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ICAA
February 14, 2001
Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W., Mailstop 6-9
Washington, D.C. 20549
Re: Exemption for the Acquisition of Securities During the Existence of an
Underwriting or Selling Syndicate, Release No. IC-24775; File No. S7-20-00
Dear Mr. Katz:
The Investment Counsel Association of America appreciates the opportunity to
submit comments related to the Commission’s proposed revisions to Rule 10f-3 under the
Investment Company Act of 1940. 1 Rule 10f-3 provides relief under certain
circumstances from the Investment Company Act’s prohibition on mutual fund purchases
of securities during an offering if the fund has certain affiliated relationships with a
participating principal underwriter. The Commission’s proposed amendments to Rule
10f-3 would expand the exemption provided by the rule to permit a fund to purchase
government securities in a syndicated offering. The proposal also would modify the
rule’s percentage limit on purchases to cover not only purchases by a fund but also other
accounts advised by the fund’s investment adviser.
We take this opportunity to comment on the effect of Rule 10f-3 and the proposed
amendments on independent subadvisers to mutual funds, in support of the arguments
made by the Investment Company Institute in Section D of its comment letter dated
February 14, 2001, titled Transactions Involving Subadvisers.
Section 10(f) prohibits a fund from purchasing a security in an offering where a
principal underwriter of the offering is also an investment adviser of the fund or an
affiliate of that adviser. For these purposes, the definition of “investment adviser”
includes any subadviser to the fund. 2 Thus, a subadviser to a fund that is affiliated
directly or indirectly with an underwriter may be limited in its ability to purchase
1
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securities for that fund, for other non-related funds it advises, and, under the current
proposal, for separate non- fund accounts it advises. The following hypothetical
exemplifies the broad reach of Rule 10f-3. Assume that independent Subadviser A,
unaffiliated with any underwriter, has a contract to manage all or a part of the assets of
Mutual Fund A. Mutual Fund A is part of a fund complex tha t includes Mutual Fund B,
which is advised in whole or in part by Subadviser B, an investment adviser that is
affiliated directly or indirectly with an underwriter. Because of Subadviser B’s
affiliation, Subadviser A would have to concern itself with whether it may purchase
securities in any underwriting - and if so, in what quantity – on behalf of (1) Mutual Fund
A, (2) its other fund clients, Mutual Funds C, D, and E, which are not part of the Mutual
Fund A and B fund complex, and (3) 300 institutional and high net worth clients that
have hired Subadviser A to manage their assets on a discretionary basis. Similar
concerns are presented where Subadviser A manages a portion of the assets of Mutual
Fund A, while Subadviser B manages a wholly separate portio n of Mutual Fund A assets
(multi- manager arrangement).
These results do not appear to be consistent with the purpose of Section 10(f) and
Rule 10f-3. Section 10(f) is intended to prevent “funds and their investors from the
‘dumping’ of unmarketable securities on a fund in order to benefit the fund’s affiliated
underwriter.”3 The fear is that a fund adviser affiliated with an underwriter will have a
financial interest in promoting the offerings in which its affiliated underwriter
participates, including unmarketable offerings. We understand that concern. However,
the assets of investment companies are increasingly managed by a wide variety of
subadvisers. In many cases, a subadviser to a fund has only an independent contractual
relationship to manage all or a portion of the fund’s assets; the affiliation is purely
technical. That subadviser is not part of the interconnected web of control relationships
that would raise questions of pecuniary interest or, in this case, any enterprise interest in
“dumping” securities that this rule is intended to address. The independent subadviser is
vested with sole discretion to purchase and sell securities for the assets it is contractually
obligated to manage.
The financial services industry is undergoing dramatic consolidation, resulting in
increasing control affiliations. The Commission’s proposed amendments to Rule 10f-3
present an excellent opportunity to eliminate the additional complicating factor of
technical, contractual, non-control affiliations. A codified clarification by the
Commission regarding subadvisers would be beneficial both to advisers and to the
Commission. Although prior Commission no-action and exemptive relief may permit
certain transactions by subadvisers under the scenarios discussed above, 4 subadvisers are
nevertheless subject to the uncertainties, burdens, and costs of the application or noaction process. Further, the Commission must bear the time and burden of responding to
numerous subadviser requests for relief.
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Russell Investment Company, SEC Rel. No. IC-24847 (Jan. 30, 2001); Salomon Brothers Inc. (pub. avail.
May 26, 1995).
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For these reasons, we support Section D of the ICI’s comment letter titled
“Transactions Involving Subadvisers” and we urge the Commission to take this
opportunity to clarify the application of Section 10(f) and Rule 10f-3 to independent
subadvisers. Thank you for considering our comments on this important issue. Please do
not hesitate to contact the undersigned if we may provide any additional information.
Sincerely,

KAREN L. BARR
General Counsel
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April 17, 2001
Via U.S. Mail and Electronic Filing
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W., Mailstop 6-9
Washington, D.C. 20549
Re: Electronic Recordkeeping by Investment Companies and Investment
Advisers, Release Nos. IC-24890; IA-1932; File No. S7-06-01
Dear Mr. Katz:
The Investment Counsel Association of America1 appreciates the opportunity to
submit comments regarding the Securities and Exchange Commission’s proposed
electronic recordkeeping rules for investment advisers and investment companies.2 The
proposed amendments would expand the ability of advisers and funds to use electronic
storage media to maintain and preserve records. The ICAA strongly supports the
Commission’s proposal with some suggested modifications.
BACKGROUND
Last year, Congress passed the Electronic Signatures in Global and National
Commerce Act (“ESIGN”) to facilitate the use of electronic records and signatures in
interstate and foreign commerce.3 Section 101(d) of ESIGN provides that regulated
entities can comply with regulatory requirements governing record retention by retaining
electronic records. The legislation authorizes agencies to issue interpretations of their
recordkeeping requirements that are consistent with the provisions of ESIGN.4 Under
this authority, the SEC has issued proposed amendments to Rule 204-2 under the
Advisers Act and Rule 31a-2 under the Investment Company Act to expand the ability of
funds and advisers to maintain records electronically pursuant to certain safeguards.
1

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

2

Electronic Recordkeeping by Investment Companies and Investment Advisers, Release No. IC24890, IA-1932 (March 13, 2001) (ESIGN Release).
3

Electronic Signatures in Global and National Commerce Act, Pub. L. No. 106-229, 114 Stat. 464

(2000).
4

Id., Section 104.

Under these amendments, the SEC will interpret ESIGN as requiring such entities to
comply with Rules 31a-2 and 204-2 when they keep electronic records.
THE PROPOSAL
The proposed amendments would permit – but not require – investment advisers
to create and maintain any required records using any form of electronic or micrographic
media, as long as the adviser:
1. Arranges and indexes the records to permit easy location, access and retrieval of
any specific record.
2. Provides promptly (no more than one business day after the request) any of the
following that an SEC examiner requests:
•
A legible, true and complete copy of the record in the medium or
format in which it is stored;
•
A legible, true and complete printout of the record; and
•
Means to access, search, view, sort, and print the records.
3. Separately stores, for the same time required for preservation of the original
record, a duplicate copy of the record stored by the micrographic or electronic
storage media.
When maintaining records electronically, the adviser would also be required to
establish and implement policies and procedures to reasonably safeguard the records
from loss, alteration, or destruction, to limit access to the records to properly authorized
personnel and the Commission, and to reasonably ensure that any reproduction of an
original record is complete, true and legible when retrieved.
DISCUSSION
Pursuant to current Rule 204-2 under the Investment Advisers Act of 1940,
investment advisers may maintain required records electronically only if the records “are
created by the adviser on electronic media or are received by the adviser solely on
electronic media or by electronic data transmission.”5 On its face, Rule 204-2 does not
permit an adviser to store documents electronically that it receives on paper.
Nevertheless, advisers have been converting paper records to electronic media in reliance
on SEC staff no-action positions.6
The SEC’s proposed amendments to the recordkeeping rules would explicitly
permit advisers to convert records into electronic format and retain them electronically.
The proposed rules would simplify many of the conditions to electronic recordkeeping
discussed in the no-action letters. We applaud and strongly support the Commission’s
expansion of advisers’ ability to maintain and retain records using electronic storage
5

Rule 204-2(g) under the Investment Advisers Act of 1940.
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E.g. Oppenheimer Management Corporation no-action letter (pub. avail. Aug. 28, 1995).
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media.7 This flexibility will enable advisers to store documents more conveniently,
efficiently, and effectively, in terms of both organization and expense. Electronic storage
may also result in greater security of records from loss or destruction than paper storage,
given the nature of the medium and the conditions proposed by the Commission. In
addition, electronic or micrographic storage provides a collateral environmental benefit.
In short, this proposal would significantly enhance the current record retention regime.
We also offer the following specific comments on the proposed rules.
Electronic Recordkeeping Technology
The Commission’s proposal would not require investment advisers and
investment companies to preserve records in a non-rewriteable, non-erasable (WORM)
format. The Commission has requested comment on its analysis of the costs and benefits
of use of the WORM format.8 We concur with the Commission’s cost-benefit
assessment. Most investment advisers would have to make substantial investments in new
technology to preserve documents in a WORM format. Requiring advisers to incur such
costs is not warranted. We are unaware of any significant problems involving advisers
altering records (whether stored electronically or on paper). We also agree that third
parties – many of which are required to use WORM - generally maintain parallel records
that can be used to corroborate the accuracy of adviser records.9 We therefore support
the Commission’s proposal not to require use of WORM where advisers maintain records
electronically.
Means To Access, Search, View, Sort and Print the Records
One of the proposed conditions of maintaining electronic records is a requirement
to provide the SEC examination staff with “means to access, search, view, sort, and print
the records.”10 The Commission’s release states that this requirement replaces the prior
condition of providing facilities for easily readable projection of micrographic storage
media and for producing easily readable enlargements.11 The new proposed condition,
however, would apply to electronic storage as well as micrographic storage. Given
confidentiality and privacy concerns, we are uncomfortable with the notion of providing
SEC examination staff with unlimited access to firm computers, just as firms would not
7

Indeed, we previously suggested that Commission staff consider such amendments. See Letter
from Karen L. Barr, ICAA General Counsel, to Robert E. Plaze, Associate Director, SEC Division of
Investment Management (July 6, 1998) (publicly available at www.icaa.org, under Comments and
Statements).

8

ESIGN Release at p.3.

9

See, e.g., Jennison Associates LLC no-action letter (pub. avail. July 6, 2000) (discussing the
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desire the examination staff to browse through firm file cabinets searching for paper
records.12 We would appreciate clarification regarding the limited nature of this
condition. In addition, we request clarification that this proposed condition for electronic
storage does not implicitly require investment advisers to program special functionality
into existing computer systems.
Time For Providing Records to SEC Examiners
Current Rule 204-2 describes the types of books and records that advisers are
required to maintain. It does not address procedures or timing related to providing such
records to the SEC’s examination staff when maintained and preserved on paper. With
respect to electronic records, the rule requires that advisers “promptly” provide a
computer printout or copy of the computer storage medium. The SEC now proposes to
include a provision that would require advisers who maintain electronic records to
provide those records within one business day after the request. Although we understand
that the SEC in previous no-action letters interpreted “promptly” to mean within 24
hours,13 we do not support a similar provision in Rule 204-2.
One business day is often too short a time in which to produce documents (paper
or electronic). As with paper records, electronic records require time to produce,
particularly in the various iterations requested by the examination staff. Electronic
records, like paper records, are not always maintained in the order in which the examiners
request the documents. It may be necessary to separate what the staff has requested from
the material the staff has not requested within the electronic record. Similarly, it may be
necessary to separate privileged material from non-privileged material. For small
advisers, the services of the firm could be adversely affected - to the detriment of clients as all employees rush to gather materials in one day. In large firms, the sheer volume of
materials requested may make compliance with the one-day rule, applied inflexibly,
literally impossible.
As a matter of practice, firms generally work cooperatively with the SEC
examiners to discuss which documents will be produced immediately or on the first day
and which documents will require additional time. There appears to be no reason to
change this reasonable and appropriate practice that has worked for both investment
advisers and the examination staff for years. We therefore respectfully request that the
Commission amend proposed Rule 204-2(g)(2)(ii) to eliminate the parenthetical “but in
no case more than one business day after the request” for the purposes of this rule
proposal. Such a rule would provide flexibility for the Commission’s examination staff
to interpret the term “promptly” in light of specific facts and circumstances.
12

Similarly, we would appreciate clarification regarding the means of stamping or otherwise
designating electronic records as confidential or FOIA treatment requested, in the context both of
permitting SEC staff access to firm computers, as well as producing a legible, true, and complete electronic
copy of the records for the staff.
13

E.g., Oppenheimer Management Corporation no-action letter (pub. avail. Aug. 28, 1995).

4

When the Commission proceeds with its announced intention more broadly to
update and modernize the books and records rules,14 it should consider the inspection
process separately in a manner that is consistent for both paper and electronic documents.
There is no persuasive rationale to require different production deadlines for records
based on type of storage medium.
Similarly, the Commission could consider whether it makes sense to differentiate
between paper and electronic storage media for the purposes of other proposed
conditions, such as whether to require procedures to reasonably safeguard records from
loss, destruction or alteration or limiting access to authorized personnel.15 Special
conditions for electronic storage may not be warranted in many cases.
Thank you for considering our comments on this important issue. Please do not
hesitate to contact the undersigned if we may provide any additional information.
Sincerely,

KAREN L. BARR
General Counsel

14

E.g., Managing the Revolution, Keynote Address of Paul F. Roye, Director, Division of
Investment Management, at the Third Annual IA Compliance Summit, Washington, D.C. (March 26,
2001).
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For example, under Regulation S-P, advisers and funds already must establish by July 1, 2001
procedures to protect the security of documents containing client information, whether retained on paper or
electronically.
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May 16, 2001
Paul F. Roye, Esq.
Director
Division of Investment Management
Securities and Exchange Commission
450 Fifth Street, N.W.
Mailstop 5-6
Washington, D.C. 20549
Re:

Robert E. Plaze, Esq.
Associate Director
Division of Investment Management
Securities and Exchange Commission
450 Fifth Street, N.W.
Mailstop 5-6
Washington, D.C. 20549

Transition to Electronic Filing for Investment Advisers on the IARD

Dear Paul and Bob:
On behalf of the Investment Counsel Association of America, I am writing to
congratulate you and the Office of Investment Adviser Regulation on the successful
transition to electronic filing of Form ADV Part 1 for federally registered investment
advisers.
We recognize that it has taken a significant amount of work, time, and expense to
accomplish this historic task. The successful transition to electronic filing represents a
potential win-win-win. For investors, the IARD will provide instant access to important
information about every SEC-registered investment adviser. For the SEC, the system
will enable the agency to achieve increased efficiencies in obtaining and analyzing
information and in carrying out its regulatory, inspection, and enforcement activities
related to advisers. For the investment advisory profession, the IARD should help reduce
redundant, unnecessary, and costly duplication of effort by establishing a one-stop filing
system.
We truly appreciate the opportunity we have had to participate in various
deliberations regarding revised Part 1 and the development of the IARD during the past
several years. While we continue to have concerns about aspects of the IARD (including
the role of NASD Regulation, Inc.), we believe the recent successful transition is a direct
result of the open, collaborative, and inclusive process established by the SEC.
We have received positive feedback about the electronic filing transition from our
member firms. Our member firms generally found the electronic system easy to use and
especially have found the amendment process to be greatly improved with electronic
filing. The IARD Web site, the pilot program, the specific instructions to the form, and
the answers to frequently asked questions developed by your staff all provided very
useful guidance to advisers in the filing process.

Of considerable note, you and your staff have been courteous, prompt, and
professional in responding to many questions regarding new Part 1 posed both by our
member firms and by ICAA staff. We have greatly appreciated the substantial time spent
by you and your IARD team, particularly Jennifer Sawin, Assistant Director, and Jennifer
McHugh, Special Counsel, in explaining the revised form and new system at various
investment adviser conferences and seminars during the past several months and believe
that those efforts helped to contribute to the successful transition.
While encouraged by the relatively smooth transition by our member firms to
filing Form ADV, Part 1 on the IARD, we also are mindful that many challenges lie
ahead. Among these challenges are the implementation of the investment adviser
representative portion of the IARD, the transition to a new Part 2 filing, implementing
public Internet access to Form ADV; and providing access to aggregate data collected
through the IARD to the ICAA and others.
This crossroad is an appropriate opportunity to applaud you and all the others at
the Commission whose hard work and long hours have produced such commendable
results. We look forward to working with you on the important issues that lie ahead and
trust that you will not hesitate to contact us if we may be of any assistance.
Sincerely,

Karen L. Barr
General Counsel
cc:

Laura S. Unger, Acting Chairman
Jennifer Sawin, Assistant Director, Office of Investment Adviser Regulation
Jennifer McHugh, Special Counsel, Office of Investment Adviser Regulation
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May 21, 2001
By Facsimile and U.S. Mail
Mr. David Weaver
General Counsel
State Securities Board
P.O. Box 13167
Austin, TX 78711-3167
Re:

Proposed Amendments to Sections 115 and 116 of the Rules of the State
Securities Board

Dear Mr. Weaver:
Thank you for providing the Investment Counsel Association of America, Inc.
(ICAA)1 with the opportunity to comment on the State Securities Board’s proposed
amendments to the rules governing investment advisers and investment adviser
representatives.
We commend Texas for proposing to mandate electronic filing through the
Investment Adviser Registration Depository (IARD) by investment advisers and are
pleased that the Board has proposed to eliminate the amendment fee, which will facilitate
uniform operation of the IARD. In addition, we support the division of investment
advisers and broker-dealers into two separate sections of the Board’s regulations.
Unfortunately, the Board’s proposal includes several entirely new rules that
would impose substantive regulations on investment advisers registered with the U.S.
Securities and Exchange Commission. These proposed regulations are in direct
contravention of provisions of the National Securities Markets Improvement Act of 1996
(NSMIA) that preempt state authority over such advisers. The proposal would also codify
existing rules and practices that are inconsistent with NSMIA and far outside the
mainstream of states’ interpretation of their residual authority under NSMIA. We have
consistently objected to these rules and practices over the past four years and continue to
strongly oppose them today.

1

The ICAA is a national not-for-profit association that exclusively represents SEC-registered
investment adviser firms. Founded in 1937, our membership consists of approximately 275 investment
advisory firms that collectively manage funds in excess of $3 trillion for a wide variety of institutional and
individual clients. For additional information, please consult our web site www.icaa.org.

The ICAA Supports Electronic Filing By All Investment Advisers.
The ICAA commends the Board’s proposal to mandate electronic filing through
the IARD by all registered investment advisers.2
As you know, development of the IARD is a joint effort by NASAA and the SEC.
The SEC and state securities regulators have designed the IARD and the basic
registration forms (including Form ADV) such that both state-registered and SECregistered advisers will be able to satisfy their filing obligations on the same system.
This system will permit federally registered advisers to make “one-stop” filings with both
the Commission and with states in which they are required to notice file. It will provide
both federal and state regulators with a powerful tool to monitor advisers and gather
useful data about the profession. Most important, the database will provide clients and
potential investors around the world with easy access through the Internet to significant
information about investment advisers, including all material disciplinary history.
In September 2000, the SEC adopted final revisions to Part 1 of Form ADV and
required all SEC-registered firms electronically to file the amended form on the IARD by
the end of April 2001. That transition has been completed successfully. Also in
September 2000, the NASAA Investment Adviser Model Rules Project Group issued a
set of model rules for implementation of the IARD. These model rules provide guidance
to states participating in the IARD regarding how to modify their current investment
adviser statutes and rules to accommodate and mandate electronic filing.
We have strongly supported all state efforts to mandate electronic filing by stateregistered investment advisers on the IARD.3 Full state participation is critical to the
success of the IARD, particularly in the ability of the system to provide data about the
entire investment advisory profession to regulators and investors. Without required
electronic filing, the database will be incomplete. Most important, it is inevitable that
state-registered advisers with disciplinary history will choose not to file electronically,
escaping easy scrutiny by investors. We therefore urge the Board to pass its proposed
provision mandating electronic filing by registrants.
The ICAA Supports Uniform Adoption of NASAA’s IARD Model Rules.
We also endorse uniform adoption by the states of NASAA’s IARD
Implementation Model Rules.4 In that regard, we support the Board’s decision to
eliminate the fee for filing amendments to Form ADV.5 This step will facilitate uniform
2

Proposed Section 116.2(e). Although this provision does not mention notice filings by SECregistered advisers, we understand that the Board accepts notice filings submitted through the IARD.
3

See Letter dated December 20, 2000 from the ICAA to NASAA President Deborah Bortner.
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See proposed Section 116.1(b)(2).
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electronic filing for investment advisers. As we set forth in our previous letters to the
Texas Sunset Advisory Commission, we also support the Board’s proposed separation of
the provisions relating to investment advisers from those relating to dealers. This
proposed regulatory distinction between investment advisers and dealers is a positive step
toward greater clarity of Texas’ rules as well as uniformity with other states’ rules, and
better reflects current business practices.6
On the other hand, we oppose the Board’s proposal to require SEC-registered
investment advisers to file Part II of Form ADV on paper until the IARD accepts such
filings electronically.7 As you know, the SEC will not require its registrants to file Part II
until such time as it can be filed electronically through the IARD. Nevertheless, the SEC
has “deemed” Part II to be filed by registrants. Because this document is deemed filed
with the SEC, states are permitted – but not required – to request or mandate paper copies
of Part II as part of a notice filing during this interim period.8
With the advent of electronic notice filing of Part 1 of Form ADV, Texas should
not require federal covered advisers to separately mail paper copies of Part II for the
following reasons:
•

Uniformity. NASAA’s model rules for IARD implementation do not
require federal covered advisers to notice file Part II of Form ADV unless
specifically requested.9 Both NASAA and ICAA surveys indicate that the
majority of jurisdictions do not require paper filings of Part II.
Significantly, the SEC has decided it does not need to review Part II from
federal covered advisers because it has access to necessary regulatory
information from the electronically filed Part 1.

•

No Investor Protection Rationale. As part of the federal regulatory
framework, federal covered advisers are subject to a comprehensive
disclosure regime, including: (1) the brochure rule (rule 204-3) which
requires delivery of Part II of Form ADV to clients at the start of the
advisory relationship; (2) an annual offer of an updated Part II to all
advisory clients; and (3) prompt disclosure to clients of certain financial
and disciplinary events.10 Because advisers are required to deliver Part II

6

E.g., Letter dated July 5, 2000 from the ICAA to Joey Longley, Director, Sunset Advisory
Commission.
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The SEC intends to revise the current Part II of Form ADV into a narrative brochure format and
rename it as Part 2.
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Section 307 of the Investment Advisers Supervision Coordination Act limits state notice filings to
documents that are filed with the SEC.
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of Form ADV to all clients directly, the Board is unlikely to receive a
request from advisory clients for this information.
•

No Regulatory Rationale. The Board will receive the most vital regulatory
information concerning an adviser in Part 1 of Form ADV. Part 1 consists
of the information that the SEC requires to evaluate an application for
registration as an adviser, including all disciplinary information. As
discussed below, state jurisdiction over advisers registered with the SEC is
limited to acts of fraud or deceit. States retain the right to request
individual firms to submit Part II should any such issues arise.

•

Interim Nature of the Issue. Although no firm date has been set for the
IARD to accept electronic filings of Part 2 of Form ADV, we understand
that NASAA and the SEC are diligently working on the project. Federal
covered advisers should not be subjected to the confusion of a dual filing
regime and 50-state survey for an issue of such limited duration.

Accordingly, we respectfully request the Board to adopt NASAA’s uniform
model statute and rules relating to implementation of the IARD.
The ICAA Strongly Objects to New Proposals That Would Substantively Regulate
Federal Covered Advisers.
The ICAA strongly objects to several provisions of Texas’ proposed rules that
would regulate federally registered advisers in direct contravention of the Investment
Adviser Supervision Coordination Act (Coordination Act). These proposed rules are:
Sections 116.10 (supervisory requirements); 116.12 (advisory contract requirements);
116.13 (advisory fee requirements); and 116.15 (advertising restrictions).
The purpose of the Coordination Act, Title III of NSMIA, 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 advisers relating to their advisory activities or
services,”11 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 substantive regulation on
11

Rules Implementing Amendments to the Investment Advisers Act of 1940, 62 Fed. Reg. 28112 at
28125 (May 22, 1997) (Implementing Release).
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SEC-registered advisers. Thus, for example, Senators Gramm and Dodd have 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].”12
In rules implementing the Coordination Act, the SEC emphasized that “state
regulatory provisions, such as those that establish recordkeeping, disclosure, and capital
requirements, will no longer apply to advisers registered with the Commission.”13 The
SEC also has correctly interpreted the Coordination Act to prohibit states from reregulating 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. If states are free to define “fraud or deceit” to include
any and all manner of substantive regulation, the Coordination Act will be rendered
meaningless. Indeed, in providing technical assistance to Senate personnel drafting the
Coordination Act, the SEC staff stated that the provision “limiting the [states’] authority
to bringing enforcement actions [for fraud and deceit] precludes a state securities
commission from re-regulating advisers by issuing anti-fraud rules.”14
Texas’ proposed rules regarding supervision, advisory contracts, fees, and
advertising would apply to all investment advisers, defined to include federally registered
advisers, rather than solely investment advisers that are registered or required to be
registered in Texas.15 Thus, these rules are directly contrary to the Coordination Act. In
no way can these requirements be construed to fit under the state’s ability to bring
enforcement actions for fraud or deceit. We are aware of no additional investor protection
or compelling regulatory goals that would be met by requiring federally registered
advisers to comply with two sets of regulations in these areas.16 Accordingly, each of
these provisions should be amended to apply only to investment advisers registered or
required to be registered in Texas.
12

Letter dated April 25, 1997 to SEC Chairman Arthur Levitt from Phil Gramm (R-Tex) and
Christopher J. Dodd (D-Conn), at p. 1 (emphasis added).
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Securities Committee Staff, File Docket No. F7-98 (emphasis added). Indeed, the Division of Investment
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Cf. Proposed Rule 116.11 (applying written disclosure requirements only to investment advisers
registered or required to be registered in Texas).
16

The ICAA objects to duplicative sets of regulations even where a state imposes the same standards
as current federal regulations. Not only are such regulations contrary to the Coordination Act, but
standards that initially are identical may diverge over time, through amendments to regulations or
guidelines or through differing interpretations issued by the various regulators.
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The ICAA Strongly Opposes Any Requirements Related to Investment Adviser
Representatives of Federal Covered Advisers, With No Place of Business in Texas.
As we have stated in numerous letters to the Commissioner of the State Securities
Board and the Sunset Advisory Commission and in conversations with you and others at
the Board, we strongly object to any filing or fee requirements related to investment
adviser representatives of SEC-registered firms with no place of business in Texas. Such
requirements are plainly inconsistent with NSMIA and far outside the mainstream of state
interpretation of NSMIA’s provisions. The Board’s proposed rules would appear to
codify the current practice of requiring “notice filings” and fees related to such
individuals.17 To avoid undue repetition, we incorporate all of our previous letters and
discussions by reference here.18 However, please note that our objections to these
inappropriate requirements remain as strong as ever.
The ICAA Submits Additional Comments on the Proposed Rules.
In addition to the broader issues discussed above, we have the following specific
comments on the Board’s proposed rules:
1. The Texas legislature is poised to enact a bill that would define federal
covered advisers, a provision which we supported.19 We respectfully request
that the Board implement this definition by incorporating it into proposed
Sections 107.2 and 116.1(a), at a minimum.
2. We take this opportunity again to urge you to incorporate into your rules the
self-executing national de minimis standard for notice filings for federally
registered advisers, for the reasons stated over the past four years in our
correspondence with you, the Board, and the Sunset Advisory Commission.20
3. We respectfully request that the Board’s proposed definition of investment
adviser representative in Section 116.1(a)(7) explicitly incorporate the federal
definition of investment adviser representative. Incorporating the federal
definition for investment adviser representatives of federal covered advisers
would make the rules easier to read and understand. Currently, advisers must
have independent knowledge of the federal definition and must know to apply
the federal definition in the context of the structure of the Texas rules to
17

E.g., Proposed Section 116.1(b).

18

E.g., Letter dated June 29, 2000 from the ICAA to State Securities Board Commissioner Denise
Crawford; Letter dated April 20, 2000 from ICAA to Commissioner Crawford; Letter dated April 27, 1999
from the ICAA to Commissioner Crawford; Letters dated July 5, July 19, and November 21, 2000 from the
ICAA to Joey Longley, Director, Sunset Advisory Commission.

19

See HB 2255, Relating to the Continuation and Functions of the State Securities Board; providing
penalties.

20

See, e.g., n. 17 supra.
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determine who must register in Texas. This system places an unfair burden on
federally registered advisers that can easily be remedied by amending the
Board’s proposed definition.
4. We suggest that proposed Section 116.2 separate the requirements for an
investment adviser application from those for an investment adviser
representative application. The current proposal is somewhat confusing
because the requirements are fused. We further request that the requirements
for representative registration be uniform and susceptible to complete
electronic filing through the IARD.
5. We note that proposed Section 116.3(b)(2)(A) appears to refer to subsections
that are no longer applicable; these subsections now appear in the brokerdealer provisions of the rules.
6. We strongly support the comments made by the Investment Company Institute
in its letter to you dated May 18, 2001 regarding these proposed rules.
We appreciate your consideration of our comments and would be pleased to work
with you to draft appropriate language. If you would like additional information, please
do not hesitate to call me at (202) 293-4222.
Sincerely,

Karen L. Barr
General Counsel

cc:

Denise Voigt Crawford, Securities Commissioner
Nicholas C. Taylor, State Securities Board, Chairman
Jose Adan Trevino, State Securities Board
Kenneth W. Anderson, Jr., State Securities Board
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ICAA
May 24, 2001
BY ELECTRONIC FILING
Mr. Jonathan G. Katz
Secretary
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re: Release Nos. IA-1862, 34-42620; File No. S7-10-00; Electronic Filing by Investment
Advisers; Proposed Amendments to Form ADV
Dear Mr. Katz:
The Investment Counsel Association of America1 respectfully submits these
supplemental comments regarding the Commission’s proposed amendments to Form
ADV, Part 2.2
In April 2000, the Commission announced the development of an electronic filing
system for investment advisers, the Investment Adviser Registration Depository (IARD).
The Commission also proposed substantial amendments to Form ADV, designed to
modernize the registration process and enhance information that investment advisers
provide to their existing and prospective clients. As part of this enhanced disclosure, a
firm would be required to provide clients with a narrative brochure in plain English
describing its practices, policies, and procedures, along with brochure supplements
providing additional information regarding specific employees of the firm.
In September 2000, the Commission adopted rules amending Part 1 of Form ADV
and requiring electronic filing of Form ADV on the IARD. At that time, the Commission
deferred consideration of rules regarding the brochure and brochure supplements. SECregistered investment advisers began filing Form ADV, Part 1 on the IARD in January
2001. We understand that the transition to electronic filing has gone very smoothly and
we applaud the Division of Investment Management for its diligent work to accomplish
this feat. The IARD will provide the Commission with a powerful tool to monitor
1

The ICAA is a not-for-profit association that exclusively represents the interests of SEC-registered
investment advisers. Founded in 1937, the Association’s membership today consists of more than 275
investment advisory firms that collectively manage approximately $3 trillion for a wide variety of
institutional and individual clients. For additional information, please consult our web site at
www.icaa.org.

2

Electronic Filing by Investment Advisers; Proposed Amendments to Form ADV, Release Nos. IA1862, 34-42620, April 5, 2000 (“Release”).

INVESTMENT COUNSEL ASSOCIATION OF AMERICA, INC.

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

advisers and gather useful data about the advisory profession. It also promises to deliver
efficiencies for investment advisers by creating a centralized electronic filing system.
Most important, the database will provide clients and potential clients around the world
with easy access through the Internet to significant information about investment
advisers, including disciplinary history.
Now that the IARD system and filing of newly revised Part 1 have been launched
successfully, we take this opportunity to refocus some of our comments on proposed Part
2 of Form ADV. This letter supplements our previous comment letter.3
I.

Part 2A

Proposed Part 2A would require all investment advisers to draft a firm brochure in
a plain English, narrative format. We strongly support making advisory firm brochures
more useful to clients. We continue to believe that a narrative brochure written in plain
English that is not overly long or complex would significantly improve disclosure to
clients and prospective clients.
In our previous comment letter, we expressed concern that the SEC’s brochure
proposal would require a detailed and lengthy discussion of firms’ internal policies and
procedures with respect to a variety of topics, including compensation of employees,
financial industry activities and affiliations, personal trading, participation or interest in
client transactions, brokerage, soft dollars, and proxy voting. After discussion with the
staff of the Division of Investment Management, however, we understand that it was not
the intent of the proposal to require detailed or lengthy descriptions of policies and
procedures. Rather, we understand that the staff expects investment advisers to describe
potential or actual conflicts of interest and very briefly summarize their policies and
procedures for handling such conflicts. We further understand that the staff will clarify
these points in the adopting release and may discuss helpful examples as well. The ICAA
commends the staff for its intention to clarify the amount of disclosure it expects with
respect to internal policies and procedures consistent with the goal of producing a userfriendly document for clients and prospective clients.
We also take this opportunity to reiterate our suggestions to further decrease the
length and complexity of the brochure by eliminating:
•
•
•
•
•
•
•

the requirement in Item 4E to list firm periodicals or reports;
the requirement in Item 4F to list wrap fee programs;
the requirement in Item 5C to discuss third party fees or expenses
the requirement in Item 7D to discuss cash balance practices;
the requirement in Item 11A.4 to discuss commission recapture;
the Item 17 disclosure of performance standards and verification; and
the index required by Item 19.

3

Letter regarding Release Nos. IA-1862; 34-42620; File No. S7-10-00; Electronic Filing by
Investment Advisers; Proposed Amendments to Form ADV, from Karen Barr, ICAA General Counsel, to
Jonathan G. Katz, Secretary, Securities and Exchange Commission (June 13, 2000).
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We believe that these proposed disclosures would not provide material or
meaningful information to clients. Narrowing the scope of the brochure would better
focus client attention on the more important items to be evaluated, including disciplinary
history, conflicts of interest, and investment style.
With these modifications, we believe the new brochure will provide clients with
substantially better disclosure, both in form and in content, than the current Part II.
II.

Part 2B

Proposed Part 2B would consist of a newly required “brochure supplement.” The
Commission proposed to require firms to provide each client with a supplement that
describes the advisory personnel who (a) regularly communicate investment advice to
that client or (b) formulate investment advice for that client (unless part of a team or
committee) or (c) make discretionary investment decisions for that client’s assets. The
proposed supplement is intended to provide a client with useful information about the
employees relevant to that client, rather than with general information about the
executive officers of the firm.
The ICAA understands the intent and goals of the brochure supplement. We
agree that clients should be able to assess the background of the investment advisory
personnel who have substantial responsibility for the investment advice they receive.
Depending on firm structure, these employees may be more important to individual
clients than the directors and officers of the firm. Indeed, when hiring a professional in
any field - including lawyers, accountants, and doctors - consumers often inquire about
the individual’s credentials and qualifications in addition to the reputation of the firm as a
whole.
While recognizing the reasoning behind the supplement, the ICAA - and many
other organizations - commented that the brochure supplement as structured in the
proposal would be expensive, burdensome, and logistically difficult for mid- and largesized firms. Tracking the drafting, delivery, and updating of the supplements on an
individual client-employee basis would present particular hardships. The ICAA thus
would appreciate an opportunity to work with the Commission staff to fashion a more
feasible structure for the brochure supplement proposal. To that end, we proffer an
alternative framework for Part 2B.4
The ICAA respectfully suggests that in lieu of the current proposal, the
Commission should require advisory firms to deliver brochure supplements for
employees who formulate advice or make investment decisions for retail clients to each
such client. The supplements would be stickered promptly to report a disciplinary event
4

Within this alternate framework, we continue to suggest modification of the brochure supplement
content to: (a) eliminate any requirement to discuss actions by entities that confer professional
designations; (b) limit the disclosure of other business activities to material or investment-related
employment; (c) eliminate the requirement to disclose the name of the individual’s supervisor; and (d)
eliminate the bankruptcy disclosure for individuals other than sole proprietors.
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and updated annually for any other changes. We discuss each aspect of this proposal
below.
A. The brochure supplement requirement should apply only to employees who
formulate advice or make investment decisions for clients.
We propose that the brochure supplement requirement apply only to those
advisory employees who make discretionary decisions or substantially formulate advice
regarding investments or investment strategy for clients. These employees are directly
responsible for the advisory services for which the client contracted. A reasonable client
would want to examine the background of the portfolio managers, investment counsel,
and other individuals making investment decisions on his or her behalf, rather than phone
representatives who merely relay advice or answer questions clarifying advice formulated
by others.5 Our proposal is consistent with the Commission’s view that the supplement is
“designed to require information about persons who have substantial responsibility for
the investment advice clients receive.”6 Employees who simply communicate advice do
not have that responsibility.7
Because investors are best served by receiving information about employees
responsible for the investment advice they receive, we also recommend that the SEC
require disclosure of relevant information even if a team or committee of portfolio
managers substantially formulates advice for the client. Although the background of
each individual is not as important in a committee or team context, clients may still be
interested in the background of the team or at least key team members, such as an
investment committee chairperson. Advisers should have the following options for
providing team or committee information: (a) provide a supplement for each member of
the committee; (b) provide a supplement for key committee members or selected team
leaders; or (c) provide an aggregate description of the educational and professional
qualifications of the team.8 Advisers should be permitted to include this aggregate team
information in the Part 2A brochure instead of a supplement. The brochure could contain
information about more than one committee if the information is presented in a format
that reasonably would enable each client to recognize which committee formulates
investment advice for the client.

5

To use a medical analogy, a reasonable patient examines the credentials and competence of her
surgeon, not the nurses who provide pre- and post-operative information about the surgery.
6

Release at 69.

7

Our proposed structure would be similar to the mutual fund context, in which the prospectus is
required to include a discussion of the fund’s portfolio managers but not the individuals who communicate
with fund shareholders. See Form N-1A, Item 6 (a)(2) (requiring name, title, length of service, and past 5
years’ business experience of portfolio managers primarily responsible for fund portfolio).
8

This proposal would prevent a situation in which clients receive no information about personnel
responsible for formulating investment advice because they have contact only with client relationship
employees and a team is solely responsible for formulating their advice.
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An investment adviser’s determination regarding preparation of brochure
supplements should be based on a facts-and-circumstances analysis. To assist advisers in
this analysis, the Commission should set forth specific factors to consider in determining
whether a supervised person has substantial responsibility for formulating the advice a
client receives. These factors could include: (a) whether a supervised person can decide
on a discretionary basis to purchase or sell securities for the client’s account; (b) whether
a supervised person can determine or significantly alter a client’s financial plan or asset
allocation; (c) whether a supervised person can independently recommend that a client
purchase or sell specific securities; (d) any internal limitations placed on the employee to
provide advice; (e) the typical substance of the communications between the employee
and the client; (f) what a reasonable client would expect the supervised person to be
providing on his or her behalf; and (g) the job title and description of the supervised
person’s position.9 This system would ensure that clients and prospective clients receive
information about the most relevant employees.
B. The brochure supplements should be delivered only to retail clients.
The ICAA respectfully suggests that brochure supplements be delivered to retail
clients rather than sophisticated or institutional clients. Narrowing the range of clients to
whom the brochure supplements must be delivered would make the requirements less
costly while targeting the type of client most likely to benefit from receiving the
information. Retail clients are more likely to lack the sophistication or initiative to
affirmatively request specific information from investment advisers regarding advisory
personnel. In addition, these clients are more likely to need plain English information
describing who is formulating advice for them and how the process works.
Conversely, mandated disclosures about advisory personnel are not necessary for
sophisticated clients, who generally request specific and extensive information from
investment advisers regarding firm employees or categories of employees. Institutional
and high net worth clients are generally sophisticated and experienced investors.
Through the RFP process, due diligence meetings, and the assistance of consultants, these
clients are able to obtain as much detailed information about an adviser that they feel is
necessary, including information about the individuals who will be managing their assets.
Sophisticated clients generally also have more readily available access to the decisionmakers at investment advisory firms. These clients will continue to make specific
requests for information.
Creating a dual standard for sophisticated clients and retail clients is consistent
with other Commission rulemakings under the Advisers Act, such as the definition of
“investment adviser representative” issued to implement the Coordination Act10 and the
9

Of course, some investment advisers may wish to accentuate the qualifications of their front-line
personnel even if they do not have primary responsibility for formulating investment advice. Such advisers
could always voluntarily deliver brochure supplements for persons that are merely communicating advice.
10

Rules Implementing Amendments to the Investment Advisers Act of 1940, Rel. No. IA-1633 (May
15, 1997).
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rules governing performance fees.11 In creating these dual standards, the Commission
has recognized that “[b]ecause of their wealth, financial knowledge, and experience, the
Commission has presumed that these [high net worth] individuals are less dependent on
the protections” of the Advisers Act.
The ICAA strongly recommends that the Commission define retail clients as
natural persons other than “qualified clients” as defined in Rule 205-3 under the Advisers
Act. Thus, in general, retail clients would be natural persons who do not have a net worth
of $1.5 million or $750,000 in assets under management with the adviser. The Rule 2053 standard is very familiar to advisers, who apply it most frequently in the context of
determining whether their employees are investment adviser representatives and in
responding to questions in Form ADV, Part 1.
While we recognize that wealth is not a perfect proxy for sophistication, we know
of no better workable alternatives. The SEC has relied upon somewhat arbitrary wealthbased dividing lines throughout the federal securities laws. These demarcations have
served the industry, regulators, and investors well by streamlining regulation for firms,
simplifying enforcement and compliance, and covering those investors most in need of
protection.
C. The brochure supplements should be updated promptly to disclose
disciplinary events and annually for all other items.
The Commission’s proposal would require firms to amend or sticker brochure
supplements whenever they become “materially inaccurate.” We are concerned that the
stickering requirement could prove extremely burdensome and costly for firms with large
numbers of supplements. Accordingly, we propose that brochure supplements be
amended promptly only to disclose any new disciplinary events that must be reported. Of
the seven disclosure items proposed to be included in the supplement, disciplinary history
is by far the most important to advisory clients.12 Requiring an annual “snapshot” of all
other items in the brochure supplement will provide clients with appropriate information
while reducing unnecessary administrative costs.
III.

Part 2: Delivery Requirements

The Commission has proposed to require that advisers deliver a reprinted
brochure or sticker to every client and prospective client each time the brochure is
amended. Under the proposal, firms would also have to summarize separately the
material changes in the brochure for clients and keep records of each summary and when
11

Exemption to Allow Investment Advisers to Charge Fees Based Upon a Share of Capital Gains
Upon or Capital Appreciation of a Client’s Account, Rel. No. IA-1731 (July 15, 1998).

12

“The most important information in the supplements – the supervised person’s disciplinary history
– would be reported in the DRP Schedules in Part 1 of Form ADV and available through the IARD.”
Release at 68.
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it was delivered to clients. The proposal would also retain the current requirement of an
annual offer.
The ICAA understands and supports the Commission’s goal of preventing clients
from relying on stale information. We continue to believe, however, that the
Commission’s proposals related to “stickering” and “summaries of material changes”13
will be overly burdensome for advisers. We strongly urge the Commission to require that
advisers deliver an updated brochure to clients on an annual basis in lieu of the annual
offer-with-continuous-stickering approach.14 This requirement could be conditioned on
(1) inclusion in the brochure of prominent language disclosing that the brochure may be
amended from time to time during the year, and that clients are advised periodically to
check the IARD website for any changes; and (2) prompt delivery of a sticker or
reprinted brochure where there has been a material change in disciplinary history.15
This approach will be administratively more feasible for advisers while improving the
clarity of disclosure for clients.16
CONCLUSION
We commend the Commission for issuing this important proposal. With
appropriate modifications, we are confident that the Commission’s proposal will
significantly enhance the level of relevant and useful information for investors. Please do
not hesitate to contact us if we may provide additional information or clarification to the
Commission or its staff regarding any of these matters.
Sincerely,
/s/
KAREN L. BARR
General Counsel
Cc:

The Honorable Laura Unger
The Honorable Isaac C. Hunt, Jr.
The Honorable Paul R. Carey
Paul F. Roye, Esq.
Robert E. Plaze, Esq.

13

E.g., Release at 39, 129-130.

14

We understand that the vast majority of clients currently do not request the updated brochure
pursuant to the annual offer.

15

Of course, as is currently required, an adviser must provide prospective clients with its most
current brochure filed with the SEC. Our proposal addresses only delivery, not filing requirements.

16

See ICAA comment letter dated June 13, 2000 at 9-10.
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I NTRODUCTION
We trust the following overview of the SEC-registered investment advisory profession will prove both
informative and thought provoking. This profile of the advisory profession represents the combined
efforts of National Regulatory Services (NRS)1 and the Investment Counsel Association of America
(ICAA).2 The source material for the compilation of this profile was derived from filings made by
SEC-registered investment advisers via the Investment Adviser Registration Depository (IARD) earlier
this year and compiled using NRS IA-Info system.
Last year, the U.S. Securities and Exchange Commission issued new rules overhauling Form ADV, the
basic registration and disclosure document that all registered investment advisers must file. These
rules also required advisers to make filings of the revised Part 1 of Form ADV on a new electronic
filing system, the IARD. This marked the culmination of years of effort by the SEC, state regulators, and
others to transform a cumbersome, outdated, paper-based program into an efficient, electronic,
Internet-based system.
The new system should yield major benefits to both the advisory profession and the investing public.
For the first time, members of the public will be able to access, free of charge, through the Internet,
important information drawn from regulatory filings that advisers are required to make through the
IARD.3 In addition, the substantial revamping of Form ADV should make the information provided by
advisers more relevant and understandable for investors. And the IARD promises to ease regulatory
burdens for advisers by permitting one-stop electronic filing to satisfy SEC as well as state filing
requirements.
All SEC-registered investment advisers were required to submit Part 1 of Form ADV using the IARD
between January and April 2001. Using data obtained from the SEC from these first-ever filings, this
report provides a snapshot  and an initial benchmark  of the current state of the U.S. investment
advisory profession. We note, however, that this report captures information relating only to one-third
of all registered investment advisers in the U.S. The other two-thirds are state-registered advisers, the
vast majority of which are not required by the states to file on the IARD.4 While there is some
movement toward mandating IARD filing by state-registered advisers, it is unfortunate that progress in
this area to date has been slow.
Admittedly, any data gleaned from the IARD is only as reliable as the accuracy of the information
contained on Form ADV, Part 1 that is filed on the system. For example, approximately 159 investment
advisers reported that none of their employees perform investment advisory functions. While this is
conceivably correct, it runs contrary to certain assumptions that most observers would entertain about
the advisory profession. Other aggregated responses of dubious validity may come to light as IARD
information becomes more widely disseminated. However, given the sheer complexity of completing
a new form while also negotiating the technological shoals of operating in the new IARD virtual filing
environment, some initial problems were inevitable. We trust that more accurate data will be
forthcoming with further experience and exposure to the brave new world of the IARD.
On the whole, the initial aggregate IARD data are extremely helpful in outlining some core characteristics
of a diverse and rapidly evolving profession. Profound developments are revolutionizing the investment
advisory business. Consolidations, globalization, and technology are transforming what was once a
relatively stable and low profile profession. The data from the IARD will enable us to monitor and
evaluate developments that will shape the advisory profession in the coming years. Accordingly, it is
critical that the SEC continue to make available all information filed on the IARD (other than private
information such as social security numbers) to allow for further analysis and dissemination of aggregate
data by the private sector.
The IARD will provide unprecedented real-time access to more people regarding more information
about investment advisers. Whatever shortcomings may exist in this initial data, it is clear beyond
dispute that the advisory profession is becoming increasingly transparent and that it will be the subject
of greater scrutiny by the investing public, the regulators, the media, and members of the profession.
National Regulatory Services and The Investment Counsel Association of America are pleased to
present our preliminary findings from this important new source of data.
1

ASSETS UNDER M ANAGEMENT
To date, 6,649 investment
advisers have submitted Form
ADV, Part 1 to the SEC using
the IARD. 5 This number of
SEC-registered investment
advisers reflects modest
growth in the profession from
the 6,360 advisers reported
by the SEC in 1999. 6
However, it is likely that the
profession may well have
experienced more substantial
growth during this period as
more than 650 advisers have
applied for IARD accounts but
have not yet filed Form ADV
electronically.7

Investment Adviser Firm s by Asset Size
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As would be expected, virtually all advisers - 95% - reported that they provide continuous and regular
supervisory services to securities portfolios.
Nearly 50% of all registered investment advisers have discretionary assets under management of less
than $100 million. The total discretionary assets managed by these firms are $97.5 billion. 2,297
(35%) firms manage between $100 million and $1 billion, managing aggregate discretionary assets
of $623 billion. 895 (13%) advisers manage between $1 billion and $10 billion for a total of $2.45
trillion in discretionary assets.
The remaining 311 (5%) largest firms manage $14.787 trillion of the reported $17.957 trillion in
total discretionary assets under management, representing 82% of all discretionary assets reported.8
This tends to reinforce the perception that a small fraction of the advisory profession manages a
disproportion-ately large piece of the available asset pie.
Investment Adviser Firms by Asset Size
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CHARACTERISTICS

OF

I NVESTMENT A DVISORY FIRMS

Form of Organization
As represented in the pie chart,
the vast majority of investment
adviser firms are organized as
corporations  4,538 (68%). A
relatively
new
form
of
organization, the limited liability
company (LLC), offers a userfriendly alternative to small
business owners. Statistically, 20%
of SEC-registered investment
adviser firms are organized as a
LLC business, confirming a recent
growth in this sector. Nearly 6%
of investment adviser firms are
registered with a foreign financial
regulator.

Form of Organization
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20%

5%
5%
68%

Employees
Most investment advisory firms are
relatively small in size. 3,092
Corporation
Sole Proprietor
Partnership
LLC
LLP
Other
(46.5%) firms reported that they
have only one to five employees.9
1,297 (19.5%) investment
advisers reported having between six and ten employees. While the profession has been populated
by small shops since its inception, the downstreaming of information technology and information
services to small businesses over the last decade has served to maintain, if not extend, this demographic.
Thus, 66% of all registered investment advisers have ten or fewer employees. On the other end of the
range, 239 (3.6%) investment advisory firms employ more than 250 persons, 86 of which employ
more than 1,000 persons.
EMPLOYEES OF INVESTMENT ADVISER FIRMS
Curiously, as shown in the
Number of
# of IA Firms containing
# of IA Firms whose
# of IA Firms whose
chart, 159 advisers reported
Employees
“x” number of
employees perform
employees are registered
that none of their employees
employees
investment advisory
representatives of a
perform investment advisory
functions
broker-dealer
functions; 4,226 (64%)
firms have one to five
0
159
3,721
employees who perform
1 to 5
3,092
4,226
1,794
investment
advisory
6 to 10
1,297
1,037
401
functions; 1,037 (16%)
11 to 50
1,510
906
470
advisers employ between six
51 to 250
511
231
151
and ten individuals who
perform investment advisory
251 to 500
81
45
33
functions. On the other
501 to 1,000
72
23
33
hand, only 45 (.7%) firms
More than 1,000
86
22
46
have more than 500
employees performing
investment advisory functions; 3,721 (56%) investment advisers do not employ any individuals who
are registered representatives of a broker-dealer; 1,794 (27%) employ between one and five individuals
who are registered representatives. Out of 79 (1%) firms who employ more than 500 registered
representatives, only 62 are dually registered.
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Solicitors
The data reveal a broad range of third-party marketing practices by advisory firms; 4,225 (64%) of
investment advisory firms do not use the services of third-party solicitors in any fashion; 1,976 (30%)
investment advisers have between 1 and 5 firms or persons soliciting on their behalf. On the other
end of the spectrum, only four firms reported that they retain more than 1,000 third-party solicitors.

Advisory Activities
The
IARD
INVESTMENT ADVISORY SERVICES
data also
Type of Advisory Activity10
# of IA Firms providing
illustrate the
advisory services
growth in
wrap
fee Financial planning services
2,169
p r o g r a m s . Portfolio management for individuals and/or small businesses
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wrap programs, of which only 158 reported themselves to be dual registrants. 144 investment adviser
firms reported that they both sponsor wrap fee programs and serve as portfolio managers for such
programs.

Other Business Activities
A significant number of registered investment advisers are involved in non-advisory business activities:
588 (9%) investment advisers are dually registered as broker-dealers; 778 (12%) advisers are also
registered representatives of a broker-dealer11; 290 (4%) investment advisers are registered as a
futures commission merchant, commodity pool operator, or commodity-trading adviser; 826 (12%)
investment advisers are also insurance brokers; 73 (1%) investment advisers are either a bank or a
separately identifiable department or division of a bank (SID); 1,582 (24%) advisers sell products or
provide services other than investment advice to advisory clients. Of note, 72% of all advisory firms
indicated that they are engaged in business solely as an investment adviser.

Financial Services Industry Affiliations
The IARD data confirms the accelerating trend toward affiliation of investment advisers with other
entities:
·
·
·
·
·
·
·
·
·
·
·
4

2,371 (36%) are affiliated with broker-dealers.
1,385 (21%) are affiliated with investment companies.
2,338 (35%) are affiliated with other investment advisers.
711 (11%) are affiliated with futures commission merchants, commodity pool operators, or
commodity trading advisers.
957 (14%) are affiliated with banks or thrifts.
503 (8%) are affiliated with accountants or accounting firms.
332 (5%) are affiliated with lawyers or law firms.
1,379 (21%) are affiliated with insurance companies.
422 (6%) are affiliated with pension consultants.
374 (6%) are affiliated with real estate firms.
781 (12%) are affiliated with sponsors or syndicators of limited partnerships.

Consistent with the foregoing data regarding affiliations, less than half (39%) of all investment advisers
are independent, i.e., they are not affiliated with any other financial industry entity. Of these firms,
2,169 (33%) are not only independent, but also are not engaged in any business other than investment
advisory services.
Also of interest, 2,129 advisers (32%) reported that they or their related persons are general partners
in an investment-related limited partnership or manager of an investment-related LLC.12 This response
data may reflect the apparent proliferation in hedge fund investment partnerships in recent years.
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number of clients. Approximately 17% of advisers had only 1 to 10 clients. Curiously, 251 investment
advisory firms reported that they had no clients during the most recently completed fiscal year. However,
out of the 251 firms with zero clients, 67 claimed having assets under management.
PERCENTAGES OF VARIOUS C LIENT T YPES

The chart of the types of clients served by investment advisers reflects the diversity of advisory businesses.
Fully 38% of all SEC registrants have no retail clients14 . Including the up to 10% category, 53% of
investment advisers have little or no retail business. Approximately 23% of advisers have no individual
clients at all  either retail or high net worth. On the other hand, 634 (9.5%) indicated that they have
no institutional clients. Of note, 1,392 (21%) investment advisers reported that they provide advisory
services
to
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Compensation
Virtually all investment advisers - 95% - are compensated for at least some of their investment
advisory services to clients based on a percentage of assets under management. Approximately 30%
of firms also provide services based on hourly charges. 36% offer fixed fee arrangements. Most
notably, only 12% are compensated in any way based on commissions. Finally, 23% of investment
advisers have performance-based fee arrangements with at least some clients.

PARTICIPATION

OR

I NTEREST

IN

C LIENT T RANSACTIONS

Form ADV, Part 1 requests information about an investment advisers participation or interest in client
transactions. Because the questions solicit responses regarding the adviser or any of its related
persons (the firms advisory affiliates and any person under common control with the adviser), it is
difficult to determine whether the responses apply to the specific entity filing the form.15 The data,
however, can be used as a benchmark to measure general trends in the future.

Proprietary Interest in Client Transactions
·
·
·

9% of advisers or their related persons engage in principal transactions (i.e., buying securities
from an advisory client or selling securities the adviser owns to a client).
71% of advisers or their related persons buy or sell securities they also recommend to clients
(personal or proprietary trading).
23% recommend securities in which the advisory firm or a related person has an interest.

Sales Interest in Client Transactions
·
·
·

10% of advisers or their related persons engage in agency cross transactions.
19% recommend securities to clients where the advisory firm or a related person serves as underwriter,
partner, or purchaser representative of the issuer.
11% recommend securities to clients for which the firm or a related person has any other sales
interest (other than commissions as a broker).

Investment or Brokerage Discretion
·
·
·
·
·
·
·

5,699 (86%) investment advisers or related persons have discretionary authority to select securities
to be bought or sold for a clients account.
5,687 (86%) have discretionary authority to determine the amount of securities to be bought or
sold.
4,496 (68%) have discretionary authority to select brokers.
4,097 (62%) have discretionary authority to determine the commission rates paid to brokers.
4,289 (65%) have discretionary authority to determine the broker or dealer that will be used.
3,858 (58%) receive research or other products or services other than execution from a broker or
third party in connection with securities transactions (i.e. soft dollars).
2,851 (43%) compensate employees or third parties for client referrals.

C USTODY
The IARD data confirm that the vast majority of SEC-registered advisers do not have custody of client
accounts or securities. 735 (11%) advisers reported that they have custody over client cash or bank
accounts.16 674 (10%) advisers reported that they have custody over client securities. 186 dually
registered firms reported that they have some type of custody.
In addition, 13% of investment advisers have related persons that have custody over their clients
cash, bank accounts or securities. 41% of these related persons are registered broker-dealers.
6

D ISCLOSURE I NFORMATION
It is difficult to draw meaningful conclusions from the disclosure information provided in Form ADV,
Part 1 for several reasons. The details contained in the disclosure reporting pages have not been
made available to us. Also, the information is reported for the advisory firm and its employees,
officers, directors, and affiliates for the past ten years, whether or not affiliated with the firm during
that time. Thus, the information reported does not necessarily reflect the actions of the firm actually
filing the Form ADV. The same disciplinary event at one firm may be reported by multiple separate
affiliates. Also, the same disciplinary event may generate affirmative answers to several different
questions. It is thus impossible from the current data to discern the number of separate events
reported.
Nevertheless, we have the following observations:
·
·

5,402 (81%) registered investment advisers reported no disciplinary history at all.
1,247 (19%) firms reported at least one answer in the affirmative to the disciplinary questions,
either related to them or to an advisory affiliate. Of these firms, 78 advisers reported only pending
charges, with no final outcomes.

The questions that generated by far the most yes responses were:
·
·
·
·

Has any federal, state, or foreign regulatory agency (other than the SEC or CFTC) found you or any
advisory affiliate to have been involved in a violation of investment-related regulations or statutes?
(573 yes responses)
Has any federal, state, or foreign regulatory agency (other than the SEC or CFTC) entered an order
against you or any advisory affiliate in connection with an investment-related activity? (560 yes
responses)
Has any self-regulatory organization or commodities exchange found you or any advisory affiliate
to have been involved in a violation of its rules? (494 yes responses)
Has the SEC or CFTC found you or any advisory affiliate to have been involved in a violation of
SEC or CFTC regulations or statutes? (340 yes responses)

BASIS

FOR

SEC REGISTRATION

The vast majority of advisers registered with the SEC (86%) selected assets under management of
more than $25 million as the basis for registration. Approximately 4,500 firms indicated more than
one basis for SEC registration. More advisers than expected  57  have used the multi-state
exception for SEC registration. It appears that 229 foreign advisers have registered with the SEC. Just
within the four-month transition period, 86 newly formed advisers have filed with the SEC with the
expectation that they will soon manage more than $25 million in assets.
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F OOTNOTES
National Regulatory Services (NRS), a division of Thomson Financial, is the leader in compliance and registration services
for Investment Advisers, Broker-Dealers, Investment Companies, and Insurance institutions. NRS provides compliance consulting, customized technology solutions and training services. To learn more about NRS please visit www.nrs-inc.com.
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The ICAA is a not for profit association that exclusively represents the interests of SEC-registered investment advisers.
Founded in 1937, the Associations membership today consists of about 300 investment advisory firms that collectively manage
in excess of $3 trillion for a wide variety of institutional and individual clients. For additional information, please consult our web
site at www.icaa.org.
2

Legislation pending in Congress, however, could permit the operator of this system to charge persons, other than individual
investors, reasonable fees for inquiries made of the system via the Internet.
3

4

Requirement and transition of state-registered investment advisers to file on the IARD is undetermined at this time.

5

All statistics cited in this report are current as of the end of the IARD transition period, approximately May 1, 2001.

6

1999 Annual Report of the U.S. Securities and Exchange Commission at p. 68.

Although the database contains 7,322 total records, with no repeated SEC registration numbers, 673 of these records
appear to contain only default responses. It is possible that these records reflect investment advisers that set up IARD accounts
but have not yet filed their Form ADV, Part 1 on the IARD. In addition, 58 investment advisers indicated on their filings that they
are no longer eligible for SEC registration. We have included the statistics from these 58 filings in this report because these
advisers are considered registered until they file Form ADV-W with the SEC. We do not currently have access to Form ADV-W
data.
7

The total discretionary assets under management reported by investment advisers in aggregate probably overstates the
actual total discretionary assets under management because more than one investment adviser can report the same client assets
under management. For example, an investment adviser who allocates client assets among mutual funds on a discretionary
basis will report a subset of the same assets that the advisers to these mutual funds report. Similarly, a sub-adviser to a fund may
count the same discretionary assets as the manager of managers to the fund. See Instructions on Form ADV, Part 1, Item, 5(B).
8

9

Employees include all persons performing investment advisory functions.

10

Investment advisers have the ability to select more than one advisory activity on Form ADV, Part 1, Item 5(G).

Only 309 firms categorized themselves as sole proprietors. This is curious because it appears that only a natural person
may be a registered representative of a broker-dealer.
11

Because the definition of related person includes officers, directors, and others who may be involved in family or other
limited partnerships outside of their relationship with the adviser, this information may not be as meaningful as it first appears.
12

13

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

Consistent with Form ADV, Part 1, Item 5(D1), retail clients are individuals other than high net worth individuals, that is
individuals with less than $750,000 managed by the adviser or less than $1.5 million net worth.
14

For example, the data indicate that 2,851 investment advisers responded yes to Item 8(F) regarding compensation for
client referrals. However, this does not necessarily indicate that all of the yes respondents themselves actually compensate
persons for client referrals.
15

These statistics may be unreliable because of adviser confusion over the definition of custody. For example, some advisers
may indicate they have custody under certain fee billing arrangements even though they are in compliance with the conditions
of several no-action letters on this topic. Others in similar situations may not indicate that they have custody.
16
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N ATIONAL R EGULATORY S ERVICES
National Regulatory Services (NRS), a division of Thomson Financial, is the leader in compliance and
registration services for Investment Advisers, Broker-Dealers, Investment Companies, and Insurance
institutions. NRS provides initial registration, compliance consulting, software solutions designed to
meet regulatory requirements, customized technology solutions and compliance training services.
Visit www.nrs-inc.com.
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in 1937 and played a major role in the enactment of the Investment Advisers Act of 1940, the federal
law regulating the investment adviser industry. Today, the ICAA consists of more than 300 investment
adviser firms that collectively manage in excess of $3 trillion in assets for a wide variety of institutional
and individual clients. Visit www.icaa.org.
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August 1, 2001

By Facsimile and U.S. Mail
Mr. David R. Brant
Securities Commissioner
Office of the Securities Commissioner
618 South Kansas Avenue, First Floor
Topeka, Kansas 66603-3804
RE:

Proposed Changes to Kansas Securities Regulations

Dear Commissioner Brant:
Thank you for providing the Investment Counsel Association of America (ICAA)
the opportunity to submit comments regarding proposed changes to the Kansas securities
regulations relating to investment advisers and federal covered advisers.
As you may know, the ICAA is a national not-for-profit organization that
exclusively represents the interests of federally registered investment adviser firms. The
Association was founded in 1937 and played a major role in the enactment of the
Investment Advisers Act of 1940. Today, the ICAA consists of about 300 SECregistered investment adviser firms that collectively manage in excess of $3 trillion in
assets for a wide variety of institutional and individual clients.1 Because we represent
only federally registered advisers, we are limiting our comments to provisions that affect
such advisers.
The ICAA applauds the Kansas Securities Commission’s proposal to mandate
electronic filing through the Investment Adviser Registration Depository (IARD). We
are pleased that the Board has proposed to reduce the state filing fees to offset firms’
costs for participating in the IARD. In addition, we support the division of investment
advisers and broker-dealers into two separate sections of the Commission’s regulations.
However, we oppose the Commission’s inclusion of third-party solicitors in the definition
of investment adviser representative.

1

For additional information, please consult our web site: www.icaa.org.

The ICAA Strongly Supports Electronic Filing By All Investment Advisers.
The ICAA commends the Kansas Securities Commission’s proposal to mandate
electronic filing through the IARD by all registered investment advisers.2
As you know, development of the IARD is a joint effort by NASAA and the SEC.
The SEC and state securities regulators have designed the IARD and the basic
registration forms (including Form ADV) in such a manner that both state-registered and
SEC-registered advisers will be able to satisfy their filing obligations on the same system.
There are many benefits of a centralized uniform filing system. The system will permit
federally registered advisers to make “one-stop” filings with both the SEC and with states
in which they are required to notice file. It will provide both federal and state regulators
with a powerful tool to monitor advisers and gather useful data about the profession.
Most important, the database will provide clients and potential investors around the world
with easy access through the Internet to significant information about investment
advisers, including all material disciplinary history.
In September 2000, the SEC adopted final revisions to Part 1 of Form ADV and
required all SEC-registered firms electronically to file the amended form on the IARD by
the end of April 2001. That transition has been completed successfully. Also in
September 2000, the NASAA Investment Adviser Model Rules Project Group issued a
set of model rules for implementation of the IARD. These model rules provide guidance
to states participating in the IARD regarding how to modify their current investment
adviser statutes and rules to accommodate and mandate electronic filing.
We have strongly supported all state efforts to mandate electronic filing by stateregistered investment advisers on the IARD.3 Full state participation is critical to the
success of the IARD, particularly in the ability of the system to provide data about the
entire investment advisory profession to regulators and investors. Without required
electronic filing, the database will be incomplete. Most important, it is inevitable that
state-registered advisers with disciplinary history will choose not to file electronically,
escaping easy scrutiny by investors. We therefore urge the Commission to adopt the
proposed provision mandating electronic filing by registrants and reducing filing fees to
offset the expense of electronic filing.
The Commission Should Make Two Minor Modifications to Its IARD Provisions.
1.
In proposed K.A.R. 81-14-6(e)(2), the Commission proposes an October
1, 2001 transition date for registration of investment adviser representatives through the
IARD. We respectfully suggest that the Commission substitute a transition requirement
to file Form U-4 electronically some number of days, perhaps 90, after the IARD is
capable of accepting Form U-4 filings for investment adviser representatives. We
2

Proposed K.A.R. 81-14-6, 81-14-7.

3

See Letter dated December 20, 2000 from the ICAA to NASAA President Deborah Bortner.
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understand that the NASDR currently expects to be able to accept investment adviser
representative filings in March 2002.
2.
In proposed K.A.R. 81-14-7, the Commission proposes to deem Part 2 of
Form ADV to be filed, if a federal covered adviser provides Part 2 within 5 days of a
request by the Commissioner. We fully support this provision, which is uniform with the
vast majority of other states and will facilitate one-stop filing by federal covered advisers
via the IARD. We suggest, however, the addition of the second sentence of the NASAA
model rules on this subject, which states: “Because the [Administrator] deems Part 2 of
the Form ADV to be filed, a federal covered adviser is not required to submit Part 2 of
Form ADV to the [Administrator] unless requested.”4 That Part 2 need not be filed is
implied in this provision, but the addition of the second sentence would make the rule
even more clear.
We Oppose the Inclusion of Third-Party Solicitors in the Definition of Investment
Adviser Representative.
Section 17-1252(m) of the Kansas Securities Act delegates to the Commissioner
the ability to define an “investment adviser representative” of a federal covered adviser
by rule or order. Pursuant to that authority, the Commission has proposed K.A.R. 81-148, which would incorporate the NASAA model definition of investment adviser
representative. We strongly support incorporation of the SEC definition of investment
adviser representative, as reflected in proposed K.A.R. 81-14-8(a) and (b)(1). However,
while we understand the Commission’s desire to adopt NASAA model rules and usually
support such uniformity, we must oppose proposed subsection (b)(2), which would
require registration of third-party solicitors of federal covered advisers.
As you know, Title III of the National Securities Markets Improvement Act
preempted state registration and qualification requirements for “supervised persons” of
SEC-registered advisers, except for investment adviser representatives with a place of
business in the state. In the adopting release to the rules implementing NSMIA, the SEC
stated that solicitors who are partners, officers, or employees of a federal covered adviser
are supervised persons. However, a third-party solicitor is a supervised person only if the
solicitor provides investment advice on behalf of the adviser and is subject to the
supervision and control of the adviser.5 In its release, the Commission apparently
assumed that most third-party solicitors are not supervised persons and are therefore
subject to state registration under requirements for state advisers. The Commission
further noted that “Rule 206(4)-3 [of the Investment Advisers Act] will continue to
govern cash payments by a Commission-registered adviser to a solicitor who is subject to
state qualification requirements.”6
4

NASAA IARD Implementation Model Rule 202(b)-1(b).

5

Rules Implementing Amendments to the Investment Advisers Act of 1940, 62 Fed. Reg. 99 at
28123 (May 22, 1997).
6

Id. at n.125.
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As a result of these SEC interpretations, NASAA in its model regulations
included third-party solicitors of federal covered advisers in the definition of “investment
adviser representative.” While technically permitted under NSMIA, this treatment of
third-party solicitors does not make sense as a matter of policy or practice. First and
most importantly, there appears to be no investor protection reason to have third-party
solicitors register and take examinations for pure solicitation activities not involving
investment advice. These solicitors are already required to provide extensive disclosure
documents to prospective clients regarding their relationship with the adviser and their
compensation for referrals pursuant to Rule 206(4)-3. For example, if an accountant
refers a few of its clients to an adviser in return for compensation, disclosure of the
arrangement should suffice for investor protection. The accountant should not be
required to take a test or be licensed as an investment adviser representative. If the client
decides to hire the adviser referred, he will be dealing with licensed, qualified
individuals.
Second, the uniform registration form for investment adviser representatives,
Form U-4, does not make sense for third-party solicitors. Form U-4 is designed primarily
for employees; thus, any clients viewing the form on the public disclosure web site could
easily be misled by the wording of the form into believing that these independent
individuals are employees of the adviser. In addition, the form requires the adviser to
vouch for information that the solicitor’s own employer is more qualified to submit.
Finally, it is cumbersome for federal advisers to “supervise” the registration of these
independent solicitors, particularly in a separate framework from its other more typical
investment adviser representatives.
Accordingly, we urge the Commission to delete proposed K.A.R. 81-14-8(b)(2)
from the definition of “investment adviser representative” of a federal covered adviser.
We truly appreciate your consideration of our comments. We would be happy to
further discuss any of these issues with you at your convenience.
Please do not hesitate to call me or David Tittsworth, Executive Director, if you
have any questions or comments or desire further information.
Sincerely,

Karen L. Barr
General Counsel
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August 21, 2001
Paul F. Roye, Esq.
Director
Division of Investment Management
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549-0609
Re:

Proposed Changes to Investment Advisers Act Advertising Rule

Dear Mr. Roye:
The Investment Counsel Association of America1 submits this letter to
recommend substantial revisions to Rule 206(4)-1 (Rule) governing investment adviser
advertising under the Investment Advisers Act of 1940 (Advisers Act).2 Our proposed
changes would update and simplify the Rule and make it more consistent with the
original purposes of Section 206 of the Advisers Act. The proposal would substantially
enhance investor protection by improving the quantity and quality of the information
provided to clients and prospective clients, as well as providing minimum standards
governing composite performance results prepared for retail clients. Our proposal is set
forth in Appendix A to this letter.
Introduction and Summary
Over the last several years, the Commission has been reevaluating various forms,
rules, and interpretations under the Advisers Act in order to take a fresh look at them and
to “clean out the cobwebs that may have grown over the years.”3 Since that
reexamination began, both industry leaders and senior SEC staff have indicated that the
advertising rule may be outdated and in need of amendment. It is our understanding that
SEC staff is already seriously considering revising the Rule. For example, in
1

The ICAA is a not-for-profit association that exclusively represents the interests of SECregistered investment advisers. Founded in 1937, the Association’s membership today
consists of about 300 investment advisory firms that collectively manage in excess of $3
trillion for a wide variety of institutional and individual clients. For additional
information, please consult our web site at www.icaa.org.
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17 C.F.R. §275.206(4)-1.

3

See 1997 statement of the SEC in establishing the Task Force on Investment Adviser
Regulation.
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commenting on the Rule, you recently stated: “Rather than making certain practices per
se fraudulent, I would like to see the Rule revised to reflect a general antifraud standard
like that set forth in Rule 156 under the Securities Act of 1933, governing investment
company advertising.”4 The ICAA strongly supports such a commonsense approach and
offers the following principal recommendations for amending the Rule:
•

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

•

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

•

The Rule should be revised to reflect the distinction between materials
prepared for sophisticated, institutional-type clients and those prepared for
retail clients. Thus, an advertisement provided to institutional clients
should be subject only to the broad anti-fraud standards in subsections (a)
and (b) of the proposed Rule.5 With respect to retail clients, subsection (c)
of the proposed Rule provides more specific baseline standards for the
presentation of performance information.

•

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

As discussed in more detail below, we believe our proposal is fully consistent
with Section 206(4) and that it will improve advertising standards for the advisory
4

Paul Roye, Keynote Address at the Glasser LegalWorks Fifth Annual Investment Advisors
Compliance Conference, N.Y., N. Y. (May 4, 2001) www.sec.gov/news/speech/spch488.
htm. See also Paul Roye, 2000 and Beyond: SEC Priorities for the Investment Adviser
Profession, Investment Counsel Association of America, Atlanta, GA (April 6, 2000)
www.sec.gov/news/speech/spch361.htm.
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As part of this concept, the Commission should make clear that advisers are permitted to
provide only gross-of-fees performance data to institutional clients in both one-on-one
presentations and advertisements.
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profession. Section I describes the background and purposes of Section 206 of the
Advisers Act and the Rule. Section II outlines why the Rule has become outdated and
why the various specific prohibitions of the Rule are unnecessary and counterproductive.
Section III discusses additional legal bases for eliminating the specific prohibitions in the
Rule. Finally, Section IV describes the ICAA proposal and highlights the major benefits
of such an approach.
I.

Rule 206(4)-1 Background

Section 206 of the Advisers Act contains the Act’s anti-fraud provisions and
provides the statutory basis for the adoption of any anti-fraud rule relating to adviser sales
practices or advertising. More specifically, Section 206 was amended in 1960 to include
a new subsection (4) prohibiting any investment adviser from engaging “in any act,
practice or course of business which is fraudulent, deceptive or manipulative” and
authorizing the SEC “by rules and regulations, [to] define, and prescribe means
reasonably designed to prevent, such acts, practices and courses of business as are
fraudulent, deceptive or manipulative.”6
Pursuant to this authority, the SEC adopted Rule 206(4)-1 in 1961.7 The Rule
provides both a general anti-fraud prohibition8 and four specific advertising provisions
that prohibit advisers from: (i) using any testimonial of any kind concerning the adviser
or its advice, analysis, report or services; (ii) referring to any specific past
recommendations of such investment adviser that were or would have been profitable to
any person, unless all specific past recommendations of the adviser for the immediately
preceding one year period are also furnished or offered; (iii) representing that any graph,
chart, formula or other device being offered can in and of itself determine or assist the
client in determining which securities to buy or sell or when to enter into any such
transaction, unless accompanied by prominent disclosures with respect to the limitations
in using such graph, chart, formula or other device; and (iv) making any statement to the
effect that any report, analysis or other service will be furnished free or without charge,
unless it is entirely free. The Rule defines “advertisement” broadly to include any written
communication “addressed to more than one person, or any notice or other announcement
in any publication or by radio or television” that offers any analysis, report, publication or
investment advisory service related to securities.
The Rule does not specifically address performance advertising. Until the late
1970’s, however, the SEC staff took the position that advertising either model or actual
performance results was inherently false or misleading under the general anti-fraud
provision of the Rule. Since then, the SEC has permitted advertisements that include
6

Pub. L. 86-750, Act of September 13, 1960, Sec. 9, 74 Stat. 887.

7

Investment Adviser Release No. 121 (Nov. 2, 1961).
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performance results under a facts-and-circumstances test that analyzes whether a reader
of the advertisement would be materially misled in any way. The SEC positions
regarding performance advertising are set forth in numerous no-action letters and
enforcement proceedings.
When Rule 206(4)-1 was proposed in 1961, the SEC explained that it was
intended to implement the first phase of its program to study “the acts and practices of
investment advisers which may be considered to be fraudulent, deceptive or
manipulative, with a view to adopting rules and regulations designed to prevent such acts
and practices.”9 The SEC cautioned the advisory profession to keep in mind that the
specific provisions of the Rule were necessary because “advisers are generally required to
adhere to a stricter standard of conduct than that applicable to ordinary merchants,
securities are ‘intricate merchandise’, and clients or prospective clients of investment
advisers are frequently unskilled and unsophisticated in investment matters.”10 The SEC
further noted that “[s]ince it is to such [unsophisticated] persons that a substantial amount
of investment advisory advertising is directed, the proposed rule is intended to implement
the statutory mandate by foreclosing the practices which have a tendency to mislead or
deceive such persons.”11 With one exception, the Rule has not been amended since its
adoption in 1961.12
In the intervening 40 years, both the investment advisory profession and the
clients served by it have changed significantly. A significant percentage of today’s
advisory clients are highly sophisticated persons, including corporations, partnerships,
investment companies, pension funds, business trusts, foundations, and endowments, as
well as high net worth individuals. Although many of the Commission’s regulations, noaction letters, and other pronouncements recognize that sophisticated clients should have
greater latitude in their dealings with advisers, the Rule itself does not recognize that
distinction. In light of these and other significant developments, we believe the time is
ripe for a re-examination of the Rule.

9

Investment Adviser Release No. 113 (Apr. 4, 1961).

10

Id. at 3-4. These warnings were reiterated in both the revised rule proposal, Investment
Adviser Release No. 119, at 2 (Aug. 8, 1961), and in the adopting release, Investment
Adviser Release No. 121, at 2.

11

Investment Adviser Release No. 121, at 4.

12

In 1997, the Rule was amended to effectuate the purposes of the National Securities
Market Improvement Act by limiting its applicability to advisers “registered or required
to be registered under Section 203 of the Act.” Investment Adviser Release No. 1633
(May 15, 1997).
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II.

The Advertising Rule Is Outdated and Difficult to Decipher

The advertising rule no longer makes sense in today’s investment advisory
market. The explosive growth in client demand for investment advice over the past few
decades has been accompanied by a similar growth in demand for information about and
from advisers. However, the Commission’s application and interpretation of the Rule
have significantly limited an adviser’s ability to meet that demand. As a result of these
limitations, advisers routinely face the dilemma of attempting to provide information
requested by existing and prospective clients without running afoul of the Rule.
For example, both current and prospective clients, as well as their consultants,
frequently request information regarding the names of an adviser’s existing clients, the
quarter-end portfolio holdings of the adviser, and the adviser’s gross performance results.
Yet, for years the SEC has not permitted advisers to furnish such information, except
under limited circumstances, while banks and broker-dealers - who increasingly compete
with advisers to provide advisory services - are routinely permitted to provide their
customers with such information, without being deemed to commit per se fraud.
Moreover, advisory clients and prospective clients have difficulty understanding why
they are entitled to less information from their adviser than they receive as investors in a
mutual fund, particularly because they expect and receive more personalized service from
an adviser.
Neither the Rule’s specific prohibitions nor its general anti-fraud provision
provide useful guidance either to advisers or their clients. Advisers cannot simply read
the Rule and understand what is required. Advisers seeking to adhere to the requirements
of the existing advertising regime must delve through a thicket of no-action letters and
enforcement proceedings in order to determine their rights and responsibilities, some of
which are counterintuitive. Such a regulatory scheme is confusing for advisers to
understand and difficult for the SEC to enforce.
These problems are discussed in more detail below with respect to each activity
specifically prohibited under the Rule or by SEC staff positions.
Testimonials. The SEC interprets the prohibition on testimonials to include any
statement of a client’s experience with the adviser or any type of endorsement.13 Thus,
the Rule prevents not only “traditional” testimonials, but also has raised questions
regarding use of client lists, reprints of newspaper articles, and discussion of rankings in
advertisements. The prohibition on testimonials is based on the notion that testimonials
may give rise to a fraudulent or deceptive implication or inference that the experience of
the person giving the testimonial is typical of the experience of the adviser’s other

13

See, e.g., DALBAR, Inc. (pub. avail. Mar. 24, 1998); Cambiar Investors, Inc. (pub. avail.
Aug. 28, 1997).
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clients.14 This notion is outdated. The public daily sees testimonials in advertising in
every media for almost every product or service imaginable and certainly understands the
motive behind the message conveyed. Consumers already assume, rightly or wrongly,
that an entity advertising a product or service selects its most satisfied customers to
include in its promotional materials. If advisers were permitted to publish testimonials,
they would, as fiduciaries, be obligated to provide consumers with appropriate disclosure.
Thus, we believe the current prohibition is unnecessary and that investors would be better
served by a rule that subjects testimonials to a broad anti-fraud standard.15
The prohibition against testimonials also creates an unlevel playing field, as no
such prohibition applies to services offered by broker-dealers, mutual funds, or other
financial services providers.16 For example, NASD Conduct Rules specifically permit
broker-dealers to use testimonials if appropriate disclosures are provided to prospective
customers.17 In addition, the SEC staff has permitted advisers to mutual funds to use
14

See, e.g., CIGNA Securities, Inc. (pub. avail. Sept. 10, 1991).

15

The testimonial prohibition is particularly unwarranted in the context of client lists,
which prospective clients frequently request. Yet nearly four decades expired between
the adoption of the testimonial prohibition and the SEC staff’s grant of unconditional
permission to use partial client lists in adviser advertisements. See Cambiar Investors,
Inc. (pub. avail. Aug. 28, 1997) (partial client list that only identifies certain clients of
adviser cannot be viewed as statement of client’s experience with, or endorsement of,
adviser; adviser not required to use nonperformance-related criteria when selecting
clients for list or provide any particular disclosure). Cf. Denver Investment Advisors, Inc.
(pub. avail. July 30, 1993) (use of partial client lists conditioned on using
nonperformance-related criteria to select clients for list, disclosing objective criteria used
to include clients and adding required disclaimer). Cf. Financial Institutions Investment
Services, Inc. (pub. avail. June 12, 1985) (no-action assurance refused to adviser that
planned to publish client testimonials regarding adviser’s non-investment “portfolio
administration” services).

16

Indeed, the SEC staff has explicitly noted that registration by a broker-dealer under the
Advisers Act would not subject advertisements with respect to their brokerage services to
the requirements of the Advisers Act. See E.F. Hutton & Co., Inc., Fed. Sec. L. Rep.
(CCH) ¶82,000 (Feb. 2, 1979) (registered broker-dealer’s ads intended to attract
prospective brokerage customers by emphasizing quality of investment research support
provided to the broker-dealer’s account executives not subject to testimonial prohibition
where services advertised were available to brokerage customers solely as incidental
brokerage services and for no special compensation). See also Sutro & Co. Inc. (pub.
avail. June 22, 1977). Cf. Multi-Financial Securities Corp. (Donald E. Thorne) (pub.
avail. Nov. 5, 1995) (dual registrant subject to testimonial prohibition on ads promoting
advisory services as long as adviser is registered); Amherst Financial Services Inc. (pub.
avail. May 23, 1995) (broker-dealer registered principal with financial planning firm
required to register financial planning firm as adviser and subject to testimonial
prohibition on financial planning services ads).

17

See NASD Conduct Rule 2210(d)(2)(D).
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client testimonials in fund sales literature, subject to a general anti-fraud standard.18
Given that both broker-dealers and investment companies are permitted to use
testimonials to the extent they are not fraudulent or misleading, we respectfully submit
that deeming an investment adviser’s use of testimonials as fraudulent per se does not
make sense.
Prior Specific Recommendations. The SEC adopted the prohibition on referring
to past specific recommendations that “were or would have been profitable to any
person” primarily based on concerns that advisers would “cherry pick” the profitable
investments and ignore the unprofitable ones.19 While this concern is understandable,
undisclosed cherry picking is already prohibited by Section 206. Further, SEC
interpretations of the Rule have strayed far beyond this intended goal. For example,
although the term “recommendation” is not defined, some SEC staff have, over the years,
indicated that the Rule prohibits materials that include individual stock discussions or that
list portfolio holdings without further discussion.20 This problem is further exacerbated
by the broad definition of advertising under the Advisers Act. For example, while there
is no specific prohibition in the Rule on providing to clients an adviser’s recent quarterend portfolio holdings information, the definition of advertising calls into question
whether an adviser may do so because it is providing the same information to multiple
clients.21 Similarly, advisers wonder whether providing a sample or representative client
report to more than one prospective client is prohibited by the Rule.
For years, SEC staff interpreted the Rule as prohibiting advertisements containing
only a selected list of past specific recommendations, even if accompanied by an offer to
separately furnish to the client the complete list of all the adviser’s recommendations for
the past year.22 This interpretation was at odds with the plain language of the Rule itself.
No substantive relief from that interpretation was granted until December 1998 when the
SEC staff permitted Franklin Management, Inc. to publish partial lists of its securities

18

See Use of Testimonials in Mutual Fund Advertising (pub. avail. October 19, 1993)
(Letter from C. Gladwyn Goins, Associate Director, Division of Investment Management
to R. Clark Hooper, National Association of Securities Dealers, Inc.).

19

See Franklin Management, Inc. (pub. avail. Dec. 10, 1998).

20

It is unclear from the origins of the Rule whether reporting of discretionary investment
decisions made by advisers on behalf of their clients is the type of “recommendation” the
Rule was designed to address.

21

The term “advertisement” includes any “written communication addressed to more than
one person” which offers any “investment advisory service with regard to securities.” 17
C.F.R. §206(4)-1(b).

22

See Dow Theory Forecasts, Inc. (pub. avail. Aug. 26, 1983); James B. Peeke & Co. (pub.
avail. Sep. 13, 1982); J.D. Minnick & Co. (pub. avail. Apr. 30, 1975).
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holdings in its quarterly report to clients without meeting the requirements of the Rule,
provided the many conditions of the no-action letter were met.23
While the Franklin no-action letter provided some relief to advisers, it also
created other interpretative questions. For example, it is now unclear what effect the noaction letter has on the use of “current” recommendations, as the letter specifically
excludes the use of current recommendations from the relief granted.24 The letter also
states that, absent no-action relief, the Rule even prohibits advertisements that discuss
past holdings without indicating directly or indirectly whether the securities identified
were or would have been profitable. In addition, one of the conditions of the no-action
letter is that the adviser not discuss whether any specific security was profitable or
unprofitable. Most consultants and institutional clients expect to receive communications
that contain some sort of attribution analysis of specific portfolio holdings in order to
identify where the adviser’s security selection process added to or detracted value from
the client’s portfolio. To comply with the terms of the Franklin letter, an adviser could
not present this sort of attribution analysis in advertising to clients or prospective clients.
In contrast, advisers to registered investment companies have long been permitted
by the SEC staff to publish in fund sales literature the “top ten” holdings of their mutual
fund portfolios, subject only to appropriate disclosure to investors and shareholders of
any relevant information. We believe a similar standard should apply to all investment
advisers. The prohibition against past specific recommendations should be eliminated in
favor of the anti-fraud disclosure standard that operates in most areas of adviser
compliance. Clients and prospective clients desire and request information about the
investment decision-making process, including discussion of specific securities, and we
strongly believe that advisers should be able to provide this information.
Use of any Graph, Chart, Formula or Other Device. The per se prohibition
against representing that graphs, charts, and other devices that can be used to determine
which securities to buy or sell or the timing of securities transactions is outmoded. It is
now recognized that computer-driven investment and trading strategies, such as baskettrading and securities indexing, compete side-by-side with other forms of investment
strategies and may be equally effective. Moreover, even traditional methods of securities
investing, such as value and growth, now rely heavily on computerized models. We
believe the Rule is based on old-fashioned skepticism of computer-based technologies
that could benefit investors. In any event, the general anti-fraud standard would and
already does prohibit any false or misleading claims regarding computer-driven models
or web-based investment tools.
23

Franklin Management, Inc. (pub. avail. Dec. 10, 1998) (“Franklin”) (relief conditioned
upon adviser’s representations, among others, that adviser would use objective,
nonperformance-based criteria to select securities published on list and would not discuss
whether any specific security was profitable or unprofitable).

24

Unfortunately, Franklin does not define what is meant by “current” recommendation.
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Free Offers. The current prohibition against offering to provide a report or
service for free unless it is entirely free is simply duplicative and unnecessary. Stating
that a service is free when it is not actually free is clearly a misrepresentation that is
already prohibited by Section 206 of the Advisers Act.
Use of Gross Performance. Pension consultants, institutional clients, and others
routinely request gross performance information from advisers. Consultants, rating
services, and similar groups publish gross performance results to facilitate comparison to
unmanaged industry benchmarks. Advisers believed they were permitted to present gross
performance results in advertising with appropriate disclosure until 1986, when the SEC
staff issued the Clover Capital no-action letter opining that performance presentations to
clients or potential clients would be in violation of Section 206 and the Rule unless the
performance is shown net of fees. The SEC staff subsequently permitted advisers’ use of
gross performance information in one-on-one presentations, but advisers were not
permitted to distribute or redistribute gross performance information outside the one-onone presentation context.25 It was not until 1996 that the SEC staff issued a no-action
letter permitting an adviser to distribute advertisements presenting gross performance.26
The no-action relief was conditioned upon: (1) showing gross and net performance with
equal prominence, (2) using a format designed to facilitate ease of comparison, and (3)
providing sufficient disclosure to ensure that the material presented is not misleading.27
The Association for Investment Management and Research (AIMR) has long
supported the use of gross performance results in all presentations to clients.28 AIMR’s
endorsement of the use of gross performance results is at least some indication that such
information is not inherently fraudulent or deceptive. In addition, the difference in the
performance standards supported by the SEC staff and AIMR is confusing to advisers
and their clients.
The SEC staff’s evident distrust of presentation of gross performance results is
not warranted. Advisers should be permitted to show gross performance with appropriate
disclosures consistent with the general anti-fraud standard.
25

See, e.g., By-Pass Wall Street, Inc. (pub. avail. Jan. 7, 1992); Bradford Hall (pub. avail.
Jul. 19, 1991); Investment Company Institute (pub. avail. Sept. 23, 1988)(“ICI 2”);
Investment Company Institute (pub. avail. Aug. 24, 1987) (“ICI 1”); and Clover Capital
Management, Inc. (pub. avail. Oct. 28, 1986) (“Clover Capital”).

26

Association for Inv. Management and Research (pub. avail. Dec. 18, 1996).

27

Id. The disclosure accompanying gross-of-fee performance must specifically state that
performance does not reflect payment of advisory fees and other expenses that would be
incurred in management of the account.

28

See AIMR Performance Presentation Standards Handbook (1997) at 72-73.
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III.

The Specific Prohibitions in the Rule Should Not be Considered Per Se
Fraud

The activities explicitly prohibited in the current Rule should not be considered
per se fraud as either a matter of law or of fact.29 Indeed, in granting no-action relief with
respect to various elements of the Rule, the SEC staff implicitly has recognized that these
activities are not inherently fraudulent.
For example, in reversing its longstanding position with respect to presentation of
an adviser’s past performance, the SEC staff explicitly stated in Clover Capital: “The
staff no longer takes the position that the use of model or actual results in an
advertisement is per se fraudulent under Section 206(4) and the rules thereunder,
particularly Rule 206(4)-1(a)(5). Rather, this determination is one of fact . . ..”30 Further,
in permitting the use of certain partial past recommendations lists, the SEC staff
concluded that reports prepared in the manner described by the adviser “could be useful
information to existing and prospective clients, and do not raise the dangers that Rule
206(4)-1(a)(2) was designed to prevent.”31 Similarly, in allowing advisers to use ratings
based on client surveys, the SEC staff concluded that while such ratings are testimonials,
they do not pose the dangers that the testimonial prohibition was intended to prevent.32
In addition, the four specific prohibitions in the Rule are both under inclusive and
over inclusive. The prohibitions are under inclusive in that other advertising activities of
advisers may constitute fraudulent, deceptive or manipulative acts, practices or courses of
business. They are over inclusive in that the four specific prohibitions in the Rule seem
to be somewhat arbitrary and not based on any empirical evidence that those acts or
practices have resulted in material harm to clients.
The specific prohibitions of the Rule are not consistent with the disclosure
philosophy of the Advisers Act. SEC interpretive guidance and administrative decisions
as well as staff no-action letters reflect a well-established understanding that informed
client consent is the most appropriate means to address an adviser’s potential conflicts of
interest with its clients, and that flat prohibitions on certain activities should be employed
only in those instances in which disclosure of the conflict could not reasonably cure the

29

The one exception may be, as noted above, that offering something for free that is not
free is inherently a misrepresentation. However, this point is obvious and does not need
to be codified in the Rule separately from the general fraud prohibition.

30

Clover Capital, supra n. 25.

31

Franklin Management, Inc., supra, n. 23.

32

See DALBAR, Inc., supra, n. 13.
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problem.33 The legislative history of the 1960 amendment to Section 206 demonstrates
that Congress intended to provide the SEC with rulemaking authority to determine when
such disclosure would be sufficient to address conflicts of interest.34
Clearly, the public interest is not well served by a Rule that flatly prohibits
truthful advertisements containing information that investors want and that may be useful
in making investment decisions. We believe the Rule instead should reflect an adviser’s
duty to make accurate and adequate disclosure of relevant and meaningful information to
existing and prospective clients.
IV.

The ICAA Proposal

To modernize the current rules and enhance investor protection, the ICAA has
developed a new approach to adviser advertising regulation. Our proposal has three
principal components. First and foremost, we strongly recommend repealing the specific
prohibitions contained in the rule and replacing them with a general anti-fraud standard
along the lines of Rule 156 under the Securities Act of 1933. This general rule would
apply to all advertising and all clients. Second, we recommend enhancing performance
results prepared for retail clients by establishing minimum standards for such results.
Finally, we recommend that Commission staff issue an interpretive release that clarifies
and consolidates the substance of the relevant no-action letters and other SEC

33

See, e.g., Investment Adviser Release No. 1092 (Oct. 8, 1997) (“[A]n adviser must
disclose to clients all material facts regarding the potential conflict of interest so that the
client can make an informed decision as to whether to enter into or continue an advisory
relationship with the adviser or whether to take some action to protect himself against the
specific conflict of interest involved”); Investment Adviser Release No. 770 (Aug. 13,
1981) (discussing disclosure to address conflicts of interest); In the Matter of Portfolio
Management Consultants, Inc. and Kenneth S. Phillips, 1996 WL 354415 (June 27,
1996) (disclosure and informed consent required for wrap fee sponsor to receive both
wrap fee and principal trading profits); In the Matter of Kingsley, Jennison, McNulty &
Morse, Inc. and Richard Kingsley, 1993 WL 538935 (Dec. 23, 1993) (disclosure and
client consent required to use soft dollars to pay for services other than brokerage or
research); In the Matter of Kidder, Peabody & Co., Inc. and Edward B. Goodnow, 1968
WL 85399 (Oct. 16, 1968) (disclosure and consent required for adviser to buy or sell for
itself at better price same securities as for advisory clients). Cf. SEC v. Capital Gains
Research Bureau, Inc., 375 U.S. 180, 190-191, 195 (1963).

34

See Senate Report No. 1760 on S. 3773, 86th Cong., 2d Sess., at 8 (June 28, 1960), and
House Report No. 2179 on H.R. 2482, 86th Cong., 2d Sess., at 7-8 (Aug. 26, 1960) (added
new Subsection 206(4) giving SEC power to determine by rule what activities should be
considered fraudulent, deceptive, and manipulative because Section 206 as written did
not state what activities were prohibited).
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pronouncements in this area, and rescinds or supersedes prior positions where appropriate
to implement this proposal.35
A.

The SEC Should Replace the Specific Prohibitions with an Anti-Fraud
Approach

We believe there is significant support from the advisory profession and SEC staff
to remove the list of specific prohibitions in paragraphs (1) through (4) of subsection (a)
of the Rule so that the prohibited conduct is no longer considered to constitute per se
fraud, deceit, or manipulation. We recommend that the SEC revise the Rule so that it
more closely resembles Rule 156 under the 1933 Act and Rule 10b-5 under the 1934 Act.
We believe the proposed rule will benefit investors by permitting investment advisers to
provide more complete information to their clients and prospective clients.
Specifically, the Rule should be amended to state that it shall constitute a
fraudulent, deceptive, or manipulative act, practice, or course of business within the
meaning of Section 206(4) of the Advisers Act for any investment adviser, registered or
required to be registered under Section 203 of the Advisers Act to, directly or indirectly,
publish, circulate, or distribute any advertisement that: (i) contains any untrue statement
of a material fact; or (ii) omits to state a material fact necessary in order to make a
statement made, in the light of the circumstances of its use, not misleading. This
approach is followed in subsection (a) of our proposed rule.
In addition to this general anti-fraud standard, we suggest that the amended Rule
state that whether an advertisement is misleading depends on the context in which it is
made or presented, taking into consideration all relevant factors. We have set forth a list
of factors in subsection (b) of our proposed rule, drawn from SEC interpretations, noaction letters, SEC Commission and staff speeches, and enforcement proceedings. They
are similar to the Rule 156 factors, but are written in plain English. These factors would
cover all of the misleading practices the SEC has sought to prevent in the current rule.
Under our approach, investment advisers would have the responsibility to review
their advertisements to ensure that they do not contain information that may be viewed as
fraudulent, deceptive or manipulative and to include meaningful and appropriate
disclosures. This approach is more fully consistent with the disclosure-oriented
philosophy in the Advisers Act and other federal securities laws.
The SEC also should consider amending the definition of advertising to mean
communications to more than 10 persons. This would conform the definition found in
the advertising rule with the definition used in the Act’s books and records requirement36
35

For example, the interpretive release should explicitly eliminate the net-of-fees
performance requirement with respect to institutional clients.

36

See Advisers Act Section 204-2(a)(11).
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and would simplify the use of certain materials in group settings. Communications to
one or a few people would still be covered by the general anti-fraud standard set forth in
Section 206 of the Act.
Finally, we strongly recommend that the SEC adopt a regulatory approach that
distinguishes between materials prepared for sophisticated, institutional-type clients and
those prepared for retail clients. We recommend that the SEC adopt the definition of
“qualified client” under Rule 205-3 of the Advisers Act as the standard for this
distinction.37
Based on the experience of our members, we believe there is a substantial
difference in the need for regulation between retail clients and institutional clients and a
significantly greater need for flexibility when dealing with sophisticated clients. In
particular, it is our experience that institutional clients generally have substantially
greater access to information than retail clients and frequently have relationships with
third parties that provide them with additional expertise and analytical resources.38 As a
result, the nature of the information demanded by institutional clients and the format in
which such information is required is often dictated by the institution’s client or its
consultant. Many institutions hire a number of different advisers and seek to obtain
information in a standardized format in order to permit the creation of comparative
materials to submit to their management. Similarly, consultants often require responses
to standardized questionnaires designed to facilitate adviser comparisons.
Thus, we recommend that an advertisement provided to institutional clients be
subject to the anti-fraud standards set forth in subsections (a) and (b) of our proposed
rule. Implementing the proposed rule would have several salutary effects. For example,
advisers could present gross-of-fee information, partial holdings lists (including profitand-loss information), and other performance information to institutional clients as long
as such presentations were not false or misleading.
B.

Retail Clients Should Receive More Standardized Performance Data

Currently, it may be difficult for retail clients to compare performance data
presented by various advisers. We therefore recommend that investment advisers who
market their services to retail clients provide performance advertising in a more
standardized format so that prospective retail clients are better able to make comparisons
37

In general, a “qualified client” must have $750,000 under management and/or a joint net
worth of more than $1.5 million.

38

Institutions and their consultants generally do not need the types of disclosures that are
currently mandated to accompany performance presentations, since they are capable of
requesting whatever information they need or want and are in a position to evaluate fully
the information they request. The sophistication of institutional clients is well recognized
by the SEC and its staff in other similar contexts.
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among advisers. In addition to the anti-fraud provisions of our proposed rule, subsection
(c) would provide more specific baseline standards for the presentation of performance
information to retail clients. The baseline standards would require that, among other
things, performance presentations to retail clients disclose: (i) the type of accounts or
strategy represented; (ii) a description of how the average annual total return performance
history was calculated; (iii) the average annual total returns of an appropriate securities
market index; (iv) the number of clients whose accounts are included in the average
annual total returns presented in the advertisement; (v) the total assets of all client
accounts included in the returns advertised; and (vi) the length of, and the date of the last
day in, the period used to compute the adviser’s performance history.39
In addition, if the adviser does not present net-of-fees performance results, the
advertisement must include an explanation of all fees and expenses an investor would
likely pay for the adviser’s investment advisory services, including a concise example of
the impact on the adviser’s returns if all investment advisory fees and expenses had been
reflected in the returns presented. All performance presentations to retail clients would
also have to be: (a) at a minimum, current to the most recent calendar quarter ended prior
to use and in all circumstances must be for a period of not less than one year, or inception
to date if less than one year; and (b) provided for one-, five- and ten-year periods.
These baseline standards would better enable retail investors to compare
advertised performance of investment advisers. These standards also articulate clearly
for advisers their obligations in presenting performance to these clients.

39

In selecting these standards, in the interests of consistency, we considered SEC no-action
positions, both formal and informal, the AIMR-PPS standards, and NASD related
performance rules. Our proposed standards do not conflict with these existing standards.
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C.

The Commission Should Issue a New Advertising Interpretive Release

As discussed above, regulatory requirements governing advertising are principally
found in a number of no-action letters issued by Commission staff over the years.40 The
positions taken by the SEC in these letters have evolved - sometimes dramatically - over
the last 30 years. It is extremely difficult for compliance officers to follow and sift
through the reams of this sometimes-ambiguous material to determine their legal
obligations. In addition, if our proposal were adopted, many of these no-actions letters
would be (and should be) moot or superseded. Thus, we strongly recommend that
Commission staff rescind or supersede many of its previous advertising no-action letters
and consolidate the substance of others in one place. This source of advertising
regulation could be in the form of an interpretive release that discusses the modernized
requirements proposed here, including elimination of the net-of-fees performance
requirement for institutional clients.

40

E.g., Clover Capital Management, Inc. (pub. avail. Oct. 28, 1986); By-Pass Wall Street,
Inc. (pub. avail. Jan. 7, 1992); Bradford Hall (pub. avail. Jul. 19, 1991); Investment
Company Institute (pub. avail. Sept. 23, 1988); Investment Company Institute (pub. avail.
Aug. 24, 1987); J.P. Morgan Investment Management, Inc. (pub. avail. May 7, 1996);
Securities Industry Association (pub. avail. Nov. 27, 1989); Association for Investment
Management and Research (pub. avail. Dec. 18, 1996); Great Lakes Advisers, Inc. (pub.
avail. April 18, 1992); Fiduciary Management Associates (pub. avail. Mar. 5, 1984);
Conway Asset Management, Inc. (pub. avail. Jan. 27, 1989); Taurus Advisory Group, Inc.
(July 15, 1993); Horizon Asset Management (pub. avail. Sept. 13, 1996); Dalbar, Inc.
(pub. avail. Mar. 24, 1998); Stalker Advisory Services (pub. avail. Jan. 18, 1994); Kurtz
Capital Management (pub. avail. Jan. 18, 1988); Denver Investment Advisors, Inc. (pub.
avail. July 30, 1993); Cambiar Investors, Inc. (pub. avail. Aug. 28, 1997); Scientific
Market Analysis (pub. avail. Mar. 24, 1976); Dow Theory Forecasts, Inc. (pub. avail.
Nov. 7, 1985); Franklin Management, Inc. (pub. avail. Dec. 10, 1998); Jennison
Associates, LLC (pub. avail. July 6, 2000); Donaldson, Lufkin & Jenrette Securities Corp.
(pub. avail. Mar. 2, 1977); New York Investors Group, Inc. (pub. avail. Sept. 7, 1982);
Richard Silverman (pub. avail. Mar. 27, 1985).
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Conclusion
The ICAA agrees with SEC staff statements that the Commission should revise
the Rule to reflect a general anti-fraud standard. It is time to recognize the evolution of
adviser-client relationships, many of which have changed significantly since the Rule was
initially adopted. Our proposal would substantially improve the quality of information
that clients and prospective clients receive and better enable advisers to understand their
regulatory obligations. We are mindful that additional advertising issues remain,
including the interplay between SEC standards and private sector guidelines, but we
believe that our proposal addresses the most substantial steps toward a modernized Rule.
We look forward to working with the SEC on this important initiative. Please do
not hesitate to contact the undersigned or David Tittsworth, Executive Director, if you
require any additional information.
Respectfully submitted,

Karen L. Barr
General Counsel
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APPENDIX A
PROPOSED RULE AMENDMENT UNDER THE
INVESTMENT ADVISERS ACT OF 1940
Sec. 275.206(4)-1 Advertisements by investment advisers.
(a)
It shall constitute a fraudulent, deceptive, or manipulative act, practice, or course
of business within the meaning of section 206(4) of the Act (15 U.S.C. 80b-6(4)) for any
investment adviser, registered or required to be registered under section 203 of the Act
(15 U.S.C. 80b-3), directly or indirectly, to publish, circulate, or distribute any
advertisement that:
(1)

contains any untrue statement of a material fact; or

(2)

omits to state a material fact necessary in order to make a statement made,
in the light of the circumstances of its use, not misleading.

(b)
Whether a particular statement or illustration is misleading depends on the context
in which it is made or presented, taking into consideration all relevant factors, including,
but not limited to, the following:
(1)

the absence of explanations, qualifications, limitations or other statements
necessary or appropriate to make such statement not misleading;

(2)

an implication that future gains or income may be inferred from or
predicted based on past investment performance;

(3)

statements about possible benefits connected with or resulting from
services to be provided or methods of operation that do not provide a
balanced discussion of any material risks or limitations associated with the
benefits;

(4)

exaggerated or unsubstantiated claims about management skill or
techniques, characteristics of the investment adviser or an investment in
securities recommended by such investment adviser, services, security of
investment or funds, effects of government supervision, or other attributes;

(5)

unwarranted or incompletely explained comparisons to other investment
advisers, investment vehicles, or to indices;

(6)

statements regarding a client’s specific experience with the adviser that are
not (i) representative of similarly situated client experience or (ii) for
which compensation is paid to the client, in either case, without adequate
disclosure;

(7)

presentations of an investment adviser’s investment performance results
that are not representative of the adviser’s performance in the strategy or
class advertised because they selectively include profitable accounts or
profitable periods, or they selectively fail to include terminated or poorly
performing accounts; and,

(8)

Implications that model or backtested performance is actual managed
portfolio or composite performance.

(c)
It shall constitute a fraudulent, deceptive, or manipulative act, practice, or course
of business within the meaning of section 206(4) of the Act (15 U.S.C. 80b-6(4)) for any
investment adviser, registered or required to be registered under section 203 of the Act
(15 U.S.C. 80b-3), directly or indirectly, to publish, circulate, or distribute any
advertisement that contains the adviser’s performance history to any person who is not a
qualified client as defined by rule 205-3 under the Act, unless the advertisement discloses
in plain English:
(i)

the type of accounts or strategy represented;

(ii)

a description of how the average annual total return performance
history was calculated;

(iii)

the average annual total returns of an appropriate securities market
index, for the same time periods that the adviser’s history is
advertised, and, if the index is customized, a description of what
the index represents;

(iv)

the number of clients, as defined in rule 203(b)(3)-1 under the Act,
whose accounts are included in the average annual total returns
presented in the advertisement;

(v)

the total assets of all client accounts included in the returns
advertised, measured at the end of the period to which the returns
presented relate;

(vi)

that any performance information is:
(A)

at a minimum, current to the most recent calendar quarter
ended prior to use and in all circumstances must be for a
period of not less than one year, or inception to date if less
than one year;

(B)

provided for one, five and ten year periods. If the adviser’s
performance history is not available for the five or ten year
period, the time period during which the adviser's
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performance history is available must be substituted for the
unavailable period;
(vii)

the length of, and the date of the last day in, the period used to
compute the adviser’s performance history; and

(viii)

an explanation of all fees and expenses an investor would likely
pay for the adviser’s investment advisory services, including a
concise example of the impact on the adviser’s returns if all
investment advisory fees and expenses had been reflected in the
returns presented, unless the performance results are presented net
of all fees and expenses to which a client account would normally
be subject.

(d) For the purposes of this rule the term “advertisement” shall include any notice,
circular, letter or other written communication addressed to more than ten (10) persons,
or any notice or other announcement in any publication or by radio, television, or other
electronic media (including the internet) used to deliver information which offers (1) any
analysis, report, or publication concerning securities, or which is to be used in making
any determination as to when to buy or sell any security, or which security to buy or sell,
or (2) any graph, chart, formula, or other device to be used in making any determination
as to when to buy or sell any security, or which security to buy or sell, or (3) any other
investment advisory service with regard to securities.
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ICAA
October 9, 2001
The Honorable Harvey L. Pitt
Chairman
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Dear Mr. Chairman:
The Investment Counsel Association of America1 is writing on behalf of its
member investment advisory firms to express our views on certain matters relating to the
implementation of next business day settlement of securities transactions in U.S.
securities markets (T+1), currently scheduled to occur in June of 2004.
As you know, a leading role in the planning for implementation of T+1 has been
undertaken by the Securities Industry Association, a trade association that represents
broker-dealer participants in the securities industry. We believe SIA’s leadership role is
appropriate because most of the procedural changes in securities transaction processing
that will be necessary to implement T+1 must occur within the broker-dealer community.
We applaud SIA for its leadership in researching the relevant issues and moving the
process forward.
Representatives of ICAA member firms and our staff are participating in the BuySide Committee formed under the auspices of the SIA to identify and resolve T+1 issues
that pertain to investment advisers and other buy-side participants. The ICAA will
continue to work cooperatively with the SIA, the Buy-Side Committee, and others to
ensure that the interests of the investment advisory profession are considered fully and to
help inform investment advisers of developments in this area. The ICAA is currently in
the process of planning regional buy-side T+1 workshops to be held during the first
quarter of 2002 that will be open to all investment advisers.
In our preliminary assessment of issues involved in the T+1 initiative, we have
identified a number of areas of concern to our member firms. We wish to highlight these
issues for the Commission’s consideration as it contemplates rulemaking and other
regulatory initiatives that would be required to implement the migration to T+1 by the
securities industry.

1 The Investment Counsel Association of America is a not-for-profit organization that exclusively
represents the interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s
membership today consists of about 300 federally registered advisory firms that collectively manage in
excess of $3 trillion for a wide variety of individual and institutional clients. For more information about
the Association, please see our Web site at www.icaa.org.
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Competition and Regulation of Trade Matching Utilities
As you know, the Depository Trust Clearing Corporation (DTCC) and Thompson
Financial, Inc., a for-profit vendor of trade matching and related services and
information, have created a global joint venture (GJV) that, through its wholly owned
subsidiary, Omgeo, would perform various trade matching and electronic confirmation
functions critical to the implementation of T+1.
The GJV applied to the Commission for, and ultimately was granted, a
conditional exemption from registration and regulation as a clearing agency under the
Securities Exchange Act of 1934.2
Issues of access to and pricing of DTCC’s services, and of interoperability among
Omgeo and other potential vendors of competing services, raised by the formation of the
for-profit GJV were thoroughly addressed in the submissions of the various commenters
in connection with the GJV’s exemptive application. We believe the Commission and its
staff were appropriately mindful of these issues in reviewing and acting upon the
application and we applaud the Commission’s efforts to address these issues in
establishing the conditions of the exemption ultimately granted.
Our principal remaining concern is that, given the expected reliance of a
substantial portion of the advisory industry on outsourcing of trade comparison and
matching functions to third-party vendors, each of which will require access to DTCC to
provide a complete outsourcing solution, the degree to which the DTCC/Omgeo
combination is able – despite the important safeguards contained in the conditions of the
exemption – to exert monopoly power in the marketplace will likely have a significant
and continuing impact on the costs incurred by investment advisers in implementing T+1.
DTCC/Omgeo appears to bear similarities to a public utility and its costs and operations
need to be monitored carefully by the Commission. We urge the Commission to be
vigilant and aggressive in its continuing oversight of DTCC, Omgeo, and other trade
matching utilities. In particular, we urge the Commission to monitor the fees and charges
they impose on investment advisers and other market participants.
We note, for example, the dramatic increase in the cost of access to DTCC’s
“TradeSuite” service, as an example of the power of the monopoly position DTCC has
occupied in the industry. A small ICAA member firm reports that its annual fee for
access just five years ago was $500. The same firm’s most recent invoice for annual
access was $3,125, representing a startling price increase of 625%. The “TradeSuite”
service is among those operations that DTCC has transferred to the for-profit Omgeo
under its joint venture agreement with Thompson Financial, Inc.
Privacy of Client Information
A related concern is the privacy of investment advisers’ client information that
now resides in DTCC’s Standing Instruction Database (SID), which also has been
2

The conditional exemption was granted in Release 34-44188 (April 17, 2001).
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transferred by DTCC to the for-profit Omgeo under the joint venture agreement. SID is a
database of customer information (including, among other information, names, addresses,
taxpayer identification numbers, and custodial account numbers and custodian addresses
of an investment adviser’s clients) that is accessible by broker-dealers and custodians. It
is our understanding that other trade matching utilities, such as the Global Straight
Through Processing Association (GSTPA) and others yet to be created, will require bulk
access to SID, or will need to create their own similar databases.
Clearly, the information regarding investment advisers’ clients contained in SID
or other comparable databases could be extraordinarily valuable to a person or
organization wishing to identify, for example, high net worth individual investors to
whom various products or services could be marketed, much less for identity theft or
other illicit purposes. As well, trading information is valuable and proprietary, and can
be used to the detriment of investment advisers and their clients by other market
participants that may use or sell such information for their benefit.
Despite the obvious value and sensitivity of such information, we are unaware of
any present statutory or regulatory restraint on the ability of Omgeo, GSTPA or others to
make commercial use of investment advisers’ client information either directly or by sale
of such information to third parties. In fact, a clearing agency such as Omgeo, whether
registered or exempt from registration under the Securities Exchange Act of 1934, does
not even appear to fall within the definition of “financial institution” within the coverage
of the privacy provisions of the Gramm-Leach-Bliley Act of 1999,3 nor is it included
within the Commission’s Regulation S-P.
We strongly urge the Commission to take appropriate action to safeguard
important and confidential client information provided by investment advisers to trade
matching utilities. Such safeguards, for example, could include requiring Omgeo and
other trade matching utilities to undergo a strict privacy audit.
Costs and Benefits to Advisers of T+1
While the broker-dealer community has taken the lead, implementation of T+1
also will require significant changes in transaction processing procedures among
investment advisers and almost certainly will impose substantial initial and continuing
costs on advisers. A study4 commissioned by the SIA last year estimated the initial cost
to all securities market participants of moving from T+3 to T+1 processing would be
approximately $8 billion, but could result in future annual industry-wide savings of
approximately $2.7 billion. The SIA’s study acknowledges that these anticipated costs,
and the predicted future savings, will not fall evenly across all types of market
participants, but will vary based on the nature of each participant’s business.
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Pub. L. No. 106-102.
A copy of that study, the SIA T+1 Business Case Model-Final Report-Release 1.2, is available at the
SIA’s Web site at www.sia.com/t_plus_one_issue/pdf/BusinessCaseFinal.pdf.
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The SIA’s study estimates that asset managers as a whole will incur costs of $1.7
billion, and could expect future annual benefits of $402 million, for a “payback” period
of approximately 4.2 years (compared to payback periods of 2 to 2.5 years for the costs
estimated to be incurred by broker-dealers and custodians).5
We believe that, due to flaws in data, methodology and assumptions, the SIA’s
study very dramatically underestimates the costs that may be incurred by investment
advisers, especially by smaller firms, and may also overestimate the future benefits.
The study’s methodology divided asset managers into size categories, based on
assets under management, of “large” (over $200 billion), “medium” ($50 – 200 billion),
and “small” (under $50 billion). It indicates that, based on data used for the purposes of
the study, there are 21, 42 and 175 firms in these categories, respectively. In other words,
the study assumed that the entire investment advisory industry consists of just 238 firms.6
As the Commission is well aware from its own registration data collected via Form ADV,
there are in fact thousands of SEC registered investment advisers,7 not 238. While not
every registrant is an asset manager that will be affected by T+1, we believe the vast
majority – numbering in the thousands, not a few hundred – are and will be.
The ICAA and National Regulatory Services (NRS) recently published a report
based on filings of Form ADV, Part 1 made earlier this year by SEC-registered
investment advisers.8 Among the findings in this first-ever report is a breakdown of
investment advisers by asset size. Of the 6,649 advisers that made electronic regulatory
filings on the Investment Adviser Registration Depository as of May 1, 2001, the report
notes that there are 45 investment advisers with discretionary assets of more than $100
billion; 35 advisers with discretionary assets of between $50 billion and $100 billion; 231
advisers with discretionary assets of between $10 billion and $50 billion; 190 advisers
with discretionary assets of between $5 billion and $10 billion; 705 advisers with
discretionary assets of between $1 billion and $5 billion; 2,297 advisers with
discretionary assets of between $100 million and $1 billion; 2,381 advisers with
discretionary assets of between $25 million and $100 million; and 765 advisers with
discretionary assets of less than $25 million.
The SIA study clearly understates the total number of SEC-registered advisers
and, in particular, severely understates the number of smaller federally registered
advisers.
Having dramatically undercounted the number of “small” investment advisers
that will be affected by T+1, the SIA study then estimates costs for these advisers at an
average of $8 million per firm, but assumes only thirty percent of small firms counted in
5
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In fact, more than 6,600 federally registered investment advisers filed Part 1 of Form ADV electronically
using the new Investment Advisor Registration Depository during the first four months of 2001.
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the study (i.e., 53 out of 175 firms) would need to make such an investment, saying “…it
was assumed that the remaining seventy percent of the small firms would not need to
make investments (e.g., due to outsourcing or low volumes).” The basis, if any, for this
assumption is not clear from the study. It is clear, however, that the study ignores any
initial or ongoing costs resulting from outsourcing of trade comparison, matching and
reconciliation functions by advisers to “industry utilities,” while at the same time
projecting savings to the advisory industry as a result of this outsourcing because the
“…industry utilities will be a more efficient processor…”.
It is not our purpose here to denigrate the SIA’s study, which we believe
represents a genuine and helpful effort to identify the important changes in transaction
processing procedures that will be required in order to implement T+1. We do not
profess to know what the ultimate costs and benefits to the advisory industry will be. Our
purpose is only to point out that the aggregate costs estimated in the SIA’s study, based
on a dramatic undercount of asset managers and apparently arbitrary and unsupported
assumptions regarding the impact of T+1 on the thousands of smaller advisers, quite
likely are far too low, and the projected future benefits may be illusory.
As to ongoing costs, it is our understanding that GSTPA has proposed to
representatives of investment advisers and institutional investors a “buy side” pertransaction fee of $0.10. Such a per-transaction fee (which might be assessed to brokerdealers or custodians by GSTPA, Omgeo or other trade matching utilities) could be
passed along easily by those institutions directly to their customers, as their compensation
arrangements are based wholly or partially on the number or value of transactions. In
contrast, advisers’ compensation arrangements with clients generally are based solely on
the value of the clients’ assets under management, without regard to the number or value
of transactions. As a result, short of negotiating increases in the overall levels of their
asset-based fees, investment advisers would be unable to pass this added cost on to their
clients.
We urge the Commission to weigh the costs and benefits of mandating T+1 for
the investment advisory profession carefully. Apart from the legal requirement to
conduct a cost-benefit analysis in conjunction with any proposed rulemaking, we believe
the Commission should take appropriate steps in the near future to begin to quantify and
consider the anticipated costs and benefits of T+1 for the investment advisory profession.
Requiring Advisers by Rule to Participate in Trade Matching Systems
The SIA has proposed to the Commission “…consideration of rules that require:
… broker-dealers to obtain agreement from their customers … to participate in … tradematch systems as a condition to settling trades on a delivery-versus-payment basis …and
… registered investment advisers to participate in … one or more interoperable tradematch systems when opening an account at a registered broker-dealer on behalf of a
managed account and when executing a trade in … securities for a managed account.”9
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Acting Chairman, United States Securities and Exchange Commission, February 16, 2001.
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The SIA premises the need for such rules on the notion that implementation of
T+1 requires that “…the process and timing of allocating trades among an investment
adviser’s accounts must be streamlined … so trades are ‘locked-in’ within minutes of an
execution report.”
We agree that the process of allocating trades among an adviser’s accounts, and
especially the process of submitting the allocation information to the other parties to the
trade, must be streamlined to accomplish implementation of T+1. But we do not believe
that it is necessary, or desirable, to attempt to accomplish these goals by adopting new
Commission or SRO rules.
Based on a survey of a number of mostly large advisers, the SIA’s T+1 Business
Case Model reported that 96% of respondents used standard allocation algorithms in
generating allocations, and that 99% of respondents indicated allocations are usually
known on the morning of the trade date.10 These findings are consistent with our
understanding of the allocation procedures used by most advisers which – given an
adviser’s fiduciary duty to allocate transactions among client accounts on a fair and
equitable basis – generally rely on algorithms (although often with flexibility to alter the
allocation to achieve sensible results in cases of partial executions, oversubscribed issues,
or other unusual circumstances).
Accordingly, we do not believe substantial change is needed with respect to
advisers’ internal trade allocation procedures. Rather, the focus must be on the process of
communication of the allocation information to the other parties to the trade, where
significant change will be required for most, but not necessarily all, advisers. Here the
SIA’s T+1 Business Case Model reported, again based on survey of a limited number of
mostly large advisers, that advisers “…maintain a significant number of connections to
external [broker and custodian] parties, via a variety of methods …each link frequently
requiring its own type of connectivity and method of interaction ...” and proposes that
“industry utilities will set the messaging standards, leveraging existing standards to
communicate, and reduce operational communication links by requiring only a single
connection to the utilities.”11
We believe many investment advisers will wish to participate, either directly or
through service vendors, in automated trade matching and electronic confirmation
systems for exactly these reasons and may realize significant benefits in efficiency
through such participation. Indeed, business necessity – as opposed to a Commission or
SRO rule – actually will “require” their participation, as they will find it impossible to
operate in a T+1 environment in any other way.
However, we also believe that some advisers – particularly smaller advisers – find
that neither the benefits of increased efficiency nor business necessity justify their
participation in automated trade matching and electronic confirmation systems, either
10
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currently or in a T+1 environment. In fact, we believe it is possible that some advisers,
because of a limited number of client, broker-dealer, and custodian relationships, could
continue to operate efficiently in a T+1 environment relying on existing or enhanced
proprietary communication links, and would see little or no benefit from increased
efficiency – and certainly no business necessity – of participation in “industry utility”
trade matching and electronic confirmation systems.
Accordingly, we believe that the enormous diversity within the investment
advisory profession must be fully considered if the Commission contemplates adopting a
rule to require advisers to participate in trade-match systems.
*****
We truly appreciate your consideration of our preliminary views on this important
subject. We would be pleased to discuss these issues with you or Commission staff and
trust that you will not hesitate to contact us if we may provide any additional information
to you regarding these or any other matters of mutual concern.
Sincerely,

DAVID G. TITTSWORTH
Executive Director
Cc:

Hon. Laura S. Unger
Hon. Isaac C. Hunt, Jr.
Annette L. Nazareth
Paul F. Roye
Cynthia M. Fornelli
Robert E. Plaze
Marc E. Lackritz
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ICAA
December 27, 2001
The Honorable Harvey L. Pitt
Chairman
Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549
Re: Exemption for Thrift Institutions under the Investment Advisers Act
Dear Chairman Pitt:
The Investment Counsel Association of America1 wishes to take this opportunity
to express our views about a new exemption the Commission is contemplating that would
allow thrift institutions to avoid the regulation to which they are currently subject under
the Investment Advisers Act of 1940.
Background
Historically, the definition of “investment adviser” in section 202(a)(11) of the
Advisers Act has specifically excluded all “banks” and “bank holding companies.” As a
result, banks and bank holding companies conducting investment advisory activities have
not been subject to Commission regulation. The term “bank” does not encompass
savings associations and other thrift institutions.2 Therefore, thrift institutions have
always been subject to Commission regulation under the Advisers Act when they provide
advice regarding securities for compensation.3
Pursuant to the Gramm-Leach-Bliley Act4 enacted in 1999, banks are now
included in the definition of “investment adviser,” but only to the extent that they act as

1

The Investment Counsel Association of America, Inc. is a not-for-profit organization that represents the
interests of SEC-registered investment advisory firms. Founded in 1937, the ICAA’s membership today
consists of about 300 federally registered advisory firms that collectively manage in excess of $3 trillion for
a wide variety of individual and institutional clients. For more information about the Association, please
see our web site at www.icaa.org.
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See, e.g., Definition of Terms in and Specific Exemptions for Banks, Savings Associations, and Savings
Banks Under Sections 3(a)(4) and 3(a)(5) of the Securities Exchange Act of 1934, Release No. 34-44291;
File No. S7-12-01 (May 11, 2001) (“Interim Final Rules”) at n.246.
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In 1983, the SEC issued a notice requesting comment on granting an exemption from the Advisers Act to
thrifts. Status of Savings and Loan Associations Under the Federal Securities Laws, Rel. No. IC-13666, 49
Fed. Reg. 6383 (Dec. 19, 1983). The SEC did not take further action on this notice.
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investment advisers to investment companies.5 Banks that do not advise investment
companies continue to be excluded from the definition of “investment adviser.” The
Gramm-Leach-Bliley Act did not change the application of the Advisers Act to thrifts.
We understand that since enactment of Gramm-Leach-Bliley, thrift institutions
have urged the SEC to treat thrifts identically to banks for purposes of exemption from
the Advisers Act. The requested exemption – and rationale therefore – was described in a
speech delivered earlier this year by Paul F. Roye, Director of the SEC’s Division of
Investment Management:
The Gramm-Leach-Bliley Act (GLB) contains a number of provisions that affect
the investment management business. GLB amended various terms in both the
Investment Company Act and the Investment Advisers Act, and gave the SEC
new regulatory authority to enable the SEC to address issues presented by greater
involvement of banks in the investment management business. For example, the
Investment Advisers Act currently excludes banks from the definition of
“investment adviser.” GLB amended the definition of “investment adviser” to
include a bank within the definition of investment adviser, if it acts or serves as an
investment adviser to a registered investment company. A bank may register its
entire corporate structure as an investment adviser or it may choose to register
only a separate division or department of the bank. Consequently, for the first
time the SEC will be able to inspect bank advisers to registered investment
companies. Previously, the Commission had authority only to inspect the
registered investment company’s records.
The Investment Company Act definition of “bank” was amended in such a way
that now thrift institutions can sponsor common and collective trust funds, exempt
from registration under the Investment Company Act. However, the definition of
bank in the Investment Advisers Act was not amended to exempt thrifts from the
Advisers Act. We recognize that to place thrifts on a level playing field with
banks regarding offering common and collective trust funds, that it seems
appropriate to use our rulemaking authority to exempt thrifts from the Advisers
Act, to the extent that they engage in bona fide fiduciary activity. Consequently,
we have been working on an exemptive rule for thrifts in this area.6 (emphasis
added)
We also note that the Commission issued interim final rules in May that provide
exemptions for banks, savings associations, and savings banks under the Securities
Exchange Act of 1934.7 The rules grant an exemption from the definitions of “broker”
5
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“Managing the Revolution,” Keynote Address of Paul F. Roye at the Third Annual Compliance Summit
sponsored by the ICAA and IA Week, Washington, D.C. (March 26, 2001). See also, Keynote Address of
Paul F. Roye at the Glasser LegalWorks Fifth Annual Investment Advisor Compliance Conference, New
York, New York (May 4, 2001).
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and “dealer” for savings associations and savings banks on the same terms and conditions
that banks are excepted or exempted from broker-dealer registration.
Issues and Concerns
The ICAA believes that a broad new exemption for thrifts may run contrary to
legislative provisions and Congressional intent, may create an ill-advised loophole under
the Advisers Act contrary to functional regulation, and may create unfair competition
among thrifts and registered investment advisers, all without compelling public benefit.
1. The contemplated exemption for thrifts is not consistent with provisions of the
Gramm-Leach-Bliley Act. When Congress passed the Gramm-Leach-Bliley Act, it
amended various provisions of the securities laws, including the Investment Advisers Act
of 1940. As noted in the Commission’s proposed exemption for banks, savings
associations, and savings banks, the GLB Act was landmark legislation that marked the
culmination of more than three decades of deliberation.8 In revising numerous provisions
of the securities laws, Congress had more than ample opportunity to consider an
exemption for thrifts similar to that enacted for banks under the Advisers Act. In fact, the
GLB Act explicitly amended the definition of “investment adviser” in section 202(a)(11)
of the Advisers Act to require registration of banks that serve as advisers to investment
companies. Yet the final legislation is silent with respect to thrifts. If Congress had
intended to grant similar treatment of thrifts as with banks, it could have done so.9 We
respectfully submit that the Commission should be extremely cautious in imposing its
judgment on policy issues that were the subject of extensive Congressional deliberations
and final action. In effect, the Commission will be legislating issues that are properly
within the purview of Congress.
2. The exemption may be inconsistent with functional regulation and create an
unwise loophole. Significantly, Congress added banking entities to the Commission’s
jurisdiction in enacting the GLB Act in order to strive for functional regulation. Pursuant
to the GLB Act, for the first time Congress subjected banks that advise mutual funds to
investment adviser regulation and for the first time subjected banks to broker-dealer
regulation with a number of exceptions. These provisions addressed Congressional
concern that banks had been permitted “to engage in securities activities without being
subject to the provisions of the federal securities laws that were designed to protect
investors.”10 Granting an exemption for thrifts from Advisers Act registration –
particularly an exemption of the type and scope accorded banks in the Advisers Act –
may create an unnecessary and potentially troublesome gap in regulatory coverage under
8
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See AmeriFed Federal Savings Bank no-action letter (pub. avail. Jan. 18, 1990). In AmeriFed, the SEC
staff refused to grant relief from the securities laws to a savings bank wishing to maintain a collective trust
fund, stating “[n]or do we believe that we should, by administrative interpretation, eliminate the distinction
that Congress has drawn in the federal securities laws between banks and thrifts.” Congress – not the
Commission – subsequently changed the AmeriFed result in the GLB Act.
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the Advisers Act. If the Commission approves a broad exemption for thrift institutions,
any entity that wishes to avoid registration and regulation under the Advisers Act could
do so simply by organizing itself as a thrift. Such an approach would be contrary to the
Commission’s longstanding support for functional regulation, as well as the GLB’s
endorsement of functional regulation.11 The Commission should use caution in allowing
thrifts to perform activities that otherwise would subject them to registration and
regulation as an adviser to ensure that any such exemption does not undermine the
integrity of the Advisers Act and is consistent with the Commission’s functional
regulatory approach.
3. The exemption may create an unlevel playing field for investment advisers and
thrift institutions. The primary argument in support of the thrift exemption is that such an
exemption is necessary to create a level playing field between banks and thrifts.
However, the exemption instead may create an unlevel playing field between thrifts and
investment advisers. By exempting thrifts from registration, the Commission would
allow thrifts to engage in identical activities as investment advisers while avoiding the
regulatory structure of the Advisers Act. As noted in the Commission’s interim rule
exempting banks, savings associations, and savings banks from provisions of the
Exchange Act:
The federal securities laws provide a comprehensive and coordinated system of
regulation of securities activities. They are specifically and uniquely designed to
assure the protection of investors through full disclosure concerning securities and
the prevention of unfair and inequitable practices in the securities markets. The
securities laws also have as a goal fair competition among all participants in the
securities markets.12 (emphasis added)
Creating an exemption for thrifts may unfairly disadvantage investment advisers
that are subject to registration and regulation under the Investment Advisers Act.
Investment advisers owe a fiduciary duty to their clients, are required to comply with
various statutory and regulatory restrictions, and are subject to rigorous oversight by the
Commission.13 Exempting thrifts from requirements of the Advisers Act may enable
them to perform the same functions as investment advisers while remaining outside of the
legal and regulatory scheme Congress has mandated and may result in an unfair
competitive advantage for thrift institutions.
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“The GLBA codified the concept of functional regulation – that is, regulation of the same functions, or
activities, by the same regulator, regardless of the type of entity engaging in those activities. Congress
believed that, given the expansion of the activities and affiliations in the financial marketplace, functional
regulation was important to building a coherent financial regulatory scheme.” Interim Final Rules, supra
note 2, at 16.
12
13

Interim Final Rules, supra note 2, at 16-17.

For a discussion of issues related to the Investment Advisers Act, see Statement of David G. Tittsworth,
Executive Director, Investment Counsel Association of America, Inc., SEC Roundtable on Investment
Adviser Regulatory Issues (May 23, 2000).

4. The Commission should evaluate whether there is a compelling public or
investor protection benefit that justifies exempting thrifts from Advisers Act registration
and regulation. The rationale that has been advanced to support the thrift exemption is
that banks and thrifts should be treated the same. However, this rationale may not
amount to a compelling public or investor protection benefit that justifies the
Commission’s use of its exemptive authority under the Advisers Act. The Commission is
charged with the protection of investors. Granting an exemption to thrifts from Advisers
Act registration and regulation potentially may harm investors because thrifts will not be
subject to the panoply of legal and regulatory requirements governing the investment
adviser profession.14 For example, one of the most significant investor protections in the
Advisers Act is the requirement that advisers provide their clients prior to or at the time
of engagement a brochure that describes the adviser’s business, services, fee structures,
and all material actual or potential conflicts of interest.15 In addition, extensive
information about the business, services, and disciplinary history of each SEC-registered
investment adviser is available on the SEC’s web site.16 We know of no similar
information posted by banking agencies.
In closing, we strongly urge you to consider fully the views outlined above if and
when the Commission decides to consider granting an exemption for thrifts. If an
exemption is to be granted, it should be crafted narrowly in order to encompass only
those traditional trust activities that have long been considered to be outside the core
functions of an investment adviser. We would be pleased to discuss this matter with you
or Commission staff and trust that you will not hesitate to contact us if we may provide
any additional information to you regarding this or any other matter of mutual concern.
Sincerely,
DAVID G. TITTSWORTH
Executive Director
Cc:

The Honorable Laura S. Unger
The Honorable Isaac C. Hunt, Jr.
Paul F. Roye
Cynthia M. Fornelli
Robert E. Plaze
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For example, in our comment letter on the pending rule regarding the broker-dealer exception under the
Advisers Act, we noted that there are at least four aspects of the Advisers Act and accompanying laws that
differ significantly from those governing broker-dealers: fiduciary duty, restrictions on principal trading,
disclosures, and prohibition of testimonials. Letter to Jonathan G. Katz from David G. Tittsworth, ICAA
Executive Director re: Release Nos. 34-42009; IA-1845; File No. S7-25-99; Certain Broker Dealers
Deemed Not To Be Investment Advisers (January 12, 2000). Such aspects, as well as a desire to avoid the
costs of complying with Advisers Act regulation, may be relevant to the proposed thrift exemption.
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Investment Advisers Act, Section 204 and Rule 204-3 thereunder.

See www.adviserinfo.sec.gov, the SEC’s web site that posts all current Form ADV, Part 1 filings by
investment advisers.

