investment adviser is then 

responsible for determining the overall investment strategy for the client or the portion of 

client assets it is retained to manage, consistent with its fiduciary duty to make decisions 

in the best interest of the client and with any written investment guidelines established by 

the client.  Brokers typically have custody of customer funds and securities, whereas 

most investment advisers use the services of independent third-party custodians to hold 

client assets. 

 
 

We agree that, in some situations, the lines between traditional brokerage and 

investment advisory services have been blurred in recent years, primarily as a result of 

the migration of brokers toward more traditional advisory services.  Accordingly, in 

adopting business models that include investment advisory services, brokers should be 

subject to the fiduciary advice regulatory structure of the Advisers Act, rather than 

attempting to subject advisers to the inapt product-sales approach of the Exchange Act. 
 
 

We also agree with the RAND report that the migration of brokers toward more 

traditional advisory services – in combination with their use of misleading titles (e.g., 

financial advisor and financial consultant) and a lack of meaningful enforcement of 

current rules governing the broker-dealer exemption from the Advisers Act – has created 

investor confusion about the respective roles and obligations of brokers, advisers, and 

others who provide investment advice.  It would be a perverse result, however, if this 

confusion leads to a diminution in the duties of financial professionals to their clients. 

Instead, all financial services firms and their personnel should be required to provide 

clear information at the inception of the relationship about the services they provide, the 
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fees they charge, and any conflicts of interest.  Registered investment advisers already are 

required to provide such information to their clients at or before the time they enter into 

the advisory relationship. 
 
 
Investor Education 

 
 
 

Strengthening investor protection by imposing the highest standards is only a part 

of the solution.  Educated and informed investors will not only reduce confusion 

regarding types of service providers but can also serve as an effective guard against 

fraudsters seeking to take advantage of their clients.  At a minimum, we believe the SEC 

and FINRA, as well as financial services firms, should do more to assist investors in 

understanding and assessing differences between various investment services 

professionals.  In 2006, we participated with the North American Securities 

Administrators Association (NASAA), Consumer Federation of America (CFA), and 

others in publishing a brochure that is designed to help educate investors about the 

differences between investment advisers, brokers, and financial planners, the legal duties 

and standards applicable to each, and questions that investors should ask in seeking an 

investment services professional.  Entitled, “Cutting Through the Confusion: Where to 

Turn for Help with Your Investments,” the brochure is an example of the type of investor 

education that is necessary to assist individuals who seek investment assistance.14
 

 
 
 

C. Self-Regulatory Organizations and the Advisory Profession 
 
Background 

 
 
 

The idea of establishing a self-regulatory organization (SRO) for investment 
advisers is not new; it has been raised and rejected a number of times over the years.  For 

example, in 1989,15 the SEC transmitted a legislative proposal to Congress to provide for 
 
 

14 Cutting Through the Confusion: Where to Turn for Help with Your Investments, published by the 
Coalition for Investor Education (IAA, CFA, NASAA, Financial Planning Association, and CFA Institute), 
available at: http://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=Confused. 
15 Questions relating to the establishment of a self-regulatory organization for the investment advisory 
profession were raised well before 1989.  For example, on June 11, 1962, our organization responded to a 

http://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=Confused
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the establishment of one or more self-regulatory organizations for registered investment 

advisers.16  The impetus for the 1989 proposal was the growth of registered investment 
advisers – and corresponding increases in the number of advisory clients and assets under 
management – and the lack of adequate SEC resources to conduct effective oversight of 

the profession.17   In responding to the proposed legislation, our organization supported 

the goal of more effective oversight of the advisory profession, but strongly opposed the 

establishment of a self-regulatory organization for investment advisers.  As is the case 

today, we commented that the problem is not one of structure, but rather how to better 

fund inspections, and noted that the same increased fees that would fund self-regulations 

would fund needed enhancements to the SEC’s inspection program.18
 

 
 
 

The 1989 SRO proposal was not pursued.  However, a few years later, Congress 

took action to strengthen oversight of the investment advisory profession.  The 

Investment Advisers Supervision Coordination Act was enacted in 1996.19    The 

Coordination Act was the most significant revision of the Investment Advisers Act since 

1940.  The law allocated responsibility for investment advisers between the SEC and the 

states, with the SEC regulating larger advisers and the states regulating smaller advisers. 
 
 

The IAA strongly supported enactment of the Coordination Act, which prohibits 

an investment adviser from registering with the SEC unless it has more than $25 million 

in assets under management (AUM)20 or is an adviser to a registered investment company 
 
 
 
 

series of questions from Milton H. Cohen, Director of the SEC’s Special Study of the Securities Markets, 
which included a question as to whether we would consider it desirable in the public interest for our 
organization to “obtain official status as an industry self-governing body.” 
16 See Letter from David S. Ruder, Chairman, U.S. Securities and Exchange Commission to The Honorable 
Dan Quayle, President of the U.S. Senate. (June 19, 1989). 
17 In 1980, there were 5,600 SEC-registered investment advisers. By 1990, the number had grown to more 
than 17,000.  When the Investment Advisers Supervision Coordination Act was enacted in 1996 (Title III of 
the National Securities Markets Improvement Act), the number of SEC-registered investment advisers was 
more than 22,500. 
18 Letter from Charles E. Haldeman, Jr., President, Investment Counsel Association of America, Inc. to 
Senators Christopher J. Dodd and John Heinz (Sept. 22, 1989). 
19 Title III, National Securities Markets Improvement Act, Pub. Law No. 104-290. 
20 The $25 million threshold was intended to provide a bright line test for allocating regulatory 
responsibility of advisers between the SEC and the states, representing a rough cut between advisers that 
generally do business in interstate commerce and those that generally have more localized practices.  The 
report accompanying the Senate-passed bill notes that the Commission “may also use its exemptive 
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or fits within another exemption.  The Coordination Act’s allocation of regulatory 

responsibility between the SEC and the states enhances investor protection, provides for 

more efficient use of limited regulatory resources, and reduces burdensome, inconsistent, 

and unnecessary regulatory costs. 
 
 

The 2008 Treasury Blueprint also raised the SRO issue by recommending that 

Congress should subject investment advisers to a “self-regulatory regime similar to that 

of broker-dealers.”  The Blueprint asserted that “self-regulation of the investment 

advisory industry should enhance investor protection and be more cost-effective than 

direct SEC regulation.”21   This recommendation presumably was prompted by FINRA – 
 

the only commenter on the Blueprint to recommend an SRO for advisers.22   More 
recently, FINRA has cited the Madoff scandal as further justification for its longstanding 

desire to extend its jurisdiction to investment advisers.23  This argument is misplaced. 
 
 
The Madoff Scandal 

 
 
 

We share the outrage of the Committee and all investors about the Madoff 
 

scandal.  The Madoff case has raised justifiable concerns about the ability of regulators to 

uncover and prevent fraudulent activities.  Such fraudulent activities cast a shadow over 

legitimate enterprises and thus underscore our continued support for effective regulatory, 

inspection, and enforcement activities to ensure investor confidence and protection. 
 
 

We believe the Madoff scandal represents a failure of enforcement, not of 

investment adviser regulation.  Bernard Madoff operated his Ponzi scheme for decades 

through Bernard Madoff Investment Securities LLC, a brokerage firm.  He only became 

subject to investment adviser regulation in September 2006 when his firm dually- 
 
 

authority under the bill to raise the $25 million threshold higher as it deems appropriate in keeping with the 
purposes of the Investment Advisers Act.” S. Rpt. 104-293, p. 5 (June 26, 1996). 
21 The Department of the Treasury Blueprint for a Modernized Financial Regulatory Structure (Mar. 2008) 
at 125-126. 
22 Letter from Mary L. Schapiro, CEO, FINRA, to the Department of the Treasury re: Review by the 
Treasury Department of the Regulatory Structure Associated with Financial Institutions (Dec. 19, 2007), at 
5. 
23 Luparello Testimony, supra note 13 at p. 5. 
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registered with the SEC as an investment adviser.24   Neither before nor after September 
 

2006 were his investment advisory activities ever operated though a subsidiary or any 

other legal entity separate from his brokerage firm. 
 
 

According to information that has been made available thus far, both the SEC and 

FINRA conducted numerous inspections of the Madoff firm over a period of many years. 

This fact alone negates any argument that the failure to uncover Madoff’s fraudulent 

activities was the result of insufficient resources or lack of oversight since both the SEC 

and FINRA (and its predecessor organization NASD) had clear authority to inspect all 

aspects of the Madoff enterprise and used their resources to inspect the firm on numerous 

occasions.   Unfortunately, these examinations failed to uncover the fraudulent activities 

of the firm. 
 
 

Despite FINRA’s claims to the contrary, FINRA had ample authority to examine 

all aspects of the Madoff firm.  Professor John C. Coffee, Jr., a witness at the 

Committee’s January 27 hearing and a widely-acknowledged authority on securities law, 

specifically addressed whether FINRA had jurisdiction to examine all accounts of the 

Madoff firm and definitively concluded that FINRA/NASD had clear and unequivocal 

authority to do so.25
 

 
 

We thus find it troublesome that FINRA is using the Madoff scandal as an 

example of why investment advisers should be subjected to its jurisdiction as a self- 
 
 
 
 
 

24 Until September 2006, Madoff was registered only as a broker-dealer.  Because his firm received no 
separate fees for his advisory services, Madoff apparently availed himself of the broad exemption under the 
Advisers Act for broker-dealers whose advisory services are “solely incidental” to their brokerage activities 
and who do not charge “special compensation” for advice.  However, on January 31, 2006, full compliance 
with the new SEC “Broker-Dealer Rule” was required.  Among other things, the new Rule (vacated by 
court decision on March 30, 2007) clarified that discretionary management of clients’ accounts – as 
provided by Madoff – could not be considered “solely incidental” to brokerage activities.  Accordingly, 
Madoff could no longer claim an exemption from the Advisers Act on this basis and, reportedly at the 
direction of the SEC, registered as an investment adviser. Even after Madoff dually-registered in 
September 2006, his investment advisory function was not operated though a separate entity. 
25  Testimony of Professor John C. Coffee, Jr., Adolf A. Berle Professor of Law, Columbia University Law 
School, before the Senate Committee on Banking, Housing and Urban Affairs (Jan. 27, 2009). 
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regulatory organization.26   Rather than using Madoff as a pretext to expand its 
 

jurisdiction, we urge FINRA to instead take steps – similar to those the SEC is taking – to 

seriously examine why its inspections of Madoff failed to uncover the Ponzi scheme and 

how it can avoid such failures in the future. 
 
 

The “solution” to Madoff – solely a broker-dealer for most of its existence – is 

not to create a new regulatory structure for advisers, but to enhance the SEC’s tools to 

prevent and detect fraud.  For example, sharing of information between FINRA and the 

SEC – especially with regard to dually registered broker-dealers like Madoff – should be 

formalized.  Further, in recent testimony SEC staff noted that it is considering ways to 

“strengthen the custody and audit requirements for regulated firms.”  We recently 

submitted a letter to SEC Chairman Schapiro that sets forth a number of 

recommendations for the Commission to consider in issuing an expected proposed 

rulemaking addressing self-custody issues.27   The SEC’s Office of Inspector General is 
 

conducting an investigation relating to the agency’s handling of the Madoff case 

(including issuing a request for proposal to review the SEC’s inspection program28) and 

the results of that investigation may provide additional recommendations the agency 

should consider to detect similar frauds in the future. 
 
The SEC is the Appropriate Direct Regulator of Investment Advisers 

 
 
 

The IAA strongly supports robust and appropriate oversight and regulation of the 

investment advisory profession.  We believe the SEC has the necessary expertise and 

experience to govern the activities of the investment advisory profession.  Given the great 
 

26   Instead, the Madoff scandal “demonstrates the problem of leaving solely to broker regulation the kinds of 
advisory activities that are clearly in need of investment adviser oversight. The SEC has corrected the 
regulatory gap that allowed brokers who provided discretionary advice to avoid advisory regulation.  As 
discussed below, the Commission should take steps to ensure that all individualized investment advice is 
subject to advisory regulation.”  Testimony of Mercer Bullard, President and Founder of Fund Democracy, 
Inc. and Associate Professor of Law at University of Mississippi School of Law,March 10 Banking 
Committee Hearing. 
27 Letter from Karen L. Barr, General Counsel, Investment Adviser Association to The Hon. Mary L. 
Schapiro, Chairman, SEC (Mar. 6, 2009) (“IAA Letter”).  The letter is available on our web site under 
“Publications/News” and “Comments & Statements.” 
28 See SEC’s Request for Quotation for Examination Inspection Review (Feb. 12, 2009), available at: 
https://www.fbo.gov/download/300/300792fafb8a21b909f4b5e1b9d4c0f4/Amend_3_SECHQ1-09-Q- 
0125_Examination_Inspection_Review.pdf. 

https://www.fbo.gov/download/300/300792fafb8a21b909f4b5e1b9d4c0f4/Amend_3_SECHQ1-09-Q
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diversity among advisory firms – including a relatively small number of large firms and 

thousands of small businesses – this expertise and experience is critical in regulating and 

overseeing the profession. 
 
 

The SEC has been an effective regulator with a strong enforcement arm in the 

areas of disclosure and fiduciary duty, the bedrock principles underlying investment 

adviser regulation. While the current system of regulation and oversight of investment 

advisers can and should be improved, adding a new and additional layer of bureaucracy 

and cost on the profession via an SRO will not significantly enhance investor protection. 
 
 

We therefore continue to oppose the creation of an SRO for the advisory 

profession.  Ultimately, the drawbacks to an SRO continue to outweigh any alleged 

benefits.  These drawbacks include inherent conflicts of interest based on industry 

funding and influence, questions regarding transparency, accountability and oversight, 

due process issues in disciplinary proceedings, and added cost and bureaucracy. 
 
 

While self-regulation may appeal to those who wish to shift taxpayer-funded 

regulation costs to industry, we also note that appropriate government oversight is 

required in any SRO structure and thus requires expanded dedication of government 

resources.  Further, most investment advisory firms are small businesses with limited 

resources.  The costs of any SRO are borne by the regulated entities and will obviously 

impact all investment advisers, including thousands of small advisory firms. Ultimately, 

those costs may be passed on to investors.  It would be more cost effective to use the 

industry’s funds that would be spent on an SRO to bolster the SEC’s oversight efforts, for 

example through a self-funding structure as discussed below. 
 
 

Further, the reasons that persuaded Congress to authorize the creation of an SRO 

for broker-dealers in 1939 – including the high level of interconnectivity between broker- 

dealers as well as highly technical issues related to settlement, execution, and 

reconciliation involving broker-dealer transactions – simply do not exist in the 

investment advisory profession. 
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Finally, the diversity of the investment adviser industry makes a rules-based SRO 

model unworkable.  There is not sufficient commonality among the various types of 

adviser business models – traditional asset management firms, financial planners, wealth 

managers, advisers that are part of global financial institutions, small advisers with a 

limited number of high net worth clients, advisers that sell products, asset allocators, 

hedge fund managers, mutual fund managers, pension consultants, and others – to 

achieve fair and flexible self-regulation.  Command-and-control requirements that seek to 

impose a one-size-fits-all solution for various legal and regulatory issues do not lend 

themselves to this widely divergent community of advisers.  We thus believe that 

continued oversight of the advisory profession by the SEC under the current structure of 

the Advisers Act – and its reliance on disclosure and broad anti-fraud authority rather 

than specific and rigid regulatory requirements – is both appropriate and effective. 
 
 
 
FINRA as Adviser SRO 

 
 
 

Putting aside the merits of the SRO model as such, we strongly believe that 

FINRA would be an inappropriate SRO for investment advisers.  As noted above, FINRA 

has been pursuing a role in supervising investment advisers for some time.  We have 

serious concerns about FINRA, its governance structure, costs imposed on its members,29 

areas of expertise, and track record. 
 
 

Perhaps most important, FINRA has demonstrated an agenda favoring the 

extension of its broker-dealer rules and requirements to investment advisers.  As a result 

of this bias, we are extremely concerned that establishing FINRA as the SRO for 

investment advisers would result in a complete overhaul of investor protections set forth 
 
 
 
 
 

29 For example, FINRA collected more than $680 million in members fees alone in 2007.  It charges a 
variety of other fees as well.  See data from FINRA 2007 Annual Financial Report, available at 
http://www.finra.org/web/groups/corporate/@corp/@about/@ar/documents/corporate/p038602.pdf ; see also 
By-Laws of FINRA, Inc., available at: 
http://finra.complinet.com/en/display/display_viewall.html?rbid=2403&element_id=4598&record_id=5998 

http://www.finra.org/web/groups/corporate/%40corp/%40about/%40ar/documents/corporate/p038602.pdf
http://finra.complinet.com/en/display/display_viewall.html?rbid=2403&amp;element_id=4598&amp;record_id=5998
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in the Investment Advisers Act, including fiduciary duty, requirements to disclose 

conflicts of interest, and restrictions on principal trading.30
 

 
 

Given its clear preference for broker-dealer rules, we believe it would be 

inappropriate and counterproductive to establish FINRA as the SRO for investment 

advisers.  Any regulator for investment advisers should, at a minimum, acknowledge and 

reflect the practices, culture, regulation, and oversight of the advisory profession.  In light 

of its explicit statements favoring the broker-dealer regulatory model, FINRA clearly 

cannot serve in this capacity.  Establishing FINRA as the SRO for investment advisers 

would eviscerate the “self” in self-regulation.  Instead, it would lead to an extension of 

the broker-dealer regulatory model to the advisory profession. 
 
 
 

In any case, it is far too premature to consider the possibility of an SRO for 

investment advisers.  Instead, as discussed below, there are several other steps that should 

be taken to bolster the resources of the SEC, which is in a much better position to 

regulate and oversee the advisory profession consistent with its mission of investor 

protection. 
 
 
The SEC’s Resources Should be Bolstered 

 
 
 

The adequacy of the SEC’s resources to appropriately oversee and examine 

investment advisers is a legitimate and compelling concern that deserves serious 

consideration and action by policy makers.  We believe there are steps – other than the 

establishment of an adviser SRO – that should be taken to address the SEC’s resources 
 

30 In written testimony before this Committee, FINRA specifically referenced its belief that broker-dealer 
rules should be extended to the investment advisory profession: “The absence of FINRA-type oversight of 
the investment adviser industry leaves their customers without an important layer of protection inherent in a 
vigorous examination and enforcement program and the imposition of specific rules and requirements. It 
simply makes no sense to deprive investment adviser customers of the same level of oversight that broker- 
dealer customers receive.”  Luparello Testimony, supra note 13 at p. 5.  FINRA’s recent testimony echoes 
arguments made by NASD in written comments submitted to the SEC in 2005 relating to the broker-dealer 
exclusion under the Investment Advisers Act.  See Letter of Mary L. Schapiro and Elisse B. Walter, NASD to 
Annette Nazareth and Meyer Eisenberg, SEC (Apr. 4, 2005): “[A] careful analysis of the relative regulatory 
standards shows that the substantive protections afforded broker-dealer customers are equivalent to, and in 
many cases exceed, those afforded to adviser customers.” 
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and to ensure a robust and appropriate oversight program of the investment advisory 

profession. 
 
 

First, as long supported by the IAA, there must be full funding for the SEC’s 

regulatory and enforcement efforts.  While we applaud the Administration’s 

recommended budget increase for the SEC, more resources are still needed.  We believe 

Congress should examine alternatives to allow the agency to achieve longer-term and 

more stable funding.  SEC Commissioner Luis Aguilar, for example, has spoken in favor 

of a self-funding mechanism for the SEC, stating that self-funding “would greatly 

enhance the SEC’s ability to advance its mission.”31   As he noted in a recent speech: 
 

 
 

Being self-funded is not a novel idea.  In addition to the Federal Deposit 

Insurance Corporation, other regulators that are independently funded include the 

Office of Thrift Supervision, Office of the Comptroller of the Currency, and the 

Federal Reserve, to name a few.  There is no logical reason to treat the SEC 

differently, and many reasons to similarly empower the Commission.32
 

 
 

Congress should consider providing the SEC with the ability to budget and self- 

fund its operations.  In this challenging environment, the SEC should be able to set long- 

term budgets, be able to react to changing markets and new products and services, and be 

able to adjust its staffing as appropriate.33
 

 
 

Second, we recommend that the SEC increase the $25 million threshold that 

separates federally registered and state-registered advisers.  An increase in the $25 

million level would reduce the number of SEC-registered advisers (such advisers would 
 
 
 
 

31 “Empowering the Markets Watchdog to Effect Real Results” by Commissioner Luis A. Aguilar, SEC, at 
North American Securities Administrators Association's Winter Enforcement Conference (Jan. 10, 2009). 
He also noted in that speech that “the return on investment in the SEC is extremely high.” 
32 Reinvigorating the Enforcement Program to Restore Investor Confidence, Speech by SEC Commissioner 
Luis A. Aguilar before the District of Columbia Bar (Mar. 18, 2009). 
33 See Testimony of Lynn Turner, March 10 Banking Committee Hearing, at p.16 (“The SEC has been 
chronically underfunded.  A dedicated, independent financing arrangement, such as that enjoyed by the 
Federal Reserve, would be useful and is long overdue”). 
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be subject to regulation and oversight of state securities regulators).34   The allocation of 

responsibility between the states and the SEC set forth in the Coordination Act has 

worked well, and the Act explicitly contemplated that the threshold would be regularly 

re-evaluated and adjusted.35   Although the SEC has authority to do so, in more than 12 

years since enactment of the law, the SEC has never, to our knowledge, initiated any 

formal review or proceeding to determine whether the threshold should be increased.  In 

considering such action, the SEC obviously needs to coordinate closely with the North 

American Securities Administrators Association (NASAA) to ensure that state securities 

regulators are comfortable with any increased AUM level. 
 
 

Third, we believe the SEC can and should improve its inspection program for 

investment advisers.  We recognize that the number of investment advisers has outgrown 

the SEC’s ability to conduct frequent examinations of the adviser population.  In addition 

to the funding and threshold recommendations discussed above, there are steps the SEC 

can take to make more effective use of its resources with respect to examinations.  For 

example, the SEC should consider revamping its inspection program to focus more on 

finding fraud and misappropriation of client funds as opposed to technical rules 

violations.  In this vein, the SEC’s inspection office has recently begun a series of 

focused examinations related to custody-related issues.  SEC staff testified recently that it 

is considering a number of potential changes and improvements to its oversight program, 

including the “examination frequencies for investment advisers.” 36
 

 
 

These and other measures should be fully explored to implement meaningful 

reforms designed to effectuate an inspection program that focuses on activities that harm 

investors and pose the greatest risks.  Chairman Schapiro recently testified that the 

Commission plans to “use additional technology funding to improve our ability to 

identify emerging risks to investors.” She noted that the SEC needs better mechanisms to 
 

34 To illustrate the effect of such a change, as of April 2008, there were more than 3,700 SEC-registered 
advisers that reported assets under management (AUM) between $25-100 million. 
35 See S. Rpt. 104-209, supra note 20. 
36 Testimony of Andrew J. Donohue, Lori Richards, Erik Sirri, Linda Chatman Thomsen, Andrew Vollmer, 
U.S. Securities and Exchange Commission, before the House Committee on Financial Services, 
Subcommittee on Capital Markets, Insurance and Government-Sponsored Enterprises, Concerning 
Investor Protection and Securities Fraud (Feb. 4, 2009). 
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gather, link, and analyze data “to determine which firms or practices deserve a closer 

look.”37  In our recent letter to Chairman Schapiro on self-custody issues,38 we 

recommended enhanced disclosures by investment advisers regarding custody 

arrangements, indicating, among other things, that the SEC could use this more specific 

data in its risk assessment process.  In that letter, we also recommended that the SEC 

consider joint examinations of dually registered firms.  Steps such as enhanced training, 

better technology, and more specific, focused data could assist the SEC in better 

leveraging its inspection resources. 
 
 

We would be pleased to work with the Committee and the SEC to explore 

additional ways to ensure that all investment advisers are subject to appropriate and 

timely inspections. 
 
 
 
 

*  *  *  *  * 
 
 
 

The IAA appreciates the opportunity to discuss our views on regulatory reform 

and specific issues that have been raised with respect to the Investment Advisers Act. 

We look forward to working with the Committee in the coming weeks and months in 

efforts to enhance and improve the effective and appropriate regulation of the financial 

services industry, to restore the vitality of the U.S. economy, and to renew investor 

confidence in our markets. 
 
 
March 26, 2009 

 
 
 
 
 
 
 
 
 
 
 
 

37 Testimony of March L. Schapiro, before the Subcommittee on Financial Services and General 
Government, House Committee on Appropriations, (Mar. 11, 2009). 
38 See IAA Letter, supra note. 27. 



 

 
 

 
 

 
 
 
 
 
March 23, 2009 

 
 
 
The Honorable Christopher J. Dodd 
Chairman 
The Honorable Richard C. Shelby 
Ranking Member 
Senate Committee on Banking, Housing, and Urban Affairs 

 
Dear Chairman Dodd and Ranking Member Shelby: 

 
The North American Securities Administrators Association (NASAA), the Consumer 
Federation of America (CFA), and the Investment Adviser Association (IAA) are writing 
in response to testimony, regarding the legal standards of care owed to investors by 
broker-dealers and investment advisers, before the Senate Banking Committee at its 
March 10 hearing entitled “Enhancing Investor Protection and the Regulation of 
Securities Markets.” 

 
First, we applaud Chairman Dodd’s pledge in his opening statement to rebuild the 
nation’s financial architecture with a “tough new set of protections for regular investors” 
that will “ensure a new era of responsibility” in financial services. Nothing is more 
critically important as Congress moves forward in its effort to reform the regulation of 
the financial services industry.  Further, we agree with statements by Senator Shelby that 
the highest priority should be for Congress to attack the source of our economic problems 
in order to stabilize our financial system and get credit flowing again. 

 
Our shared focus on promoting legislative changes that will strengthen investor 
protection makes it imperative that we respond to testimony offered at the hearing by the 
Securities Industry and Financial Markets Association (SIFMA).  While we agree that 
investor protection would be strengthened if there was a consistent legal standard of care 
governing business conduct of financial institutions’ provision of investment advisory 
services to investors, we strongly disagree with SIFMA that the standard should be 
anything less than fiduciary duty.  As discussed below, we believe that investors 
receiving advisory services deserve protections provided by the fiduciary duty standard – 
the highest standard of care recognized under the law. 



 

All Investors Receiving Investment Advice Should be Protected by the Same 
Standard of Care 

 
We believe that a functional approach to regulation would best serve the interests of 
investor protection.  Consistent with such a functional approach to regulation, brokers 
and advisers should be held to the same high standards depending not on the statute under 
which they are registered, but upon the services they are providing to clients.  If the 
service being offered bears the core characteristics of investment advisory services from 
the investor’s perspective, it should be subject to the same high standards and duties. 

 
However, at the March 10 hearing, SIFMA dismissed the legal standards applicable 
under existing law.  It stated: 

 
Rather than perpetuating an obsolete regulatory regime, SIFMA recommends the 
adoption of a “universal standard of care” that avoids the use of labels [such as 
fiduciary] that tend to confuse the investing public, and express, in plain English, 
the fundamental principles of fair dealing that individual investors can expect 
from all of their financial services providers. 

 
Despite our apparent agreement with SIFMA regarding the need for a functional 
regulatory approach and application of a consistent standard of care, we strongly disagree 
that the appropriate “universal” standard of care should simply express principles of fair 
dealing. Instead, we submit that the fiduciary standard – which offers the highest level of 
investor protection –  should apply. 

 
A Fiduciary Duty is Owed by Investment Advisers under Existing Law 

 
All SEC-registered investment advisers are subject to an overarching fiduciary duty 
under the Investment Advisers Act of 1940.1  This duty has been upheld by the U.S. 
Supreme Court2 and reiterated by the Securities and Exchange Commission (SEC) in 
various pronouncements over the years.3 

 
In simplest terms, the fiduciary duty is the obligation at all times to place the client’s 
interests first and to eliminate or mitigate any conflicts of interest. As fiduciaries, 
investment advisers have an affirmative duty to act in the best interests of their clients 
and to make full and fair disclosure to clients regarding conflicts of interest. 

 
We believe that the investor protection benefits of investment adviser fiduciary standards 
should be extended to anyone who offers investment advice. Stated differently, broker- 
dealers and others in the financial services industry that provide investment advice should 
be bound by the same fiduciary standards as investment advisers. 

 
 
 
 

1 Public Law No. 76-768, 54 Stat. 847. 
2 SEC v. Capital Gains Research Bureau, 375 U.S. 180 (1963). 
3 See, e.g., In re: Arleen W. Hughes, Exchange Act Release No. 4048 (Feb. 18, 1948). 



 

A “Fair Dealing” Standard is Far Lower than a Fiduciary Standard 
 
Although SIFMA did not elaborate on its proposed “fair dealing” standard, it would 
appear to be based upon the duty of good faith and fair dealing applicable to the arm’s 
length relationships between commercial parties under contract law. The Uniform 
Commercial Code (UCC) provides that “Every contract or duty within [the UCC] 
imposes an obligation of good faith in its performance or enforcement.”4   The UCC 
defines “good faith” as “honesty in fact and the observance of reasonable commercial 
standards of fair dealing.”5

 

 
Despite the superficial appeal of this “plain English” standard, let there be no doubt that 
application of this commercial standard to the relationship of financial service providers 
and their clients would greatly diminish investor protection.6 

 
The fiduciary duty is the highest standard of care recognized under the law and serves as 
a bedrock principle of investor protection.7   It is far higher than the commercial law- 
based “fair dealing” standard proposed by SIFMA and should not be replaced. 

 
Congress Should Extend the Same Fiduciary Duty to All Entities Providing 
Advisory Services to Investors 

 
Surely we can all agree that, in the current climate, there must be no weakening of 
investor protections.  We therefore urge you to resist the call to water down the standards 
applicable to advisory activities and instead to extend application of the fiduciary duty to 
all those engaged in advisory services. 

 
In this regard, we urge the Banking Committee to consider NASAA’s recent call for 
Congress “to apply the fiduciary duty to all financial professionals who give investment 
advice regarding securities – broker-dealers and investment advisers alike. This step will 
enhance investor protection, eliminate confusion, and even promote regulatory fairness 
by establishing conduct standards according to the nature of the services provided, not the 
licensing status of the provider.  For all financial professionals, the interests of the client 
must come first at all times. Investors deserve no less.”8

 
 
 

4 UUC § 1-304. 
5 UCC § 1-201(b)(20). Similarly, § 205 of the Restatement (Second) of Contracts states that “Every 
contract imposes upon each party a duty of good faith and fair dealing in its performance and its 
enforcement.” 
6 “It must be remembered that the implied obligation of good faith is not the equivalent of a fiduciary duty 
to protect the interests of one of the contracting parties; it is to recognize and act in accordance with the 
reasonable expectations of both parties.” Shriver v. Baskins-Robbins Ice Cream Co., 1993 U.S. Dist. 
LEXIS 19173 at *8 (1993).  In contrast, a fiduciary relationship is “one of trust and confidence and 
imposes the duty on the fiduciary to act with the utmost good faith.”  Medical Group Fin. Servs. v. United 
States Life Ins. Co., 350 F. Supp. 2d 298, 302 (D. Mass. 2003) (quoting Hendrick v. Hendrick, 755 A.2d 
784, 789 (R.I. 2000)). 
7 See Southern California Meat Cutters Unions & Food Employers Pension Trust Fund v. Investors 
Research Co., 687 F. Supp. 506, 509 (C.D. Cal. 1988). 
8 Fred Joseph, President, North American Securities Administrators Association, Remarks at the National 
Press Club (Jan. 29, 2009). 



 

* * * * * * * 
 
As the Banking Committee moves forward in its regulatory reform efforts, we stand 
ready to offer assistance and continued support regarding the extension of fiduciary 
standards to all entities providing investment advice. 

 
Respectfully, 

 
 
 

 
Fred Joseph 
Colorado Securities Commissioner 
President 
North American Securities Administrators Association 

 
 
 

 
 
Barbara Roper 
Director of Investor Protection 
Consumer Federation of America 

 

 
 
David G. Tittsworth 
Executive Director 
Investment Adviser Association 

 
 
 
 
 
 
 
 
Cc: Senate Banking Committee members 



 

 
 

March 6, 2009 
 

VIA ELECTRONIC MAIL 
 

The Honorable Mary L. Schapiro 
Chairman 
Securities and Exchange Commission 
100 F Street, N.E. 
Washington, DC 20549-1090 

 
Re: Self-Custody of Advisory Client Funds 

 
Dear Chairman Schapiro: 

 
On behalf of the Investment Adviser Association,1 we are writing to highlight issues 

relating to self-custody of client funds that have been raised in relation to the Madoff case. 
As you know, the IAA submitted a written statement to the House Committee on Financial 
Services at the January 5, 2009 hearing, entitled “Assessing the Madoff Ponzi and the Need 
for Regulatory Reform.”  In our statement, we suggested, among other things, that the SEC 
consider the circumstances under which dually registered broker-dealers like Madoff should 
be permitted to self-custody client funds managed on a discretionary basis.  At a subsequent 
House Committee on Financial Services hearing to assess the Madoff scheme, joint testimony 
submitted by SEC officials cited “the need to strengthen the custody and audit requirements 
for regulated firms.”2

 

 
Given the current interest in these issues, we are following up with more specific 

recommendations with respect to self-custody. 
 

Background.  Under Investment Advisers Act Rule 206(4)-2, SEC-registered investment 
advisers are deemed to have “custody” of client assets if they hold client funds or securities 
“directly or indirectly” or if they have any authority to obtain possession of client funds or 

 
 
 
 

1 The Investment Adviser Association (IAA) is a not-for-profit association that represents the interests of SEC- 
registered investment adviser firms. The Association’s membership consists of investment advisory firms that 
manage assets for a wide variety of institutional and individual clients, including pension plans, trusts, 
investment companies, endowments, foundations, and corporations.  For more information, please visit our web 
site:  www.investmentadviser.org. 

 
2 See Testimony Concerning Investor Protection and Securities Fraud by a number of SEC officials before the 
U.S. House of Representatives Committee on Financial Services and Subcommittee on Capital Markets, 
Insurance and Government-Sponsored Enterprises (Feb. 4, 2009). 
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securities.3   Under the rule, investment advisers are not permitted to have custody of client 
funds or securities unless: (1) a qualified custodian maintains those funds and securities; and 
(2) the adviser has a reasonable basis to believe that the qualified custodian sends account 
statements at least quarterly to each client, or, if the adviser sends the quarterly statements, an 
independent public accountant verifies all of those funds and securities in a surprise 
examination at least annually.  Thus, while advisers are deemed to have “custody” of client 
assets under a variety of circumstances, at all times a “qualified custodian” must actually hold 
the funds and securities. 

 
Qualified custodians include the types of financial institutions (e.g., banks, savings 

associations, registered broker-dealers, registered futures commission merchants, and certain 
foreign financial institutions) that customarily provide custodial services and are regulated 
and examined by their regulators with respect to those services.  The rule also permits use of a 
transfer agent for mutual fund shares in lieu of a qualified custodian.  Qualified custodians 
that are dually registered as investment advisers are permitted to maintain custody of the same 
client funds for which they provide discretionary investment management services.  Thus, 
under current rules, as a dual registrant, Madoff was permitted to serve as a qualified 
custodian for its own advisory client funds.  Most investment adviser firms, however, employ 
independent third-party custodians to maintain their advisory client assets.4 

 
Many clients choose the qualified custodian that will hold their funds and securities and 

maintain the primary relationship with that firm for all of their accounts.  If an investment 
adviser selects the qualified custodian on behalf of a client, the custody rule requires the 
adviser to provide specific information to that client regarding the custodian and how the 
funds or securities are maintained.  Accordingly, all clients have basic information about the 
custodian maintaining their assets - either from their adviser pursuant to the custody rule or 
from their own independent relationship with the custodian. 

 
Recommendations.  The custody rule is designed to provide significant investor 

protections against the risk of misappropriation. The Madoff case, however, has focused 
attention on the lack of independent oversight where a firm acts as both investment manager 
and qualified custodian with respect to the same assets.  There are a number of measures the 
SEC could consider implementing that may assist in preventing or detecting fraud where no 
independent custodian safeguards client assets or provides quarterly statements to clients:5 

 
3 The rule explains that “custody” includes: (i) possession of client funds or securities, (ii) any arrangement in 
which an adviser is authorized or permitted to withdraw client funds or securities (for example, where the 
adviser is authorized to deduct advisory fees from a client’s account), and (iii) any capacity that gives the adviser 
legal ownership of or access to client funds or securities (for example, an advisory firm is deemed to have 
“custody” of client funds and securities if one of its employees serves as a trustee to a client trust – even where 
the trust assets are held at a bank). 

 
4 As of April 2008, 644 investment advisory firms (only 5.8% of SEC-registered advisers) report dual 
registration as a broker-dealer and 44 firms (.4%) report that they are either a bank or a separately identifiable 
department or division of a bank.  See Evolution/Revolution: A Profile of the Investment Adviser Profession 
(2008), 

 
5 Obviously, there are no ironclad safeguards that would prevent all Ponzi schemes. The SEC and the investment 
adviser community should, however, continue to examine methods to make such schemes both more 
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1.   Internal Controls.  The SEC could consider permitting “self-custody”6 only where firms 
segregate custodial duties from advisory functions and/or implement additional internal 
controls to protect clients.  Segregation of duties makes it extremely difficult for any one 
person to perpetrate and hide a fraud.  These controls could be modeled on the types of 
controls firms institute under banking regulations governing arms-length affiliate 
transactions and other activities.7 

 
2.   Third-Party Involvement.  The SEC could consider permitting self-custody only where 

there is some independent third-party involvement that provides external evidence of a 
review of the firm’s internal controls to safeguard client assets.  There are a number of 
approaches that could serve this goal of adding an independence safeguard to the process. 
The Commission should permit investment advisers to use any one of these approaches so 
that firms can leverage their existing reviews and correlate their approach to their specific 
business model.  Depending on the size of the firm and the nature of its business, the 
third-party involvement could include one of the following types of approaches: 

a.   an independent auditor conducts a special purpose or focused audit to verify 
client assets and sends its report directly to clients and the SEC in addition to 
the adviser (similar to the current surprise audit option); or 

b.   an independent party conducts an audit of internal and/or operational controls 
(e.g., a SAS 70 review); or 

c.   an independent party conducts a compliance control audit (e.g., pursuant to 
Rule 206(4)-7). 

 
3.   Enhanced Disclosure.  As noted above, the definition of “custody” is very broad and 

includes situations where an adviser is constructively deemed to have custody even 
though an independent qualified custodian (bank or broker-dealer) actually holds the 
client assets.  Form ADV asks questions about “custody” generally, but does not currently 
elicit specific information about firms that themselves act as the qualified custodian for 
advisory client assets (i.e. self-custody).  The SEC could amend Form ADV, Part 1, Item 

 
difficult to carry out and more readily susceptible to detection.  The custody rule is only one aspect of such 
methods. 

 
6 For purposes of this letter, we use the term “self-custody” to refer to situations where a firm in its role as 
registered investment adviser provides investment advice with respect to client assets and the same firm in its 
role as broker-dealer or bank serves as the qualified custodian for those advisory client assets.  While we 
recognize that under certain circumstances, the SEC staff has deemed an investment adviser to have custody over 
client assets by virtue of its affiliate serving as the qualified custodian for those assets (e.g., Crocker Investment 
Management Corp. no-action letter, Apr. 14, 1978), the nuances of those arrangements are outside the scope of 
this letter. We would be pleased to work with Commission staff to provide information about various types of 
affiliate relationships that may be relevant to custody rule issues. 

 
7 See, e.g., Internal Controls: A Guide for Directors, Office of the Comptroller of the Currency (Sept. 2000) at 
p.7  (“Banks establish segregation of duties by assigning different people the responsibilities for authorizing 
transactions, recording transactions, and maintaining custody of assets.  Such segregation is intended to make it 
impossible for any person to be in a position to both perpetrate and conceal errors or irregularities in the normal 
course of his or her duties”).  See also Risk Management Principles for Electronic Banking, Basel Committee on 
Banking Supervision, at 15 (Principle 6). 
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9 to ask more specific custody questions designed to identify such firms.  For example, the 
SEC could add one of the following as new question D: 

 
If you answered “yes” to either Item 9.A(1) or 9.A(2), do you serve as a “qualified 
custodian”8 for any of your client assets? Or 

 
If you answered “yes” to either Item 9.A(1) or 9.A(2), are you a broker-dealer 
registered under Section 15 of the Securities Exchange Act of 1934 that holds your 
advisory client funds or securities in any brokerage account(s) at your firm? 

 
Similarly, the SEC could add a new subpart to current question C to elicit more specific 
information about affiliates:9

 

 
If you answered “yes” to either Item 9.B(1) or 9.B(2): 

 
(1) is that related person a broker-dealer registered under Section 15 of the 

Securities Exchange Act of 1934? 
(2) does that related person serve as a “qualified custodian” for any of your client 

assets? 
 

Alternatively, the SEC could amend the instruction to Item 9 to state:  “If you are 
registering or registered with the SEC and you do not have custody of your clients’ funds 
or securities pursuant to 206(4)-2(c)(1)(i), you may answer “no” to Item 9.A(1) and 
9.A(2).” 

 
In addition, the SEC has pending proposed amendments to Form ADV, Part 2, the plain 
English brochure that provides clients with key information about an adviser’s business 
practices.  The currently proposed amendments would require advisers to explain that 
clients will receive account statements from their custodians and should review them 
carefully.  Under the proposal, if clients are to receive statements from their adviser rather 
than the custodian, more specific disclosure will be required, including “the risks that 
clients will face” as a result. 

 
We recommend that the SEC update its proposed amendments to Form ADV, Part 2 
(proposed Item 15) to require firms to include specified information about advisory assets 
maintained by dual registrants or an affiliate,10 including information about the firm’s 
controls reasonably designed to mitigate any risks involved in self-custody arrangements. 
The SEC could also require disclosure designed to elicit whether self-custody 
arrangements are an integral or substantial aspect of the firm’s business model and use 
this information to better focus inspection staff attention in these areas.  We would be 
pleased to work with Commission staff on specific instruction language for proposed Item 

 
 

8 “Qualified custodian” would be defined in the glossary pursuant to Rule 206(4)-2(c)(3). 
 

9 See n.6, supra. 
 

10 See id. 
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15.  We also take this opportunity to again urge the Commission to move expeditiously to 
adopt amendments to Form ADV, Part 2 in light of the compelling investor protection 
benefits the new plain English brochure would achieve. 

 
The type of information elicited by these new questions in Form ADV would permit the 
SEC staff more easily to identify and focus on firms that self-custody client assets and to 
conduct appropriate inquiries, inspections, and other activities based on that information. 
Similarly, this information, accompanied by investor education efforts, could provide 
more transparency to clients and prospective clients about firms that self-custody.  This 
transparency would also serve an information-sharing function with other governmental 
regulators and FINRA to better focus their examinations. 

 
4.   Examinations.  The SEC has authority to examine both investment advisers and broker- 

dealers.  With respect to dual registrants that self-custody discretionary client assets, the 
SEC could consider conducting examinations of the entire firm on a regular basis.  One 
combined team of broker-dealer and investment adviser inspection staff would be able to 
examine the firm in a coordinated fashion. 

 
5.   Broker-Dealer Rules.  The SEC may also wish to consider evaluating whether changes to 

the broker-dealer custody rules could address the potential for fraud in self-custody 
situations (e.g., assessing the sufficiency of current net capital rules, customer safeguard 
rules, fidelity bonding amounts, and the content of FOCUS reports). 

 
6.   Unregistered Advisers.  Currently, the custody rule applies only to advisers “registered 

or required to be registered.”  Therefore, the rule does not apply to unregistered hedge 
fund advisers.  The IAA continues to support registration and regulation of hedge fund 
advisers by the SEC.11

 

 
We hope that these recommendations are of some assistance as you consider potential 

changes to the custody rule to prevent and detect fraud.  Please do not hesitate to contact us if 
we may provide any additional information or assistance.  We look forward to working with 
you on these important issues. 

 
Sincerely, 

 

 
 

Karen L. Barr 
General Counsel 

 
 
 
 
 

11 See, e.g., Statement of IAA Principles and Recommendations for Regulatory Reform (Jan. 2, 2009);  Letter to 
Jonathan G. Katz, Secretary, SEC from IAA (then ICAA) Executive Director David Tittsworth and Associate 
General Counsel Caroline Schaefer re: Regulation under the Advisers Act of Certain Hedge Fund Advisers, Rel. 
No. IA-2266 (Sept. 14, 2004). 
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cc: The Honorable Kathleen L. Casey, Commissioner 

The Honorable Elisse B. Walter, Commissioner 
The Honorable Luis A. Aguilar, Commissioner 
The Honorable Troy A. Paredes, Commissioner 

 
Andrew J. Donohue, Director, Division of Investment Management 
Erik R. Sirri, Director, Division of Trading and Markets 
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February 19, 2009 
 

Via Email to  brett.bordelon@state.mn.us 
 

Brett Bordelon 
Minnesota Department of Commerce 
Suite 500 
85 7th Place East 
Saint Paul, MN 55101 

 
Re: Proposed Rules Governing the Regulation of Securities, Minnesota Rules, 
Chapter 2876 

 
Dear Mr. Bordelon: 

 
The Investment Adviser Association1 welcomes the opportunity to comment on 

proposed replacement of chapter 2875 of the Minnesota Rules with chapter 2876. 
 

We commend your efforts in drafting the proposed rules to better conform Minnesota 
investment adviser rules to the Uniform Securities Act and federal law.  The IAA has long 
supported uniformity of state laws as well as uniformity of state and federal law.  We have 
specific concerns, however, about four proposed provisions that would have the effect of 
substantively regulating federal covered advisers in contravention of the Investment Advisers 
Supervision Coordination Act (Coordination Act), Title III of the National Securities Markets 
Improvement Act of 1996 (NSMIA): 

 
1.  Proposed Rule 2876.5022 Governing Contracts.  This proposed rule would 

impose substantive requirements on the contents of investment advisory contracts entered into 
by federally-registered investment advisers.  Although the provision is prefaced with the 
statement that it applies to federal covered investment advisers “to the extent permitted by” 
NSMIA, this entire provision is clearly contrary to NSMIA. 

 
The purpose of the Coordination Act was to eliminate overlapping and duplicative 

regulation by allocating regulatory responsibility for larger investment advisers to the SEC 
and responsibility for smaller advisers to the states.  Congress accomplished this goal by 
preempting “all regulatory requirements imposed by state law on Commission-registered 

 
 

1   The IAA is a not-for-profit association that exclusively represents the interests of investment adviser firms 
registered with the SEC.  Founded in 1937, the Association’s members manage assets for a wide variety of 
institutional and individual clients, including pension plans, trusts, investment companies, endowments, 
foundations, and corporations.  For more information, please visit our website:  www.investmentadviser.org. 

http://www.investmentadviser.org/
mailto:brett.bordelon@state.mn.us
http://www.investmentadviser.org/
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advisers relating to their advisory activities or services,”2   subject to four specific exceptions: 
(1) states may require SEC-registered advisers to notice file; (2) states may require SEC- 
registered advisers to pay filing fees; (3) states may investigate and bring enforcement actions 
for fraud and deceit against SEC-registered investment advisers; and (4) states may license, 
register or otherwise qualify investment adviser representatives who have a place of business 
located in that state. 

 
The plain language of the Coordination Act and accompanying legislative history 

unequivocally prohibit states from imposing a second layer of regulation on SEC-registered 
advisers.  Thus, for example, key senators contemporaneously stated that Congress intended 
the Act to “preempt not only a state’s specific registration, licensing or qualification 
requirements, but all regulatory requirements imposed by state law on investment advisors 
relating to their advisory activities or services, except for those activities specifically 
identified in the statute [i.e. fraud or deceit].”3

 

 
The Minnesota Department of Commerce’s proposed rule regarding investment 

advisory contracts would apply to all investment advisers, rather than solely investment 
advisers that are licensed in Minnesota. Thus, this proposed rule does not conform to the 
Coordination Act.  We therefore respectfully request that this provision be amended to 
remove the reference to “federal covered investment advisers.” 

 
2.  Proposed Rule 2876.5023 on Prohibited Conduct. This proposed rule would 

impose a list of prohibited practices, much of which constitutes substantive regulation (e.g., 
requirements regarding solicitation, privacy, advertising, development of policies and 
procedures) on SEC-registered investment advisers. The SEC has correctly interpreted the 
Coordination Act to prohibit states from re-regulating SEC-registered advisers through the 
back door of defining “dishonest or unethical” business practices, except to the extent those 
practices would otherwise constitute actual fraud or deceit.4   Thus, despite the prefatory 
language regarding “to the extent permitted by” NSMIA, proposed rule 2876.5023 should not 
apply at all to federally registered advisers. 

 
3.  Proposed Rule 2876.5024 on Regulation of the Business of Financial Planning. 

This proposed rule would impose a list of prohibited practices regarding the advertisement of 
“any person” engaged in the business of financial planning.  For the reasons set forth above, 
we respectfully request that this provision be narrowed to exclude “federal covered 
investment advisers,” or, in the alternative, be amended to include the qualification “to the 
extent permitted by” NSMIA. 

 
 
 
 

2 Rules Implementing Amendments to the Investment Advisers Act of 1940, 62 Fed. Reg. 28112 at 28125 (May 
22, 1997) (Implementing Release). 

 
3 Letter dated April 25, 1997 to SEC Chairman Arthur Levitt from former Senator Phil Gramm (R-Tex) and 
Senator Christopher J. Dodd (D-Conn), at p. 1 (emphasis added). 

 
4 62 Fed. Reg. 28112 at 28125 (May 22, 1997) (Implementing Release). 
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4.  Proposed Rule 2876.5025 on Prohibited Uses of Senior-Specific Certifications 
and Professional Designations.  This proposed rule would impose a list of prohibited uses by 
“any person” of senior-specific certifications and professional designations that mislead any 
person.  For the reasons set forth above, we respectfully request that this provision be 
narrowed to exclude “federal covered investment advisers,” or, in the alternative, be amended 
to include the qualification “to the extent permitted by” NSMIA. 

 
We truly appreciate your consideration of our comments.  Please do not hesitate to call 

me at 202-293-4222 or by email at  paul.glenn@investmentadviser.org if you have any 
questions or would like to discuss these issues further. 

 
Sincerely, 

 

 
 

Paul Glenn 
Counsel 

mailto:paul.glenn@investmentadviser.org


 

 
 

 
 
 
 
 

January 21, 2009 
 

By electronic mail to David.Murray@state.ma.us 
 

David A. Murray, General Counsel 
Office of Consumer Affairs and Business Regulation 
Suite 5170 
10 Park Plaza 
Boston MA 02116 

 
Re: Public Hearings on “Standards for the Protection of Personal 
Information of Residents of the Commonwealth,” 201 CMR 17.00, held 
January 16, 2009 

 
Dear Mr. Murray: 

 
The Investment Adviser Association1 welcomes the opportunity to comment on 

amendments extending time for compliance with the provisions of Code of 
Massachusetts Regulations at 201 CMR 17.00, originally promulgated as emergency 
regulations on November 14, 2008.  By these amendments, the Office of Consumer 
Affairs and Business Regulation (OCABR) has delayed the effective date of this set of 
information security rules to May 1, 2009.2 

 
The IAA supports the Commonwealth’s goal of preventing and addressing 

security breaches and enhancing the security of its residents’ personal information.  We 
respectfully submit, however, that SEC-registered investment advisers already subject to 
extensive privacy regulations should be exempted from the requirements of the 
Massachusetts 201 CMR 17.00 regulations. In the absence of such exemption, we support 
the amendments extending time for compliance but also request additional time beyond 
May 1, 2009 to comply with the 201 CMR 17.00 regulations.  Finally, we suggest that the 
Office of Consumer Affairs and Business Regulation post all comment letters and 
responses on its Web site for public review. 

 
 
 
 

1   The Investment Adviser Association (IAA) is a not-for-profit association that represents the interests of 
SEC-registered investment adviser firms. The Association’s membership consists of investment advisory 
firms that manage assets for a wide variety of institutional and individual clients, including pension plans, 
trusts, investment companies, endowments, foundations, and corporations. Fifty-seven IAA member firms 
have headquarters in Massachusetts.  For more information, please visit our web site: 
www.investmentadviser.org. 

 
2 The OCABR convened a hearing on the extensions-of-time amendments on January 16, 2009 and is 
accepting written comments until January 21, 2009. 
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1. Massachusetts should provide an exemption from 201 CMR 17.00 
regulations for SEC-registered investment advisers. 

 
SEC-registered investment advisers are subject to a strict fiduciary duty that 

requires maintaining the confidentiality of client information.  In addition, such advisers 
are subject to extensive privacy requirements under federal law. 

 
Congress enacted the Gramm-Leach-Bliley Act (GLBA) to ensure the privacy and 

security of non-public personal information relating to individual “consumers” who 
become “customers” of such institutions.  In 2000, the SEC adopted Regulation S-P, 
which implemented the GLBA information safeguards and privacy notice requirements, 
as well as restrictions on sharing “consumer” and “customer” non-public personal 
information.3

 

 
Regulation S-P requires investment advisers to adopt written policies and 

procedures reasonably designed to ensure the security and confidentiality of customer 
records and information, protect against anticipated threats and hazards to the security or 
integrity of customer records and information, and protect against unauthorized access to 
or use of customer records and information that could result in substantial harm or 
inconvenience to any customer.  In addition, advisers must provide an initial notice of 
their privacy policies and practices upon entering into a customer relationship and prior 
to disclosing nonpublic personal information about a consumer to a nonaffiliated third 
party.  Advisers are required to deliver annual notices to customers with whom an 
ongoing relationship exists and to permit consumers, via an opt-out notice, to prevent 
disclosure of nonpublic personal information to certain nonaffiliated third parties. 
Further, under Rule 206(4)-7 of the Investment Advisers Act (the compliance program 
rule), advisers are required to review their privacy policies and procedures annually to 
evaluate and address their effectiveness. 

 
In addition, the Fair Credit Reporting Act (FCRA) protects the privacy of 

individuals who are the subject of consumer reports.  FCRA was amended by the Fair and 
Accurate Credit Transactions (FACT) Act of 2003, which added to FCRA a requirement 
that the relevant federal regulators issue regulations ensuring that any person that 
maintains or possesses consumer information derived from “consumer reports” for a 
business purpose “properly dispose” of any such information.  The SEC implemented this 
requirement by amending Regulation S-P in 2004 to govern disposal of consumer report 
information.4   In 2008, the SEC proposed amending its rules to impose even more 
specific requirements for safeguarding information and responding to information 
security breaches and to broaden the scope of information covered by both the safeguard 

 
 
 
 
 

3 See Privacy of Consumer Financial Information (Regulation S-P), Final Rule, SEC Rel. No. IA-1883, 
File No. S7-6-00 (June 22, 2000). 

 
4 Disposal of Consumer Report Information, SEC Rel. No. IA-2332, File No. S7-33-04 (Dec. 2, 2004). 
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and disposal provisions authorized separately by the GLBA and the FACT Act.5   This 
proposal is still pending. 

 
Because SEC-registered investment advisers are already subject to an extensive 

federal regulatory regime governing protection of personal information, we respectfully 
submit that the Massachusetts requirements are not needed to protect Massachusetts 
clients of advisers and would impose unnecessary costs and burdens.6   As your office and 
the Commonwealth of Massachusetts continue to consider further this legislation and its 
implementation, we strongly urge you to provide such an exemption. 

 
2. Massachusetts should provide adequate time for implementation. 

 
If advisers are not exempted from 201 CMR 17.00 regulations, they will require a 

significant amount of time to implement the new rules.  The IAA supports and commends 
the OCABR for providing the current extensions of time for implementation, but requests 
a longer period of time for compliance. A phase-in period of at least 18-24 months would 
seem appropriate for the extensive requirements of the Massachusetts regulation. 

 
For example, advisers will need to review and revise their policies and procedures 

to address specific Massachusetts requirements, identify and inventory information flows 
at the firm, fully assess a wide range of internal and external security risks, set up 
documentation systems, train staff, and perform ongoing monitoring.  Most significantly, 
extensive time is needed to identify and implement new technology and any software and 
hardware upgrades needed to comply with the Commonwealth’s far-reaching 
requirements regarding security procedures for computer systems, including wireless 
networks.  Such efforts, both in time and cost, should be considered in light of the 
stressors of current economic conditions affecting the financial services industry.  The 
Commonwealth should permit these costs to be incurred over a longer period of time. 

 
Similarly, the Massachusetts regulation imposes exceedingly broad requirements 

on firms in overseeing their service providers and their use of appropriate technology to 
safeguard personal information, and to obtain certifications of compliance with 
Massachusetts requirements.  Advisers typically retain numerous service providers that 
may have access to personal information, including employees’ personal information, 
such as providers of payroll, tax, accounting, legal, technology, compliance, and 
employee benefits services (e.g. retirement plans and health, life, and disability 
insurance), not to mention service providers related to the adviser’s core investment 
management services, such as broker-dealers, banks, subadvisers, and portfolio and 
accounting system providers.  Requiring an adviser to assure that each of these service 
providers adequately safeguards personal information consistent with the 

 
 

5 Part 248 - Regulation S-P: Privacy of Consumer Financial Information and Safeguarding Personal 
Information, SEC Rel. No. IA-2712, File No. S7-06-08 (Mar. 4, 2008) (Proposing Release). 

 
6 The IAA is also concerned that the Commonwealth may seek to apply its regulatory requirements beyond 
its jurisdictional reach. 
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Commonwealth’s requirements will involve substantial time and effort.  Indeed, 
Massachusetts should consider a transition rule that would permit amendments to service 
provider contracts when contracts are renewed or renegotiated rather than revisions en 
masse. 

 
3. The Office of Consumer Affairs and Business Regulation should post all 

comment letters and responses on its Web site for public review. 
 

We understand that the OCABR has received numerous comment letters on this 
regulation and related hearings.  We suggest that the OCABR post all comment letters 
and responses on its Web site for public review. The visibility and transparency of the 
OCABR deliberative process would be enhanced if members of the public could easily 
read and review each comment letter and any response from the OCABR or other 
Massachusetts official. 

 
Conclusion 

 
We appreciate the opportunity to provide our views on these important issues. 

We would be pleased to provide any additional information that the OCABR or its staff 
may request.   Please do not hesitate to contact Karen L. Barr, IAA General Counsel, or 
the undersigned with any questions regarding these matters. 

 
Respectfully submitted, 

 

 
 

Paul D. Glenn 
Counsel 
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January 19, 2009 
 

Via Email and Fax 
 

Mr. Rupert T. Borgsmiller, Director 
Campaign Disclosure Division 
Illinois State Board of Elections 
1020 S. Spring Street 
Springfield, IL  62708-4187 

 
Mr. Ben Bagby, Esq. 
Illinois Department of Central Management Services 
720 Stratton Building 
401 Spring Street 
Springfield, IL  62706 

 
Re: State Board of Elections “Business Entity Registration Form” 

 
Dear Messrs. Borgsmiller and Bagby: 

 
Thank you for discussing with me the Investment Adviser Association’s (“IAA”) 

concerns regarding the Illinois State Board of Elections’ newly-issued “Business Entity 
Registration Form” (the “Form”).  We appreciate your consideration of our concerns.  The 
IAA is a not-for-profit association that represents the interests of SEC-registered investment 
advisory firms.  The Association’s membership consists of investment advisory firms that 
manage assets for a wide variety of individual and institutional clients, including pension 
plans, trusts, investment companies, endowments, foundations, and corporations.1 

 
Some of our members provide investment advisory services with respect to investment 

funds of the state of Illinois and state agencies, including contracts for services over $50,000. 
Therefore, these members must comply with Illinois Public Act 095-0971 (the “Act”), which 
contains new registration and reporting requirements for certain Illinois vendors and bidders 
on the Form, as well as additional limitations on campaign contributions by these entities and 
their affiliated entities.  The IAA supports the State of Illinois’ goal of providing transparency 
in the procurement process and ensuring that the award of State contracts is based on merit 
rather than political contributions.  We have a number of significant concerns, however, with 
the new requirements.  Specifically, we are writing to request: (1) clarification from the Board 
that an affiliated person’s business address, rather than a residential address, may be supplied 
on the Form, or at a minimum that residential addresses not be publicly disclosed; (2) that the 
disclosure of minor children’s and spouses’ names be eliminated or, at a minimum, that the 
spouses’ names not be publicly disclosed; (3) that the 2-day requirement to amend the Form 

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

http://www.investmentadviser.org/
http://www.investmentadviser.org/
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be increased to a more reasonable time period; and (4) an extension of time beyond January 
31, 2009 to file the Form. 

 
Requirement to Include Residential Address on Form 

 
Section 9-35(b) of the Act requires the “name and address of any affiliated person of 

the business entity”.  This section does not specify a residential address.2   In this instance, the 
business address of the affiliated person, or the business address of the executive, with respect 
to the executive, his or her spouse and minor children, should be deemed to comply with the 
Act.  An affiliated person’s business address, rather than a residential address, should be 
permitted on the Form because privacy concerns of individuals override policy concerns of 
disclosure in the contracting process with the State.  Despite the important public policy goals 
of transparency in the State’s process of conducting business with a vendor, we do not believe 
this information is critical to the public’s assessment of the State’s conduct in doing business 
with vendors.  The business address of a vendor’s employees, coupled with the prohibition on 
certain political contributions by affiliated persons, should suffice to achieve these goals.  At 
the very least, we request that the disclosure of residential addresses be eliminated from a 
publicly searchable electronic database. 

 
In addition, we are concerned that certain employers may be unable to comply with 

the Act’s requirements to disclose the home addresses of vendors’ executives without 
violating other state privacy laws prohibiting disclosure of personally identifiable information. 
Other state laws may prohibit employers from disclosing employees’ home addresses and 
other personally identifiable information.  For example, New York Labor Law Section 203-d, 
effective January 3, 2009, prohibits employers from disclosing employees’ “personal 
indentifying information,” including a person’s home address.  Thus, certain investment 
advisers otherwise required to file the Form may be forced to refuse to do business with 
Illinois investment funds as a result of these conflicting laws. 

 
Disclosure of Spouse and Minor Children 

 
Although spouses and minor children of executives of a bidding or contracting entity 

are included in the definition of “affiliated person[s]” under Section 50-37(a) of the Act, they 
should nevertheless not be subject to disclosure either to the State or publicly, as required by 
the Form.  Disclosure of personally identifiable information such as an individual’s minor 
children’s names, as well as their spouses’ names and residential addresses, is contrary to the 
public policy concerns of public safety and prevention of identity theft.  While we appreciate 
the State’s sensitivity in not making minor children’s names publicly available, we believe 
that it is inappropriate to require disclosure of minor children’s or spouses’ names to the State 
at all because this information is highly personal in nature and subjects these individuals to 
potentially unwanted and intrusive attention and publicity.  Such information is not relevant to 
assessing conflicts of interest in the bidding process.  Thus, we respectfully request that the 

 

 
2 We understand that Section 9-35(g) references links to contributions by anyone reporting the same residential 
address as any affiliated person.  Because Section 9-35(b) does not specify a residential address, Section 9-35(g) 
should be reasonably interpreted to apply only to the extent that residential addresses are provided in the Form. 
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Board reconsider these required disclosures on the Form.  At a minimum, in addition to names 
of minor children, names of spouses should not be publicly disclosed on the searchable 
electronic database. 

 
Additional Time for Reporting Changes to Information 

 
In addition, we request that the burdensome requirement in Section 20-160(c) of the 

Act, that any change in information on the Form must be reported to the State Board of 
Elections “within 2 business days” following such change, be alleviated to the extent possible. 
Employers may not necessarily receive notification by employees of a change of address, 
marriage, divorce or birth of a child in such a short period of time.  Thus, we respectfully 
suggest that a 30-day notice is more appropriate for those entities that have already contracted 
with the State.  At a minimum, we request that a good faith safe harbor be provided for 
entities that make their best efforts to comply with the requirements. 

 
Extension for Filing Business Entity Registration Form 

 
Finally, due to the outstanding issues discussed above that require clarification, we 

respectfully request an extension of time beyond January 31, 2009 to comply with Act’s filing 
requirements.  We respectfully submit that 30 days is a reasonable extension of time, 
assuming that appropriate clarification is provided in a timely fashion. 

 
* * * 

The IAA greatly appreciates your consideration of our concerns regarding the effect of 
disclosure of the information required by the Form and our request to extend the Form’s filing 
deadline.  Please do not hesitate to contact me or Karen L. Barr, IAA General Counsel, at 
202-293-4222 if we may provide additional information or assistance to you regarding these 
matters. 

 
Sincerely, 

/s/ Monique S. 

Botkin 
Senior Counsel 



 

 
 
 
 
 
 

January 15, 2009 
 

Via Electronic Filing 
 

Jonathan J. Stokes 
Director, Standards of Practice 
CFA Institute Centre for Financial Market Integrity 
CFA Institute 
560 Ray C. Hunt Drive 
Charlottesville, VA 22903-2981 

 
Re: Proposed Risk Management Requirements for Investment Advisers 

 
Dear Mr. Stokes: 

 
The Investment Adviser Association1 appreciates the opportunity to comment on the 

risk management requirements that the CFA Institute Centre for Financial Market Integrity 
has proposed adding to its Asset Manager Code of Professional Conduct (“CFA Code”).2    In 
particular, the CFA Centre has proposed amending the Compliance and Support section of the 
CFA Code to require investment advisers and other asset managers to include the following 
principle, “Establish a risk management process that identifies, monitors, and analyzes the 
risk position of the Manager and its investments, including the sources, nature and degree of 
risk exposure,” as well as related guidance (“Risk Management Proposal”).  The IAA 
supports the principle of establishing risk management processes, but does not believe that 
such processes appropriately belong in the CFA Code.  Should the CFA Centre proceed with 
incorporating the risk management principle into its Code, we have a number of specific 
comments regarding the guidance accompanying the principle. 

 

 
 
 
 
 

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

 
2   See CFA Institute Centre Proposes New Risk Management Requirements for Asset Managers, available at 
http://www.cfainstitute.org/aboutus/press/release/08releases/20081111_02.html, and Appendix A: Addendum to 
the AMC relating to Risk Management, available at 
http://www.cfainstitute.org/centre/codes/asset/pdf/proposed_risk_management_addendum.pdf. 
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Background 

 
In 2005, the IAA provided extensive comments in response to the CFA Centre’s draft 

Asset Manager Code of Professional Conduct.3   At that time, we expressed concern that 
development of a code for a particular category of employers of CFA Institute members (e.g. 
investment advisers) was unnecessary for firms that are already subject to detailed regulatory 
requirements regarding codes of ethics.  We noted that the scope of the Institute’s 
membership makes developing a code for a particular category of employers somewhat 
impractical as some members work for firms already regulated in the relevant areas and others 
do not.  As an alternative, we suggested that the CFA Centre develop and issue a research 
paper on approaches to codes of ethics and conduct issues in various jurisdictions. 

 
In addition, we suggested that if the CFA Centre were to proceed with its Code, it 

should make clear that the Code is voluntary, and that investment advisers, as employers of 
CFA Institute members, are not obligated to adopt it; that it acknowledge the competing 
obligations of firms to comply with the requirements of regulatory authorities in their 
governing jurisdictions to develop codes of ethics that reflect the expectations and practices of 
that jurisdiction; and that the scope of the code should be limited to broad principle-based 
concepts that emphasize the firm’s fiduciary duty and address fundamental ethical concepts 
related to the firms’ employees. In response to these comments and follow-up discussions, 
the CFA Centre addressed a number of our concerns in the final version of the CFA Code and 
additional guidance and interpretations published later that year.4   We appreciate the CFA 
Centre’s willingness to engage in dialogue on these issues and look forward to continued 
discussions in this regard. 

 
Purpose and Scope of the CFA Code 

 
Effective risk management is an important component of an investment adviser’s 

investment management process, operations, and compliance program.  The IAA supports the 
premise that investment advisers should establish a risk management process that identifies, 
monitors, and analyzes risk and exposure.  Addressing risk management in the CFA Code, 
even in light of the current market situation, however, is misplaced.  Consistent with our prior 
comments to the CFA Centre, we continue to believe that the CFA Code should focus on 
broad principle-based concepts that emphasize a firm’s fiduciary duty and address 
fundamental ethical concepts related to a firm’s employees.5   Specific compliance and 

 
3 See Letter to the CFA Centre for Financial Market Integrity, from Caroline Schaefer, 
Associate General Counsel, IAA, dated January 5, 2005, available at 
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements 
/Archived_Comments_Statements/letterscompendium-2005.pdf . 

 
4 These interpretations are available at: 
http://www.cfainstitute.org/centre/codes/asset/pdf/interpretive_memo.pdf. 

 
5  The Risk Management Proposal would be added to the Compliance and Support section of 
the Code.  That section currently includes general principles pertaining to the development 

http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Archived_Comments_Statements/letterscompendium-2005.pdf
http://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Archived_Comments_Statements/letterscompendium-2005.pdf
http://www.cfainstitute.org/centre/codes/asset/pdf/interpretive_memo.pdf
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operational considerations are not conducive to treatment in an ethical code, particularly one 
that the Centre seeks to apply globally to its members who are associated with firms subject to 
a wide range of regulation and oversight. 

 
With respect to U.S.-based asset managers, for example, Rule 204A-1 of the Advisers 

Act requires all SEC-registered investment advisers to establish, maintain and enforce a 
written code of ethics that contains: (1) general standards of business conduct reflecting firms’ 
fiduciary duties to their clients and provisions requiring compliance with the applicable 
federal securities laws; (2) a requirement that “access persons” report their personal securities 
holdings and securities transactions and pre-clear investments in initial public offerings and 
private placements; (3) a requirement that supervised persons of the adviser promptly report 
any violations of the code to a designated person; and (4) a requirement that the firm provide 
a copy of the code and any amendments to all supervised persons and obtain their written 
acknowledgement of receipt of those documents.  The fiduciary nature of an investment 
adviser’s obligations creates an ethical component to essentially all of the firm’s activities. 
Nevertheless, an investment adviser’s code of ethics typically addresses general ethical 
principles,6 not specific policies and procedures, which are addressed as part of an adviser’s 
compliance program.7   This approach is consistent with language in the adopting release to 
Rule 204A-1 that states, “We urge advisers to take great care and thought in preparing their 
codes of ethics, which should be more than a compliance manual.  Rather, a code of ethics 
should set out ideals for ethical conduct premised on fundamental principals of openness, 
integrity, honesty and trust.”8

 

 
In contrast, the Risk Management Proposal goes beyond the scope of Rule 204A-1 and 

addresses a subject area not ordinarily included in advisers’ codes of ethics.  We appreciate 
the CFA Centre’s guidance that a firm may claim compliance with the Code if it adheres to 

 
 
and maintenance of policies and procedures, the appointment of a compliance officer, the 
accuracy and completeness of portfolio information, the maintenance of records, the 
employment of qualified staff, and the establishment of a business continuity plan.  In our 
2005 comment letter, the IAA recommended against including specific topics such as 
business continuity and employee qualifications in a Code focused on broad ethical principles. 

 
6   For example, in addition to provisions addressing personal trading, the IAA recommends in its Best 
Practices for Investment Adviser Codes of Ethics that investment advisers may wish to consider including 
general provisions, as appropriate, regarding: (1) gifts and entertainment; (2) political and charitable 
contributions; (3) confidentiality; (4) service on boards of directors of publicly traded companies and other 
outside activities; (5) marketing and promotional activities; and (6) compliance policies and procedures related 
to the scope of the code. 

 
7  Except with respect to conflict of interest issues, policies and procedures pertaining to 
portfolio management, trading practices, disclosure, safeguarding client assets, and marketing 
usually are part of an adviser’s compliance program, not its code of ethics. 

 
8   Final Rule: Investment Adviser Codes of Ethics, SEC Release Nos. IA-2256, IC-26492; File No. S7- 
04-04 (July 2, 2004) at 6, available at http://www.sec.gov/rules/final/ia-2256.htm. 

http://www.sec.gov/rules/final/ia-2256.htm
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the principles and provisions in the Code regardless of whether the principles are reflected in 
the firm’s own code of ethics or in other policies and procedures.  We are concerned, 
however, that adding the Risk Management Proposal to the CFA Code would force advisers 
to expend valuable time and resources repeatedly to explain to clients and potential clients 
why their risk management principles are not subsumed within their codes of ethics, but rather 
are covered as part of the firm’s overall internal control structure.9   In addition, for the 
reasons discussed below, the principles and guidance are of limited value.  Accordingly, we 
urge that the Proposal not be added to the Code. 

 
Proposed Guidance on Risk Management Processes 

 
Should the CFA Centre nevertheless include the Risk Management Proposal in its 

Code, the IAA proffers the following specific comments regarding the proposed guidance 
accompanying the principle. 

 
First, no uniform set of criteria is appropriate for risk management.  Each firm should 

tailor its risk management process to the nature of its own business, clients, investment style, 
and investment team.  We agree with the proposed guidance that “there is no single 
authoritative method or definitive model that can be universally applied to evaluate risk.”  For 
that reason, however, the guidance that follows is not particularly helpful to firms in 
developing an effective risk management process.  For example, the focus on leverage and 
liquidity is inapplicable for a significant number of investment advisers in light of the nature 
of their businesses.  In addition, depending on their businesses, investment advisers following 
best practices would not necessarily perform stress tests, scenario tests, and backtests as part 
of developing risk models. 

 
Second, the proposed guidance states that “[r]isk management that is objective and 

independent of the portfolio management process is imperative to understanding and 
controlling these types of risk.”  However, risk management is an integral part of portfolio 
management.  Many firms appropriately include in their risk management committees and 
process the portfolio managers with the most intimate knowledge of the risks involved in 
investment strategies they employ.  Accordingly, the guidance should clarify that it may be 
appropriate for portfolio managers to be involved in the risk management process. 

 
We appreciate that firms claiming compliance with the Code are encouraged, but not 

required, to adhere to the guidance accompanying each principle.  Again, however, clients and 
potential clients may use the guidance as a source of questions and, potentially, requirements, 
in their due diligence of advisers.  As a result, the guidance should be modified to broadly 
reflect the diversity of the investment advisory community and clarified to reflect that the 
examples provided are illustrative only and may not be applicable to all investment advisers. 

 
 
 

9    Indeed, we understand that some clients may require investment advisers to comply with 
the specific terms of the CFA Code as a hiring condition, even though the CFA Centre has 
indicated that the Code is voluntary and that a firm may claim compliance with the Code if it 
adheres to the principles and provisions of the Code. 



 

Mr. Jonathan Stokes 
January 15, 2009 
Page 5 

 
* * * 

 
The IAA appreciates your consideration of our comments on the Risk Management 

Proposal.  Please do not hesitate to contact Karen Barr, IAA General Counsel, or me if we 
may provide additional information or assistance to you regarding these matters. 

 
Respectfully, 

 
/s/ Valerie Baruch 

 
Valerie Baruch 
Assistant General Counsel 



 

 
 
 
 
 

Statement of the Investment Adviser Association 
 

House Committee on Financial Services Hearing “Assessing the 

Madoff Ponzi and the Need for Regulatory Reform” January 5, 

2009 

Chairman Kanjorski and members of the House Financial Services Committee, the 
Investment Adviser Association (IAA)1 appreciates this opportunity to present its views on 
Bernard Madoff and the need for regulatory reform. 

 
For more than two decades, Bernard Madoff and his brokerage firm, Bernard Madoff 
Investment Securities LLC, were many things, including securities broker, off-floor trader, 
market maker, proprietary trader, hedge fund subadviser, investment manager, and perpetrator 
of the largest Ponzi scheme in history. 

 
As part of this scheme, Madoff executed trades and “managed” client funds with a callous 
disregard for any semblance of the fiduciary duty owed by investment advisers.  As described 
below, Madoff became subject to this fiduciary duty and other investment adviser legal 
obligations in September 2006 when his brokerage firm dually-registered with the SEC as an 
investment adviser.  The strict fiduciary responsibility under the Investment Advisers Act of 
1940 (Advisers Act) distinguishes investment advisers from others in the financial services 
industry and protects investors by mandating a culture within the advisory profession of 
placing clients’ interests first and eliminating or mitigating conflicts of interest. 

 
Upon becoming a registered investment adviser in 2006, Madoff was required to comply with 
numerous other legal and regulatory requirements. SEC-registered advisers are required to 
maintain written, comprehensive compliance programs.  They must also adopt codes of ethics 
setting out standards of conduct expected of advisory personnel and addressing conflicts that 
arise from personal trading.  These rules, coupled with the SEC’s broad anti-fraud authority to 
regulate, inspect and enforce the Advisers Act, are intended to complement the fiduciary 
standard owed by investment advisers. 

 
 
 

1 The IAA is a not-for-profit association that exclusively represents the interests of investment adviser firms 
registered with the SEC.  Founded in 1937, the Association’s membership consists of more than 500 firms that 
(as of April 2008) collectively manage in excess of $9 trillion in assets for a wide variety of institutional and 
individual clients, including pension plans, trusts, investment companies, endowments, foundations, and 
corporations. More information is available at our website: www.investmentadviser.org 
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Madoff appears to have disregarded these laws and regulations, and his business “model” was 
rife with conflicts and the potential for abuse.  Unlike the typical investment adviser, 
Madoff’s firm reportedly executed all of its clients’ securities trades, held client funds itself 
(without a third-party custodian), and received all of its compensation as commissions. 
Further, Madoff failed to employ a bona fide accounting firm to audit financial reports and 
allegedly fabricated false account statements for his clients. 

 
This is in sharp contrast to the practices of typical investment advisers. According to April 
2008 data from the SEC’s Investment Advisory Registration Depository (IARD) system, only 
5.8% of the more than 11,000 SEC-registered investment advisers are dually registered as 
broker-dealers and only 11 investment advisers – less than one-tenth of one percent – were 
like Madoff and received all their compensation as commissions.  More than 95% of advisers 
charge asset-based fees while only 9.3% of investment advisers charge commissions at all, 
much less exclusively.  Unlike Madoff, the vast majority of investment advisers neither 
execute trades (themselves or through an affiliate) nor hold clients’ funds.  Most investment 
advisers employ third-party custodians and brokers, and clients receive separate statements 
from the custodian as well as from their investment adviser. 

 
According to widely circulated news reports on the scandal, the SEC and FINRA examined 
Madoff on a routine basis, and the SEC completed an investigation of Madoff in 2007. 
However, despite being tipped to the Ponzi scheme, the SEC apparently found no cause for 
any enforcement action.  Instead, the SEC appears to have directed Madoff to address certain 
minor deficiencies and to register with the SEC as an investment adviser. 

 
Until September 2006, Madoff was registered only as a broker-dealer.  Because his firm 
received no separate fees for his advisory services, Madoff apparently availed himself of the 
broad exemption under the Advisers Act for broker-dealers whose advisory services are 
“solely incidental” to their brokerage activities and who do not charge “special compensation” 
for advice.  However, on January 31, 2006, full compliance with the new SEC “Broker-Dealer 
Rule” was required.  Among other things, the new Rule (vacated by court decision on March 
30, 2007) clarified that discretionary management of clients’ accounts – as provided by 
Madoff – could not be considered “solely incidental” to brokerage activities.  Accordingly, 
Madoff could no longer claim an exemption from the Advisers Act on this basis. 

 
The Form ADV disclosure document that Madoff filed with the SEC as a newly-registered 
investment adviser (approved September 12, 2006) revealed that Madoff’s broker-dealer firm 
had between 51 and 250 registered representatives, only 1 to 5 of whom performed 
investment advisory functions.  Madoff’s Form ADV also confirmed that the firm received no 
asset-based fees and was compensated entirely by commissions. 

 
Given the numerous “red flags” that regulators should have seen, it appears that the Madoff 
scandal was a failure of regulatory enforcement and not a failure of the regulations 
themselves.  For this reason, it must be determined why the numerous inspections that were 
performed over the last two decades failed to reveal Madoff’s unlawful activity.  This inquiry 
should be part of a broader review of the SEC’s inspection and enforcement efforts, including 
an examination of the adequacy of its resources. 



 

 
As long-supported by the IAA, there must be full funding for the SEC’s enforcement efforts. 
To more effectively deploy SEC resources, we also recommend that consideration be given to 
adjusting the minimum assets under management (AUM) for SEC investment adviser 
registration upwards as Congress expressly contemplated in 1996 when it set the still-current 
$25 million threshold in NSMIA.  This change would reduce the number of federally 
registered advisers (and increase the number of state registered advisers) thereby permitting 
the SEC to better focus on larger investment advisory firms. 

 
We recommend further that Congress and the SEC consider certain other measures to address 
the current market environment.  As outlined in IAA’s “Principles and Recommendations for 
Regulatory Reform” (attached), these measures include requiring registration of hedge fund 
managers. The IAA also recommends that the SEC consider the circumstances, if any, under 
which dually-registered broker-dealers like Madoff should be permitted to self-custody client 
funds managed on a discretionary basis. 

 
We applaud the efforts of the House Financial Services Committee and its leadership in 
examining the Madoff scandal and its implications for needed regulatory reform.  The IAA 
looks forward to the results of this inquiry and to assisting the Committee in its deliberations 
about possible changes in SEC enforcement or in the regulation of securities, hedge funds, 
brokers, or investment advisers. 



 

 
 
 
 
 
 
 
 

IAA Principles and Recommendations for Regulatory Reform 
 

The Investment Adviser Association (IAA) is a not-for-profit organization representing the 
interests of SEC-registered investment advisory firms.  The IAA’s more than 500 members 
provide investment advice to a wide variety of high net worth individuals and institutional 
clients, including endowments, foundations, pensions, and mutual funds. 

 
The Association played a major role in the enactment of the Investment Advisers Act of 1940, 
under which investment advisers that manage more than $25 million in assets are registered 
and regulated by the Securities and Exchange Commission.  The law vests the SEC with 
broad anti-fraud authority and subjects investment advisers to a fiduciary duty.  As 
fiduciaries, investment advisers have an affirmative duty to act in the best interests of their 
clients and to make full and fair disclosure to clients regarding conflicts of interest. 

 
The IAA is persuaded that the recent financial crisis requires policy makers to consider a 
broad range of issues and actions.  We believe the following broad principles and 
recommendations will be helpful in addressing regulatory reform: 

 
• The root causes of the financial crisis – including subprime loans, securitization of 
mortgage instruments, and over-leverage – must be examined and addressed by Congress, the 
Administration, regulators, and other policy makers. 

 
• Congress and regulators should focus on unregulated services and products that 
contributed to the financial crisis: 

 
– The IAA continues to support centralized registration and regulation of hedge fund 

managers by the SEC. 
 

– The IAA supports far stronger oversight and transparency of credit default swaps 
and other complex financial derivatives. 

 
• Congress should determine whether the laws and regulations governing banks and 
securities firms that contributed to the financial crisis are appropriate and effective. 

 
• Congress should consider consolidating certain government agencies, including 
merging the CFTC into the SEC, in order to ensure more effective regulation, efficiency, and 
accountability. 
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• Congress should consider the key elements of the Investment Advisers Act of l940 in 
the regulatory framework for other financial service functions – a fiduciary duty (which 
includes the duty to place the interests of your client above your own interests at all times), 
coupled with broad anti-fraud authority and full and fair disclosure obligations overseen by a 
single direct regulator (SEC). 

 
Finally, in effecting regulatory reform of the financial services industry, policy makers should 
be mindful of two maxims.  First, managerial reorganization (i.e., creating new regulatory 
authorities or shuffling, merging or eliminating existing regulators) does not itself constitute 
regulatory reform.  Second, policy makers should “do no harm” in revising existing laws and 
regulations. Where investors’ interests are protected and the industry effectively regulated, 
policy makers should not create new and additional regulatory requirements. 

 
In addition to these principles and recommendations for broader reform, the IAA recommends 
that the SEC and other regulators continue to study specific measures to address the current 
market environment, including whether reinstatement of the so-called uptick rule would be 
beneficial. 
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