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Ms. Mary McHenry 

Associate Director, Compliance 

National Futures Association 

300 South Riverside Plaza, Suite 1800 

Chicago, IL 60606-6615 

  

Re: CPO/CTA Capital Requirements and Customer Protection Measures 

 

Dear Ms. McHenry: 

 

The Investment Adviser Association (“IAA”)
1
 is submitting this letter to the National 

Futures Association (“NFA”) on behalf of investment advisers that are registered with the 

Securities and Exchange Commission (“SEC”) under the Investment Advisers Act of 1940 (the 

“Advisers Act”).  Many of our members are also registered under the Commodity Exchange Act 

(“CEA”) as a commodity trading advisor (“CTA”) and/or a commodity pool operator (“CPO”).  

We appreciate the opportunity to comment on the NFA’s consideration of whether to impose 

capital requirements and other customer protection measures as set forth in NFA’s Notice to 

Members I-14-03 issued on January 23, 2014 and Notice to Members I-14-05 issued on January 

30, 2014 (collectively, the “Notices to Members”). 

 

We commend the NFA for reviewing the effectiveness of its existing rules in light of 

recent cases and the prevention of misuse of customer funds.  We share the NFA’s desire to 

ensure protection of customer assets.  We respectfully submit, however, that the measures with 

respect to which the NFA requests comment are not likely to be particularly effective in 

addressing the NFA’s concerns and are not necessary in light of strong protections already in 

place that apply to SEC-registered investment advisers.  Indeed, the current regulatory 

framework under the Advisers Act addresses the issues identified by the NFA in the Notices to 

Members with respect to CPOs and CTAs that are also registered investment advisers.  The NFA 

also should assess all of the new information that is available to it pursuant to recent regulatory 

changes before proposing additional requirements. 

 

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

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

consists of more than 550 advisers that collectively manage approximately $14 trillion for a wide variety of 

individual and institutional investors, including pension plans, trusts, investment companies, private funds, 

endowments, foundations, and corporations.  For more information, please visit our web site: 

www.investmentadviser.org.  

 

http://www.investmentadviser.org/
http://www.investmentadviser.org/
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Further, the substantial costs that would be imposed pursuant to the proposed measures – 

which may be passed on to pool participants and other clients – appear to be disproportionate to 

any regulatory benefit gained.  We look forward to working with the NFA as it considers these 

issues. 

 

I. The Regulatory Regime for SEC-Registered Investment Advisers Provides Strong 

Protections of Client Assets 

 

    In examining measures to strengthen the regulation of CPOs and CTAs to enhance 

customer protection, we believe that the NFA should consider the strong protections currently in 

place with respect to SEC-registered investment advisers.2  Below, we discuss key elements of 

the regulatory framework to which registered advisers are subject, which we believe provides 

appropriate protection of customer assets. 

 

Fiduciary Duties and Advisers Act Overview 

 

Investment advisers provide professional advice to their clients regarding investments in 

stocks, bonds, and other securities, as well as derivatives.  In so doing, investment advisers are 

subject to a comprehensive regulatory regime under the Advisers Act, including a framework of 

numerous specific rules and interpretive guidance developed by the SEC, most of which are 

derived from the longstanding overarching fiduciary duty advisers owe to their clients.  As 

fiduciaries, investment advisers have a duty to act in the best interests of their clients and are 

subject to duties of both loyalty and care, including an obligation not to subordinate clients’ 

interests to their own.3  A critical element of an adviser’s fiduciary duty is the duty to provide 

full and fair disclosure of all information that a client would find important in selecting and 

retaining an adviser.  If an investment adviser does not act in the best interest of a client, it may 

                                                 
2
 Indeed, of the 26 Member Responsibility Actions (“MRAs”) issued by NFA since January 1, 2011, only one 

involved an investment adviser registered with the SEC.  Notice of Member Responsibility Action Under NFA 

Compliance Rule 3-15, NFA Case No. 13-MRA-007 (Oct. 21, 2013). Other MRAs involved firms that lacked the 

proper registrations with regulatory authorities.  Notice of Member and Associate Responsibility Action Under NFA 

Compliance Rule 3-15, NFA Case No. 13-MRA-001 (Jan. 31, 2013) (the NFA stated that, although the firm 

represented that it traded security futures products and traded forex, the firm was not registered as a broker-dealer 

and was not designated as a forex firm); Notice of Member Responsibility Action and Associate Responsibility 

Action Under NFA Compliance Rule 3-15, NFA Case No. 13-MRA-004 (May 22, 2013) (the NFA noted that an 

associated person, Klaus Weyers, admitted that he had been operating a firm as a commodity pool, but had not 

registered the pool or filed an exemption from registration); and Notice of Member Responsibility Action and 

Associate Responsibility Action Under NFA Compliance Rule 3-15, NFA Case No. 12-MRA-002 (Jan. 27, 2012) 

(the affidavit states that the firm had been engaging in retail forex but had not been approved as a forex firm). 

3
 In SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963), the Supreme Court held that Section 206 of 

the Advisers Act imposes a fiduciary duty as a matter of law, which includes both a duty of loyalty and a duty of 

care. For example, an adviser “should not engage in any activity in conflict with the interest of any client, and [an 

adviser] should take steps reasonably necessary to fulfill [its] obligations.  [An adviser] must employ reasonable care 

to avoid misleading clients and [advisers] must provide full and fair disclosure of all material facts to [the adviser’s] 

clients and prospective clients.”  Information for Newly-Registered Investment Advisers, SEC (Nov. 23, 2010). 
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be liable for breaching its fiduciary duty, regardless of whether a client suffers a monetary loss.4  

Moreover, as fiduciaries, investment advisers must treat their clients fairly and not favor 

themselves or favor one client over another, especially if the adviser would somehow benefit.  In 

addition, whenever the interests of an adviser differ from those of its clients, the adviser must 

explain the conflict to the client, and act to mitigate or eliminate the conflict.  The nature and 

extent of an investment adviser’s fiduciary obligations under the Advisers Act do not depend on 

whether an instrument is a security, a futures contract, or a swap; this is because the Advisers 

Act regulates the relationship between the adviser and each of its clients rather than the particular 

transaction or instrument.5 

 

The fiduciary duty is overarching – an overlay on the specific rules and regulations to 

which advisers are subject.  However, advisers are also subject to numerous specific regulations, 

including on-point rules that address the potential concerns with respect to which the NFA has 

requested comment.  For example, investment advisers are subject to anti-fraud provisions under 

the federal securities laws, rules governing advertisements, marketing materials and other 

communications with investors, rules regarding the adoption and maintenance of compliance 

policies and procedures (and an annual review of the effectiveness of such policies and 

procedures), codes of ethics (governing personal trading) and the supervision of employees, 

privacy regulations relating to client information, and recordkeeping and reporting rules (such as 

Form PF).  Investment advisers are also subject to on-site examinations by SEC staff — in these 

examinations, the staff, among other items, reviews an investment adviser’s compliance program 

and records to determine whether the investment adviser is operating in compliance with 

applicable regulatory requirements. 

 

Compliance Program 

 

Investment advisers must maintain a compliance program that addresses the adviser’s 

performance of its fiduciary and substantive obligations under the Advisers Act.  Rule 206(4)-7 

under the Advisers Act requires each investment adviser to adopt and implement written 

compliance policies and procedures that are reasonably designed to prevent the adviser and its 

personnel from violating the Advisers Act and the rules thereunder, and the adviser must review 

the effectiveness of the policies and procedures at least annually.  The adviser must also 

designate a chief compliance officer with responsibility to oversee the implementation of the 

compliance program.6 

                                                 
4
 See Regulation of Investment Advisers by the U.S. Securities and Exchange Commission, SEC (Mar. 2013).  

5
 Investment advisers that provide investment management services to plans that are covered by the Employee 

Retirement Income Security Act of 1974 (“ERISA”) on a discretionary basis also are fiduciaries under ERISA, and 

must satisfy fiduciary responsibilities both under the Advisers Act and under ERISA with respect to the assets they 

manage for such plans. 

6
 The Commodity Futures Trading Commission (“CFTC”) has recently amended Regulation 3.1(a) to include a chief 

compliance officer as a principal of a registrant.  Swap Dealer and Major Swap Participant Recordkeeping, 

Reporting, and Duties Rules; Futures Commission Merchant and Introducing Broker Conflicts of Interest Rules; 
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The SEC expects a compliance program to address, among other items, the safeguarding 

of client assets from conversion or inappropriate use by advisory personnel, as well as by 

promptly detecting misuse and by taking appropriate action upon misuse.7  The SEC has 

provided guidance regarding the types of policies and procedures related to protection of client 

assets that advisers should consider, including:  

 

[c]onducting background and credit checks on employees of the investment adviser who 

will have access (or could acquire access) to client assets to determine whether it would 

be appropriate for those employees to have such access; [r]equiring the authorization of 

more than one employee before the movement of assets within, and withdrawals or 

transfers from, a client’s account, as well as before changes to account ownership 

information; [l]imiting the number of employees who are permitted to interact with 

custodians with respect to client assets and rotating them on a periodic basis; and [i]f the 

adviser also serves as a qualified custodian for client assets, segregating the duties of its 

advisory personnel from those of custodial personnel to make it difficult for any one 

person to misuse client assets without being detected.8 

 

In addition to policies related to safeguarding assets, a compliance program should 

address, as applicable:  

 

…[p]ortfolio management processes, including allocation of investment 

opportunities among clients and consistency of portfolios with clients’ investment 

objectives, disclosures by the adviser, and applicable regulatory restrictions; 

[t]rading practices, including procedures by which the adviser satisfies its best 

execution obligation, uses client brokerage to obtain research and other services 

(“soft dollar arrangements”), and allocates aggregated trades among clients; 

[p]roprietary trading of the adviser and personal trading activities of [employees 

and officers]; [t]he accuracy of disclosures made to investors, clients, and 

regulators, including account statements and advertisements; … [t]he accurate 

creation of required records and their maintenance in a manner that secures them 

from unauthorized alteration or use and protects them from untimely destruction; 

[m]arketing advisory services, including the use of solicitors; [p]rocesses to value 

client holdings and assess fees based on those valuations; [s]afeguards for the 

                                                                                                                                                             
and Chief Compliance Officer Rules for Swap Dealers, Major Swap Participants, and Futures Commission 

Merchants, 77 Fed. Reg. 20128, 20156 (Apr. 3, 2012). 

7
 See Compliance Programs of Investment Companies and Investment Advisers, SEC Release No. IA-2204, 68 Fed. 

Reg. 74714 (Dec. 24, 2003) (“Compliance Release”). 

8
 Custody of Funds or Securities of Clients by Investment Advisers, Final Rule, Release No. IA-2968, 75 Fed. Reg. 

1456, 1467 (Jan. 11, 2010) (“2009 Custody Rule Amendments”). 
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privacy protection of clients records and information; and [b]usiness continuity 

plans.9 

 

Advisers are expected to monitor and conduct testing of the effectiveness of their compliance 

programs.  In addition, advisers must adopt written codes of ethics, which must set forth 

standards of conduct expected of advisory personnel to reflect the advisers’ fiduciary obligations 

and to address conflicts that arise from personal trading by advisory personnel.  To comply with 

these rules, investment advisers must demonstrate a robust control environment. 

 

Custody Rule 

 

Adviser regulations layer numerous special protections to address risks posed by access 

to client assets.  Investment advisers are required to comply with Advisers Act Rule 206(4)-2 

(the “Custody Rule”), which deems an adviser to have custody of client assets when it holds 

“directly or indirectly, client funds or securities or [has] any authority to obtain possession of 

them.”10  In addition, an adviser is deemed to have custody of assets where it or a related person 

acts in any capacity that gives it legal ownership of, or access to, client funds or securities, such 

as the general partner of a limited partnership or the managing member of a limited liability 

company, or if a related person directly or indirectly holds the client assets.11  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.12   

 

Advisers are subject to restrictions on holding client assets, which are designed to provide 

special protections.  An investment adviser with custody of client assets is required to maintain 

those assets with a qualified custodian – that is, a bank, broker-dealer, or futures commission 

merchant (“FCM”) – in a separate account for each client under that client’s name or in accounts 

that contain only clients’ funds or securities, under the investment adviser’s name as agent or 

trustee for the clients.13  An adviser deemed to have custody of client assets is also required to 

have a reasonable basis after “due inquiry” for believing that the qualified custodian sends each 

of its clients (or the client’s independent representative) account statements identifying the 

amount of funds and the amount of each security in the account at the end of the period and 

                                                 
9
 Compliance Release, 68 Fed. Reg. at 74716. 

10
 Advisers Act Rule 206(4)-2(d)(2).   

11
 Id. Previously, investment advisers were determined not to have custody if the general partner of a pooled 

investment vehicle (or similar official) entered into a contract with an independent representative and the vehicle’s 

custodian.  Bennett Management Company, SEC No-Action Letter (Feb. 26, 1990); and PIMS Inc., SEC No-Action 

Letter (Oct. 21, 1991). This requirement was rescinded in 2003 with the adoption of the new Custody Rule.  Custody 

of Funds or Securities of Clients by Investment Advisers, SEC Release No. IA-2176, 68 Fed. Reg. 56692, fn 11 and 

15 (Oct. 1, 2003). 
12

 Advisers Act Rule 206(4)-2(d)(7). 

13
 Advisers Act Rule 206(4)-2(a). 
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setting forth all transactions in the account during that period, on at least a quarterly basis.  Such 

advisers must also undergo an annual surprise examination by an independent public accountant 

to verify client assets, unless an exception applies.14  Advisers must also disclose to clients the 

importance of comparing advisory account statements with statements from the client’s 

custodian. 

 

If an investment adviser or a related person maintains client assets as a qualified 

custodian, the accountant conducting the surprise examination must be registered with, and 

subject to inspection by, the Public Company Accounting Oversight Board (“PCAOB”).15  The 

accountant must file a certificate on Form ADV-E with the SEC within 120 days of the time 

chosen by the accountant for the exam, stating that it has examined the funds and securities and 

describing the nature and extent of the examination.  Upon the finding of any material 

discrepancy during the course of the examination, the accountant is required to notify the SEC 

within one business day.16  Further, if the accountant is terminated for any reason, it must notify 

the SEC within four business days.  Investment advisers to pooled investment vehicles are not 

required to have a surprise audit or have the custodian send account statements if an accounting 

firm that is PCAOB-registered and inspected audits the pool and delivers the audited financials 

to investors annually.   

 

In addition, investment advisers are required to obtain an annual report of the custodian’s 

internal controls relating to the custody of those assets from a PCAOB-registered independent 

public accountant, unless client assets are maintained with an independent custodian.17  Among 

other items in the internal control report, the accountant must opine on whether the custodian’s 

internal controls are suitably designed and are operating effectively.18  The accountant also must 

verify that client assets are reconciled to a custodian other than the adviser or its related person.19 

 

                                                 
14

 The SEC has provided guidance that, during the surprise examination, an accountant should obtain from the 

investment adviser records that detail client funds and securities of which the adviser has custody and the identity of 

the qualified custodians.  Commission Guidance Regarding Independent Public Accountant Engagements 

Performed Pursuant to Rule 206(4)-2 Under the Investment Advisers Act of 1940, SEC Release No. IA-2969, 75 

Fed. Reg. 1492, 1493 (Jan. 11, 2010) (“SEC Audit Guidance”). 

15
 The SEC has determined that registration with, and oversight by, the PCAOB is an important check on the quality 

of the accountants.  2009 Custody Rule Amendments, 75 Fed. Reg. at 1460. 

16
 SEC Audit Guidance, 75 Fed. Reg. at 1493. 

17
 SEC Rule 206(4)-2(a)(6).  The internal control report’s objective is “to obtain reasonable assurance that the 

qualified custodian’s controls have been placed in operation as of a specific date, and are suitably designed and are 

operating effectively to meet control objectives related to custody of funds and securities during the period 

specified.”  SEC Audit Guidance, 75 Fed. Reg. at 1493. 

18
 2009 Custody Rule Amendments, 75 Fed. Reg. at 1463 and 1484. 

19
 2009 Custody Rule Amendments, 75 Fed. Reg. at 1463. 
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Form ADV 

 

Investment advisers are required to register and provide disclosures on Form ADV, and 

update the form annually and more frequently upon changes to certain disclosures.  The Form 

ADV contains detailed information about an investment adviser’s operations, including its 

financial condition and disciplinary history.  Part 1 and Part 2A of Form ADV are publicly 

available online on the Investment Adviser Public Disclosure website.20  Part 1A of Form ADV, 

among other items, requires the investment adviser to identify each custodian used for private 

funds.  Item 7 of Part 1A requires an adviser to report all related persons who are broker-dealers 

and to identify those that serve as qualified custodians with respect to client assets.  Item 9 of 

Part 1A requires an adviser with custody, including one deemed to have custody through its 

related persons, to report the amount of client assets and the number of clients for whom the 

adviser has custody, unless the adviser has custody solely due to fee deduction.  Advisers must 

also disclose whether they have had a surprise examination or an annual audit, or have obtained 

an internal control report.  Changes as to whether an adviser or any of its related persons have 

custody of client assets must be updated promptly on the IARD website.   

 

Pursuant to Item 11 of Part 1A, an adviser is required to make disclosures about its 

disciplinary history, and any changes to this information must be updated promptly on the IARD 

website.  Schedule D includes additional items that require an adviser to identify the accountants 

that perform its or its funds’ audits, surprise examinations and internal control reports, as well as 

list any related persons that serve as qualified custodians.  Item 9 of Part 2A also requires 

disclosure of disciplinary information about the adviser and its management persons including, 

among other items, whether the adviser and its management persons have been convicted of, or 

are the subject of a criminal proceeding involving, fraud, bribery, perjury, forgery or extortion.  

An adviser is required to promptly inform its clients and update its disclosures on the IARD 

website upon the occurrence of any changes to disciplinary disclosures.  In addition, Item 18 of 

Part 2A requires an adviser to make disclosures regarding its financial condition under certain 

circumstances.21  If any of the disclosures in Item 18 become materially inaccurate, the adviser is 

required to update promptly the disclosures on the IARD website.  These Form ADV disclosures 

provide both clients and the SEC with critical information that enables appropriate and ongoing 

oversight of advisory activities. 

 

                                                 
20

  Note that while an adviser files its Form ADV on the Investment Adviser Registration Depository (“IARD”) 

website, the information is publicly accessible on the Investment Adviser Public Database, available at: 

http://www.adviserinfo.sec.gov/IAPD/Content/Search/iapd_Search.aspx. 

21
 Item 18 of Form ADV Part 2A requires that an adviser: (i) provide a balance sheet of the adviser’s most recent 

fiscal year if the adviser requires payment of at least $1,200 in fees from a client at least 6 months in advance; (ii) 

disclose any financial condition that is reasonably likely to impair the adviser’s ability to meet contractual 

commitments to clients if the adviser has discretionary authority or custody of client assets or requires payment of at 

least $1,200 in fees from a client at least 6 months in advance; and (iii) if the adviser was the subject of a bankruptcy 

petition in the prior 10 years, disclose the current status of  such petition. 

http://www.adviserinfo.sec.gov/IAPD/Content/Search/iapd_Search.aspx
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We believe that, taken as a whole, these various requirements provide strong protections 

against risks of the kind that the NFA seeks to address in its release.  Advisers are required to, 

and do, expend significant efforts on designing and maintaining appropriate compliance 

programs, including in the area of client asset protection – a requirement that is reinforced and 

monitored through SEC (and NFA) staff examinations and enforcement and public and private 

disclosure of information through regulatory reporting on various disclosure forms, as discussed 

further below.  Accordingly, when considering a capital requirement and other customer 

protection measures, we urge the NFA to recognize the extent to which clients of SEC-registered 

investment advisers are already covered by fiduciary standards, the compliance program 

requirements, special protections under the Custody Rule, and disclosures on Form ADV.   

 

II.  New Regulatory Requirements Provide Additional Protections 

 

 In addition to the existing robust Advisers Act regulatory framework, advisers are subject 

to new reporting requirements.  These new reporting requirements include SEC Form PF and 

CFTC Forms CPO-PQR and CTA-PR, as well as enhanced reporting requirements under NFA 

rules.22  These new reports will provide the NFA and other regulators with direct and 

unprecedented access to information regarding the operations and finances of CPOs and CTAs.23   

The NFA and CFTC have also adopted enhancements to the procedures for safeguarding funds 

related to commodity interest trading by all customers.24  Before creating new regulatory 

                                                 
22

 CFTC Regulation 4.27 and NFA Compliance Rule 2-46. 

23
 As noted on page 1 of the Annual Staff Report Relating to the Use of Data Collected from Private Fund Systemic 

Risk Reports (Staff of the Division of Investment Management, SEC, Jul. 25, 2013): 

[SEC] staff has begun to assess the quality of the data collected — including evaluating the 

consistency of filer responses and differences in approaches or assumptions made by filers — and 

has used the data on occasion to obtain information regarding a specific or small number of private 

funds.  In addition, a number of uses of the information have already been identified across 

various [SEC] Divisions and Offices.  In particular, the Division of Economic and Risk Analysis 

has successfully incorporated Form PF data into its proprietary analytical tool; the Division of 

Investment Management’s Risk and Examinations Office is working to develop analytics using 

Form PF information that will allow it to monitor the risk-taking activities of investment advisers 

to private funds; and the Office of Compliance Inspections and Examinations anticipates using the 

information collected on Form PF in conducting pre-examination due diligence and in risk 

identification.   

We also understand that NFA staff is using data in Forms CPO-PQR, CTA-PR, NFA-PQR, and NFA-PR in 

determining which registrants to examine.  

24
 Enhancing Protections Afforded Customers and Customer Funds Held by Futures Commission Merchants and 

Derivatives Clearing Organizations, CFTC, 78 Fed. Reg. 68506 (Nov. 14, 2013); New Notification and Report 

Filing Requirements Required under CFTC Final Rule on Enhancing Customer Protections Afforded Customers 

and Customer Funds Held by FCMs and DCOs, NFA Notice to Members I-13-46 (Dec. 31, 2013); Amendments to 

NFA Financial Requirements Section 4, Use of Technology to Monitor FCM Segregation Compliance (effective 

Feb. 15, 2013); and Amendment to NFA Financial Requirements Section 4 and Adoption of NFA Financial 

Requirements Section 16 and its Related Interpretive Notice Regarding FCM Financial Practices and Excess 

Segregated Funds/Secured Amount Disbursements (effective Sept. 1, 2012).  The NFA has also adopted and 
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requirements, these current requirements should be fully implemented and evaluated.  At that 

point, the NFA can more appropriately assess whether there is a gap in data or protections that 

should be addressed in a targeted fashion by additional regulation. 

 

 We discuss below the specific measures raised by the Notices to Members. 

   

III. CPO/CTA Capital Requirements 

 

A.  Capital Requirements for Advisers Would Not Add to Customer Protection and 

Are Not Necessary for Investment Advisers 

 

1. The Characteristics of Investment Advisers’ Business and Operations Make 

Capital Requirements Unsuitable 

 

 Basic features of investment advisers and their business and regulatory structures 

contradict the suggestion that capital requirements might be an appropriate customer protection 

tool with respect to investment advisers.  These features include the absolute separation between 

an investment adviser’s assets and liabilities and the assets and liabilities of the pool or account it 

manages, the absence of any legal obligation for an investment adviser to back-stop investor 

losses or guarantee investment performance, and the impact of existing regulations that prohibit 

investment advisers from commingling client assets with proprietary assets in the investment 

adviser’s name or using the assets of one client to meet the obligations of another client of the 

investment adviser.  In addition, advisers, unlike other types of financial firms such as banks and 

certain types of broker–dealers, generally do not act as principals in their dealings with clients; 

instead, advisers function only as fiduciary agents, without balance sheet exposure by or to 

clients.  Because fund investment vehicles (such as limited partnerships, limited liability 

companies, and offshore companies) offer investors limited liability, the investment adviser’s 

creditors do not have recourse to investor assets.  Similarly, creditors of an adviser do not have 

recourse to separate account assets.  Thus, investor assets are typically not at risk if an adviser 

encounters financial difficulties and therefore capital requirements would not provide greater 

protection for customer funds. 

 

In light of the unique characteristics of investment advisers, Congress, the SEC and the 

CFTC have not imposed capital requirements on investment advisers, CPOs, or CTAs.  In the 

almost 40-year history of CPO/CTA regulation under the CEA,25 Congress has reconsidered the 

                                                                                                                                                             
submitted for CFTC approval amendments to the NFA’s financial requirements, which would provide online access 

to FCM customer segregated/secured amount bank account information.  Amendments to NFA Financial 

Requirements Section 4 To Provide On-Line View-Only Access to FCM Customer Segregated/Secured Amount Bank 

Account Information (Aug. 21, 2012). 

25
 The CFTC has never formally proposed minimum capital requirements for CPOs or CTAs.  When the CFTC first 

proposed regulations of CPOs and CTAs, it requested comment upon whether there should be a minimum net worth 

requirement for CPOs, which had been recommended by the CFTC’s Advisory Committee on Commodity Futures 

Trading Professionals.  Commodity Pool Operators:  Proposed Comprehensive Scheme for Regulation, 42 Fed. Reg. 
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CEA as part of the process of reauthorizing the CFTC roughly every four or five years (the latest 

cycle is currently underway) and has never seriously considered authorizing the CFTC to adopt 

minimum capital requirements as a prerequisite for registration as a CPO or CTA.26  We believe 

that it would be an anomalous result for the NFA to impose capital requirements on CPOs and 

CTAs (and therefore on investment advisers) considering that none of Congress, the SEC or the 

CFTC have done so.27 

 

While capital requirements may be appropriate for a bank or a broker-dealer, they are not 

appropriate for an investment adviser.  Banks and broker-dealers, which often act as principals, 

not agents, in their dealings with customers, are subject to significantly different business risks 

than a registered investment adviser.  Capital requirements for banks protect against depositors 

losing the value of their deposits and incentivize banks to operate prudently.  Capital 

requirements for broker-dealers help to manage the orderly liquidation of a broker-dealer and the 

transfer of customer assets to another broker-dealer.  In contrast, investment advisers do not 

accept deposits, hold client assets, or clear or settle trades.  Therefore, capital requirements for 

investment advisers, which are subject to fiduciary duties and generally act only in the capacity 

of agent on behalf of their clients, would not protect against investment losses experienced by 

clients.  Clients already easily and frequently move their assets between investment advisers.   

 

Further, while introducing brokers are subject to capital requirements, introducing 

brokers and investment advisers are not analogous businesses given the differences in their 

operations and their industries.  Introducing brokers are typically small operations that satisfy 

their net capital requirements through guarantee arrangements with FCMs.  Introducing brokers 

enter into guarantee arrangements because of the expense associated with complying with net 

capital requirements.  After an introducing broker enters into a guarantee arrangement with an 

FCM, it is restricted to introducing accounts only to its guarantor FCM.  Investment advisers are 

                                                                                                                                                             
9266 (Feb. 15, 1977).  After reviewing the comments on that concept, which were generally opposed, the CFTC 

decided not to adopt financial standards for CPOs.  Commodity Pool Operators and Commodity Trading Advisors; 

Final Rules, 44 Fed. Reg. 1918 (Jan. 8, 1979).  The CFTC never raised the issue of minimum capital requirements 

for CTAs, against which the Advisory Committee had recommended.   

26
 The requirements pertaining to the registration of CPOs and CTAs are set forth in CEA Section 4n (7 U.S.C. §6n), 

which was added to the CEA when the CFTC was created in 1974.  The Commodity Futures Trading Commission 

Act of 1974, Pub. L. 93-463, 88 Stat. 1389 (Oct. 23, 1974), §205.  That provision has not been substantively 

amended since, and the last time there was even a conforming amendment, it was a part of the Futures Trading Act 

of 1982.  That Act represented a major overhaul of the CEA, including the creation of the introducing broker 

registration category and the mandate that registrants in that category must meet minimum financial requirements, 

yet no such requirements were authorized for CPOs or CTAs.  Futures Trading Act of 1982, Pub. L. 97-444, 96 Stat. 

2294 (Jan. 11, 1983), §§ 208, 213.  

27
 The CFTC and the NFA have had a long history of dealing with dually registered firms that are both securities 

broker-dealers (“BDs”) regulated by the SEC and futures commission merchants (“FCMs”) regulated by the CFTC.  

Such firms have long been subject to minimum capital requirements because they handle customer funds, and the 

CFTC and SEC have endeavored over the years to harmonize the minimum capital requirements for BDs and FCMs 

to the extent practicable to avoid duplicative or conflicting requirements.   
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typically larger operations than introducing brokers, and use multiple FCMs.  Given the typical 

firm size and type of activities engaged in by advisers, FCMs are unlikely to be willing to enter 

into guarantee arrangements with advisers.  Further, investment advisers and introducing brokers 

are subject to different regulatory requirements.  Congress mandated net capital requirements for 

introducing brokers, but has not enacted these requirements for investment advisers.  Investment 

advisers are already subject to extensive regulatory requirements, as discussed in this letter, 

which address the CFTC’s net capital concerns.  Introducing brokers are not subject to these 

requirements, even if they have discretionary authority over a limited percentage of accounts, but 

are instead subject to capital requirements. 

 

2. Investment Advisers are Subject to Regulatory Requirements that Provide for 

Client Protection 

 

 The NFA also posits that capital requirements would ensure that CPOs and CTAs “have 

sufficient assets to operate as a going concern.”  As noted above, the failure of an adviser should 

not put its clients’ assets at risk, as the clients’ funds are required to be maintained separately 

from the assets of the adviser.  In addition, investment advisers are required to make disclosures 

regarding their financial condition annually on their Form ADVs, thus providing clients with a 

“warning bell” in advance of an adviser failure.28  Item 18 of Form ADV requires an adviser to 

disclose any financial condition that would be reasonably likely to impair its ability to meet 

contractual commitments to provide services to clients.  This item also requires any adviser to 

disclose if it has been subject to a bankruptcy petition in the prior 10 years and provide the 

current status of the bankruptcy petition.  Further, as discussed above, an adviser has a duty to 

self-report material financial difficulties during the year in its Form ADV Part 2A, which is 

available on the IARD website.  In determining which firms must respond to Item 18, the SEC 

has made a policy judgment that there are three situations where the “going concern” viability of 

an adviser is material: (i) when the adviser collects client fees over $1,200 in advance; (ii) when 

the adviser has discretionary authority over client assets; or (iii) if an adviser has custody of 

client assets.  For these situations, the SEC has determined that disclosure is the appropriate 

regulatory tool.  A CPO or a CTA does not present materially different “going concern” issues 

than an adviser to separate accounts, private funds or investment companies (“RICs”) registered 

under the Investment Company Act of 1940 (the “Investment Company Act”); accordingly, we 

recommend that the NFA should carefully consider the SEC’s policy judgment that the 

appropriate regulatory response is disclosure.   

 

Investment advisers are currently subject to many other regulatory requirements that also 

provide for client protection, thus obviating the necessity for capital requirements.  CPOs, 

investment advisers, and RICs generally cannot have actual custody of client assets, and CPOs 

and CTAs are generally prohibited from holding client assets in their own name.  Rather, client 

assets must generally be held by a broker, a bank, or an FCM.  Further, CPOs are prohibited 

                                                 
28

 See Item 18(B) of Form ADV, Part 2A. 
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from commingling the property of any of their pools with the property of any other person, and 

an investment adviser is prohibited from commingling proprietary funds and customer funds.     

 

 In addition to regulatory requirements, insurance coverage provides additional protection 

to clients.  Most investment advisers have both Errors & Omissions (“E&O”) insurance, which 

provides coverage in the event that a client holds an adviser responsible for a service that the 

adviser provided, or failed to provide, and Directors and Officers (“D&O”) insurance, which 

covers indemnification expenses associated with legal actions brought for alleged wrongful acts 

of the directors and officers of an adviser.  Also, many advisers have bonds that are designed to 

protect investors covered by ERISA, such as corporate pension and retirement plans, from 

fraudulent or dishonest acts of the fiduciary (i.e., the adviser) who handles the plan assets.  

Advisers to RICs are required to have fidelity bonds, which bond assets against larceny and 

embezzlement.29  The purpose of a fidelity bond or an ERISA bond is to maintain the integrity of 

a RIC or a pension plan, respectively, and protect the assets of the RIC or pension plan against 

losses caused by persons at an adviser with access to those assets. 

 

Finally, it is important to note that capital requirements would not appear to address the 

concerns raised by the NFA in any meaningful way.  Imposing capital requirements would not 

prevent theft of investor assets, nor prevent “bad actors” from simply violating the capital 

requirements, in addition to other applicable laws.  Capital requirements also run the risk that 

they could cause patently dishonest firms to misappropriate client assets to meet capital 

requirements or simply to provide false records to the NFA.  For example, one of the MRAs 

involved an introducing broker that falsified its records in an attempt to assure the NFA that it 

was meeting capital requirements.30  At the same time, for NFA-regulated firms in general, and 

in particular the subset of such firms that are already well-regulated as registered investment 

advisers, the rules would impose increased costs, with no clear corresponding benefit. 

  

 B.  Capital Requirements Would Have Adverse Business Implications for Investment 

Advisers 

 

Creating a new regulatory structure for the maintenance of capital by CPOs and CTAs 

would be an extensive undertaking.  Implementation of the net capital rule has been a 

challenging and costly endeavor by both the regulators and regulated firms (broker-dealers, 

FCMs and introducing brokers).  Such regulations are complicated and encompass many 

variables, such as, among others, the amount of capital that would be required, the types of assets 

that would satisfy the capital requirements, whether certain assets would be valued at market 

value or would be subject to haircuts, where the capital would be held, and the type and 

frequency of required reports.  Capital requirements would also necessitate harmonization with 

                                                 
29

 Section 17(g) of the Investment Company Act and Rule 17g-1 thereunder. 

30
 Notice of Member Responsibility Action Under NFA Compliance Rule 3-15, NFA Case No. 11-MRA-005 (Aug. 

18, 2011). 
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other regulations to which advisers are subject.  Compliance costs would likely be significant, 

and some of these additional costs may be passed on to pool investors and other clients.  Costs 

associated with capital requirements on CPOs and CTAs could be a barrier to entry to new firms, 

which could marginally decrease competition among advisers and have particular impact on 

smaller firms, to the possible detriment of clients.  Given the expense and potential impact on 

pool investors and other clients, these requirements should only be imposed to address a problem 

for which there is no alternative solution.  

 

In addition, there could be tax implications for the owners of investment advisers, CPOs 

and CTAs that are taxed as partnerships, because holding cash or other assets to satisfy capital 

requirements (in lieu of making distributions to the owners) may create phantom income issues 

(in which owners are taxed on nominal income which they have not received in cash).  When a 

firm is taxed as a partnership, the owners may be taxed on all income that the partnership earns 

each year, even if that income is not distributed to the owners because the entity must maintain 

assets to satisfy capital requirements.  This could be particularly disadvantageous to NFA 

member firms that are stand-alone entities and are not part of a large financial services firm.  

  

IV. Other Customer Protection Measures 

 

The current SEC regulatory regime for investment advisers fully addresses the NFA’s 

concern regarding improper use of pool funds by CPOs.  As discussed in Part I of this letter, 

investment advisers are required to adopt a compliance program and, if they have custody of 

client assets, are subject to the Custody Rule.  In addition, because of institutional investor 

demand, many private funds provide their investors with financial statements audited in 

accordance with generally accepted accounting principles (“GAAP”) by a reputable accounting 

firm and use third-party administrators. 

 

We support the NFA’s review of its regulatory requirements in light of recent MRAs.  

However, the MRAs involved behavior that was very egregious and most involved outright fraud 

by small firms.  Given the blatant disregard for applicable regulatory requirements exhibited by 

the individuals and firms subject to the MRAs, the proposed customer protection measures 

would likely not have prevented the bad behavior that caused the NFA to bring the MRAs.  As a 

result, the measures under consideration are not likely to be particularly effective in addressing 

the NFA’s concerns regarding the protection of customer funds and would instead impose 

significant costs on investment advisers and RICs, which may be passed on to pool investors.31 

                                                 
31

 We note that some of our members serve as CPOs and CTAs to registered funds.  We therefore support the letter 

submitted by the Investment Company Institute.  See Letter from Dorothy M. Donohue, Acting General Counsel, 

Investment Company Institute, to Ms. Mary McHenry, Associate Director, Compliance, National Futures 

Association, dated April 11, 2014. 
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Independent Third-Party Authorization for Disbursement of Pool Funds 

 

The Custody Rule and market practice of investment advisers should address the NFA’s 

concerns behind the recommendation that an independent third party review and authorize a 

CPO’s disbursement of any pool funds.  As discussed, pursuant to the Custody Rule, if an 

investment adviser has custody of client assets, it must either be subject to a surprise examination 

by an independent public accountant or provide an annual audit consistent with GAAP from a 

PCAOB-registered and inspected firm to investors.  These audited fund financial statements 

must then be distributed to fund investors.  Such an accounting firm serves as an independent 

third party to verify client assets and to protect against their misappropriation.  As part of the 

audit/surprise examination process, the accounting firm verifies client assets and makes sure that 

expenses and other payments are supported.32  As in previous years, the safety of assets and 

custody was listed as one of the core examination priorities that the SEC staff will focus on in 

2014.  In addition, the SEC conducts examinations of custodians and transfer agents, which 

provide additional safeguards of client funds and securities.  To verify assets, SEC guidance 

states that accountants should obtain records that detail the client assets and identify the qualified 

custodians.  The SEC also has provided guidance that the accountants should perform a 

comprehensive review on sample client accounts, which includes reviewing the “purchases, 

sales, contributions, withdrawals and any other debits or credits” to such accounts, and confirm 

the records with the custodian, since the time of the prior examination.33  After conducting the 

surprise examination, the independent public accountant must file a certificate on Form ADV-E 

with the SEC stating that it has examined the funds and securities and describing the nature and 

extent of the examination. 

 

Further, all CPOs must provide investors with audited financial statements.34  In addition 

to the verification requirements set forth in the Custody Rule, all advisers with custody within 

the meaning of the Custody Rule must also use qualified custodians to hold pool assets and many 

advisers also use administrators and transfer agents for their pooled vehicles.  Accordingly, third 

parties are already involved in the disbursement process. 

 

In addition, the insertion of third parties into the process may present new concerns.  For 

example, third parties, which likely are not subject to fiduciary duties and may not be bound by 

SEC regulations or NFA oversight, may lack the expertise to adequately judge the 

reasonableness of disbursements of pool funds.  Also, third parties may be reluctant to take 

responsibility for approving the disbursement decisions of a CPO, and would likely demand 

indemnification protections, diligence, and certifications from the CPO, as well as charge fees 

                                                 
32

 SEC Audit Guidance, 75 Fed. Reg. at 1493. 

33
 Id. 

34
 CFTC Regulation 4.22 and 4.7(b).  While Regulation 4.7(b) exempts a CPO from the requirements in Regulation 

4.22(c), the CPO would still need to provide investors with audited financial statements pursuant to Regulation 

4.22(d). 
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commensurate with the risk.  Moreover, clients may be uncomfortable with a third party’s 

involvement without conducting its own diligence. 

 

Given the need for advisers to act quickly (for example, to satisfy margin calls) and the 

frequency of disbursements, additional requirements for third-party review and approval could 

lead to delays, defaults, and inefficiencies in the settlement and margining processes.  These 

requirements would also likely increase operating costs significantly, which would ultimately be 

borne by pool participants and would likely have a disproportionate and significant impact on 

retail investors.  Third-party authorization might be particularly difficult for CPOs of mutual 

funds, which offer daily net asset value (“NAV”) and process subscriptions and redemptions on 

an ongoing basis. 

 

Verification of Net Asset Value and Account Statements 

 

The NFA requests comment on whether a third party should prepare or verify account 

statements, including statements concerning the value of the pool.  As discussed above, current 

regulation and market practice are already in place to ensure that the NAV calculations and 

account statements of investment advisers are in effect subject to third party verification.   For 

example, advisers to RICs send investors annual audited financial statements.  Further, as noted 

above, registered CPOs are required to send audited financial statements to pool participants 

under CFTC Regulations 4.7(b) and 4.22(c).  In addition, SEC advisers with custody of client 

assets are required under the Custody Rule either to have a surprise examination (and have the 

custodian send the client directly quarterly account statements) or deliver audited financial 

statements to fund participants.  In connection with these audits and surprise examinations, the 

audit firm reconciles client assets and, as part of the audit process, the audit firm reviews the 

valuation of assets.  Because of investor demand, many investment advisers already use 

independent administrators to calculate the NAV of their private funds (or at least reaffirm the 

calculation) and reconcile custodial statements.  Advisers also often rely on independent pricing 

services.   Further, ISDA counterparties also may be involved in valuing assets.  Thus, there is 

substantial third party involvement in account statements prepared for clients. 

  

Performance Results 

 

Additional requirements to verify performance results are not necessary for investment 

advisers.  If a fund is audited under GAAP, then there already is a process in place to verify the 

fund’s year-end performance results as the auditing firm reviews a fund’s NAV.  Further, the 

NFA now has other sources of data to determine if performance is aberrational, e.g., Form PF, 

Form CPO-PQR and Form NFA-PQR. 

 

SEC-registered investment advisers are subject to detailed disclosure requirements 

regarding performance.35  They are required to implement policies and procedures designed to 

                                                 
35

 See, e.g., Clover Capital Mgmt, Inc., SEC No-Action Letter (Oct. 28, 1986). 
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ensure the accuracy and fairness of performance information.  In addition, SEC-registered 

investment advisers are required to maintain full documentation of their performance 

calculations and supporting records.  The SEC has also focused on ensuring oversight of the 

preparation of performance information and its presentation.  The SEC inspection and 

enforcement divisions have made performance results a high priority focus area.  For example, 

the SEC has implemented an Aberrational Performance Inquiry initiative to combat hedge fund 

fraud by identifying abnormal investment performance. 36 

 

Additional third party verification requirements would likely be costly, and given current 

regulations, an unnecessary expense for investment advisers (and their pool participants and 

other clients).  Notably, the third party verification would not have addressed, and likely would 

not have prevented, the conduct exhibited in most of the MRAs in the past three years.37  In 

addition, the CPO and CTA Disclosure Documents contain performance information, which 

NFA staff already reviews annually. 

 

Verification of Pool Assets 

 

The NFA has requested comment on whether it should require CPOs to report fund 

balances daily to the NFA.  Daily or other reporting of account balances of pool assets is not 

needed and would be difficult to implement.  If an investment adviser has custody, client assets 

are already verified pursuant to the Custody Rule, either through a surprise examination or as 

part of a GAAP audit.  Auditors are required to verify assets by, among other methods, 

confirmation with the issuer of a security or with the counterparty to a derivative, confirmation 

of settled transactions with a broker-dealer or counterparty, physical inspection of a security or 

derivative contract, reading executed partnership or similar agreements, inspecting underlying 

agreements, and other forms of supporting documents.38  

 

                                                 
36

 Under the initiative, the SEC Enforcement Division’s Asset Management Unit uses proprietary risk analytics to 

evaluate hedge fund returns.  Performance that appears inconsistent with a fund’s investment strategy or other 

benchmarks forms a basis for further scrutiny.  See SEC Charges Multiple Hedge Fund Managers with Fraud in 

Inquiry Targeting Suspicious Investment Returns, SEC. Rel. No. 2011-252 (Dec. 1, 2011), available at 

http://www.sec.gov/news/press/2011/2011-252.htm.  

37
 In addition, the Global Investment Performance Standards (“GIPS”) provide a stringent set of standards by which 

many large institutional asset managers show performance results to clients.  GIPS Guidance Statement on 

Verification, effective Jan. 1, 2011.  Third party verification is recommended, though not required, under GIPS.  

However, GIPS compliant firms must disclose whether the performance results are verified and whether a particular 

composite has been the subject of a performance examination. GIPS Standard 4.A.1.  In the examination process, 

the SEC will often verify if advertisements are complying with GIPS if GIPS-compliant representations are made.  

If the NFA does proceed with adopting verification requirements, the rules should be harmonized such that there 

would be an exemption from the verification of performance results for NFA-member firms whose performance 

results are in fact verified as permitted by GIPS. 

 
38

 Privately Offered Securities under the Investment Advisers Act Custody Rule, Guidance Update, Division of 

Investment Management, SEC No. 2013-04, 3 (Aug. 2013).  

http://www.sec.gov/news/press/2011/2011-252.htm
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Further, robust reporting on Form CPO-PQR and NFA Form PQR provide additional 

information through which the NFA can assess the status of pool assets on a quarterly basis.  The 

NFA should endeavor to digest and analyze all of the information to which it currently has 

access before deciding whether it needs to gather additional information. 

 

Developing a system for the NFA to obtain balances from entities holding pool assets 

would be challenging.  For example, if a pool trades more than exchange-traded futures, options 

and securities, the information necessary to obtain balances may not be obtainable through prime 

broker and other feeds (e.g., uncertified securities, swaps and private placements).  Given the 

wide range of types of funds, strategies, and holdings used by CPOs and CTAs, it would be more 

effective for the NFA to focus its efforts on fully considering the information currently available 

to it rather than develop and implement a new daily data feed system. 

 

Inactive Members 

 

We note that as a result of the rescission of CFTC Regulation 4.13(a)(4) and the changes 

to CFTC Regulation 4.5, many firms have registered as CPOs because they are uncertain as to 

whether they will continue to meet the de minimis tests in CFTC Regulations 4.5 and 4.13(a)(3) 

as the margin requirements for swaps may increase in the future.  The fact that the CFTC has not 

finalized guidance regarding treatment of fund-of-funds circumstances adds to the uncertainty.39  

If the NFA adopts any requirements regarding the deregistration of inactive members, there 

should be a mechanism for an inactive member to justify its inactive status, which the NFA 

could verify in quarterly reports. In addition, the NFA should provide at least a one-year grace 

period for CPOs and CTAs to comply in order to ensure that persons do not have to register and 

deregister and then reregister as business changes or if a particular client account is opened or 

closed.  In addition, a grace period would allow firms to determine if their registration is 

necessary given current regulatory uncertainty. 

 

*       *       *       *       * 

 

The IAA appreciates the NFA’s consideration of this letter.  We look forward to working 

with you on these important issues.  If you have questions or require further information, please 

contact the undersigned at (202) 293-4222. 

  

Sincerely, 

 

 
 

Karen L. Barr 

General Counsel 

                                                 
39

 See CFTC Letter No. 12-38 (Nov. 29, 2012).  


