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January 22, 2008
Via Electronic Filing
Nancy M. Morris
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re: Concept Release on Mechanisms To Access Disclosures Relating to Business
Activities In or With Countries Designated as State Sponsors of Terrorism,
Rel. No. 33-8860, File No. S7-27-07
Dear Ms. Morris:
The Investment Adviser Association1 appreciates the opportunity to submit comments
on an SEC Concept Release addressing whether the SEC should develop mechanisms to
facilitate access to companies’ disclosures concerning their business activities in or with
countries designated as state sponsors of terrorism.2 While we appreciate the efforts of the
SEC to address this serious issue, on balance, the IAA respectfully submits that the SEC
should not expend its limited resources in this area.
Background
The SEC’s EDGAR system currently provides electronic access to registration
statements, periodic reports, and other documents required to be filed by public companies.
In June 2007, the SEC added a feature to this system that provided direct access to public
companies’ annual report disclosures regarding business activities in or with one or more
countries that are deemed state sponsors of terrorism by the U.S. Department of State. The
SEC added this feature as part of its initiative to “use the Internet and interactive computer
technology to make public company disclosures more accessible to investors.”3 In response
to concerns expressed both by issuers making disclosures regarding their business activities
1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-forprofit association that represents the interests of SEC-registered investment adviser firms. Founded in 1937, the
Association’s current membership consists of more than 500 firms that collectively manage in excess of $9
trillion in assets for a wide variety of individual and institutional clients. For more information, please visit our
web site: www.investmentadviser.org.
2

Concept Release on Mechanisms To Access Disclosures Relating to Business Activities In or With Countries
Designated as State Sponsors of Terrorism, Rel. No. 33-8860 (Nov. 23, 2007) (Concept Release).
3

SEC Adds Software Tool for Investors Seeking Information on Companies’ Activities in Countries Known to
Sponsor Terrorism, Press Rel. 2007-121 (June 25, 2007).
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and by users of the web feature, the SEC suspended its availability in July 2007 and
subsequently issued the Concept Release to elicit further comment.
The SEC’s Role in Providing Easier Access to Information
The SEC has requested comment on whether providing a mechanism for access to
specific information about companies’ business activities in or with state sponsors of
terrorism via the Commission web site is appropriate. The IAA represents the perspective of
investment advisers that are consumers of the corporate disclosure that would be provided
pursuant to the access proposed in the Concept Release. As discussed below, we have a
number of concerns about whether the proposed access is necessary or appropriate, including
the following: (1) the private marketplace has already developed methods for providing this
information to investors; (2) the SEC’s involvement may cause confusion given the lists,
restrictions, and analysis provided by other government agencies related to countries
designated as state sponsors of terrorism; (3) the SEC’s initiative may place undue emphasis
on the list of companies with disclosures subject to the access mechanism; and (4) the SEC
has limited resources that would be diverted by this initiative.
Investment advisers regularly analyze the investment risks and merits of corporations
doing business around the world. In addition, some advisory clients issue guidelines
prohibiting their investment advisers from investing in companies that conduct business
activities in or with countries designated as state sponsors of terrorism. Further, an increasing
number of state and local governments have enacted laws prohibiting retirement funds and
other public funds under their purview from investing in companies “doing business in
Sudan” or other countries designated as state sponsors of terrorism, and mandating,
authorizing, or suggesting divestment of any such existing holdings. 4 Many of these laws fail
adequately to define “doing business in Sudan” or similar terms and restrictions or define
them inconsistently. 5
In order to comply with these laws and business demands, investment advisers have
already identified and developed mechanisms for accessing relevant information about
corporate activities in or with countries designated as state sponsors of terrorism. Many
investment advisers turn to private services already in place that identify issuers implicated by
these and other restrictions. We understand that users generally find these services to be
thoughtful, well-researched, and competitively priced. These service providers review not
only public disclosure of corporations but also directly ask issuers about their activities and

4

We understand that approximately 18 states have enacted laws relating to investments in companies doing
business in Sudan or other countries, ranging from imposing strict restrictions to mandating divestment in certain
circumstances to simply suggesting or authorizing divestment, including: AK, AZ, CA, CN, CO, DC, HI, IL, IN,
IA, KS, LA, MD, MA, MO, NJ, OK, and OR.
5

On December 31, 2007, the President signed into law the “Sudan Accountability and Divestment Act of 2007,”
which expresses the “sense of Congress” to support the decision of any State or local government to divest from
or to prohibit the investment of assets of the State or local government in certain companies directly invested in
certain Sudanese sectors. Sudan Accountability and Divestment Act of 2007, Pub. L. No. 110-174 (Dec. 31,
2007).
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provide reports reflecting their findings, thus providing increased confidence to investment
advisers in selecting securities for investment in affected accounts.6
Advisers also may request clients that wish to impose restrictions on certain
investments to provide a list of specific companies in which the client does not want to invest.
The adviser can then follow that more specific directive. The task of interpreting exactly
which issuers fit or fail to fit investors’ general guidelines in this area can be difficult. The
requested specific-list approach helps investment advisers add some certainty in managing
their clients’ portfolios. We understand that many clients also use private vendors and other
resources to assist in creating these lists.
In addition, several other U.S. governmental agencies provide information and impose
requirements relating to countries, corporations, or individuals doing business in or with
countries designated as state sponsors of terrorism and similar activities. 7 Creation of an SEC
list may complicate investors’ analysis of which agency provides the most authoritative and
relevant information and how the SEC’s proposed list relates to the lists created and
maintained by other agencies.8 It also may be unclear what the SEC’s proposed list represents
and whether it imposes any requirements on advisers or other investors.
Similarly, we are concerned that the SEC’s provision of direct access based on an
initial list of companies with disclosure related to doing business in or with state sponsors of
terrorism would result in undue emphasis on this list. The SEC’s overall mission is to work
with issuers to provide meaningful disclosure so that investors can make informed decisions.
Companies are required to disclose substantial information about revenues, cash flow, debt,
officer and director compensation, accounting assumptions, and similar information. Simply
creating the list may appear to elevate corporate disclosure about activities in certain countries
to a heightened level of materiality compared with other disclosures. We are not convinced
that the Commission should focus on enhanced access to disclosure in this specific area as
opposed to other similarly important disclosure matters.
Further, the authority inherent in a list created by a federal agency may compel
investors to believe they must rely on the list, even though the list may include all companies
with disclosures about business activities in or with state sponsors of terrorism without regard
to relevance or materiality. For example, clients may request their investment advisers not to
6

Some legislatures implicitly recognize the value of these independent services. For example, the State of
Illinois, an early adopter of Sudan legislation, recognizes in its legislation annual certifications by investment
managers based on designations of companies “individually identified by an independent researching firm that
specializes in global security risk.” 40 ILCS 5/1-110.6(b)(5).
7

For example, the State Department and the Central Intelligence Agency provide information and analysis of
activities in foreign countries; the Department of Commerce imposes international trade restrictions related to
certain companies and products; the Department of Treasury through its Office of Foreign Assets Control
(OFAC) provides an extensive list of countries and individuals with clearly prescribed sanctions for transactions
with these countries or persons; and Treasury’s Financial Crimes Enforcement Network (FinCEN) advises as to
which countries have insufficient protections against money laundering.
8

At a minimum, if the SEC decides to proceed with this initiative, it should coordinate any efforts of identifying
particular companies with other relevant government agencies and departments, including Treasury.
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purchase securities of any company that makes disclosures on the SEC’s terrorism list. This
result may be more drastic than the SEC intends, given the wide variety and types of SEC
disclosures that would be reflected via the SEC’s proposed web tool.
The SEC has limited resources that would be diverted from other worthwhile activities
if the SEC were to implement the proposals in the Concept Release. While the SEC’s
proposed efforts might provide a valuable resource for some, this is not an area of vacuum
that only the SEC is able to fill. As discussed above, the private sector is already addressing a
need in this area with information that is more germane to advisers than the SEC’s proposed
list. We encourage the SEC to devote its limited resources to more pressing regulatory
priorities. Further, as discussed below, the Commission resources that would be required to
establish these lists and keep them updated and accurate would be significant.
Accuracy, Reliability, and Utility of Web Tool
Should the SEC nevertheless decide that providing direct access to these disclosures is
necessary and appropriate, we remain concerned regarding the accuracy, reliability, and utility
of any web tool it creates. If the information is not accurate and timely, it will not be useful to
investors and will instead be potentially harmful to issuers. In addition, advisers and other
institutional investors may face potential liability associated with relying on inaccurate or
outdated information.
The SEC would have to expend substantial effort to continually update reports
available through the web tool to keep the information timely. The Commission would also
have to ensure the reliability of the list of state sponsors of terrorism. For example, some state
lists of restrictions still include countries where geopolitical issues are long settled, but the
states have not updated the list of prohibited transactions. 9
One of the concerns about having the SEC administer lists of companies and their
disclosures is that the methodology used in the web tool may necessarily call for considerable
subjective judgment. Depending on the methodology, the SEC may need to decide what
disclosures to include and how to characterize those disclosures. Fine gradations in judgment
will have a significant impact. Readers will be assessing the information provided to
determine whether it is relevant and material to investment parameters imposed by various
clients and other restrictions. In the end, the proposed list may be of limited utility to advisers
and their clients, given the discrepancies between the SEC’s list and other governmental or
privately offered lists and between the SEC’s list and the parameters of various applicable
state and local laws.
On the other hand, many companies appearing on the SEC list of companies doing
business in or with states sponsoring terrorism may be conducting appropriate activities or
businesses, for example with an OFAC license permitting certain humanitarian, news
gathering, or other activities approved specifically by the U.S. government through OFAC.
9

For example, the Commonwealth of Massachusetts has prohibited since 1985 investments of Massachusetts
public retirement systems in securities pertaining to Northern Ireland and South Africa despite recent efforts of
the State Treasurer to get the legislature to repeal these restrictions.
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Conversely, these identified companies may have such a limited involvement in the relevant
countries that investors would be unconcerned. Issuers also may face reputational risk or
damage if the list creates a misleading impression about the extent of their business activities
in or with states that sponsor terrorism.
Data Tagging
The Concept Release raised the possibility of providing XBRL taxonomies that would
facilitate the identification and characterization of certain disclosures. One of the implicit
challenges would be to properly define certain categories to be tagged for disclosure and who
would create those categories. The SEC requests comment on whether to make this “tagging”
voluntary. We submit that the companies volunteering to participate would not be those
whose activities would most concern investors. Further, it may not be appropriate to focus
resources on this data tagging initiative ahead of according similar treatment to other
important disclosures.
Conclusion
On balance, the IAA believes that the SEC should pursue other priorities with its
limited resources, as private corporations and other organizations are currently providing
adequate services in the marketplace to address the perceived needs of investors. Please do
not hesitate to contact the undersigned or Karen Barr, General Counsel, if you have any
questions or would like additional information.
Sincerely,

Paul D. Glenn
Counsel
cc:

Hon. Christopher Cox
Hon. Paul S. Atkins
Hon. Annette L. Nazareth
Hon. Kathleen L. Casey
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February 11, 2008
Via Electronic Filing
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Re: Reasonable Contract or Arrangement Under Section 408(b)(2) – Fee Disclosure
Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to provide
comments concerning the proposed regulation under section 408(b)(2) of ERISA (the
“Proposed Regulation”).2
Background
Section 408(b)(2) of ERISA allows employee benefit plans to enter into a variety
of crucial arrangements with service providers, such as investment advisers, trustees, and
recordkeepers, that would otherwise be prohibited in the absence of the exemption. Such
arrangements are permitted under this section,3 however, only if they are reasonable and
1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a notfor-profit association that represents the interests of SEC-registered investment advisers. Founded in 1937,
the IAA’s membership today is comprised of more than 500 firms that collectively manage in excess of $9
trillion for a wide variety of individual and institutional clients. For more information, please visit our web
site: www.investmentadviser.org.
2

Reasonable Contract or Arrangement Under Section 408(b)(2) – Fee Disclosure, 72 Fed. Reg. 70988
(2007). Because of the potential scope and complexity of this Proposed Regulation and the significant
impact it will have on investment advisers, we reserve the right to submit supplemental comments to this
letter. We also note that the Securities and Exchange Commission recently announced that it will consider
at a February 13, 2008 open meeting whether to propose changes to Part 2 of Form ADV and related rules.
SEC News Digest (Feb. 6, 2008). We intend to submit updated comments concerning these proposed
changes.
3

We note that existing statutory and class prohibited transaction exemptions also permit a variety of
service arrangements, and are available as alternatives to the section 408(b)(2) exemption. For example,
Prohibited Transaction Exemption 84-14 provides an exemption from the prohibited transaction provisions
of sections 406(a)(1)(A)-(D) of ERISA with respect to assets managed by qualified professional asset
managers (QPAMs). Individual exemptions are also in effect for various parties. The availability of these
exemptions should not be affected by the Proposed Regulation in any way; thus, our comments relate only
1050 17th Street, N.W.; Suite 725; Washington, DC 20036-5503 · 202.293.4222 ph · 202.293.4223 fx · www.investmentadviser.org

necessary for the establishment or operation of the plan, and if no more than reasonable
compensation is paid therefor. Under the Proposed Regulation, a contract or arrangement
for services to the plan would not be considered “reasonable” unless it required certain
disclosures by the service provider and the provider in fact provided the information.
The IAA applauds the Department’s efforts to ensure that plan fiduciaries receive
the information they need in order to assess the reasonableness of the plan’s
arrangements with service providers. Plan fiduciaries’ understanding of the fees paid by
the plan is especially important, because such fees directly impact the investment returns
realized by the plan, and, in the defined contribution plan context, the actual benefits
received by participants.
We also note, however, that section 408(b)(2) provides a critical and widely used
exemption from ERISA’s prohibited transaction provisions. In order for plans to
continue to operate and receive the services necessary to their operation, such as trustee,
recordkeeping and investment management services, the requirements for such contracts
and arrangements must be clear and workable and not impose unnecessary costs or
administrative burdens on plans or their service providers. In this respect, unless a
service provider is able to conclude with confidence that the requirements of the
exemption have been met before agreeing to provide or continue a service-provider
relationship, the provider could not provide the services that the plan depends upon.4
Our comments focus on the potential impact of the Proposed Regulation on plans
and their service providers, and suggest clarifications and changes designed to reduce
costs, confusion, duplication and administrative burdens upon both plans and their
service providers.5 We are especially concerned about the potential impact of the
Proposed Regulation on small investment advisers and small plans, and note that the
cost/benefit impact of the Proposed Regulation must be assessed separately for small
entities under the Regulatory Flexibility Act.6 In general, we find the Department’s cost
estimates for the Proposed Regulation unrealistic, especially in the context of small plans
and service providers, which most likely will not have the “in-house” expertise to analyze
and apply the new rules. If such entities must turn to outside counsel and consultants for
to the requirements of the Proposed Regulation to the extent that service providers need to rely on section
408(b)(2) for relief from the prohibited transaction provisions.
4

Of course, an adviser to an entity that is not considered to hold plan assets would not need the protection
of section 408(b)(2) and would not be subject to the Proposed Regulation.

5

As the Department noted in its preamble to the Proposed Regulation, “[c]osts to service providers might
be ultimately borne by plans and their participants.” 72 Fed. Reg. 70997, n. 24.
6

5 U.S.C. § 601, et seq.; see 72 Fed. Reg. at 71000-01 (noting the possibility “for a substantial number of
small entities to bear costs that could be considered significant”). We note that the SEC’s database of Form
ADV filings for 2007 indicates that, of the 5854 SEC-registered investment advisers with retirement plan
clients, 2646 (45.2 percent) have one to five employees, and 1161 (19.8 percent) have between 6 and 10
employees. See, e.g., Evolution/Revolution: A Profile of the Investment Adviser Profession, published by
the Investment Adviser Association and National Regulatory Services (July 2007).
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assistance, they will compensate these experts not only for their analysis of the rule, but
also the application of the rule to each of their arrangements, incurring significant
expense.
Large firms would also incur additional costs and administrative burdens under
the Proposed Regulation. Such firms potentially could be required to develop and
provide disclosures concerning a wide variety of service and compensation arrangements
and disseminate them to diverse and numerous plan fiduciaries. Given their wide range
of financial products and services, and their various structures, large firms are unlikely to
benefit from economies of scale; each product and relationship will require individual
analysis and disclosure. In addition, the incorporation of this information into the type of
sophisticated and complex information technology system that supports a full-service
financial services organization would require thousands of hours and substantial leadtime.
As described in further detail below, we recommend that the Department reduce
the costs and administrative burdens under the Proposed Regulation through:
•

Use of existing disclosure materials;

•

Recognition of the interplay between the Proposed Regulation and Form
5500;

•

Clarification of disclosure requirements in bundled services
arrangements; and

•

Extension of the effective date.

We also request a longer time period for notifying plan fiduciaries of material changes to
services contracts, and the addition of a reasonableness standard and a prescribed
timeframe within which a service provider must provide information requested by plan
fiduciaries.
Utilization of Existing Disclosure Vehicles
We applaud the Department for attempting to avoid duplicate disclosures by
permitting advisers to use Form ADV to provide disclosure to plan fiduciaries. As you
know, SEC-registered investment advisers are already subject to a comprehensive
disclosure regime under the Investment Advisers Act of 1940. The information in Form
ADV, prescribed by the Securities and Exchange Commission, is available to all of an
adviser’s clients,7 including ERISA plans, and contains extensive disclosures, especially
7

Part 1 of Form ADV is filed and available to the public electronically through the Investment Adviser
Registration Depository (IARD) at http://www.sec.gov/IARD. Part II of Form ADV must be provided to
clients and prospective clients initially at the time of contract and offered annually. Advisers will soon be
required to file Part II on the IARD.

3

as to services,8 compensation,9 and conflicts of interest, as well as the adviser’s code of
ethics.10 The specific compensation to be received by the adviser for its services to the
plan are detailed in the contract between the adviser and plan.
Similarly, the Investment Company Act of 1940 and the Securities Act of 1933,
also administered by the Securities and Exchange Commission, require that mutual funds
be offered for sale to the public pursuant to a prospectus, which discloses the fees and
expenses paid by the funds to the funds’ service providers, such as investment
management and transfer agent fees. The prospectus also states whether the funds are
sold subject to a sales load, and whether Rule 12b-1 fees are assessed against plan
assets.11
The preamble to the Proposed Regulation anticipates that service providers will
incorporate Form ADV and prospectus disclosures by reference in their section 408(b)(2)
disclosures.12 In addition, the preamble states that the Proposed Regulation would
require that service providers “clearly describe these additional materials and explain to
the responsible plan fiduciary the information they contain.” 13 We are concerned that the
additional descriptions and explanations would require the preparation of duplicative
materials by investment advisers and mutual funds as well as superfluous reviews of
these materials by plan fiduciaries.
We urge the Department, therefore, to include in the final regulation a “safe
harbor” with respect to compensation and conflicts of interest disclosure. For investment
8

See Item 5.G. of Form ADV, Part 1A (Information About Your Advisory Business – Advisory Activities)
and Item 1.A. of Form ADV, Part II (Advisory Services and Fees).
9

See Item 5.E. of Form ADV, Part 1A (Information About Your Advisory Business – Compensation
Arrangements) and Items 1.A. and 13 of Form ADV, Part II (Advisory Services and Fees and Additional
Compensation).
10

See Items 7 and 8 of Form ADV, Part 1A (Financial Industry Associations and Participation or Interest
in Client Transactions) and Items 8 and 9 of Form ADV, Part II (Other Financial Industry Activities or
Affiliations and Participation or Interest in Client Transactions). Investment Advisers Act rule 204A-1
requires investment advisers to establish, maintain and enforce a written code of ethics. 17 C.F.R.
§275.204A-1.

11

The disclosure requirements applicable to mutual funds are contained in Form N-1A, Registration
Statement under the Securities Act of 1933 and/or the Investment Company Act of 1940. The expenses
and fees related to the fund are detailed in Item 3 (Risk/Return Summary: Fee Table), Item 5 (Management,
Organization, and Capital Structure), Item 6 (Shareholder Information), Item 7 (Distribution
Arrangements), Item 12 (Management of the Fund), Item 14 (Investment Advisory and Other Services),
Item 15 (Portfolio Managers), Item 16 (Brokerage Allocation and Other Practices), Item 18 (Purchase,
Redemption and Pricing of Shares), and Item 20 (Underwriters). Conflicts of interest are specifically
addressed in Item 15(a)(4) (Portfolio Managers). Items 1 through 8 must be included in a fund’s
prospectus, and the subsequent items must be included in the fund’s Statement of Additional Information.

12

72 Fed. Reg. 70990.

13

Id.

4

advisers the safe harbor should provide that the use of the adviser’s Form ADV, along
with its written contract with the plan, should be deemed to satisfy the disclosure
requirements under section 408(b)(2). A similar safe harbor should be provided for the
use of the mutual fund prospectus. The type and nature of the disclosure in these
documents, along with the advisory contract, are the same as that contemplated by the
Proposed Regulation.14 In addition to content considerations, the uniform presentation of
this information under the securities laws constitutes a preferable format that facilitates
plan fiduciaries’ comparisons among various advisers and funds. Further, formats used
for securities law disclosures are well established, having been in use for many years;
therefore, plan fiduciaries are already familiar with these documents. Finally, use of
Form ADV disclosure will reduce the costs and burdens of this Proposed Regulation for
both advisers and plans.
If the Department were not to provide for a safe harbor for these existing
disclosures, we strongly believe the proposed conflict of interest disclosures as currently
drafted are too broad and unworkable. For example, the Proposed Regulation could be
read to require investment advisers and other service providers to track down all of the
plan’s service providers,15 even those of which it was not otherwise aware, in order to
uncover and disclose any relationships with the other service providers.16 Service
providers would not necessarily know all of the entities providing services to the plan and
would, at a minimum, have to request the plan sponsor to provide and certify to such a
list before the time of contract. Even with this information, however, an adviser may be
unaware of a business interest (completely unrelated to the plan) that one of its affiliates
might have with one of the other service providers to the plan. We submit that service
providers should only be responsible for disclosing potential conflicts of which they are
aware that directly relate only to the services they provide to the plan.

14

Under the Investment Advisers Act, an investment adviser must fully and fairly disclose to its clients all
material facts, including conflicts of interest, necessary for informed decision-making. Lemke & Lins,
Regulation of Investment Advisers, at 169 (2007); see SEC v. Capital Gains Research Bureau, Inc., 375
U.S. 180 (1963); Information for Newly-Registered Advisers at
http://www.sec.gov/divisions/investment/advoverview.htm (“[Y]ou must provide full and fair disclosure of
all material facts to your clients and prospective clients. Generally, facts are “material” if a reasonable
investor would consider them to be important. You must eliminate, or at least disclose, all conflicts of
interest that might incline you — consciously or unconsciously — to render advice that is not
disinterested.”) See also In re Arleen W. Hughes, Exch. Act Rel. No. 4048, 27 SEC 629 (Feb. 18, 1948) (a
fiduciary “has an affirmative obligation to disclose all material facts to her clients in a manner which is
clear enough so that a client is fully apprised of the facts and is in a position to give his informed consent”).
Form ADV is the disclosure vehicle used by advisers to disclose these conflicts.

15

See text accompanying n.35, which describes a provision of the Proposed Regulation that would appear
to require a service provider that offers a “package of services” to disclose certain types of fees received by
“other parties” beyond those fees received by its affiliates and subcontractors.

16

Prop. Reg. § 2550.408b-2(c)(iii)(D), 72 Fed. Reg. 71005 (requiring disclosure of whether the service
provider has any material financial, referral, or other relationship with any other service provider to the
plan or other entity that may create a conflict of interest).

5

Interplay with Form 5500 on Indirect Fee Disclosure
The Department should further refine the Proposed Regulation to minimize
administrative burdens on service providers and plans and to avoid confusion on the part
of plan fiduciaries by recognizing the interplay between the compensation disclosures
under section 408(b)(2) and the information required by plan fiduciaries in completing
Schedule C of Form 5500. Schedule C and the Proposed Regulation are intended to
complement each other.17 As noted by Assistant Secretary of Labor Bradford Campbell,
the Department intends “that the changes to the Schedule C will work in tandem with our
408(b)(2) initiative. The amendment to our 408(b)(2) regulation will provide up front
disclosures to plan fiduciaries, and the Schedule C revisions will reinforce the plan
fiduciary’s obligation to understand and monitor these fee disclosures.”18 Accordingly,
the Schedule C and the Proposed Regulation should be read together and interpreted
consistently to the extent feasible.
There is, however, one critical difference between the two disclosure initiatives:
in both of these contexts, service providers must disclose information on compensation
and fees, but the section 408(b)(2) disclosures occur before the arrangement has begun,
and the Form 5500 is completed after the service provider’s fees and other plan expenses
have been incurred. Therefore, unlike the fee information assembled for purposes of
Form 5500, disclosures of specific amounts of certain types of compensation are not
possible in the context of section 408(b)(2), because a service provider cannot know in
advance the exact nature of its future compensation.
Even advance estimates of these amounts could prove confusing to plan
fiduciaries if they do not “square” with the amounts eventually reported on Schedule C.
In addition, the consequences of an incorrect estimation in section 408(b)(2) disclosures
would be severe if the entire services contract were determined retroactively to violate
ERISA’s prohibited transaction provisions,19 and potentially cause the contract to be
rendered “illegal” and therefore unenforceable.20
17

The changes to Schedule C “complement the amendment proposed in this Notice in assuring that plan
fiduciaries have the information they need to monitor their service providers consistent with their duties
under section 404(a)(1) of ERISA.” 72 Fed. Reg. 70988 n.4.

18

Written Testimony of Bradford P. Campbell Assistant Secretary of Labor Before the Committee on Ways
and Means, U.S. House of Representatives (October 30, 2007).

19

The preamble to the Proposed Regulation also refers to potential excise taxes under section 4975 of the
Internal Revenue Code. As we note in our separate comments on the proposed prohibited transaction
exemption accompanying the Proposed Regulation, the excise tax provisions of section 4975 should not be
triggered by a failure to satisfy the final regulation under section 408(b)(2), because no changes have been
proposed to the regulation under section 4975(d)(2).

20

In this regard, we urge the Department to clarify that a service provider could correct an inadvertent
error (for example, in estimating potential future compensation, if such estimation is ultimately required by
the final regulation) within a specified period of time after discovery, and avoid triggering a prohibited
transaction. If, on the other hand, a prohibited transaction were triggered, we maintain that, in the event
that excise taxes apply (see n.19), the calculation of such taxes should be based solely on that portion of the
compensation rather than the entire contract.
6

We have identified two specific areas in which the interplay of Schedule C with
the Proposed Regulation needs to be refined: soft dollars and other non-monetary
compensation, such as gifts and entertainment.
Soft Dollars
The disclosure requirements applicable to soft dollar arrangements under section
408(b)(2) should conform to the information required under Schedule C. The Proposed
Regulation requires disclosure of soft dollar arrangements in section 2550.480b2(c)(1)(iii)(A)(1) and (3), but does not explicitly include all of the specific guidance that
the Department provided in connection with Schedule C. For example, in the Schedule C
context, the Department has stated that soft dollars “received by an investment manager
in the form of research or other permissible services in connection with securities trades
on behalf of plan clients need not be separately reported on Schedule C” provided that
certain general disclosures are made.21 Instead, a service provider may provide an
estimate or formula, or, where appropriate, a general description, of the compensation
along with other disclosures.22
Further, in the Form 5500 adopting release, the DOL recognized the difficulty in
providing a formula or estimate for proprietary research and stated that “in such
circumstances, a description of the eligibility conditions sufficient to allow a plan
fiduciary to evaluate them for reasonableness and potential conflicts of interest would
satisfy” the disclosure requirement. Similarly, the Proposed Regulation permits a service
provider to “describe its compensation or fees in such a way that the responsible plan
fiduciary can evaluate its reasonableness.”23 We submit that the same principles should
apply in both contexts to permit a description of the soft dollar services provided
sufficient for a plan fiduciary to evaluate their reasonableness, for the reasons outlined in
our comment letter on the revisions to Form 5500 which we incorporate by reference
here,24 and those recognized by the Department in its changes to Form 5500. 25
21

72 Fed. Reg. at 64742. The Department adopted an “alternative reporting option” for certain types of
indirect compensation that does not require disclosure of specific dollar amounts. Read consistently, the
Proposed Regulation and the changes to Schedule C permit investment managers to all types of pension
funds invested in various portfolio or account structures (including separate accounts, mutual funds, and
hedge funds) to provide a description of soft dollar products and services received sufficient to allow a plan
fiduciary to evaluate their reasonableness and any resulting conflicts. Neither regulation would require
advisers to provide specific dollar amounts attributable to soft dollar products and services.

22

This provision is consistent with long-held positions of the Department allowing plans to consider a
range of de minimis amounts in assessing the reasonableness of compensation. See Advisory Opinion 9324A (Aug. 11, 1994). See also Field Assistance Bulletin No. 2006-01 (Apr. 19, 2006), where DOL
acknowledged that participant-level allocations of de minimis amounts of settlement proceeds may not be
“cost-effective” and therefore may instead be used for other permissible plan expenses.

23

72 Fed. Reg. 70990.

24

Letter to Office of Regulations and Interpretations, U.S. Department of Labor, from Karen L. Barr,
Investment Adviser Association (Sept. 19, 2006).
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Other Non-Monetary Compensation
In the area of other non-monetary compensation, such as gifts and entertainment,
the Form 5500 rules provide for more targeted disclosure on Schedule C than would
appear to be required by the Proposed Regulation. For example, the Proposed Regulation
does not refer to a “de minimis” rule or “insubstantial” threshold, while the Form 5500
generally limits reporting of such compensation to amounts of $50 or more (with an
annual limit of $100 on aggregated gifts and gratuities from one source).26 Disclosure for
section 408(b)(2) purposes should be similarly limited to anticipated gifts and gratuities
in excess of those that would have to be reported on Schedule C. Similarly, service
providers should be permitted to reasonably allocate gifts among multiple plans, if
applicable.27
The Proposed Regulation and Schedule C define compensation consistently to
include non-monetary compensation received “in connection with services rendered to
the plan.”28 The Schedule C instructions further specify that “[I]ndirect compensation
would not include compensation that would have been received had the service not been
rendered or the transaction had not taken place and that cannot be reasonably allocated to
the services performed or transaction(s) with the plan.” We submit that both the
Proposed Regulation and Schedule C therefore require disclosure of gifts and
entertainment received by service providers only when such items are intended as
“compensation” for services provided for a specific plan. The Proposed Regulation and

25

The disclosures made by investment advisers in Form ADV regarding soft dollar arrangements would
provide sufficient detail for the plan fiduciary because the SEC also requires disclosure sufficient for clients
to understand the nature of the services provided and evaluate their reasonableness. See, e.g., Form ADV,
Part II, Item 12; Interpretive Release Concerning Scope of Section 28(e) of the Securities Exchange Act of
1934 and Related Matters, Exchange Act Release No. 23170 (Apr. 23, 1986). We note that one difference
between the advance nature of the section 408(b)(2) requirements and the after-the-fact nature of the Form
5500 requirements is that providing estimates, formulas, or ranges in advance of the contract will not be
feasible or meaningful for the plan. In the Form 5500 context, an adviser could provide a formula to be
applied to the amount of commissions generated by the plan transactions, which would yield a range or
estimate of indirect compensation. In the 408(b)(2) context, an adviser will not know on a per plan basis
what commissions will be incurred going forward. Thus the formula alone would not provide any useful
information to plan sponsors and the more general descriptions used for proprietary research should suffice
in the third-party context as well.

26

2009 Instructions for Schedule C (Form 5500) Service Provider Information, 72 Fed. Reg. 64825. Both
the proposed 408(b)(2) regulation and Schedule C are inconsistent with the de minimis thresholds set forth
in the Form LM-10 reporting requirements.

27

72 Fed. Reg. 64743.

28

Id. The Schedule C instructions state that “[F]or this purpose, compensation is considered to have been
received in connection with the person’s position with the plan or for services rendered to the plan if the
person’s eligibility for a payment or the amount of the payment is based, in whole or in part, on services
that were rendered to the plan or on a transaction or series of transactions with the plan.” See also
Proposed Regulation, 72 Fed. Reg. 70990.
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Schedule C would not require disclosure regarding gifts or entertainment provided as a
part of an overall relationship between the service provider and a third party.
A few examples may illustrate the application of these instructions:
Example 1: Investment manager invests, on a discretionary basis, a portion of client
plan’s assets in a hedge fund. The hedge fund adviser treats an employee of the manager
to lunch or golf soon thereafter to thank the manager for making the investment. The
lunch or golf outing (assuming more than $50 per event) is reportable because it would
not have been provided had the transaction with the plan not occurred.
Example 2: Investment manager invests, on a discretionary basis, assets on behalf of
many plan clients in a hedge fund. The hedge fund adviser sends a holiday basket or
invites the manager to a widely-attended holiday party in recognition of a good
relationship over the years. The basket or party is not reportable. There is no nexus with
any particular plan services.
Example 3: Broker holds widely-attended conference and invites many investment
managers. The investment managers have both ERISA and non-ERISA clients. The
value of the conference would not be reportable indirect compensation to any of the
attendees because the payment is not related to services performed for any particular
plan. The managers would have been invited to this conference without regard for any
particular plan client.
Even under this analysis, disclosure of items received in connection with a
specific plan under the Proposed Regulation would be unworkable because, as noted
generally above, the service provider will not know in advance what non-monetary
compensation it may receive in connection with services to the plan in the upcoming
year. A general description of the types of gifts or business entertainment that may occur
as a direct result of services provided to the plan should suffice (and indeed is all that is
possible).29
Similarly, in the context of other non-monetary compensation, such as “float”
income, general disclosure should be permitted, because the service provider most likely
would not be able to predict the amount and type of such compensation that might result
from the particular arrangement before the arrangement begins. In the context of float
income, a potential range of percentages or amounts, rather than specific or estimated
dollar amounts, should suffice.30

29

The Department has acknowledged that Form ADV may include such indirect fee information and that
advisers may use Form ADV to satisfy its obligations in this regard. 72 Fed. Reg. 70990.

30

We also support the Proposed Regulation’s authorization of the disclosure of compensation through the
use of formulas, percentages of plan assets or per capita charges. Prop. Reg. §2550.408b-2(c)(iii)(A)(2).
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Clarification of Disclosure Obligations in Bundled Arrangements
We urge the Department to clarify the scope of the disclosure obligations that
would be imposed under the Proposed Regulation with respect to a “bundle of services”
described in proposed section 2550.408b-2(c)(1)(iii)(a)(3). Under this provision, various
parties to the bundled arrangement essentially would disclose their compensation
arrangements through the “service provider offering the bundle of services.” As a
general matter, we support the use of an “all-in” compensation figure in the bundled
context, and question whether further breakdown of compensation and fees is necessary.
The “all-in” figure represents the amount that the plan will pay for the bundle of services;
therefore, the inclusion of other figures, such as a breakdown of all fees and costs
reflected in the net value of investment, would likely be confusing to plan fiduciaries if
they interpreted the component fees as additional fees.31
In the event that the Department retains a disclosure regime that requires
disclosure of both the “all-in” fee and component fees, however, we urge that the
Department clarify the application of this provision in particular factual situations. The
scope of the provision and its application to factual contexts are by no means clear, and
raise many unanswered questions. Some of these questions are set forth below, and we
intend to supplement this submission as further issues arise.
For example, the application of the provision should be clarified in the “classic”
bundled services arrangement where the plan recordkeeper offers administrative services
and includes within its investment offerings a variety of investment options. Such
options may be proprietary mutual funds, non-proprietary mutual funds, and a variety of
other types of vehicles, including collective investment trusts, unitized accounts,
insurance products, and separate accounts composed of a variety of products and
securities. To the extent that the recordkeeper includes such offerings on its platform, the
recordkeeper will typically have trading arrangements and other arrangements in place in
order to process purchases, exchanges, and redemptions from the funds. In such
circumstances, it is reasonable to assume that the bundled provider would have access to
disclosure documents prepared by the sponsor of the funds or other offerings, at least to
the extent such disclosure documents are mandated by existing regulation. On the other
hand, to the extent that the recordkeeper agrees to recordkeep the investment as an
accommodation to the client and has no other relationship with the sponsor of the
offering, the plan sponsor and/or its representatives are in a much better position to
request appropriate disclosures, which often would need to be obtained long before
entering into the bundled relationship with the recordkeeper.
We submit that the recordkeeper’s disclosure responsibilities in this context
should depend upon the nature of the investment option. If the investment option is a
mutual fund, then the recordkeeper’s only disclosure responsibility with respect to the
option should be to provide the responsible plan fiduciary with the mutual fund’s
31

At a minimum, the Department should provide a format for disclosure that precludes the possibility of
“double-counting” fees and expenses in the bundled context.
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prospectus.32 On the other hand, for investment options other than mutual funds, the
trustee or investment manager of the option, as a plan fiduciary, would have an
independent contract with the responsible plan fiduciary and would be responsible for
providing the required disclosures directly to the fiduciary.
Further, we request clarification of the application of this provision to subadvisory arrangements. For example, an investment adviser that sub-contracts with a
sub-adviser for management of a portion of a plan’s assets, typically in the defined
benefit context, generally would not consider itself a bundled service provider, even
though there is only one aggregate fee charged to the plan. Nevertheless, we recommend
that the final regulation provide that the “primary” adviser be able to satisfy the
disclosure requirements of the regulation, if any, by forwarding the sub-adviser’s Form
ADV to the plan fiduciary.33
Brokerage Commissions
We also request clarification regarding application of the “bundled services”
provision in the context of brokerage commissions. The Proposed Regulation, as
currently drafted, will not achieve its intended goals with respect to commission
compensation disclosure because arrangements related to brokerage do not appear to fit
the manner in which the regulation is technically structured.
The regulation applies to contracts or arrangements between service providers and
the plan. An investment manager retained to manage plan assets will enter into a contract
with the plan for investment management services. These services typically include not
only discretionary management but also discretionary selection of brokers as appropriate
to execute trades on behalf of the plan.34 The investment manager is responsible both
under the Investment Advisers Act and ERISA fiduciary principles to seek best execution
for securities transactions in the plan’s account. As part of that duty, the manager may
select among hundreds of brokers on a transaction-by-transaction basis or an investment
style-by-style basis (e.g., international equity, small cap, municipal debt, etc.). The
manager does not know at the beginning of each contract, each year, or even each day,
32

See our request for a safe harbor for mutual fund prospectuses, supra.

33

We suggest that the Department include detailed examples to provide guidance concerning the scope of
the “bundled services” provision, as well as other issues for service providers and plan fiduciaries. For
example, there may be other types of sub-advisory or sub-contracting relationships where fees are not
technically "priced as a package," but it may make sense for the entity that has a formal contract with the
plan to provide any required information directly to the plan (see, e.g., discussion of brokerage
commissions that follows). We look forward to working with the Department to discuss further examples
in this area.

34

The primary exception to this scenario is in a commission recapture program or directed brokerage
arrangement. In the defined benefit context, a plan may contract directly with a broker for a specified
commission rate as part of a rebate program. In that instance, there is an arrangement between the plan and
the broker and the Proposed Regulation would clearly apply to that arrangement, triggering disclosure
obligations by the broker.
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which broker it will choose to execute transactions for the plan and it would not be in the
best interests of the plan to tie the manager’s hands in advance in this regard. In order to
have the plan’s trades executed appropriately, the manager has understandings with all of
these brokers but not necessarily written contracts. The brokers do not have direct
arrangements or contracts with the plan – their execution of trades in plan accounts is at
the discretion of the investment manager. Significantly, however, the brokerage
commissions typically are charged directly to the plan account as an expense and
therefore are not paid as part of a package of services offered by the manager.35
Given that background, the logical means of commission disclosure to plan
fiduciaries would be through the use of the adviser’s Form ADV. Item 12 of Part II of
Form ADV requires the manager to state whether it has the authority to determine which
broker is to be used and whether it suggests brokers to clients. If either arrangement is
applicable, the manager must describe the factors used in selecting brokers and
determining the reasonableness of their commissions.36
This type of disclosure is the most useful information the manager can provide,
not knowing which brokers it will use or which trades it will execute in the coming year.
It is not possible for advisers to provide the amount of commissions the plan will incur in
advance of actually incurring them. During the year the plan will receive trade
confirmation specifics with commission disclosure. In addition, again considering that
regulation 408(b)(2) is intended to work in tandem with Form 5500, the sponsor will
receive annual information about total commission expenditures.
The language of the Proposed Regulation, however, does not appear to facilitate
this logical result. Under the Proposed Regulation, an adviser would be required to
provide information about the compensation it receives for services provided under the
contract. This disclosure would not include commissions charged by brokers because the
adviser does not receive those commissions. Commissions would be required to be
disclosed as compensation only where there is a contract or arrangement with the plan for
the brokerage services, which is not typically the case, or where the commissions are part
of a “bundle of services” offered by the service provider “that is priced as a package,
rather than on a service-by-service basis,” which also is not the case here. Thus,
technically, the Proposed Regulation could be read to not require any commission
disclosure to the plan sponsor at all – a result not consistent with the Department’s
goals.37
35

In this respect, paragraph (c)(1)(iii)(A)(3) of the Proposed Regulation provides a special rule for service
providers that offer a bundle of services “priced as a package, rather than on a service-by-service basis.”
Under that provision, if a service provider offers a package of services, then the contract or arrangement
with the plan must require only that the provider of the “package deal” make the requested disclosures.

36

If one of the enumerated factors is “the value of products, research and services” given to the manager,
then the manager must provide further information on the Form ADV.

37

Even if one assumes that the investment adviser is the “responsible plan fiduciary” hiring the broker and
therefore should receive disclosure pursuant to the Proposed Regulation, the plan sponsor still will not have
received any disclosure about the commissions. We do not believe that this is the result intended by the
12

Accordingly, we recommend the Department clarify that an investment manager
that, as part of its investment management services to a plan, selects brokers to execute
the plan’s trades, will satisfy all of its obligations under Proposed Regulation 408(b)(2)
by providing its Form ADV brokerage commission disclosure to the plan fiduciary.
Extension of Effective Date
The Department has proposed that the final amended regulation under section
408(b)(2) become effective 90 days after its publication in the Federal Register.38 We
recommend a more extended transition period for the implementation of the final
regulation, especially in light of its potential scope and importance. In order to fully
assess the adequacy of the transition period, however, service providers and plan
fiduciaries must determine whether existing contracts must be amended immediately or
whether amendments and the related disclosure will be required only upon renewal,
extension, or material modification.
We therefore request that the Department issue specific guidance concerning the
issue of existing contracts and in particular if or when they would have to be amended to
include the representations required by proposed subsection (c)(1)(iii).39 We support a
gradual implementation that would subject existing contracts and arrangements to the
requirements of the final regulation upon their extension, explicit renewal (as opposed to
automatic renewal), or material modification. Such a transition rule need not inordinately
delay plan fiduciaries’ receipt of the disclosures required under the final regulation,
which could be required to occur by a date certain in any event. We also request
clarification from the Department that investment advisers’ revised agreements reflecting
the final regulation would not be precluded from incorporating negative consent
provisions. Under such provisions, the revised contracts would become effective
automatically unless the plan fiduciaries took some action. This approach would assure
that plans would continue to operate without interruption during the implementation of
the final regulation, and without triggering prohibited transactions.
If all contracts were required to be amended immediately, then plan fiduciaries
would need much more than 90 days to contact all of their service providers and to obtain
and review the necessary disclosures. Fiduciaries also may need to implement extensive

Department and we urge the Department to clarify that the adviser is not required to enter into written
agreements with hundreds of brokers that they may or may not use for trade execution for ERISA plans.
An adviser already has a duty to obtain sufficient information from its counterparties to fulfill its fiduciary
duty to its clients, a duty that includes seeking best execution for client trades. Requiring advisers to obtain
the 408(b)(2) disclosures from and enter into written contracts with brokers would impose significant costs
and burdens without adding any protections for ERISA plans or providing any disclosure or other
information to plan sponsors.
38

72 Fed. Reg. 70994.

39

The cost-benefit analysis and Paperwork Reduction Act analysis in the Proposed Regulation do not
include discussion of amendments to existing contracts.
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systems changes to accommodate the disclosed information. The extent of these reviews
and systems changes will not be fully apparent until the regulations are finalized.40
In addition, investment advisers and other service providers will need more than
90 days to analyze the final regulation, prepare the necessary disclosures, present them to
plan fiduciaries, and respond to any questions or requests from the fiduciaries before
finalization of their contracts. If advisers cannot rely on their Form ADV disclosures,
then the information might have to be customized for each plan, which would require
extra time. Bundled service providers may need even more time to contact the
component providers within the bundle to obtain composite compensation disclosure, if
required by the final regulation, and to compile this information and disseminate it to
plan fiduciaries. All of these steps will necessitate systems changes that cannot be
initiated until final publication of the regulation.41
We propose that the effective date of the final regulation recognize the significant
lead-time necessary to make the necessary disclosures and contract amendments, as well
as incorporate the related changes to Form 5500 reporting. Accordingly, we request that
the effective date be extended to the later of: (1) 180 days after the publication of the
final regulation in the Federal Register; or (2) January 1, 2009.42
Recommendations Concerning Other Timing Requirements
The Proposed Regulation would require that the service provider give notice to
the responsible plan fiduciary of any material changes to the contract within 30 days of
the provider’s knowledge of the change.43 We submit that the 30-day requirement would
not provide enough time for the service provider to prepare the required notice and to
disseminate the notice among its plan clients, and recommend that the time limit be
changed to 60 days.44

40

We are pleased that the Department has not proposed to apply the regulation to individual retirement
accounts (IRAs). The Proposed Regulation under section 408(b)(2) of ERISA does not address section
4975(d)(2) of the Internal Revenue Code, which is the equivalent statutory exemption applicable to IRAs,
in either the text or the related cost estimates. Obviously, such a proposal would have had an enormous
impact on the costs and burdens of the regulation and the amount of time necessary to respond.

41

As noted above, we submit that the Department’s adoption of our requested changes concerning the
interplay with Form 5500, general disclosure, and use of existing disclosure would ease the administrative
burdens for plan fiduciaries and service providers. Nevertheless, even with these changes, the review and
implementation of the final regulation would require more than a 90-day lead-time.

42

As we note in our separate comments on the class exemption proposed in connection with the Proposed
Regulation, an extended effective date is also necessary in order for service providers and plan fiduciaries
to assess fully the proposed class exemption in light of the final section 408(b)(2) regulation and provide
any necessary supplemental comments.

43

Prop. Reg. §2550.408b-2(c)(1)(iv).

44

We note that the preamble provides helpful guidance as to what constitutes a “material” change and
suggest that the guidance be incorporated into the final regulation. 72 Fed. Reg. 70992.
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We also recommend that a reasonableness standard and a prescribed timeframe be
added to the provision of the Proposed Regulation that requires service providers to
provide information requested by plan fiduciaries in order to complete their required
reporting and disclosures under Title I of ERISA. Service providers should be given at
least 30 days to respond to any such reasonable requests.
Conclusion
We submit that our requested changes would reduce costs and ease the
administrative burdens of the Proposed Regulation for plans and service providers, while
providing plan fiduciaries with the information that they need in order to assess the
reasonableness of their plans’ services arrangements. We would be pleased to work with
the Department to assist in crafting a regulation that enables plan fiduciaries to receive
the information they need to assess the plan’s arrangements with investment advisers and
other service providers. To that end, we would appreciate the opportunity to meet with
the Department to discuss our comments and appropriate examples to include in the final
regulation.
Please do not hesitate to contact me if you have any questions or would like any
additional information.
Sincerely,

Karen L. Barr
General Counsel
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February 11, 2008
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Re:
Class Exemption for Plan Fiduciaries When Plan Service Arrangements Fail To
Comply With ERISA Section 408(b)(2)
Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to provide
comments concerning the proposed class exemption2 for plan service arrangements that
fail to comply with the proposed regulation under section 408(b)(2) of ERISA.3
Under the Proposed Exemption, the restrictions of section 406(a)(1)(C) of ERISA
would not apply to a plan fiduciary who uses its authority to cause an employee benefit
plan to enter into (extend or renew) a written service contract or arrangement,
notwithstanding the service provider’s failure to comply with its contractual obligation to
disclose certain information under the final version of the Proposed Regulation.
Substantive Comments
According to the preamble to the Proposed Exemption, failure to comply with the
final section 408(b)(2) regulation may subject service providers to excise taxes under
section 4975 of the Internal Revenue Code. We question this statement, given that the
Department has not proposed changes to the regulations under section 4975(d)(2). We
therefore request that the Department confirm that the excise tax provisions do not apply
1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a notfor-profit association that represents the interests of SEC-registered investment advisers. Founded in 1937,
the IAA’s membership today is comprised of more than 500 firms that collectively manage in excess of $9
trillion for a wide variety of individual and institutional clients. For more information, please visit our web
site: www.investmentadviser.org.
2

Proposed Class Exemption for Plan Fiduciaries When Plan Service Arrangements Fail To Comply With
ERISA Section 408(b)(2), 72 Fed. Reg. 70893 (2007) (“Proposed Exemption”).

3

Reasonable Contract or Arrangement Under Section 408(b)(2) – Fee Disclosure, 72 Fed. Reg. 70988
(2007) (“Proposed Regulation”). The IAA has filed separate comments on the Proposed Regulation.
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to prohibited transactions that occur solely because of a failure to satisfy the final
regulation under section 408(b)(2).
In the alternative, we request that the Proposed Exemption be expanded to
provide protection for service providers in two contexts. First, we request that the
Proposed Exemption include within its scope an exemption for a service provider that is
responsible under the Proposed Regulation to provide compensation and other disclosure
on behalf of a third party, but does not receive the requested information from the third
party.
Proposed Regulation section 2550.408b-2(c)(1)(iii)(a)(3) would require a service
provider offering a bundle of services to be responsible for disclosing to the responsible
plan fiduciary the aggregate compensation or fees to be received by “the service provider,
any affiliate or subcontractor of the service provider, or any other party in connection
with the bundle of services.” The bundled service provider therefore could be
responsible for disclosing to the fiduciary information about the compensation received
by a variety of parties, although it might not have direct access to this information. To
the extent, therefore, that a third party failed to provide the required disclosure to the
bundled services provider, the bundled services provider might be deemed to have failed
to fulfill its obligations under the section 408(b)(2) regulation to provide this information
to the responsible plan fiduciary, and a prohibited transaction may result. If the excise
tax were to apply, then the bundled service provider might be subject to an excise tax
under section 4975, even though it did not have access to the required information.
We submit that bundled services providers - or other providers that would have to
rely on third parties for information - should not be subject to excise taxes for failing to
provide information that they have not received from third parties. We therefore request
that the Proposed Exemption be expanded to include an exemption from the excise tax
provisions of section 4975 of the Code for a service provider that fails to comply with the
requirements of section 408(b)(2) solely because a third party fails to provide the
information necessary for compliance. The conditions to such relief should parallel those
in the Proposed Exemption, including a requirement that the bundled services provider
request the information from the third party in writing.
Second, we request that the Proposed Exemption be revised to extend the same
protection to a service provider in the event that a plan fiduciary fails to execute a
contract reflecting the requirements of the final regulation. In the period following the
finalization of the regulation under section 408(b)(2), service providers will be providing
disclosures and amending contracts with numerous plan fiduciaries, some of whom may
not respond in a timely manner to communications asking that they sign revised
agreements. To the extent that such revised agreements are required, we submit that the
service provider should not be penalized for a plan fiduciary’s failure to act. We also
request clarification from the Department that revised agreements under the final
regulation would not be precluded from incorporating negative consent provisions under
which the revised contracts would become effective automatically unless the plan
fiduciaries took some action. This approach would assure that plans will continue to

2

operate without interruption during the implementation of the final regulation, and
without triggering prohibited transactions.
Procedural Comments
As we have noted above and in our separate comments concerning the Proposed
Regulation, plan fiduciaries and service providers will need much more information
concerning the scope of the Proposed Regulation and its application to particular
circumstances before they can assess its full effect. We are concerned also that the final
regulation under section 408(b)(2) might raise new prohibited transaction issues. We
therefore request that the Department reopen the comment period concerning the
Proposed Exemption upon finalization of the regulation under section 408(b)(2) so that
affected parties can update their comments to reflect any changes. Furthermore, we have
requested in a separate letter that the effective date of the final regulation be extended.
Such extension would accommodate, among other things, supplemental comments on the
Proposed Exemption and the Department’s consideration thereof.
Please do not hesitate to contact me if you have any questions or would like any
additional information.
Sincerely,

Karen L. Barr
General Counsel
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Statement of Mark F. Kemper
On Behalf of the Investment Adviser Association
Before the Employee Benefits Security Administration
U.S. Department of Labor
Hearing on Reasonable Contracts or Arrangements
Under Section 408(b)(2) – Fee Disclosure
April 1, 2008
I am Mark Kemper, Chief Legal Counsel of UBS Global Asset Management,
Americas. I greatly appreciate the opportunity to appear before you today on behalf of
the Investment Adviser Association to address the Department’s proposed regulation
under section 408(b)(2) of ERISA.
The Investment Adviser Association (formerly the Investment Counsel
Association of America) is a not-for-profit association that represents the interests of
SEC-registered investment advisers. Founded in 1937, the IAA’s membership today is
comprised of more than 500 firms that collectively manage in excess of $9 trillion for a
wide variety of individual and institutional clients, including retirement plans governed
by ERISA.
The IAA applauds the Department’s efforts to ensure that plan fiduciaries receive
the information they need in order to assess the reasonableness of the plan’s
arrangements with service providers. Plan fiduciaries’ understanding of the fees paid by
the plan is especially important, because such fees directly impact the investment returns
realized by the plan, and, in the defined contribution plan context, the actual benefits
received by participants.
As reflected in our previously filed comments, investment advisers provide
services to both defined benefit and defined contribution plans. We incorporate our
earlier comments by reference, but will devote our time today to the role of investment
advisers in defined benefit plans and the application of the proposed regulation in this
context.
Summary of Positions
•

The Department should consider whether each of the proposed provisions is
appropriate for defined benefit plans. For example, in the defined benefit
context, an investment adviser is not usually considered to be providing a
“bundle” of services; therefore, the application of the proposed regulation’s
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bundled services provision is unclear. This and other issues should be clarified
in the final regulation to the extent that it applies to defined benefit plans.
•

Investment advisers are already required to provide all clients, including
retirement plans, with a comprehensive disclosure document, Form ADV. The
Department should permit Form ADV to be used as a “safe harbor” vehicle for
compensation and conflicts of interest disclosure under the final regulation.

•

In the absence of a safe harbor, which will provide clarity and an understandable
disclosure mechanism, the conflict of interest disclosures in the proposed
regulation as drafted are overly broad and unworkable.

•

The proposal also presents practical problems for investment advisers. The
disclosures relate to future events; however certain costs and forms of nonmonetary compensation, such as commissions and soft dollars, may not be
ascertainable at the time the contract is executed. In addition, the Department
should clarify that disclosures are not required regarding non-monetary
compensation that is not received in connection with a specific plan.

•

Finally, plan fiduciaries and service providers should not be required to amend
existing contracts until they are extended, explicitly renewed, or materially
modified. Required disclosures could be provided prior to such amendments.

Factual Background
Plan fiduciaries to defined benefit plans generally contract with investment
advisers to provide investment management services to the plan. SEC-registered
investment advisers that are investment managers under ERISA must satisfy fiduciary
responsibilities both under the Investment Advisers Act and under ERISA. The
investment adviser does not hold plan assets; plan assets generally must be held in trust.
Therefore, a separate trustee usually holds plan assets, and charges a separate fee for its
trust services pursuant to a separate contract between the trustee and the plan.
In the course of providing investment management services to a plan, the
investment adviser determines the overall investment strategy for the plan or the portion
of plan assets it is retained to manage, consistent with any written investment guidelines
established by the plan fiduciaries. The adviser carries out this strategy in a variety of
ways. In certain cases, the adviser may itself manage the plan’s investments, while in
other situations the adviser may select sub-advisers that specialize in particular types of
investments to perform this function. For example, the adviser may contract with a subadviser that specializes in international investments, or a particular economic sector. In
many cases, the sub-adviser does not contract directly with and is not paid separately by
the plan. Instead, the adviser pays the sub-adviser from its overall fee, and is responsible
for monitoring the activities of the sub-adviser as part of its overall fiduciary duties.
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The adviser often also exercises discretion in choosing the broker-dealers that will
execute the plan’s securities transactions. In this type of arrangement, the plan typically
does not have a contract with the broker; instead, the broker’s compensation is paid as
part of each securities transaction. An investment manager is responsible both under the
Investment Advisers Act and ERISA fiduciary principles to seek best execution for
securities transactions in the plan’s account. As part of that duty, the manager may select
among hundreds of brokers on a transaction-by-transaction basis or an investment styleby-style basis (e.g., international equity, small cap, municipal debt, etc.).
For example, if a particular trade does not constitute a high percentage of a
security’s average daily volume, then a full-service broker may not add value to the
execution, and the manager might select a lower-cost electronic algorithm venue. If the
trade involves the sale of a security involving a higher percentage of average daily
volume, then the use of an algorithm might be considered risky in terms of the resulting
price movement of the stock. A full-service broker in this situation might be able to seek
more natural liquidity from buyers.
Thus, the manager does not know at the beginning of each contract, each year, or
even each day, which broker (or which type of broker) it will choose to execute
transactions for the plan. The flexibility to select a trading venue on a trade-specific basis
is critical to a manager’s ability to seek best execution and should not be limited by a
requirement to identify and contract with specific brokers before agreeing to provide
investment management services to a pension plan. We would be pleased to answer any
questions you may have about the broker selection process and best execution.
Throughout the course of the plan’s arrangement with the investment adviser, the
plan receives comprehensive disclosure concerning the investment adviser and plan
investments. First, most plans identify potential investment advisers through a detailed
“request for proposal” (RFP) process, under which various advisers respond to numerous
questions about the adviser and its services that are designed to assist plan fiduciaries in
choosing among advisers. These questions cover a wide variety of topics, including the
adviser’s experience, expertise, past performance, compensation, brokerage practices,
receipt of soft dollars, and compliance structure, and the advisers’ responses are
voluminous. The RFP process is often managed by the plan’s pension consultant.
As a part of its RFP response, an adviser generally provides a potential client with
its Form ADV, a comprehensive disclosure document required of all federally registered
investment advisers by the Securities and Exchange Commission. Part 1 of Form ADV is
available to all of an adviser’s clients, as well as to the general public, electronically
through the Investment Adviser Registration Depository (IARD). Part 2 of Form ADV
must be provided to clients and prospective clients initially at the time of contract and
offered annually. An adviser’s Form ADV contains extensive disclosures, especially as
to services, brokerage practices, soft dollars, direct and indirect compensation, and
conflicts of interest, as well as the adviser’s code of ethics. 1
1

The Securities and Exchange Commission recently re-proposed changes to Part 2 of Form ADV that
would modify the disclosures that federally registered investment advisers currently provide to clients in
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Plan fiduciaries and their consultants generally review materials from a number of
advisers before making their selections. At this point, the investment adviser and the plan
negotiate and execute a written contract. This contract typically states a formula under
which the adviser’s compensation will be determined, generally a percentage of the assets
under management. Often, the rates are “tiered” such that a smaller percentage applies as
the plan assets exceed certain breakpoints. The adviser, however, usually cannot predict
the precise amount of its eventual compensation. This asset-based compensation is
usually the only direct compensation received by the investment adviser in connection
with managing the plan’s assets.
Certain other fees will be incurred as part of a defined benefit plan’s investments,
primarily brokerage and custodial fees. As noted above, the custodial fee is subject to
separate contract between the plan and the custodian or trustee. The brokerage fees will
depend upon the types and amounts of securities that will be bought or sold, and cannot
be disclosed precisely in advance by either the brokers that receive the fee or the advisers
that are authorized to provide instructions to the brokers to execute the transactions.
During the course of the advisory relationship, the plan, either directly or through
its custodian or trustee, receives on-going disclosures on a regular basis. For example,
the plan’s trustee receives a confirmation of each securities transaction, which identifies
the executing broker, the number and price of the securities involved, and the broker’s
commission. In addition, the adviser and other service providers forward to the plan the
information necessary for the completion of the plan’s annual report on Form 5500,
including fee and compensation information. For plan years starting in 2009, this
information will also include disclosure concerning the adviser’s “soft-dollar” and other
non-monetary compensation.

the areas of compensation and conflicts of interest. Amendments to Form ADV, Investment Advisers Act
Release No. 2711 (Mar. 3, 2008). The SEC proposed changes to Form ADV in 2000, but deferred the
changes to Part 2 when finalizing the changes to Part 1 in 2000. 65 Fed. Reg. 57438 (Sept. 22, 2000).
The newly proposed changes would require advisers to provide a narrative brochure describing the
adviser’s services, fees, business practices, and conflicts of interest, and file it electronically for inclusion
on the SEC’s website. The narrative would include descriptions of how the adviser is compensated for
providing advisory services, as well as the types of other costs, such as brokerage fees, custody fees, and
fund expenses, that clients may pay to third parties in connection with the advisory services. In addition,
advisers would be required to describe material relationships or arrangements the adviser has with related
financial industry participants, any material conflict of interest that the relationships create, and how they
address the conflict. Advisers also would explain how they select brokers for client transactions and
determine the reasonableness of brokers’ compensation. The narrative would also cover how the adviser
addresses conflicts arising from their receipt of soft dollar benefits such as research in connection with
client brokerage.
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The Department Should Consider How the Proposed Regulation Would Apply to
Defined Benefit Plans.
The Department’s main concerns about fees and expenses appear to relate
primarily to defined contribution plans, under which the participants depend upon the
investment returns of the assets in their individual accounts for their ultimate retirement
benefit. The preamble and economic analyses repeatedly refer to the increasing
complexity of retirement plan compensation arrangements. While defined contribution
plan fee structures have changed markedly over the years, the defined benefit model has
not changed significantly. Further, in many respects, the requirements of the proposed
regulation simply do not work in the defined benefit context.
For example, in the defined benefit context, an investment adviser is not usually
considered to be providing a “bundle” of services as is often found in the defined
contribution context. In a sub-advisory arrangement, the sub-adviser is often paid from
the adviser’s fee, but such arrangements existed long before the concept of “bundling”
services was introduced primarily in the defined contribution context. The provision of
brokerage services under a defined benefit plan similarly does not fit the “bundled”
model, because the plan pays for brokerage as part of its securities transactions rather
than through the adviser, but usually does not contract directly with the broker.
In the experience of the IAA’s members, plan fiduciaries’ primary concern in the
defined benefit context is the overall investment management of the plan and the
compensation arrangement with the adviser. The adviser may contract with other parties,
such as sub-advisers and proxy-voting specialists, to provide some investmentmanagement-related services, but the overall cost to the plan generally remains the same.
Under such circumstances, we submit that additional disclosure concerning the
compensation paid by the adviser for such services is unnecessary.
We therefore suggest that the Department consider carefully whether the
disclosure requirements of the proposed regulation are appropriate in the defined benefit
context. Specifically, we request that the Department clearly identify which, if any, of
the required disclosures should apply in the defined benefit context and which provider
must make them.
Existing Disclosure Vehicles Should Be Utilized as Safe Harbors for Compensation
and Conflicts of Interest Disclosure.
As described above, plan fiduciaries receive extensive disclosures concerning
investment advisers’ compensation, selection of brokers, and conflicts of interest in each
adviser’s Form ADV. The preamble to the proposed regulation anticipates that advisers
will incorporate Form ADV by reference in their section 408(b)(2) disclosures. The
preamble further states, however, that the proposed regulation would require that service
providers “clearly describe these additional materials and explain to the responsible plan
fiduciary the information they contain.” We are concerned that the additional
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descriptions and explanations would require the preparation of duplicative materials by
investment advisers as well as superfluous reviews of these materials by plan fiduciaries.
We urge the Department, therefore, to include in the final regulation a “safe
harbor” under which the adviser’s Form ADV, along with its written contract with the
plan, would be deemed to satisfy the disclosure requirements under section 408(b)(2).
The type and nature of the disclosures in these documents – as well as their purpose and
goals - are the same as those contemplated by the proposed regulation. Plan sponsors
already receive and are familiar with Form ADV. Use of Form ADV disclosure will
reduce the costs and burdens of the proposed regulation for both advisers and plans.
If the Department declines to provide a safe harbor for the use of Form ADV, it
should, at a minimum, include language in the instructions or preamble stating that the
type of disclosure typically included in Form ADV is the type of disclosure that satisfies
the rule under Section 408(b)(2).2 A similar analysis applies to mutual fund prospectuses
and private placement memoranda provided by advisers to funds that are deemed to be
plan assets.
Further, we strongly urge the Department to revise the proposed conflict of
interest disclosures, which, as currently drafted, are overly broad and unworkable. For
example, the proposed regulation could be read to require investment advisers and other
service providers to track down all of the plan’s service providers, even those of which it
was not otherwise aware, in order to uncover and disclose any relationships with the
other service providers. We submit that service providers should only be responsible for
disclosing potential conflicts of interest of which they are aware that directly relate only
to the services they provide to the plan.
The Proposal Presents Practical Problems for Investment Advisers.
We submit that the service provider disclosures required in connection with the
plan’s preparation of Schedule C of Form 5500 and the disclosures under the proposed
regulation should be read together and interpreted consistently to the extent feasible.
There is, however, one critical difference between the two disclosure initiatives: The
required disclosures under the proposed regulation relate to future events, while the
disclosures provided for Form 5500 reporting purposes are provided after the plan has
incurred the service provider’s fees and other expenses. Further clarification is needed
with respect to the disclosure of items that are not ascertainable at the time the contract is
executed.

2

The SEC originally proposed a requirement for advisers to describe their policies and procedures in Form
ADV, but in the re-proposal recognized that such disclosures could be too voluminous and technical to be
useful to investors. Instead, the SEC would require advisers “to explain succinctly how they address the
conflicts of interest they identify.” The re-proposal also continues the current requirement for advisers to
describe their codes of ethics and offer to provide it upon request. We submit that the Department should
clarify that its analogous requirement in proposed subsection 4(F) would be satisfied by such disclosure.
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For example, specific information related to soft dollars or other non-monetary
compensation that may be received by the investment adviser in the future is not
available to the adviser at the time that the parties enter into the advisory contract. We
submit that the final regulation should permit a description of the soft dollar services and
other non-monetary compensation sufficient for a plan fiduciary to evaluate their
reasonableness such as is contained in the Form ADV. We also request clarification that
service providers are not required to make disclosures regarding non-monetary
compensation that is not received in connection with a specific plan, as well as guidance
as to when such compensation would be considered to be received in connection with a
plan.
Plan Fiduciaries and Service Providers Should Not Be Required to Immediately
Amend Existing Contracts Upon Finalization of the Proposed Regulation.
We support a gradual implementation of the final regulation that would subject
existing contracts and arrangements to the requirements of the final regulation upon their
extension, explicit renewal (as opposed to automatic renewal), or material modification.
The simultaneous revision of thousands of contracts would be overwhelming for plan
fiduciaries and service providers. The requested transition rule, however, need not
inordinately delay plan fiduciaries’ receipt of the disclosures under the final regulation.3
We appreciate the opportunity to provide our comments today and would be
happy to address your questions.
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In addition, if immediate amendments are required, the contract provisions required by the proposed
regulation cannot accurately represent that certain disclosures were provided before the contract was
entered into, extended or renewed. We request that, if immediate amendments are required, the
Department amend this provision to refer to such amendments.
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April 8, 2008
Via Electronic Filing
British Columbia Securities Commission
Alberta Securities Commission
Saskatchewan Securities Commission
Manitoba Securities Commission
Ontario Securities Commission
New Brunswick Securities Commission
Securities Office, Prince Edward Island
Nova Scotia Securities Commission
Securities Commission of Newfoundland and Labrador
Registrar of Securities, Northwest Territories
Registrar of Securities, Nunavut
Registrar of Securities, Yukon Territory
c/o John Stevenson, Secretary
Ontario Securities Commission
20 Queen Street West
Suite 1903, Box 55
Toronto, Ontario, Canada, M5H 3S8
e-mail: jstevenson@osc.gov.on.ca
and
Madame Anne-Marie Beaudoin
Directrice du secrétariat
Autorité des marchés financiers
Tour de la Bourse
800, Square Victoria
C.P. 246, 22e étage
Montréal (Québec), Canada, H4Z 1G3
e-mail: consultation-en-cours@lautorite.qc.ca
Re:

Notice of Proposed National Instrument 23-102, Use of Client Brokerage
Commissions as Payment for Order Execution Services or Research
Services and Companion Policy 23-102CP

Dear Mr. Stevenson and Madame Beaudoin:
The Investment Adviser Association (“IAA”) welcomes the opportunity to comment
on the Canadian Securities Administrators’ (“CSA”) reproposal of National Instrument 23-
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102 regarding the use of client brokerage commissions as payment for order execution
services or research services.1 The CSA issued this reproposal after requesting and
considering comments on its initial soft dollar proposal in 2006.2 The IAA submitted
comments on the 2006 Instrument and incorporates those comments by reference. 3
The IAA is a not-for-profit organization that exclusively represents the interests of
investment adviser firms registered with the U.S. Securities and Exchange Commission
(“SEC”). The IAA consists of more than 500 SEC-registered investment adviser firms that
collectively manage in excess of $9 trillion U.S. in assets for a wide variety of institutional
and individual clients, including pension plans, trusts, investment companies, endowments,
foundations, and corporations. The IAA’s membership includes Canadian-based investment
advisory firms, as well as U.S.-based advisory firms that conduct investment advisory
business in Canada, either through affiliates providing investment management services to
Canadian clients or as sub-advisers to Canadian advisers. In addition, many of these global
firms offer advisory services in other countries, including the United Kingdom.
We commend the CSA for considering these important issues and our previous
comments to the Proposal. In particular, we commend the CSA for attempting to harmonize
the definitions of research services and order execution services with those adopted in the
U.S. and for streamlining the Proposal. Nevertheless, we continue to be concerned with some
aspects of the Proposed Instrument and appreciate the opportunity to provide additional input.
As discussed below, we strongly urge the CSA to: (i) reconsider its requirement to unbundle
proprietary commissions into execution and other products and services; (ii) consider aligning
its disclosure regime with that recently proposed by the SEC; (iii) further streamline the
requirement for advisers to list all broker-dealers they use; and (iv) extend the effective date
for the proposed disclosure rules, if not revised, to one year from the approval date.
I.

The CSA Should Modify the Proposed Disclosure on Bundled Commissions

The IAA appreciates the CSA’s desire to clarify the goods and services that may be
acquired with client brokerage commissions and to increase accountability and transparency
with respect to brokerage commissions. The IAA consistently has supported accurate and
informative disclosure of client commissions for research and brokerage services so that
1

Notice of Proposed National Instrument 23-102, Use of Client Brokerage Commissions as Payment for Order
Execution Services or Research Services and Companion Policy 23-102CP, 31 OSCB 489 (Jan. 11, 2008)
(“Proposal” or “Proposed Instrument”).
2

Notice of Proposed National Instrument 23-102, Use of Client Brokerage Commissions as Payment for Order
Execution Services or Research (“Soft Dollar” Arrangements), 29 OSCB 5923 (July 21, 2006) (“2006
Instrument”).
3

See Letter from Valerie M. Baruch, Assistant General Counsel, IAA to Ontario Securities Commission, et al.
re: Proposed NI 23-102, Use of Client Brokerage Commissions as Payment for Order Execution Services or
Research (Nov. 1, 2006). Our comment letters are available under “Comments & Statements” on the IAA
website at www.investmentadviser.org.
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clients can be knowledgeable about how their commission dollars are being used. However,
we have concerns with the CSA’s proposed quantitative disclosure requirements.
Lack of Precision and Comparability for Clients
In the 2006 Instrument, the CSA proposed detailed requirements for advisers to
disclose client-level and security-class-level disclosure.4 We expressed significant concerns
in our 2006 comment letter that the 2006 Instrument sought a type and level of disclosure that
clients generally have not requested and that clients receiving such information in other
jurisdictions have not appeared to find meaningful. The CSA acknowledged this difficulty in
its response in this Proposal, stating, “[d]ue to the lack of precision regarding costs for
bundled services, as well as timing differences between the trades that generate the
commissions and the payment with those commissions for the goods and services, we agree
that the detailed disclosure [proposed in 2006] would be difficult to make with any degree of
accuracy.”5
Nevertheless, the CSA reproposed a quantitative disclosure requirement that, while
narrowed from the 2006 Instrument, would still require advisers to unbundle proprietary
brokerage commissions. Specifically, Part 4.1(g) would require advisers to provide disclosure
of, “on an aggregated basis, where the level of aggregation has been determined by the
adviser, the total client brokerage commissions paid during the period reported upon, along
with the adviser’s reasonable estimate of the portion of those commissions that represents the
amounts paid or accumulated to pay for goods and services other than order execution during
that period.” As we noted in 2006, and based on additional experience with the U.K.
regulatory regime for brokerage commission disclosure, we strongly believe that such
disclosure will be difficult to develop and would not provide meaningful information to
clients.6
Advisers subject to U.K. Financial Services Authority rules have been seeking to
comply with the U.K.’s Investment Management Association’s (“IMA”) Pension Fund
Disclosure Code (“IMA Code”) since mid-2006.7 The IMA Code does not include a
methodology for estimating research and execution costs, which are required to be disclosed.
As a result, advisers have adopted varied and inconsistent methodologies. Among other
4

As the CSA noted, commenters generally objected to the qualitative disclosure proposed in the 2006 Instrument
as not providing meaningful information to clients and as potentially misleading or confusing.
5

Proposal at 519 (emphasis added).

6

See Question 2 of the Proposal (requesting information about the difficulties posed by the requirement).

7

The IMA developed the IMA Code (2d. Ed., Mar. 2005) to increase transparency for “softing arrangements”
(see http://www.investmentuk.org/news/standards/pfdc2.pdf). The FSA endorsed the IMA Code in Policy
Statement 05/9 (July 2005), and FSA requirements appear in Code of Business Sourcebook 11.6.17. Level I of
the IMA Code requires disclosure of a firm’s brokerage policies, procedures, and control processes. Level II
requires disclosure of, among other things, the amount that is used to pay for non-execution related services from
the executing broker.
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approaches, advisers may: (1) value what the research is worth and determine the rest of the
commission cost is execution; (2) value what the execution is worth and determine the rest of
the commission cost is research; or (3) estimate what the cost would be to reproduce the
research.8 This task is further complicated by the fact that these services are generally not
available for purchase separately from a given broker in the market, and brokers are not
obligated to provide cost information.
None of these methods produces reliable and comparable data for clients and may in
fact confuse clients. As a result, advisers have been faced with significant costs and
undertakings in order to comply with a disclosure regime that is not uniform, consistent, or
reliable and that does not provide clients with disclosure that assists in assessing the adviser’s
execution quality or performance results. In addition, many clients do not typically seek this
type of information from their advisers.
Even if advisers requested full-service broker-dealers not to provide their proprietary
research along with execution services, those broker-dealers would not charge less in
commission rates. Advisers may value a broker’s research at a very low cost, while agreeing
to pay a commission that is higher than a commission available via an electronic
communication network. Advisers may place such orders because they value the execution
services that the broker provides, such as working the order in an expedient and anonymous
way, thereby helping the advisers satisfy their fiduciary duty to seek best execution for their
clients.9
Further, as the CSA noted in the Proposal, disclosure in this area is imprecise because
broker-dealers do not provide, and are not required to provide, any information related to the
cost of the research and/or other products or services they provide. We recommend that, if
the CSA determines to require advisers to estimate the cost of bundled proprietary brokerage
commissions, it should also require broker-dealers to provide information to advisers
regarding the costs of the associated research or other products and/or services provided along
with the execution costs.

8

Under some of these methodologies, advisers may conduct polls of their traders and investment professionals in
order to assess the execution quality of the broker-dealers utilized, as well as the relative quality of the research
that may be provided by the broker-dealer. Other advisers may apply a formula to the commission costs based
on an estimate of the relative value of the research or other products and/or services received. Other advisers
may base the cost of the research and/or other products and services on the results of surveys of their brokerdealers seeking information on cost of the research and/or brokerage products or services. This latter
methodology may require advisers to make estimates when a broker-dealer does not respond, which may often
be the case.
9

Advisers have a fiduciary obligation to seek the most favorable terms reasonably available under the
circumstances for the execution of clients’ securities transactions. An adviser considers the full range and
quality of a broker’s services in placing brokerage including, among other things, the value of research provided
as well as execution capability, commission rate, financial responsibility, responsiveness to the money manager,
liquidity, transparency, and capital commitment.
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Investment Fund Disclosure
The CSA asserts that the requirement proposed in Part 4.1(g) is “relatively consistent”
with that currently required to be made by investment funds to clients under National
Instrument 81-106.10 We respectfully disagree. Under NI 81-106, the notes to the funds’
financial statements must disclose “to the extent the amount is ascertainable,” the amount paid
for soft dollar goods and services other than order execution. As discussed above, these
amounts are not currently, and have not been, ascertainable due to the fact that these products
and services are generally not available for purchase separately from a broker, and brokers are
not obligated to provide cost information. Therefore, we understand that investment funds
generally have not taken the approach that NI 81-106 disclosure requires “unbundling”
proprietary brokerage commissions.
The CSA acknowledges this conclusion in its Frequently Asked Questions on National
Instrument 81-106, where it states that, “[i]n cases where the investment fund cannot ascertain
the value of the soft dollar portion, a statement should be included in the notes that the soft
dollar portion is unascertainable.”11 At a minimum, we respectfully request the CSA to
acknowledge this point in the adoption of NI 23-102.
Alternative Qualitative Disclosure
We urge the CSA to instead adopt a disclosure regime for brokerage commissions
similar to that in the U.S. for advisers, where advisers provide meaningful information to their
clients regarding the factors they consider in selecting brokers and determining the
reasonableness of their commissions, as discussed below.
II.

The CSA Should Adopt a Regulatory Regime Consistent with the SEC’s Qualitative
Disclosure Requirements

The CSA seeks comment in Question 3 as to whether the Proposed Instrument should
allow an adviser to follow the disclosure requirements of another regulatory jurisdiction in
place of the Proposed Instrument and whether the adviser should have to demonstrate that
those requirements are, at a minimum, similar to the requirements in the Proposed Instrument.
We submit that the Proposed Instrument should permit advisers to follow the disclosure
requirements of the SEC in place of the Proposed Instrument.12 In the alternative, the CSA
should further harmonize its approach with that of the SEC.
10

See Proposal at 515. NI 81-106 Investment Fund Continuous Disclosure came into effect on June 1, 2005.

11

FAQ B-5, CSA Staff Notice 81-315, Frequently Asked Questions on National Instrument 81-106, Investment
Fund Continuous Disclosure (Nov. 25, 2005), available at
http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20051125_81-315_faq-inv-fund-cd.jsp.
12

The CSA could also use this approach to alleviate some of the burdens caused by the Proposal’s indirectly
imposing disclosure requirements on U.S. sub-advisers not otherwise subject to the rule.
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As we commented in 2006, we respectfully suggest that investors would be better
served by brokerage commission disclosure that supplies relevant qualitative information
about an investment adviser’s general trading practices, including the adviser’s policy with
respect to research and the way in which brokerage allocation decisions are made. A
narrative disclosure format allows for a flexible disclosure regime that is informative and
relevant for clients. For example, the SEC’s current Form ADV Part II requires advisers to
describe the factors considered in selecting brokers and determining the reasonableness of
their commissions. 13 In addition, the IMA Code Level I Disclosure provides qualitative
disclosure to clients regarding a manager’s broker selection, broker review, identifying
conflicts of interest in the manager’s brokerage practices, and describing how the conflicts are
managed and monitored.
The SEC’s recently proposed amendments to the Form ADV Part II (“Part 2”) reflect
this flexible disclosure approach.14 The SEC proposed qualitative disclosure requirements
regarding advisers’ soft dollar practices, including disclosure about any conflicts of interest
they create and that advisers may have an incentive to select a broker-dealer based on their
interest in receiving the soft dollar benefits, rather than on their clients’ interest in receiving
best execution.15 The SEC did not require advisers to perform the burdensome and imprecise
task of breaking down bundled commission costs to disclose the amount of the execution
costs and other research and/or brokerage services.16 We believe the current and proposed
Form ADV disclosure regime clearly addresses the CSA’s goal of increased transparency and
accountability with respect to brokerage commission practices.
III.

The CSA Should Further Streamline and Clarify the Proposal

In addition to the quantitative disclosure, we are concerned about the requirements set
forth in Part 4.1(c) that would require disclosure to clients of all broker-dealers used and their
products and services provided, separately identifying each affiliated entity and the types of
13

Item 12 of Form ADV Part II. Form ADV is available at http://www.sec.gov/about/forms/formadv.pdf. Part 1
of Form ADV is filed and available to the public electronically through the Investment Adviser Registration
Depository (IARD) at http://www.sec.gov/IARD. Current Form ADV Part II is a written disclosure statement
containing information about an investment adviser’s background and business practices that is required to be
delivered to each client or prospective client initially at the time of contract and offered annually.
14

On March 3, 2008, the SEC proposed amendments to Form ADV Part 2. See Amendments to Form ADV, SEC
Rel. IA-2711 (Mar. 3, 2008) (“Form ADV Proposal”), available at http://www.sec.gov/rules/proposed/2008/ia2711.pdf. Comments on the proposal are due to the SEC by May 16, 2008.
15

16

See Proposed Item 12 of Proposed Form ADV, Part 2A.

SEC staff is considering proposed interpretive guidance this spring that will address U.S. mutual fund boards
of directors’ oversight of fund advisers’ trading practices generally, including soft dollar issues. See Remarks
before the IA Week and the Investment Adviser Association 10th Annual IA Compliance Best Practices Summit
2008, Speech by Andrew Donohue, Director, Division of Investment Management, SEC (Mar. 21, 2008),
available at http://www.sec.gov/news/speech/2008/spch032108ajd.htm (stating the SEC’s approach is “taking
into consideration the fact that regulatory requirements need to be flexible enough to accommodate rapidly
evolving market conditions and practices in the area of soft dollars.”).
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goods and services provided by each affiliated entity. While we appreciate the CSA’s effort
to narrow this request from the 2006 Instrument, we continue to believe that providing
lengthy lists of broker-dealers and affiliated broker-dealers’ “services” utilized in a year
would only serve to unduly increase disclosure documents instead of allowing clients to focus
on relevant information generally describing the services offered and the types of brokerdealers utilized.
Further, we appreciate the CSA’s recognition that investment advisers would not be
required to allocate benefits received with the client commissions to particular clients.
However, we request further clarification of the CSA’s statement in Companion Policy Part
4.1(3) that a specific order execution service or research service may benefit more than one
client, and may not always “directly” benefit each particular client whose brokerage
commissions were used as payment for the particular service. Specifically, we seek
confirmation that “directly” does not infer an intangible benefit that the investment adviser
may not be capable of identifying.
IV.

If Adopted as Proposed, the CSA Should Extend the Effective Date to at Least One
Year

We respectfully request the CSA reconsider its proposal to require disclosure of
“unbundled” proprietary commissions. However, should the CSA determine to adopt this
requirement, we believe a longer transition period than six months is needed. Advisers facing
a new and complicated disclosure regime would need this time to develop and implement
systems and revise procedures and disclosure. Accordingly, the CSA should extend the
effective date of the Proposal to at least one year.
Conclusion
We respectfully request the CSA to continue a dialogue with regulators such as the
SEC to harmonize rules and regulations with respect to client brokerage commissions
affecting global asset managers that manage client assets through affiliates or through subadvisory relationships. We continue to submit that meaningful qualitative disclosure will
enable clients to adequately assess any potential conflicts of interest the adviser may face in
managing the client’s assets and the adviser’s practices in this regard.
The IAA greatly appreciates your consideration of our comments on Proposed NI 23102. Please do not hesitate to contact us if we may provide additional information or
assistance to you regarding these matters.
Sincerely,

Senior Counsel

April 18, 2008
Via Electronic Filing
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Re: Hearing on Proposed Regulation Under Section 408(b)(2)
Ladies and Gentlemen:
The Investment Adviser Association appreciates having had the opportunity to present
testimony at the Department’s hearing on its proposed regulation under Section 408(b)(2) of
ERISA and related class exemption (“Proposed Regulation”).1 We write to provide
supplemental information in response to certain questions the panel posed during our
testimony.
Disclosures in Form ADV
We testified that the Department should include in the final regulation a “safe harbor”
with respect to compensation and conflicts of interest disclosure. For investment advisers, the
safe harbor should provide that the use of the adviser’s Form ADV, along with its written
contract with the plan, should be deemed to satisfy the disclosure requirements under section
408(b)(2). The panel asked a number of questions related to the information provided in
Form ADV compared with information required by the Proposed Regulation.2
Compensation Disclosure
Primary compensation. As discussed in our testimony, the written contract between
the investment adviser and the retirement plan typically states a formula under which the
adviser’s compensation will be determined, generally a percentage of the assets under
management. Often, the rates are “tiered” such that a smaller percentage applies as the plan
1

We limited our testimony to the defined benefit plan context, but our February 11 comment letter also
addresses defined contribution plans.
2

Unless otherwise specified, we discuss here the provisions of Form ADV, Part 2 as recently re-proposed by the
SEC. Amendments to Form ADV, Investment Advisers Act Release No. 2711 (Mar. 3, 2008). However, the
current Form ADV, both Part 1 and Part II, contain extensive relevant disclosure information as well, as
discussed in our previous submissions.
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assets managed by the adviser exceed certain breakpoints. This asset-based compensation is
the primary compensation received by the investment adviser in connection with managing
the plan’s assets. The contract also typically includes a representation that the adviser is
providing investment management services as a fiduciary.
In addition, Form ADV, which is required to be provided to the retirement plan at or
prior to the beginning of the advisory relationship, requires advisers to describe how they are
compensated for advisory services and how any prepaid fees will be calculated and refunded
upon termination, and to provide their fee schedule. Thus, the primary compensation received
by an investment adviser in connection with services to retirement plans and related
information already is disclosed in two separate existing documents that would satisfy
subsections (c)(1)(iii)(A) and (B) of the Proposed Regulation.
Other forms of “compensation.” Investment managers may also receive compensation
related to the use of their own products and services or those of their affiliates in connection
with fulfilling their advisory mandate. In the absence of an exemption, such use would result
in a violation of ERISA's prohibited transaction rules. The Department has developed a
comprehensive list of both class and individual exemptions to allow advisers to use such
products or services while at the same time being protective of the interests of the retirement
plan investor.3 Among other conditions, the relief provided by these exemptions is
conditioned on the disclosure by the adviser of the fees that it or its affiliates will receive in
connection with the provisions of the products and services covered thereunder.
A secondary form of “compensation” that investment managers may receive in
connection with their services to defined benefit plans is soft dollar products or services.4 As
discussed in our prior submissions, investment managers cannot provide specific information
regarding the soft dollar products or services they may receive in the future at the time of
contract with the client. In Form ADV, Item 12, however, the SEC requires substantial
disclosures regarding research and other soft dollar benefits, as follows:

3

See, e.g., PTE 77-4 (Purchase of Shares of Open-End Investment Companies); PTE 87-63 (Compensation to
Fiduciaries for Securities Lending Services); PTE 86-128 (Executing Securities Transactions and Recapture of
Commissions).
4

We do not concede that soft dollar products and services should be deemed “compensation” to the adviser. See
IAA Letter to DOL re 5500 Revisions (Sept. 19, 2006). Further, as discussed in our previous submissions, we
strongly urge the Department not to consider meals or entertainment provided to investment managers as part of
an overall relationship with a third party as “compensation” to the manager in connection with services to the
plan. In the unlikely event that the meal or entertainment is in connection with a specific plan and over a certain
threshold and we know it will occur in advance of the contract, we agree it should be disclosed. More likely,
any such meal or entertainment would not be known in advance and would be reported after the fact for Form
5500 purposes. Apart from the “compensation” aspect, we note that if a broker provides an adviser with meals
or entertainment that are so frequent or excessive that they rise to the level of a conflict of interest that may
influence the selection of brokers, the adviser must disclose the conflict. See, e.g., In the Matter of Fidelity
Research & Management Co., SEC IA. Rel. 2713 (Mar. 5, 2008). In general, the SEC appropriately treats soft
dollars, meals/entertainment, services performed by affiliates, and similar items as conflict of interest issues
rather than taking the Department’s approach to these items as a form of “compensation.”

2

“If you receive research or other products or services other than execution from a brokerdealer or a third party in connection with client securities transactions (“soft dollar
benefits”), disclose your practices and discuss the conflicts of interest they create.
Note: Your disclosure and discussion must include all soft dollar benefits you receive,
including, in the case of research, both proprietary research (created or developed by the
broker-dealer) and research created or developed by a third party.
a. Explain that when you use client brokerage commissions (or markups or
markdowns) to obtain research or other products or services, you receive a benefit
because you do not have to produce or pay for the research, products or services.
b. Disclose that you may have an incentive to select or recommend a broker-dealer
based on your interest in receiving the research or other products or services, rather
than on your clients’ interest in receiving best execution.
c. If you may cause clients to pay commissions (or markups or markdowns) higher
than those charged by other broker-dealers in return for soft dollar benefits (known as
paying-up), disclose this fact.
d. Disclose whether you use soft dollar benefits to service all of your clients’ accounts
or only those that paid for the benefits. Disclose whether you seek to allocate soft
dollar benefits to client accounts proportionately to the soft dollar credits the accounts
generate.
e. Describe the types of products and services you or any of your related persons
acquired with client brokerage commissions (or markups or markdowns) within your
last fiscal year.
Note: This description must be specific enough for your clients to understand the types of
products or services that you are acquiring and to permit them to evaluate possible
conflicts of interest. Your description must be more detailed for products or services that
do not qualify for the safe harbor in section 28(e) of the Securities Exchange Act of 1934,
such as those services that do not aid in investment decision-making or trade execution.
Merely disclosing that you obtain various research reports and products is not specific
enough.
f. Explain the procedures you used during your last fiscal year to direct client
transactions to a particular broker-dealer in return for soft dollar benefits you
received.”5
Thus, the Form ADV approach is a practical and meaningful method of providing
pension plans and other clients with “sufficient information to enable the responsible plan

5

Form ADV, Part II, Item 12 currently requires this type of disclosure as well.

3

fiduciary to evaluate the reasonableness of such compensation”6 and any resulting conflicts of
interest with respect to soft dollars, as would be required by the Proposed Regulation.
Further, although generally not the case in the defined benefit plan context, Form
ADV, Part 2 requires firms to disclose whether any of its supervised persons (i.e., employees,
officers, directors, or other individuals offering investment advice on the firm’s behalf)
accepts compensation for the sale of securities or investment products, and, if so, to provide
an additional set of disclosures.
Compensation paid by plan to other parties. With respect to other fees paid by the
plan that is not compensation to the adviser, Form ADV, Part 2 will also require advisers to
describe any other types of fees or expenses that clients may pay in connection with the
advisory services provided, such as custodian fees or mutual fund expenses. Firms must also
disclose that clients will incur brokerage and other transaction costs and direct clients to the
section of the disclosure that discusses brokerage practices, including the factors the advisers
consider in selecting brokers and determining the reasonableness of their compensation.7
In summary, the compensation information addressed in the Proposed Regulation is
entirely covered by disclosures that investment advisers are already required to provide to
their retirement plan clients.
Conflict of Interest Disclosure
Form ADV requires advisers to “describe any relationship or arrangement that is
material to your advisory business or to your clients, that you or any of your management
persons have with any related person listed below [including broker-dealers, investment
advisers, investment companies, insurance companies, banks, etc.]. Identify the related
person and if the relationship or arrangement creates a material conflict of interest with
clients, describe the nature of the conflict and how you address it.” Form ADV also requires a
host of other conflict of interest disclosures, including disclosures regarding referral
arrangements, participation in client transactions, personal and proprietary trading, brokerage,
proxy voting, and performance fees. Advisers must explain the nature of the conflicts
involved and how the firm addresses these conflicts.8 The type and nature of these disclosures
- as well as their purpose and goals - are the same as those contemplated by the Proposed
6

See subsection (c)(1)(iii)(A)(2) of the Proposed Regulation.

7

As we have stated in prior submissions, this type of disclosure regarding brokerage compensation is the only
useful information the manager can provide, not knowing in advance which brokers it will use or which trades it
will execute in the coming year.

8

The SEC originally proposed a requirement for advisers to describe their policies and procedures in Form
ADV, but in the re-proposal recognized that such disclosures could be too voluminous and technical to be useful
to investors. Instead, the SEC would require advisers “to explain succinctly how they address the conflicts of
interest they identify,” which could include discussion of specific policies or procedures. The re-proposal also
continues the current requirement for advisers to describe their codes of ethics and offer to provide them upon
request. We submit that the Department should clarify that its analogous requirement in proposed subsection
(c)(1)(iii)(F) would be satisfied by such disclosure.

4

Regulation. To the extent that the Proposed Regulation would require additional disclosure,
the proposal is too broad and would not provide meaningful information to plans.9
Treatment of Existing Contracts
We testified in support of a gradual implementation of the final regulation that would
subject existing contracts and arrangements to the requirements of the final regulation upon
their extension, explicit renewal (as opposed to automatic renewal), or material modification.
We noted that the requested transition rule, however, need not inordinately delay plan
fiduciaries’ receipt of the disclosures under the final regulation.
The panel inquired regarding the appropriate treatment under our proposal of
“evergreen” contracts (for example, a contract that automatically renews unless affirmatively
terminated or a contract with no fixed period that is terminable on 30 days notice). We urge
the Department to simply “grandfather” such contracts – that is, not require the contractual
provisions to be amended as long as the plan receives the required disclosures, which is, after
all, the critical component of the regulation. If, notwithstanding each plan’s receipt of all
relevant disclosures, the Department determines that existing evergreen contracts must
eventually be amended, it could include a “sunset” provision by which all contracts must
include the required provisions within three years from the date of the final regulation unless
extended, explicitly renewed, or materially modified before that date.
Conclusion
Please do not hesitate to contact us if we may provide any additional information as
you consider these important issues.
Best regards,

Karen L. Barr

9

These Form ADV disclosures appear substantially to cover proposed subsections (c)(1)(iii)(C) through (F).
Subsection (D) appears to also cover material relationships or arrangements with “other service providers to the
plan, or any other entity that creates or may create a conflict of interest for the service provider in performing
services” for the plan. As we have previously noted, advisers typically are not aware of all of the other service
providers to the plan or other entities that “may” create a conflict. We assume that the Department’s intent is to
require disclosure only of conflicts of interest of which the adviser is aware that relate to its performance of
services to the client.
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April 24, 2008
VIA ELECTRONIC MAIL
The Honorable Christopher Cox
Chairman
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re: Policy Considerations Implicated by RAND Report on Broker-Dealers
and Investment Advisers
Dear Chairman Cox:
The Investment Adviser Association (IAA)1 recently met with the SEC staff task
force charged with developing policy options in response to the RAND report.2
We greatly appreciated the opportunity to discuss the RAND Report with task
force members and understand that they will shortly be providing a list of policy options
to the Commission for its consideration. In order to assist you in your review of these
options, following is a brief summary of our views on the underlying policy issues
concerning broker-dealer and investment adviser regulation implicated by the RAND
Report.
Investment Adviser Regulation
The Investment Adviser Association believes that the principles-based structure
of the Investment Advisers Act of 1940 (Advisers Act)3 – and its reliance on disclosure
and broad anti-fraud authority rather than rigid regulatory requirements – is both
appropriate and effective.4 We believe the strong investor protection aspects of the
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment advisory firms. Founded in 1937, the IAA’s membership today is comprised of more
than 500 firms that collectively manage in excess of $9 trillion for a wide variety of institutional and
individual clients. For more information, please see www.investmentadviser.org
2
Technical Report: Investor and Industry Perspectives on Investment Advisers and Broker-Dealers, RAND
Corporation 2008, available at http://www.sec.gov/news/press/2008/2008-1_randiabdreport.pdf. The
RAND Report’s principal finding was that ‘[i]nvestors had difficulty distinguishing among industry
professionals and perceiving the web of relationships among service providers.” Id. at xix.
3
Pub. Law No. 76-768, 54 Stat. 847.
4
The investment advisory profession is extremely broad and diverse. There are more than 10,000 SECregistered investment advisers, representing a very broad spectrum of firms. For example, there are a
few relatively large firms that oversee the lion’s share of assets under management – 472 investment
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Advisers Act have served both the investing public and the investment advisory
profession well. Further, we believe that the fiduciary culture fostered by the Advisers
Act has been a key element in the effectiveness of the regulatory framework governing
our profession.
Fiduciary Duty
Among financial service providers, investment advisers alone are uniformly
subject to a strict fiduciary duty. This duty, which has been upheld by the U.S. Supreme
Court5 and reiterated by the SEC in various pronouncements over the years,6 is one of the
primary distinctions between investment advisers and others in the financial services
industry.7 As a fiduciary, “an investment adviser must at all times act in its clients’ best
interests, and its conduct will be measured against a higher standard of conduct than that
used for mere commercial transactions.”8 We believe this standard promotes a high level
of investor protection. In considering various options presented by the task force, we
strongly urge the Commission to consider whether the interests of investors will be
served by diminishing – or expanding – the applicability of the fiduciary duty imposed on
all investment advisers.
SEC as Primary Regulator
We believe the role of the SEC as primary regulator of the investment advisory
industry is critically important in terms of reducing inefficiencies associated with
multiple regulators, providing a system that fosters accountability of the regulator, and
encouraging subject matter expertise. As a corollary to our support for a single primary
regulator, we remain strongly opposed to the creation of a self-regulatory organization
(SRO) for the advisory profession.9

advisory firms (less than 0.5 percent) have investment management authority with respect to 84 percent
of the $34 trillion in discretionary assets managed by all SEC- registered advisers. Many of these larger
firms are affiliated with other investment advisers, banks, broker-dealers, and insurance companies.
However, the vast majority of investment advisory firms are quite small. SEC data reflect that 90
percent of all federally registered investment adviser firms have fewer than 50 employees and 68
percent (more than 7,000 firms) have ten or fewer employees. See IAA/NRS, Evolution/Revolution: A
Profile of the U.S. Investment Advisory Profession (Aug. 2007), available on our website.
5

SEC v. Capital Gains Research Bureau, 375 U.S. 180 at 186 (1963).
See, e.g., In re: Arleen W. Hughes, Exchange Act Release No. 4048 (Feb. 18, 1948).
7
As stated in a recent report by the Treasury Department, “One critical factor that distinguishes investment
advisers are fiduciaries, which means that they owe undivided loyalty to their customers and may not
engage in any practices that conflict with their clients’ interests (unless their clients have
consented)….Broker-dealers, while subject to strong standards of conduct and ‘suitability’ requirements,
generally are not fiduciaries of their clients and thus are perceived by some as having weaker obligations to
customers.” The Department of the Treasury Blueprint for a Modernized Financial Regulatory Structure,
U.S. Department of the Treasury (Mar. 2008), at 121.
8
Lemke & Lins, Regulation of Investment Advisers, at 2-34 (2007).
9
The Treasury Department Blueprint included a recommendation “that investment advisers be subject to a
self-regulatory regime similar to that of broker dealers.” Blueprint, supra note 7, at 126.
6

In our meeting last month, the staff task force posed a number of questions
relating to the advisability of establishing an SRO for investment advisers. In our
discussions with the task force, we noted that there is no compelling evidence that an
SRO is needed to deal with any broad concerns arising from the advisory profession or
that it would enhance investor protection. Factors that led to the establishment of other
SROs are not present in the advisory profession (for example, the level of
interconnectivity among broker-dealers and the need to address issues relating to trade
execution and other technical issues). Our view is that creation of an SRO for investment
advisers is unwarranted and would create an unnecessary layer of cost and bureaucracy
without any commensurate investor protection benefits. In this regard, we note that the
record of current SROs to anticipate and deal with major investor protection issues is, at
best, mixed. We note further that creation of an SRO for investment advisers would in no
way address investor confusion, the principal finding of the RAND Report.
Advisory Services by Broker-Dealers
Broker-dealers are engaged in providing investment advice and yet are subject to
significantly different standards and regulations than those imposed on investment
advisers registered under the Advisers Act. The RAND Report found that the blurring of
lines resulting from such regulatory variations has resulted in substantial confusion
among consumers.10
We remain convinced that the interests of investors and of the regulated
community are best served by a regulatory scheme that focuses on the nature of services
provided. Simply stated, if the service being offered bears the core characteristics of
investment advisory services from the investor’s perspective, it should be subject to the
same duties and obligations of an investment advisory service and an exception should
not apply.
As indicated in our comment letters responding to the proposed Broker-Dealer
Rule, we agreed with the Commission that discretionary investment management
cannot be deemed “solely incidental” to brokerage services and that a “functional test
focusing on the nature of the services provided (rather than the form of the brokerdealer’s compensation) is appropriate in determining whether and under what
circumstances a brokerage account may be excluded from provisions of the Advisers
Act.”12 We also concurred with the conclusion that brokers and advisers “should be held
11

10

Given the enormous disparity and complexity among different types of investment adviser firms, it is
notable that 6,924 – or 66.3 percent – of the 10,446 investment advisers that were federally registered as of
April 2007 were not engaged in any business activity other than giving investment advice. Only 628
investment advisers (6 percent) are dually registered as broker-dealers. See Evolution/Revolution, supra
note 5.
11
Certain Broker-Dealers Deemed Not To Be Investment Advisers, Release Nos. 34-42099; IA-1845 (Nov.
4, 1999) (“Proposal”). See also, Proposed Rule: Certain Broker-Dealers Deemed Not To Be Investment
Advisers, SEC Release Nos. IA-2340, 34-50980; File No. S7-25-99 at 7 (Jan. 6, 2005) (Reproposal).
12
Letter from David G. Tittsworth, Executive Director, ICAA, to Jonathan G. Katz, Secretary, SEC (Jan.
12, 2000). While we agreed with the SEC that a functional test that focuses on the nature of services
provided – rather than the form of the broker-dealer’s compensation – is appropriate in determining

to similar standards depending not on the statute under which they are registered, but
upon the role they are playing.”13 Our position on this issue remains unchanged and we
recommend that the SEC endeavor to better define the meaning of “solely incidental.”
Investor Education
We believe the Commission can play a more proactive role in educating investors
and consumers about fundamental investor protection issues related to the issues
discussed in the RAND report.14 The Commission, for example, should take a leading
role in developing and providing educational information to the public about investments
and the various types of persons and entities that provide investment advice. We believe
the Commission can and should inform investors and the public about the differences
between brokerage and advisory activities, the laws and regulations governing each, and
specific issues raised by its rulemakings.15
SEC Resources
The IAA has long supported ensuring that the SEC has sufficient resources to
enforce the existing regulatory scheme for investment advisers. In this regard, we
supported the 1996 enactment of NSMIA.16 As applied to the investment advisory
profession, NSMIA divided regulatory responsibility between the SEC and the states by
prohibiting an investment adviser from registering with the SEC unless it has more than
$25 million in assets under management (AUM), is an adviser to a registered investment
company, or fits one of the limited exemptions.17 One of NSMIA’s principal purposes
whether a brokerage account falls within the Advisers Act, we expressed our view that the SEC’s
functional analysis did not go far enough.
13
Reproposal, supra note 11, at 36. The SEC’s rulemaking relating to the broker-dealer exception under
the Advisers Act was invalidated by the D.C. Circuit Court of Appeals in Financial Planning Association v.
S.E.C., 2007 WL 935733, C.A.D.C. (Mar. 30, 2007). In response to the court’s ruling, we, along with other
groups, wrote the SEC noting that “[a] long-term response to the Court decision will require complex
decisions about a variety of issues, including how best to draw a functional distinction between brokers and
investment advisers, determining the appropriate standards to apply to the range of activities engaged in by
investment service providers, how to educate investors to make informed choices among the various types
of providers, and what disclosures are appropriate to inform investors of the differing roles of these
providers and of the applicable legal protections.” See Letter from IAA, Consumer Federation of America,
Financial Planning Association, Fund Democracy, National Association of Personal Financial Advisors,
and North American Securities Administrators Association, to the Honorable Christopher Cox, Chairman
(Apr. 24, 2007).
14
See Letter from David G. Tittsworth, Executive Director, IAA, to the Honorable William H. Donaldson,
Chairman, SEC (June 22, 2005).
15
In 2006, the IAA worked with the Coalition on Investor Education -- comprised of the Consumer
Federation of America, North American Securities Administrators Association, Investment Adviser
Association, Financial Planning Association, and CFA Institute – to publish an investor education brochure
called “Cutting through the Confusion.” We urge the Commission to provide similar information to
investors.
16
National Securities Markets Improvement Act (NSMIA), Pub. Law No. 104-290.
17
The $25 million threshold was intended to provide a bright line test for allocating regulatory
responsibility of advisers between the SEC and the states, representing a rough cut between advisers that
generally do business in interstate commerce and those that generally have more localized practices. The
report accompanying the Senate-passed bill notes that the SEC “may also use its exemptive authority under

was to leverage state and federal resources by “eliminating overlapping regulatory
responsibilities.”18 This legislative intent was well summarized in the SEC’s proposed
rules to implement the law:
The reallocation of regulatory responsibilities grew out of Congress’ concern that
the Commission’s resources are inadequate to supervise the activities of the
growing number of investment advisers registered with the Commission, many of
which are small, locally operated, financial planning firms. Congress concluded
that if the overlapping regulatory responsibilities of the Commission and the
states were divided by making the states primarily responsible for smaller
advisory firms and the Commission primarily responsible for larger firms, the
regulatory resources of the Commission and the states could be put to better, more
efficient use.19
NSMIA’s allocation of regulatory responsibility between the SEC and the states is
working well. It enhances investor protection, provides for more efficient use of limited
regulatory resources, and reduces burdensome and unnecessary regulatory costs.
However, we note that the $25 million AUM threshold has not been revised in the 12
years since its enactment and that Congress expressly contemplated that the Commission
would periodically adjust that threshold through its exemptive authority. The
Commission may wish to work with state securities regulators to increase the $25 million
to a more appropriate level.
The Investment Adviser Association would be pleased to provide you with any
additional information regarding these or related matters that may assist you in your
consideration of these important issues.
Sincerely,
David G. Tittsworth
Executive Director
Cc:

Hon. Paul S. Atkins
Hon. Kathleen L. Casey
Mr. Andrew J. Donohue
Mr. Erik R. Sirri
Ms. Elizabeth Osterman
Ms. JoAnne Swindler

the bill to raise the $25 million threshold higher as it deems appropriate in keeping with the purposes of the
Investment Advisers Act” and concurred in a recommendation of NASAA to review the appropriateness of
this threshold at least every three years. S.Rpt. 104-293, p. 5 (June 26, 1996).
18
S.Rpt.104-293, pp. 3-4 (June 26, 1996).
19
SEC Proposed Rules Implementing Amendments to the Investment Advisers Act of 1940, Release No. IA1601, File No. S7-31-96 (Dec. 20, 1996).

May 12, 2008
By electronic mail
Ms. Nancy M. Morris, Secretary
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re: Regulation S-P: Privacy of Consumer Financial Information and
Safeguarding Personal Information, File No. S7-06-08
Dear Ms. Morris:
The Investment Adviser Association1 welcomes the opportunity to comment on
the Commission’s proposed amendments to Regulation S-P.2 The proposal would revise
Regulation S-P by imposing more specific requirements for safeguarding information and
responding to information security breaches, broadening the scope of the information
covered by Regulation S-P’s safeguarding and disposal provisions, specifying
documentation of compliance, and providing a new exemption from current notice and
opt-out requirements for a representative who moves from one firm to another.
The IAA strongly supports the SEC’s goal to prevent and address security
breaches and to enhance security of customer information. However, we have serious
concerns about the proposed rule. While we recognize the conceptual appeal of making
privacy rules applicable to investment advisers more consistent with those of banking
regulators and the Federal Trade Commission, we are concerned that the proposal will
impose unnecessary and costly requirements on investment advisers.
Following is a summary of our concerns:
1. The proposal is overly prescriptive and will be costly to implement; the SEC
should maintain the flexibility of the current rules for investment advisers.
2. The IAA recommends modifications to proposed elements of the rule.
1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a notfor-profit association that represents the interests of SEC-registered investment adviser firms. Founded in
1937, the Association’s current membership consists of over 500 firms that collectively manage in excess
of $9 trillion in assets for a wide variety of individual and institutional clients. For more information,
please visit our web site: www.investmentadviser.org.
2

Part 248 - Regulation S-P: Privacy of Consumer Financial Information and Safeguarding Personal
Information, SEC Rel. No. IA-2712, File No. S7-06-08 (Mar. 4, 2008) (Proposing Release).
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3. The proposed documentation requirements are excessive.
4. The SEC should modify the scope of information and persons covered under
the proposal.
5. The IAA supports the proposed exemption for transitions of professionals with
suggested modifications.
6. The SEC should provide adequate time for implementation.
Background
The Gramm-Leach-Bliley Act (GLBA) was enacted to ensure the privacy and
security of non-public personal information relating to individual “consumers” who have
dealings with financial institutions, including those consumers that become “customers”
of such institutions. The GLBA authorized the SEC and other federal agencies
supervising financial institutions to promulgate rules for that purpose. In 2000, the SEC
adopted Regulation S-P pursuant to the GLBA, which implemented privacy notice
requirements and restrictions on sharing “consumer” and “customer” non-public personal
information.3
Regulation S-P requires financial institutions, including SEC-registered
investment advisers, to adopt policies and procedures reasonably designed to ensure the
security and confidentiality of customer records. The rule has two basic elements: first,
to require financial institutions to provide an initial notice of their privacy policies and
practices upon entering into a customer relationship and prior to disclosing nonpublic
personal information about a consumer to a nonaffiliated third party; and second, to
provide for the security of that nonpublic financial information. Advisers are required to
deliver annual notices to customers with whom an ongoing relationship exists and to
permit consumers, via an opt-out notice, to prevent disclosure of nonpublic personal
information to certain nonaffiliated third parties. Compliance with Regulation S-P was
mandatory as of July 1, 2001.
The Fair Credit Reporting Act (FCRA) was enacted to regulate consumer
reporting agencies, to ensure the accuracy and fairness of credit and character
information contained in consumer reports, and to protect the privacy of individuals who
are the subject of consumer reports. Under FCRA, “consumer reports” are defined as
communications from a consumer reporting agency containing credit, character or other
personal information for use in determining an individual’s eligibility for credit,
insurance, employment, or other purposes. Until 2003, compliance with FCRA
requirements was delegated to the Federal Trade Commission and certain federal banking
agencies. FCRA was amended by the Fair and Accurate Credit Transactions (FACT) Act
of 2003, which added to FCRA a requirement that the FTC, the federal banking agencies,
and the SEC issue regulations ensuring that any person that maintains or possesses
consumer information derived from “consumer reports” for a business purpose “properly
dispose” of any such information. To implement this requirement, the SEC amended
3

See Privacy of Consumer Financial Information (Regulation S-P), Final Rule, SEC Rel. No. IA-1883,
File No. S7-6-00 (June 22, 2000).

2

Regulation S-P in 2004 by adding a provision governing disposal of consumer report
information.4
On October 13, 2006, Congress enacted the Financial Services Regulatory Relief
Act of 2006 requiring certain agencies, including the SEC, to develop a model privacy
form that is succinct, easily readable, and comprehensible to consumers.5 The agencies
proposed such a form last year and the proposal is still pending.6 The SEC now proposes
to amend its rules to impose more specific requirements for safeguarding information and
responding to information security breaches and to broaden the scope of information
covered by both the safeguard and disposal provisions authorized separately by the
GLBA and the FACT Act.
1. The proposed amendments are unnecessary, costly, and burdensome for
investment advisers
We respectfully submit that the proposed amendments are unnecessary, costly,
and burdensome for investment advisers and that the flexibility of current privacy rules
should be preserved.
Current Privacy Requirements for Investment Advisers
Reg S-P currently requires investment advisers to adopt written policies and
procedures reasonably designed to ensure the security and confidentiality of customer
records and information, protect against anticipated threats and hazards to the security or
integrity of customer records and information, and protect against unauthorized access to
or use of customer records and information that could result in substantial harm or
inconvenience to any customer.7 In proposing these requirements, the Commission
specifically recognized that investment advisers should have the flexibility to tailor their
policies and procedures to fit their own organization’s specific circumstances:
We have not prescribed specific policies or procedures that financial institutions
must adopt. Rather, we believe it more appropriate for each institution to tailor its
policies and procedures to its own systems of information gathering and transfer
and the needs of its customers.8
4

5

Disposal of Consumer Report Information, SEC Rel. No. IA-2332, File No. S7-33-04 (Dec. 2, 2004).
Pub. L. 109-351 (Oct. 13, 2006), 120 Stat.1966.

6

Interagency Proposal for Model Privacy Form Under Gramm-Leach-Bliley Act, SEC. Rel. No. IA-2598,
File No. S7-09-07 (Mar. 20, 2007). The IAA’s comment letter on this proposal is available at
http://www.investmentadviser.org/public/letters/comment052907.pdf.
7

17 CFR 248.30(a)(3).
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Privacy of Consumer Financial Information (Regulation S-P), Securities Exchange Act Release No.
42484 (Mar. 2, 2000) [65 FR 12354 (Mar. 8, 2000)].
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In adopting amendments to the rule in 2004, the Commission reaffirmed this
flexible approach: “We continue to believe that this [flexible] approach is appropriate.
Therefore, we are not proposing specific policies and procedures that all firms subject to
the rule must implement.”9
We believe the Commission also should consider the requirements of the
investment adviser compliance program rule (Rule 206(4)-7 of the Investment Advisers
Act) in assessing whether to expand the privacy rule for investment advisers. The
compliance program rule requires investment advisers to implement written policies and
procedures reasonably designed to prevent violations of the Advisers Act, to designate a
chief compliance officer responsible for administering and enforcing such policies and
procedures, and to review them each year. The SEC has construed this rule to include
policies and procedures to safeguard the privacy protection of client records and
information under Reg S-P.10
Since the adoption of Reg S-P in 2000, investment advisers have met their
obligation to develop and maintain policies and procedures to safeguard customer
information in ways that are tailored to their firms and the risks of inadvertent disclosure
particular to their business operations. With the adoption of the compliance program rule
in 2004, these policies and procedures are reviewed annually as part of each firm’s
obligation to review the effectiveness of its compliance program, often under the
direction of the firm’s chief compliance officer. The proposal would essentially establish
a duplicative regime, as the requirements already in place are substantially similar to
elements of the proposed rule, including requirements to designate a responsible
employee, inventory and assess risks, design policies and procedures to address those
risks, monitor and test the effectiveness of controls, train staff, and evaluate and adjust
the information security program to reflect monitoring and testing, material business
changes, and other circumstances.
We request the Commission to refrain from imposing an additional layer of
specific and inflexible privacy requirements. The current investment adviser privacy
rules, in combination with the broad obligations imposed by the compliance program
rule, are adequate and appropriate to achieve the stated purposes of the proposal.
Nature of Investment Advisory Profession
There are more than 11,000 SEC-registered investment advisers, representing a
broad spectrum of firms. The vast majority of investment advisory firms are small,
9

Disposal of Consumer Report Information, SEC Rel. No. IA-2293, File No. S7-33-04 (Sept. 14, 2004) at
p. 9.

10

See Final Rule: Compliance Programs of Investment Companies and Investment Advisers, SEC Rel. Nos.
IA-2204; IC-26299; File No. S7-03-03 (Dec. 17, 2003) at n. 21 and accompanying text (“An adviser’s
policies and procedures, at a minimum, should address…safeguards for the privacy protection of client
records and information.”).
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unaffiliated businesses that have limited resources.11 According to information filed with
the SEC, 90 percent of all federally registered investment adviser firms have fewer than
50 employees and 68 percent (more than 7,000 firms) have ten or fewer employees.12
The diverse and small business aspect of the investment advisory profession
suggests that the current flexible approach – that allows firms to follow SEC guidelines to
tailor policies and procedures appropriate to their size, operations, and the nature of their
clientele and business – is preferable to a one-size-fits-all regulation.
Costs Resulting from Proposal
The cost estimates prepared by the Commission underscore the conclusion that
the costs of the proposal for SEC-regulated financial institutions are substantial. The
estimates indicate that large firms would need to spend $172,732 and small firms would
spend $18,560 to implement the required elements of the rule.13 The SEC estimates that
smaller firms would need to spend an additional $10,764 per firm per year and larger
firms would spend $51,084 for ongoing compliance.14
The cost estimates are based on the numerous and extensive tasks required by the
proposal, including: amending contracts with service providers, amending and drafting
policies and procedures, setting up documentation systems, assessing a wide range of
risks, training staff, and performing ongoing monitoring. In addition, advisers may have
to revise and re-print their privacy notices as well as any documents that currently
incorporate the privacy notice inasmuch as the proposed changes may be sufficiently
significant to warrant a re-notice of the privacy policy.15
Based on the Commission’s cost estimates of implementing the proposal, we
respectfully suggest that the current privacy and other complementary compliance
regulations for investment advisers are appropriate and reasonable.
Given these concerns, we submit that the better approach would be for the
Commission to allow investment advisers to use the proposed regulations as guidelines
11

More than 83% of SEC-registered advisory firms manage less than $1 billion in assets. See IAA/NRS,
Evolution/Revolution: A Profile of the U.S. Investment Advisory Profession at 5-6 (Aug. 2007), available on
our web site, at 6. Further, approximately 42% (4,484) of all investment advisers are not affiliated with any
other financial industry entity. Id. at 9.
12

Id. at 7.

13

Proposing Release at 72-73.

14

Id.

15

We collected information last year from larger investment advisory firms and their affiliates indicating
that the costs of printing and mailing revised privacy notices could range from $100,000 to more than
$300,000 per mailing. Such firms estimate a range from $.09 cents for printing and mailing a new privacy
notice to $.24 per package. Some estimates project an additional flat charge of $300-$1,500 per lot
depending on quantity. These estimates do not include reprinting and revising other forms that currently
include the privacy notice.
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rather than required legal obligations. The Commission could also incorporate such
guidance in interpretive guidance, CCOutreach materials or frequently asked questions.
2. The IAA recommends modifications to proposed elements of the rule
Should the SEC nevertheless impose specific additional guidelines on advisers,
we submit the following comments and requests for modifications:
Designate an employee to coordinate the information security program
The SEC proposes that firms designate an employee to coordinate the information
security program to foster clearer delegation of authority and address the disperse
elements of the program throughout an institution.16 This rationale does not apply to
smaller firms, which should not be required to designate such an employee. Investment
advisers of all sizes are already required to designate a chief compliance officer
responsible for implementing compliance policies and procedures. There is no need to
impose an additional specific designation for the information security program.
The Commission requested comment on whether the designated employee should
be designated by name, position, or office. If the SEC determines to impose this
requirement, we suggest permitting all three options for designation of the person who
will coordinate the program.
Identify in writing reasonably foreseeable internal and external security risks
The SEC proposes to require firms to identify in writing all reasonably
foreseeable internal and external risks that “could result” in unauthorized disclosure,
misuse, alteration, destruction or other compromise of personal information and to design
and implement safeguards to control the identified risks. This proposed requirement is
overly broad. The potential risks that “could result” in disclosure, destruction or misuse
are potentially limitless. Similarly, the need to safeguard against each and every risk
should be weighed against its importance and likelihood. We respectfully suggest that
the Commission inject a measure of materiality into this proposed requirement, similar to
the risk-based analysis that advisers and their SEC examiners currently employ in their
compliance programs.
Train staff to implement the program
The SEC should clarify that a firm may comply with the proposed provisions
regarding training and supervision of staff as part of its compliance program, supervisory,
human resource, or any other appropriate policies and procedures of the firm. Such
procedures need not be in a separate information security program.

16

See Proposing Release at 63.
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Oversight of service providers
The proposal requires investment advisers to oversee service providers, defined as
a person or entity that receives, maintains, or has access to personal information through
provision of services directly to the adviser. Specifically, advisers would be required to
take reasonable steps to select and retain providers capable of maintaining appropriate
safeguards for the personal information at issue, and require service providers by contract
to implement and maintain appropriate safeguards (and document such oversight in
writing). The SEC “anticipates” that reasonable steps could include use of a third-party
review of those safeguards, such as a SAS 70, SysTrust, or WebTrust report.
This requirement is exceedingly broad and burdensome. Advisers typically retain
numerous service providers that may have access to personal information, including
employees’ personal information, such as providers of payroll, tax, accounting, legal,
technology, compliance, and employee benefits services (e.g. retirement plans and health,
life, and disability insurance), not to mention service providers related to the adviser’s
core investment management services, such as broker-dealers, banks, subadvisers, and
portfolio and accounting system providers. Requiring an adviser to oversee each of these
service providers’ safeguarding policies and procedures would be burdensome and costly.
Amending each contract with a service provider alone would involve a substantial effort.
Further, we would strongly oppose any requirement that advisers obtain a SAS 70,
SysTrust, or WebTrust report from each service provider. Insistence on such a report
could disrupt ongoing relationships with service providers that do not conduct these
reviews and result in increased costs to advisers.
Instead of requiring extensive oversight of service providers and amendment of
all contracts, the SEC should provide general guidelines in the adopting release that
suggest various options, such as a confidentiality agreement or certification. 17
Procedures for responding to security breaches
The SEC proposes that firms’ written policies and procedures include procedures
to: (1) assess any incident involving unauthorized access or use and identify in writing
what personal information systems and what types of personal information may have
been compromised; (2) take steps to contain and control the incident to prevent further
unauthorized access or use and document all such steps in writing; (3) promptly conduct
a reasonable investigation and determine in writing the likelihood that the information
has been or will be misused after the firm becomes aware of any unauthorized access to
sensitive personal information; and (4) notify affected individuals as soon as possible if
the firm determines that misuse of the information has occurred or is reasonably possible.
With respect to assessment, containing and controlling, and conducting a
reasonable investigation of incidents, such steps constitute a normal expected business
response to an incident. Indeed the SEC recognizes that “most institutions investigate
17

The SEC provided similar guidance with respect to due diligence on providers of record destruction
services under the disposal rule. See Disposal Release, supra n. 4 at 6.
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data security breaches as a matter of good business practice.”18 We question whether a
federal rule is needed to establish formal written procedures and documentation of these
commonsense steps. Again, issuance of general guidelines in this area would suffice.
Notice to affected individuals
The proposal requires a firm to notify affected individuals if it determines that an
unauthorized person has obtained access to or used sensitive personal information and
misuse of the information has occurred or is reasonably possible. We suggest a number
of clarifications to this requirement.
Party providing notice. The proposed rule should permit firms to handle
information security breaches and any required notices to affected individuals jointly
with affiliates, service providers, and similar parties.19 For example, if a breach relating
to an adviser’s client occurs at a custodian or broker, the adviser should have the
flexibility to coordinate with the other party regarding notice. The parties could
determine that a joint notice is most appropriate or that the adviser is in the best position
to provide notice given its relationship with the client. The rule should avoid requiring
multiple notices to one customer of the same incident from multiple sources. To that end,
the rule should permit notice “as soon as reasonably practicable” instead of “as soon as
possible” to provide firms with an opportunity to investigate incidents and coordinate
responses with other relevant entities.
Notice trigger. The rule should better distinguish between simple customer
servicing incidents and reportable security breaches with attendant notices. For example,
if a customer’s grandchild has obtained a family user name and password and is trying to
access an account, appropriate notice should be provided to the customer as a servicing
accommodation, but should not rise to the level of a security breach with federal notice
requirements. The SEC needs to incorporate a proper level of materiality to any required
notices.
Coordination with state notification laws. The IAA appreciates the SEC’s
statement that establishment of a federal breach notification requirement would satisfy
many state notice laws that provide exemptions for firms subject to such a requirement.20
We encourage the Commission to coordinate with states that do not currently provide
such exemptions to advocate the sufficiency of the SEC’s breach notification requirement
to satisfy state law. As the SEC recognizes, the “patchwork of overlapping and
sometimes inconsistent regulation has created a difficult environment for financial
institutions’ compliance programs.” Accordingly, we request the Commission to
18

Proposing Release at 53.

19

Similarly, current SEC rules permit institutions with related entities covered by privacy requirements
under Reg S-P and other GLBA regulations to provide joint notices. See Regulation S-P, sections 248.9(f)
and (g).

20

Proposing Release at 64.
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consider any other action it may take either alone or working with state authorities to
simplify this patchwork of conflicting notices and requirements.
Notice to SEC on Proposed Form SP-30
The SEC proposes that advisers provide notice on Form SP-30 to the SEC as
soon as possible after becoming aware of an incident in which there is a significant risk
that an individual might suffer substantial harm or inconvenience or an unauthorized
person has intentionally obtained access to or used sensitive personal information. We do
not believe that advisers should be required to report security incidents to the SEC by
written report.21 For example, we understand that banking regulators permit informal
notice by telephone.22 If a written report is required, however, the SEC should make the
following modifications.
Content and timing. Form SP-30 requires more detail than is necessary to meet
the Commission’s goal of quickly assessing whether an investigative or examination
response is warranted. Advisers may not have sufficient information to fill out Form SP30 as soon as they become aware of an incident. We suggest that the Commission limit
the form to a simple initial notice (e.g. limited to items 1-4). We understand that only
eight states require regulatory notice and only two of those states require a written notice
to the state regulator, both with much simpler notices than proposed by the SEC.
Alternatively, the SEC could consider two parts to any written report. The first
part should be a simple notice by a time certain (e.g. by 10 business days after
discovering the occurrence). The notice would include a description of the time, location,
nature of the breach, an estimate of the number of customers affected, and a name and
contact information. Later, the SEC could require submission of a report answering
additional questions, such as the firm’s intended response to the breach (e.g. 60 days
from discovery of the breach). The SEC could introduce a higher threshold of materiality
before requiring the second report.
Notice trigger. We applaud the SEC’s efforts to avoid requiring notice to the
Commission for minor incidents and to focus on breaches with a greater likelihood for
harm.23 To that end, we suggest some important changes to the SEC’s proposed notice
trigger. We recommend the SEC clarify the language requiring a regulatory notification
in section 248(a)(4)(v)(A) and (B) so that these two provisions are either both required
(change “or” to “and” at the end of subparagraph A) or conform the language of both A
and B to include the qualifier that the affected individual “might suffer substantial harm
or inconvenience.” Alternatively, the Commission should revise paragraph B to require
that the “unauthorized person has intentionally obtained access to [and] used sensitive
21

We note that the FTC does not require similar notice in its privacy regulations.

22

Interagency Guidance on Response Programs for Unauthorized Access to Customer Information and
Customer Notice, 70 Fed. Reg. 15736 at 15741 (Mar. 29, 2005).
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Proposing Release at 25.
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personal information.” These modifications will assist in avoiding unnecessary or
immaterial reports to the SEC.
Confidentiality. The SEC intends to afford confidential treatment to incidents
reported on Form SP-30.24 We strongly support this intent. The SEC should make every
effort to maintain the confidentiality of the information in Form SP- 30, including
protecting the information from FOIA requests.
3. The proposed documentation requirements are excessive
The SEC proposes to include specific documentation requirements with respect to
virtually every element of its proposed standards for safeguarding and disposal programs,
its proposed standards for responding to security breaches, and its transition of personnel
exemption. The records required to be created and maintained under these regulations
are daunting. For example, the proposal would require creating and maintaining a written
record of an adviser’s monitoring and testing, employee training and supervision, risk
assessment, policy and procedure designs, and procedures related to assessment of
security breach incidents. The proposal would require firms to document in writing that
they are taking reasonable steps to select and retain service providers and requiring
providers by contract to implement and maintain safeguards. The Commission’s
expectations regarding the level of detail imposed by these requirements are not clear.
The proposal would require advisers to maintain written records of information
disclosed to departing representatives pursuant to the proposed exemption for information
taken by a representative to another firm. Perhaps the most onerous documentation
example is the requirement that an adviser “document in writing its proper disposal of
personal information in compliance with the rule.” This provision could be construed to
require advisers to maintain a log describing each and every paper destroyed or to require
advisers to obtain certifications from third-party service providers regarding each such
paper. Investment advisers are already required to monitor and test the effectiveness of
their policies and procedures under the compliance rule. Requiring documentation of
each step in the process is unnecessary and burdensome.
The SEC should consider incorporating basic standards for maintaining certain
types of documentation as part of its expected revisions to the investment adviser books
and records rules. At a minimum, the Commission should provide guidance regarding
the level of documentation it requires, including clarifying that firms may document
compliance on a summary level rather than on an item-by-item basis. For example, SEC
guidance could explain that an adviser’s receipt and retention of certification by a record
destruction company provides sufficient documentation of oversight and that the adviser
need not require the company to provide a log of each record destroyed.

24

Proposing Release at n. 55.
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4. The SEC should modify the proposed scope of information and persons
covered under Regulation S-P
Employees. Regulation S-P contains separate safeguarding and disposal
provisions authorized by separate federal statutes with different goals and jurisdictional
bases. The SEC now proposes to broaden the scope of information covered by both
provisions without adequately considering whether such enhancements are authorized by
the respective statutes. The proposal expands the information covered by the safeguard
and disposal rules to protect “personal information,” which would include any record
containing “nonpublic personal information” under the GLBA or “consumer report
information” under the FACT Act. In addition, “personal information” would include
information “identified with any consumer, or with any employee, investor, or
securityholder who is a natural person” that is handled by the firm or maintained on its
behalf.25 Thus, personal information would include personnel records of a firm’s
employees, including employee user names and passwords.
We respectfully submit that the proposal may expand Regulation S-P coverage
beyond the congressionally mandated authority provided in the GLBA. The GLBA only
protects customer information.26 Nothing in the GLBA authorizes the regulation of nonpublic personal information relating to employees of financial institutions. Yet, one result
of the proposed amendments is that advisory firms managing only institutional or
corporate portfolios, with no individual consumers or customers, nevertheless would be
required to develop complete information security programs solely because such firms
have employees. A considerable number of advisers have no clients that are natural
persons and would not otherwise be covered by the GLBA. These advisers are not
required to have privacy policies and procedures because they have no customer
information to protect.27
Further, the rule is not appropriately tailored to meet its stated objectives. The
Commission reasons that safeguarding employee user names and passwords is important
“because access to this information could facilitate unauthorized access to a firm’s
network and its clients’ personal information.”28 The SEC also recommends
safeguarding personal financial information (including consumer report information)
about employees “to reduce the risk that a would-be identity thief could access investor
information by impersonating an employee” or using such personal financial information
to bribe an employee into revealing such information. Thus, the stated intent of the
25

We note that inclusion of employees in the definition of “personal information” may not work as a
technical matter because the term references a definition (nonpublic personal information) that incorporates
the “consumer” concept. “Consumer” as defined in Regulation S-P does not include employees.
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“Customer,” as defined in Regulation S-P, only includes individuals.
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In fact, 28.3% (2,952) of advisers have no individual clients at all per their filings on the SEC’s IARD
system. See Evolution/Revolution at 10.
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proposed amendments is to protect customer information. The proposal, however, would
apply to all advisory firms regardless of whether such firms have customer information to
protect.29 Further, the rule is not necessary to protect employee information because
employees are already protected by state employment and privacy laws.30
Finally, the rule would impose significant costs on financial institutions that
already have safeguarding policies and procedures because many firms have not designed
their programs to apply to employee information. For example, as noted above, the
number of service providers subject to firm oversight expands exponentially if providers
with access to employee information are included. In addition, the SEC has not
accounted in its cost-benefit analysis for the substantial costs that would be imposed on
firms that do not already have safeguarding policies and procedures because they have no
customers.31
Supervised Persons. The SEC proposes to impose the requirements of the
disposal rule on supervised persons of registered investment advisers. The Commission
intends this amendment to make these persons “directly responsible” for proper disposal
of information under their employers’ policies and procedures. We oppose this
requirement as redundant and unnecessary. Institutions can only act through their
employees. Advisers are already responsible for the actions of their supervised persons
and are subject to SEC sanction where violations are caused by their failure to supervise.
The SEC should not take action that implies otherwise.
5. The IAA supports the proposed exemption for transitions of professionals
with modifications
The IAA supports the proposed exemption from the notice and opt-out provisions
of Regulation S-P to permit limited disclosure of customer information when firm
personnel leave one firm and join another firm. The proposal strikes an appropriate
balance between permitting clients to continue relationships while protecting sensitive
information. We note, however, that investment advisers that hire new portfolio
managers may need additional information to document performance results under SEC
record-keeping requirements and/or Global Investment Performance Standards (GIPS).
This type of documentation involves more than name, type of account, and contact
information. We suggest the SEC provide relief for documentation sufficient to recreate

29

The Commission could more appropriately tailor the rule to this intent by eliminating “employees” from
its scope and instead provide guidance recommending that firms assess the risks presented by unauthorized
access to certain employee information, such as user names and passwords, as part of their overall risk
assessment.

30

The FACT Act also covers disposal of “consumer report” information related to employees.

31

See Proposing Release at 74 (stating that the proposed amendments to the scope of information covered
by the rule would not require modification of firms’ policies and procedures).
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or verify investment adviser performance with appropriate protections for the
information.32
The SEC proposes to limit its exception to information known to the employee at
the date of separation. Sometimes, however, departures can be precipitous or
unexpected. To the extent feasible, the SEC should permit the departing portfolio
manager and the former firm sufficient time to resolve any issues related to
documentation to be provided to the departing manager.
6. The SEC should provide adequate time for implementation
Advisers will require a significant amount of time to implement the proposed rule
changes. For example, advisers will need to review, revise, and draft more specific
policies and procedures, set up documentation systems, and fully assess a wide range of
risks. In addition, review and amendment of contracts with service providers will require
substantial time. Indeed, the SEC should consider a transition rule permitting
amendments when contracts are renewed or renegotiated rather than revisions en masse.
Further, the SEC should allow a sufficiently long period to facilitate a full cycle of
revised annual privacy notices that would likely need to be given to customers. A phasein period of at least 18-24 months would seem appropriate.
Further, we urge the SEC to coordinate implementation of all of its pending
proposed changes to Regulation S-P including the SEC’s 2007 proposed model privacy
form. Advisers should be able to address all new privacy changes at the same time.
Investment advisers should not have to complete this review and implementation process
in multiple iterations with related notice requirements for customers.

32

For example, the relief could specify that the information will be used by the new firm only in the
aggregate to calculate performance results and that the new firm must protect the information fully pursuant
to the requirements of Regulation S-P.
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Conclusion
We appreciate the opportunity to provide our views on these important issues and
would be pleased to provide any additional information the Commission or its staff may
request. Please do not hesitate to contact Paul Glenn, IAA Counsel, or the undersigned
with any questions regarding these matters.
Respectfully submitted,

Karen L. Barr
General Counsel

Cc:

The Honorable Christopher Cox, Chairman
The Honorable Paul S. Atkins
The Honorable Kathleen L. Casey
Andrew J. Donohue, Director, Division of Investment Management
Robert E. Plaze, Associate Director, Division of Investment Management
Penelope Saltzman, Acting Assistant Director, Office of Regulatory Policy
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May 16, 2008
Via Electronic Filing
Nancy M. Morris
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Amendments to Form ADV, Rel. No. IA-2711; 34-57419; File
No. S7-10-00

Dear Ms. Morris:
The Investment Adviser Association (IAA)1 appreciates the opportunity to
comment on the SEC’s re-proposed amendments to Form ADV Part 2.2 We support this
important Proposal, with the modifications suggested herein.
Introduction and Summary
In April 2000, the SEC proposed a wholesale revision to Parts 1 and 2 of Form
ADV and established the Investment Adviser Registration Depository (IARD), an
electronic filing system for investment advisers. 3 The 2000 Proposal included substantial
Form ADV Part 2 amendments that would have required investment advisers to provide
clients and prospective clients with a narrative brochure written in plain English
describing the adviser’s business, conflicts of interest, and disciplinary history in lieu of
the current check-the-box brochure format. The SEC also proposed to require advisers to
provide clients with a brochure supplement that would have set forth additional
1

The IAA is a not-for-profit association that exclusively represents the interests of investment adviser firms
registered with the SEC. Founded in 1937, the Association’s membership consists of more than 500 firms
that collectively manage in excess of $9 trillion in assets for a wide variety of institutional and individual
clients, including pension plans, trusts, investment companies, endowments, foundations, and corporations.
For more information, please visit our web site: www.investmentadviser.org.
2

Amendments to Form ADV, Rel. Nos. IA-2711, 34-57419; File No. S7-10-00 (Mar. 3, 2008), available at
http://www.sec.gov/rules/proposed/2008/ia-2711.pdf (the “Proposal”).

3

Electronic Filing by Investment Advisers; Proposed Amendments to Form ADV, Rel. Nos. IA-1862, 3442620 (Apr. 5, 2000) (the “2000 Proposal”).
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Ms. Nancy M. Morris
May 16, 2008
Page 2
information regarding specific employees of the firm. The IAA submitted extensive
comments on the 2000 Proposal and incorporates those comments herein by reference.4
In September 2000, the SEC adopted the proposed Part 1 amendments and implemented
IARD filing for Part 1, but deferred consideration of the proposed Part 2 amendments.
The SEC issued the current proposal in March 2008.
We applaud the Commission for taking steps to modernize the registration
process and enhance the information that investment advisers provide to their existing
and prospective clients. As Chairman Cox noted recently, the current format of Form
ADV is outdated, and difficult to read and understand. 5 We continue to strongly endorse
the Commission’s goal of making advisory brochures more useful to clients by requiring
advisers to provide clients and prospective clients with clear, current, and more
meaningful disclosure of the business practices, conflicts of interest, and background of
investment advisers and their advisory personnel.
We truly appreciate the Commission’s serious consideration of our comments on
the 2000 Proposal and adoption of many of our recommendations, particularly with
respect to the length and detail of brochure disclosure, and the brochure and supplement
delivery and interim update requirements. As noted below, we have a number of
additional recommendations that would further enhance the utility of the brochure and
supplement for clients.
We encourage the SEC to: (1) take additional steps to streamline the brochure by
eliminating unnecessary and duplicative disclosure requirements and providing additional
flexibility regarding disclosure content; (2) further revise the supplement delivery
requirements so that qualified clients are exempted from those requirements; and (3)
adopt an access-equals-delivery model for the brochure and clarify the brochure and
brochure supplement electronic delivery requirements.
Below is an overview of our recommendations regarding the Proposal. For ease
of reference, we have set forth our specific item-by-item comments with respect to Part
2A and Part 2B in a separate Appendix. We encourage the Commission to act promptly
to implement the Proposal, with the suggested modifications.

4

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, IAA General Counsel, to Jonathan G.
Katz, Secretary, Securities and Exchange Commission (June 13, 2000) (“June 2000 Letter”) and
supplemental 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, IAA General Counsel, to
Jonathan G. Katz, Secretary, Securities and Exchange Commission (May 24, 2001).
5

Chairman Cox’s remarks, Amendments to Form ADV Open Meeting, Washington, DC (Feb.13, 2008),
available at http://sec.gov/news/speech.shtml#chair (“Open Meeting”).
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1.

The Commission Should Further Streamline the Brochure

The Commission made significant changes to the brochure disclosure
requirements in response to concerns expressed by the IAA and other commenters that
the 2000 Proposal contained too many items and required too much detailed information.
In the Proposal, the Commission: (1) revised the instructions to clarify that an adviser
must respond only to items that apply to its business; (2) revised some of the items to
omit certain unnecessary information; and (3) revised several items to require advisers to
explain how they address the conflicts of interest they identify instead of requiring them
to disclose their policies and procedures. The IAA commends the SEC for taking these
steps to improve the proposed brochure disclosure.
Under the Proposal, advisers would be required to provide narrative disclosure on
nineteen separate items. At a minimum, they would be required to provide conflicts of
interest disclosure regarding fees and compensation, performance fees and side-by-side
management, other financial industry activities and affiliations, participation or interest in
client transactions and personal trading, brokerage practices (including soft dollars,
brokerage for client referrals and directed brokerage), and voting client securities. 6 We
suggest that the SEC further streamline the brochure by eliminating unnecessary and
duplicative disclosure requirements and providing additional flexibility regarding
disclosure content.7 This will allow clients to focus attention on the more important
items, including material conflicts of interest, disciplinary history, and investment style.
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.
To that end, we urge the SEC to eliminate or narrow a number of disclosure
items, including the following (see the Appendix for a more complete discussion of these
items):
•

Duplicative Disclosure: A number of items call for disclosure that is duplicative of
requirements covered in other items, in Part 1A, or in client contracts. For example,
the disclosure in Item 4 regarding firm ownership already is provided in response to

6

According to the SEC, additional disclosure could be necessary, in the brochure, or elsewhere. Proposed
Instruction 3 to Part 2 provides that, “You therefore may have to disclose to clients information not
specifically required by Part 2 of Form ADV. You may disclose this additional information to clients in
your brochure or by some other means.” In addition, Proposed Rule 204-3(g) provides that delivery of a
brochure or supplement in compliance with [Rule 204-3] does not relieve an adviser of any other disclosure
obligations it may have to its advisory clients or prospective clients under any federal or state laws or
regulations.
7

The Commission recently took similar action to simplify mutual fund disclosure. The Commission
issued a summary mutual fund prospectus proposal intended “to improve mutual fund disclosure by
providing investors with key information in plain English in a clear and concise format.” See Enhanced
Disclosure and New Prospectus Delivery Option for Registered Open-End Investment Companies, Rel.
Nos. 33-8861; IC-28064; File No. S7-28-07, available at http://www.sec.gov/rules/proposed/2007/338861.pdf (“Summary Prospectus Proposal”).
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Part 1A of Form ADV and does not need to be repeated in the brochure.8 Similarly,
performance fee disclosures required by Item 6 already would be required in response
to Item 5 and are more specifically addressed in contracts with clients. The
disclosure regarding discretionary authority in Item 16 is duplicative because advisers
already describe their discretionary authority not only in client contracts but also in
response to Item 4. The Item 17 requirement that advisers disclose whether they pay
for proxy voting services with soft dollars is subsumed within the Item 12
requirement to discuss “all soft dollar benefits you receive.” Similarly, in the unusual
event that an adviser passes on the cost of proxy voting services to the client through
a supplemental fee (Item 17B), that fee would be disclosed to clients under Item 5.
These duplicative items should be eliminated.
•

Nonessential Disclosure: Certain of the proposed disclosures call for narrative
disclosure that would not provide particularly meaningful information to clients. For
example, the Commission could eliminate disclosure regarding third-party proxy
voting services. Clients already receive disclosure regarding the adviser’s proxy
voting policies and procedures, which include whether the adviser uses third-party
services to address conflicts. We do not believe clients are interested in the details
regarding how these service providers are selected. The Commission could also
eliminate much of the boilerplate disclosures that seem more suited for a mutual fund
prospectus than for an investment adviser brochure, such as certain statements on the
cover page and in the Item 8 risk disclosure section. Other items, if not clarified or
narrowed, may result in information that is too generalized to be of significant
assistance to clients, such as the Item 8 disclosures regarding risks of various types of
securities and the cash balance practices of advisers. Similarly, if not narrowed, the
Item 10 disclosure of material relationships with accountants or lawyers would
increase the length of the brochure without providing critical information to clients.

•

Inflexible Disclosure: A number of items call for disclosure that is inflexible or
rigid. These items could be streamlined or revised to provide more flexibility in
disclosure. For example, the Commission could eliminate certain of the specific
required statements in Item 12 on brokerage practices in favor of discussing general
principles and permitting advisers to disclose conflicts of interest in this area more
flexibly.9 This approach would have the additional advantage of avoiding some of
the negative implications of these statements, as we discuss in the Appendix. In
addition, the Commission could more consistently apply its approach of requiring

8

We respectfully suggest that the Commission: (1) eliminate proposed Part 2 disclosure that is duplicative
of the current Part 1 disclosure; and (2) harmonize the Part 1 and proposed Part 2 requirements, including
with respect to calculation of assets under management and custody requirements, as noted herein.
9

Proposed Item 12, for example, would require an adviser to “explain that when you use client brokerage
commissions . . . to obtain research or other products or services, you receive a benefit because you do not
have to produce or pay for that research, product or services” and “disclose that you may have an incentive
to select or recommend a broker-dealer based on your interest in receiving the research or other products or
services, rather than on your clients’ interest in receive best execution.”
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disclosure of conflicts and how they are addressed rather than detailed policies and
procedures. To that end, the Commission should eliminate the Item 12 requirement
for advisers to “explain the procedures you used during your last fiscal year to direct
client transactions to a particular broker-dealer in return for the soft dollar benefits
you received” and “in return for client referrals” and the Item 11 requirement to
disclose “procedures for disclosing conflicts to clients.” Further, the Commission
could provide more flexibility regarding the risk disclosures in Item 8 so that firms
could tailor these disclosures to their clientele more appropriately in the brochure or
elsewhere.
Streamlining the required disclosure and eliminating the unnecessary information
will help advisers provide a user-friendly document for clients and prospective clients, in
accordance with the SEC’s goals. In order to further improve disclosure to clients, we
repeat our suggestion for the SEC to supplement and explain information presented in
firm brochures by preparing an educational brochure for advisory clients, discussing in
plain English potential conflicts of interest and suggesting questions to ask advisers or
prospective advisers.
We also encourage the Commission to provide greater flexibility regarding the
content of the disclosures required. The brochure is the adviser’s narrative disclosure
document and is intended to give advisers the flexibility to provide clients with a general
understanding of how a firm addresses its conflicts. The Proposal, however, includes
certain requirements that dictate the language of the brochure.10 Mandating specific
disclosure statements limits advisers’ flexibility to draft the brochure in a manner that
will provide disclosure most appropriate for their clients, taking into account the conflicts
that may arise given the nature of their business and operations. Such prescriptive
language is unlikely to result in the most material and relevant disclosure for clients.
Instead, advisers should have flexibility to present clear and meaningful disclosure to
their clients. Providing such flexibility will make it more likely that the revised Form
ADV will remain relevant in a dynamic market over the course of time.
Simplifying the brochure would also address some of our concerns regarding the
time estimates referenced by the SEC in connection with the “collection of information”
requirements under the Paperwork Reduction Act of 1995. Drafting the brochure will be
an enormous undertaking for investment advisers. Moving from the current check-thebox format to a new narrative, plain English format will be time consuming and
expensive, even with the modifications suggested.
The time estimates set forth in the Proposal are clearly unrealistic and
understated, given the nature and complexity of the brochure. In the Proposal, the
Commission estimates that the average initial annual burden associated with Form ADV
may range from as little as 5 hours for smaller advisers with 10 or fewer employees, to
10

See proposed Items 5E, 6, 8A, 12A, 17C.
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approximately 50 hours for medium-sized advisers with 11 to 999 employees, to as much
as nearly 3,300 hours for larger advisers with 1,000 or more employees. The Proposal
estimates that it will take the average adviser 22.25 hours to complete Parts 1 and 2 of
revised Form ADV. Although we appreciate that this estimate is an average, we believe
it vastly underestimates the amount of time it will take advisers to comply with the
Proposal. Even for advisers that already include most of the proposed disclosure topics
in their current Part II, re-drafting each item in the plain English manner contemplated by
the Commission alone will take significant time and effort. While each individual
disclosure item might seem reasonable, taken as a whole, the disclosure currently
proposed will result in a detailed, lengthy document that will be time consuming to
draft.11 Further, because of the potential liability implications inherent in Form ADV,
many advisers, including small and medium sized advisers, will hire outside counsel to
review or even draft their Part 2 brochures, incurring additional time and expense.
The Commission should strive to strike the appropriate balance between
meaningful disclosure and too much disclosure in the final rule. Unnecessary disclosure
not only obscures information that is important to clients, but it causes investment
advisers to spend more time meeting disclosure obligations and less time managing client
assets. In addition, we encourage the Commission to recognize the importance of this
balance as its staff reviews brochures in the examination and enforcement programs.
2.

Qualified Clients Should Be Exempted from the Brochure
Supplement Delivery Requirements

The Commission has proposed that adviser brochures be accompanied by
brochure supplements that provide information about the advisory personnel who provide
clients with investment advice. Pursuant to the Proposal, a brochure supplement would
provide information about the educational background, business experience, and relevant
disciplinary history of the supervised person who provides advisory services to that
client.
The IAA supports the Commission’s desire to enable clients to assess the
background and experience of the investment advisory personnel who have responsibility
for the investment advice those clients receive. We also recognize that investment
advisers typically provide this information to clients and prospective clients in the usual
course of marketing their expertise, experience, and educational qualifications in
managing investments.
The IAA appreciates that the Commission made significant changes to the
proposed supplement in response to concerns raised by the IAA and other commenters
regarding the expense, burden, and complex logistics of the 2000 Proposal and the
difficulties that advisers would have complying with the requirements. In particular, the
11

An informal survey of our members taken last month indicated that the length of the average brochure
would increase by more than fifty percent in response to the Proposal.
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SEC took significant steps to modify the delivery requirements, clarify the format of the
supplement, and limit the information that would have to be included in the supplement.
We appreciate and support these significant revisions.
We also acknowledge that the Proposal contains significant revisions related to
the types of clients to whom advisers would be required to provide supplements and we
respectfully urge the Commission to expand the exceptions to include all qualified clients
of the investment adviser.
Pursuant to the Proposal, advisers would be required to provide a brochure
supplement for each supervised person who formulates investment advice for that client
and has direct client contact or who makes discretionary investment decisions for that
client’s assets, even without direct client contact. A supplement would not be required
for a supervised person who has discretionary authority only as part of a team and has no
direct client contact. The following types of clients would be exempted from the
supplement delivery requirements: (1) clients to whom an adviser is not required to
deliver a brochure; (2) clients who receive only impersonal investment advice; (3) clients
who are “qualified purchasers”; and (4) certain “qualified clients” who are also officers,
directors, employees, and other persons related to the adviser.
“Qualified purchasers” are defined under the Investment Company Act of 1940 to
include natural persons who own $5 million or more in investments and persons who
manage $25 million or more in investments for their account or accounts of other
qualified purchasers. “Qualified clients” are defined in Rule 205-3 of the Advisers Act as
natural persons who have a net worth of $1.5 million or $750,000 in assets under
management with the adviser. We respectfully submit that all qualified clients should be
exempted from the delivery requirements for the same reasons that the SEC has proposed
to exempt qualified purchasers from the delivery requirements. Qualified clients, like
qualified purchasers, do not need the protections of the brochure supplement requirement
because they are in a position to obtain, and frequently do obtain, information about the
advisory personnel on whom they rely for investment advice, including specific and
extensive information regarding firm employees or categories of employees.
Further narrowing the range of clients to whom the brochure supplement must be
delivered would make the requirements less costly and burdensome while targeting retail
clients who may be less likely to have received the information set forth in the
supplement from a separate source. Retail clients are less likely to affirmatively request
specific information from advisers regarding advisory personnel, and they are more likely
to benefit from receiving plain English disclosure regarding who is formulating advice
for them. On the other hand, mandated disclosures about advisory personnel are not
necessary for more sophisticated clients. The Rule 205-3 standard is very familiar to
advisers, who apply it in the context of determining whether their employees are
investment adviser representatives and in responding to questions in Form ADV, Part 1.

Ms. Nancy M. Morris
May 16, 2008
Page 8
Advisers also apply the qualified client standard when making determinations with
respect to performance fee thresholds.12
3.

The Commission Should Adopt an Access-Equals-Delivery Model for
the Brochure and Clarify the Electronic Delivery Requirements for
the Brochure and Brochure Supplement

Pursuant to the Proposal, brochures would be delivered to clients before or at the
time that an adviser enters into an advisory agreement with a client. Similarly, brochure
supplements would be delivered to clients before or at the time that the supervised person
begins to provide advisory services to the client. Updated brochures would be delivered
to existing clients at least once each year, no later than 120 days after the end of the
adviser’s fiscal year. Annual delivery of the brochure supplement is not required. The
Proposal also sets forth specific delivery requirements for interim updates of the brochure
and brochure supplement if there are certain disciplinary history changes. We commend
the SEC for proposing annual delivery of the firm brochure and we support adoption of
that requirement with the modifications suggested herein. This approach is a significant
improvement from the “stickering” delivery requirements suggested in the 2000
Proposal. Annual delivery, with the electronic delivery modifications suggested below,
will help to ensure that clients are provided with current, updated information about the
advisory firm in a cost-effective manner.
In addition to these changes, however, we strongly urge the Commission to
expand and clarify the electronic delivery requirements for initial and interim delivery of
the brochure and brochure supplement, as well as annual updates of the firm brochure.
Specifically, we encourage the Commission to: (a) adopt an access-equals-delivery model
with respect to the brochure delivery requirements so that filing the brochure with the
SEC on the IARD constitutes delivery of the brochure to clients; (b) issue updated
electronic delivery guidance; and (c) at a minimum, provide more information in the
instructions to clarify certain aspects of electronic delivery.
a.

The Commission Should Adopt an Access-Equals-Delivery
Model

We urge the Commission to adopt an access-equals-delivery model so that
posting a brochure on the IARD would constitute delivery to clients. In the eight years
that have passed since the revisions to Form ADV were first proposed, Internet access
and computer usage have increased exponentially. 13 Access-equals-delivery, or a
12

Clients who are sophisticated enough to understand performance fees certainly are sophisticated enough
to request specific information about advisory personnel.
13

Increased Internet access was noted in the Summary Prospectus Proposal at 87 (“In recent years, access
to the Internet has greatly expanded, and significant strides have been made in the speed and quality of
Internet connections.”)
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variation thereof, is a format that has been adopted successfully by the Commission in
other contexts, including with respect to the delivery of proxy materials and final
prospectuses, and proposed with respect to the summary mutual fund prospectus.14
Access-equals-delivery is user-friendly for investment advisory clients, as well as costeffective, efficient, and environmentally responsible for investment advisers.
The access-equals-delivery model presumes that investment advisory clients have
access to the Internet and can access the brochure electronically. According to statistics
cited by the SEC in the Proxy Release, at that time, 80% of investors in the United States
had access to the Internet in their homes.15 More recent statistics indicate that 95% of the
households that own mutual funds have Internet access. 16 We believe that investment
advisory clients generally are as sophisticated as mutual fund owners, if not more so.
Indeed, in the Proposal, the Commission references the benefits of public access to
brochures posted on the IARD.17 During the open meeting, Chairman Cox noted that a
brochure filed electronically with the Commission would be available to the public via
the Internet twenty-four hours a day. He also stated that the Proposal is “a further step by
the Commission to harness the benefits of information technology.”18 Adoption of an
access-equals-delivery model for brochure delivery, so that posting a brochure on the
IARD would constitute delivery to clients, would provide clients with easy access to the
brochures while simplifying and clarifying the electronic delivery requirements for
investment advisers.
b.

The Commission Should Issue Electronic Delivery Guidance

In the Proposal, the SEC confirms that brochures and brochure supplements may
be delivered electronically.19 The proposed instructions, however, reference interpretive
14

See Securities Offering Reform, Rel. Nos. 33-8591; 34-52056; IC-26993; File No. S7-38-04 (July 19,
2005), available at http://www.sec.gov/rules/final/33-8591.pdf, and Internet Availability of Proxy
Materials, Rel. Nos. 34-55146; IC-27671; File No. S7-10-05 (Jan. 22, 2007), available at
http://www.sec.gov/rules/final/2007/34-55146.pdf (“Proxy Release”). See also Summary Prospectus
Proposal supra n.7.
15

See Proxy Release at 8.

16

Investor Views of U.S. Securities and Exchange Commission’s Proposed Summary Prospectus, ICI
Report (Mar. 14, 2008) at 18. According to the Report, ninety percent of the investors surveyed “agree or
strongly agree with the statement that ‘getting investment information online is the wave of the future’”).
Id. at 19. See also 2007 ICI Fact Book (indicating that more than nine in ten households owning mutual
funds have Internet access).
17

In the Proposal, the Commission states, “By requiring advisers to file their brochures (and any
amendments) with the Commission electronically using IARD, the proposal would make full use of
existing and new information technologies to aid the Commission staff in its oversight efforts and provide
ready public access to advisers’ brochures.” Proposal at 105. (Emphasis added)
18

See Open Meeting supra n.5.

19

See Proposed Instruction 3 to Part 2A and Proposed Instruction 5 to Part 2B.
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guidance on electronic delivery from 1996.20 We respectfully request that the SEC issue
electronic delivery guidance in conjunction with the revisions to Form ADV. Updated
guidance is long overdue considering that twelve years have passed since the SEC last
issued interpretive guidance. The widespread Internet usage and computer access that
exist today were not even contemplated twelve years ago and thus the guidance issued in
1996 has limited relevance today. Indeed, many advisers have been reluctant to
electronically deliver documents due to lack of clarity regarding the notice, access, and
consent requirements, even though it would be much more efficient and cost-effective for
those advisers to do so.
c.

At a Minimum, The Commission Should Clarify The
Electronic Delivery Instructions

At a minimum, the Commission should provide additional information with the
electronic delivery instructions in Part 2 to assist advisers in achieving the economic,
efficiency, and environmental benefits of electronic delivery options. For example, the
Commission should clarify that the consent aspects of the 1996 Interpretive Guidance are
still valid after the Electronic Signatures in Global and National Commerce (E-SIGN)
Act was enacted by Congress in 2000. Specifically, the Commission should confirm that
advisers can obtain consent to delivery electronically and that advisers can deliver
brochures or brochure supplements electronically in PDF format or by providing a link to
the document. In addition, the Commission should clarify that negative consent or
consent implied through course of business would be acceptable forms of consent. For
example, consent to electronic delivery should be implied from a client’s use of
electronic communication with his or her adviser via e-mail or the adviser’s web site.21
Clarifying the consent requirements, as a preliminary matter, would better enable
investment advisers and their clients to utilize the benefits of electronic delivery. We
would be pleased to work with the Commission on the proposed clarifications.

20

See Use of Electronic Media by Broker-Dealers, Transfer Agents, and Investment Advisers for Delivery
of Information, Investment Advisers Act Rel. No. 1562 (May 9, 1996) (publishing Commission interpretive
guidance with respect to use of electronic media to fulfill investment advisers’ disclosure delivery
obligations) (“1996 Interpretive Guidance”).
21

Electronic communication is the typical course of course of communication for institutional clients, for
example.
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Conclusion
We commend the Commission for re-issuing this important proposal and we urge
the Commission to act promptly to implement the Proposal, with the modifications
suggested herein. We would appreciate the opportunity to meet with the Commission to
discuss our comments. In the meantime, please do not hesitate to contact us if we may
provide additional information or clarification to the Commission or its staff regarding
these matters.
Sincerely,

Cc:

/s/ Karen L. Barr

/s/ Valerie Baruch

Karen L. Barr
General Counsel

Valerie Baruch
Assistant General Counsel

The Honorable Christopher Cox
The Honorable Paul S. Atkins
The Honorable Kathleen L. Casey

Appendix
Specific Comments on Part 2A
Item 1

Cover Page

•

B and C. The Commission could eliminate much of the cover page disclosures that
provide information about the brochure and an investment adviser’s SEC registration.
The required language seems more suited for a mutual fund prospectus than for an
investment adviser brochure.

•

B. The SEC should eliminate the requirement to reference a specific contact person
or service center. For a number of advisory firms, it is difficult to select a single
contact that would be applicable to all clients that receive the brochure; many firms
have different client management or relationship teams for various clients or types of
clients. In addition, firms with a global business may have different contact persons
or teams for different countries. Except for the largest advisers, most firms do not
have a service center. The proposed disclosure could cause confusion among clients
who are dealing personally with a specific person or client management team at the
adviser.

•

C. The Proposal discusses the need for advisers to disclose that registration does not
imply a certain level of skill or training when an adviser “holds itself out” as
registered in “marketing” materials. The actual form, however, imposes the
disclosure when a firm “refer(s)” to itself as “registered.” Many clients require a
representation in the contract that the adviser is registered and such statement is often
a standard part of advisory contracts. Under the proposed instruction, most advisers
would have to make this boilerplate disclosure even though they are not using
registration as a marketing point.

Item 2

Material Changes

•

We commend the SEC for providing advisers with the flexibility to provide the
summary of material changes to existing clients in a separate document.

•

The Commission should clarify what it considers to be a “material change.” We
suggest that “material changes” be defined as changes that would significantly affect
a reasonable client’s decision to hire an adviser or a client’s decision to retain its
adviser.

1

Item 4

Advisory Business

•

A. The Commission could eliminate the disclosure regarding firm ownership. This
information already is provided in response to Part 1A of Form ADV and does not
need to be repeated in the brochure.

•

B. The Commission should clarify the disclosure required for advisers “holding
[themselves] out as specializing in a particular type of advisory service.” It is not
clear what the Commission means by “specialized” services. The Commission also
should clarify what it means to “provide investment advice only with respect to
limited types of investments.”

•

E. We continue to believe that the Commission should require all firms to use the
same date and method of calculating assets under management as set forth in Item
5.F. in Part 1A. Different standards create inconsistencies that will result in
confusion for clients. Such inconsistency easily could be eliminated, particularly if
the SEC expects only a very small percentage of investors to use the different
methodology.

Item 5
•

Fees and Compensation

The Commission should consider providing flexibility regarding the fee schedule
requirement under certain circumstances, as long as the fee is fully disclosed in the
investment advisory contract. In the institutional marketplace, for example, clients
typically hire an adviser for a particular style or asset class and are interested only in
that fee. Even then, the fee is often subject to negotiation. In such circumstances, the
complete fee schedules are not relevant for those clients. We understand that for
larger firms, inclusion of an entire set of fee schedules may add up to twenty pages to
their current Part II. Although advisers are permitted under the proposal to prepare
multiple firm brochures, it may not be feasible for many firms to do so.

Item 6

Performance Fees and Side-by-Side Management

•

The Commission should not include a separate item in the brochure regarding
performance fee disclosure. Firms already would be required to disclose performance
fee information in response to Item 5 and in contracts with clients. While we agree
that conflicts related to performance fees should be disclosed, we are concerned that
including this disclosure as a specific Part 2A requirement places undue emphasis on
performance fees and side-by-side management relative to other potential conflicts of
interest.

•

The Commission should clarify the circumstances under which supervised persons
would accept performance fees. Typically, the firm would receive the performance
fees, not the supervised person individually.
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Item 8

Method of Analysis, Investment Strategies and Risk of Loss

•

A. The Commission should not require advisers to state that investing in securities
involves risk of loss that clients should be prepared to bear. This mutual fund
prospectus-like disclosure seems out of place in a brochure discussing advisory
services.

•

B. The Proposal notes that multi-strategy advisers must already disclose the risks
associated with the strategies they recommend to clients and that requiring advisers to
list the risks involved in each type of security or trading strategy would lengthen the
brochure unnecessarily. We commend the Commission’s approach with respect to
multi-strategy advisers and suggest that the Commission adopt the same approach
with respect to all advisers. In addition, the scope of the terms “primary strategy” and
“particular method of analysis or strategy” is not clear. For example, an adviser may
focus on a particular sector across many different markets with significant risk
disparity, but could still potentially be considered to be an adviser that focuses on a
“primary strategy.” The SEC should consider providing some examples to clarify the
scope of this item.

•

B. Although we appreciate the potential limitations of defining the term “frequent
trading of securities,” it remains unclear what the SEC intends to cover with this
required disclosure. As noted previously, this term could be defined to mean daytrading, short-term trading (within 90 days), turnover of more than 100% per year,
etc. The term “frequent” is also relative to the type of client and the security traded.

•

C. It is not clear what the Commission means for an adviser to “recommend
primarily a particular type of security.” If a “particular type of security” is equity
securities or debt securities, for example, then many advisers would include broad
and general risk disclosure in their brochures, which does not appear to be the
Commission’s intent. If this item is not eliminated or more specifically
circumscribed, advisers may feel compelled to describe the risks for various types of
securities in which they could invest, resulting in a lengthy prospectus-like disclosure
that clients will not read.

•

D. We continue to recommend the elimination of the cash balance requirement.
Practices regarding cash balances in client accounts do not belong in the brochure.
Cash balances are invested pursuant to an adviser’s fiduciary duty to his or her
clients. Practices regarding cash balances typically are addressed in advisory
agreements and such practices do not involve conflicts of interest. Such practices are
client-specific and vary significantly depending on the types of client accounts. This
disclosure is unnecessary and likely to be so general that it would not be helpful to
clients.
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Item 9

Disciplinary Information

•

We commend the Commission’s decision to continue to exclude disclosure of
arbitration awards or claims for the reasons stated in our June 2000 Letter. We also
appreciate the Commission’s flexibility in allowing advisers to overcome the
presumption of materiality.

•

The Commission should clarify or narrow the definition of “involved.” As currently
drafted, the definition is very broad and vague with respect to management persons.
The Commission should clarify that disclosure is required only if there is a formal
final or pending action against the management person.

Item 10

Other Financial Industry Activities and Affiliations

•

C. The Commission should clarify what a “material” relationship or arrangement and
a “material conflict of interest” mean. We suggest that the Commission define
“material conflict of interest” as a conflict that would significantly affect a reasonable
client’s decision to hire an adviser or a client’s decision to retain its adviser. At a
minimum, it would be helpful for the Commission to provide examples in the
adopting release of what it considers to be “material.”

•

C. The Commission should not require advisers to disclose relationships with
accountants or lawyers. Requiring disclosure regarding accountants or lawyers (as
opposed to their firms) could cover in-house relationships, which are not relevant to
clients. At a minimum, the Commission should clarify that material relationships do
not include related persons in their capacity as employees.

Item 11
•

Code of Ethics, Participation or Interest in Client Transactions,
Personal Trading

The Commission should eliminate the proposed requirement to disclose “procedures
for disclosing conflicts to clients.” The disclosure is somewhat confusing because
typically the brochure itself is the procedure for disclosing conflicts to clients. We
commend the Commission for generally taking the approach in the Proposal of
requiring advisers to describe the nature of the conflicts they face and how they
address such conflicts. We believe the Commission should consistently follow that
approach in this item as well. As long as the conflicts are disclosed, advisers should
not need to disclose the procedures for disclosing those conflicts.
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Item 12

Brokerage Practices

•

A. Although the SEC states that it does not intend to create a negative impression
regarding soft dollar arrangements, the disclosure required, when viewed as a whole,
does create a negative impression, even when an adviser is adhering to the guidelines
set forth by the SEC.1 For example, the disclosure regarding whether the adviser
seeks to allocate soft dollar benefits to client accounts proportionately to the soft
dollar credits those accounts generate may erroneously imply that the adviser should
be allocating benefits proportionately.

•

A. The Commission should eliminate the requirement for advisers to “explain the
procedures you used during your last fiscal year to direct client transactions to a
particular broker-dealer in return for the soft dollar benefits you received” and “in
return for client referrals.” We commend the Commission for generally taking the
approach in the Proposal of requiring advisers to describe the nature of the conflicts
they face and how they address such conflicts. We believe the Commission should
consistently follow that approach in this item as well. Firms should have the
flexibility to describe how they address the conflicts raised by directing brokerage in
return for referrals or soft dollar benefits rather than providing a mandated description
of policies and procedures. As the Commission recognized in the Proposal, a detailed
description of procedures may unnecessarily lengthen the brochure without enabling
clients to understand how advisers address conflicts.2

•

B. The Commission should not require advisers to explain why orders are not always
bunched or the costs to clients of not bunching. Such disclosure suggests that
advisers should always bunch orders when there is an opportunity to do so. Advisers,
however, may decide that under certain circumstances (for example with respect to
multiple high volume trades with a large market impact) bunching trades would not
be in clients’ best interests. Such disclosure may be confusing to clients and leave a
misleading impression.

Item 15
•

Custody

B. The Commission should clarify the inconsistency between Item 9 of Part 1A of
Form ADV and this item. If an adviser deducts advisory fees directly from client
accounts but does not otherwise have custody of client funds or securities, it may
answer “no” to Item 9A.(1) and 9A.(2). Similarly, the Commission should add a note
to this item clarifying that an adviser should not respond to this item if the only
reason it has custody is because it deducts fees.

1

See Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities
Exchange Act, Rel. No. 34-54165 (July 18, 2006). In addition, in that guidance the Commission referred to
“client commission practices or arrangements” “to avoid confusion that may arise over the usage of the
phrase ‘soft dollars.’” The Commission, however, continues to use the term “soft dollars” in the Proposal.
2

See Proposal at 10.
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Item 16
•

Investment Discretion

The Commission should not require advisers to provide separate disclosure regarding
discretionary authority. Such disclosure is duplicative because advisers already
describe their discretionary authority not only in client contracts but also in response
to Item 4B regarding advisory services offered. Further, advisers will be required to
disclose the amount of assets they manage on a discretionary basis in response to Item
4E. In addition, whether clients may impose such restrictions is already addressed in
response to Item 4C. Moreover, it is not clear what the Commission means by “any
limitations clients may (or customarily do) place on this authority.” Most investment
advisers have discretion to manage client accounts subject to limitations that are
imposed contractually by clients, or that are imposed legally (e.g., by states or
municipalities). Because there are countless limitations that clients “may” place on
an adviser’s discretionary authority, such disclosure would not be meaningful.

Item 17

Voting Client Securities

•

B. The Commission should eliminate the proposed disclosure regarding third-party
proxy voting services. In accordance with the proxy voting rule, advisers already
provide a description of their proxy voting policies and procedures and an explanation
of how clients may obtain information about those policies and procedures. We
support these requirements. We do not believe, however, that a list of third-party
proxy voting services and a description of how they are selected would provide
important information to clients. The item may also play undue emphasis on proxy
voting service providers relative to other types of service providers.

•

B. The Commission also should not require advisers to disclose whether they pay for
proxy voting services with soft dollars. Such disclosure is redundant, since Item 12
asks for disclosure and discussion of “all soft dollar benefits you receive.” Similarly,
in the unusual event that an adviser passes on the cost of proxy voting services to the
client through a supplemental fee, that fee would be disclosed under Item 5.

Item 19
•

Index

The index required is duplicative of the table of contents. In addition, the
requirement for advisers that omit an item from the brochure to note that fact and the
reason it is not included in the index runs counter to the SEC’s approach of requiring
advisers to only include disclosure that is applicable to them. We therefore strongly
suggest the elimination of the index. In the alternative, given that the purpose of the
index is “to facilitate review by [SEC] staff for compliance with the requirements of
Part 2A,” we suggest that the index should be maintained separately from the
brochure, for Commission review, and not filed publicly.
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Specific Comments on Part 2B
Item 3

Disciplinary Information

•

We appreciate that the SEC limited the disclosure required regarding suspension or
revocation proceedings for professional designations or licenses. We seek
clarification, however, regarding the SEC’s definition of “a violation of rules relating
to professional conduct.”

•

The Commission should not require an adviser to disclose whether a supervised
person resigned or relinquished his or her designation or license in anticipation of
suspension or revocation proceedings. An adviser would not be in a position to know
or assess an employee’s intention or state of mind when that employee resigns or
relinquishes a designation or license.

Item 4

Other Business Activities

•

A. We appreciate the Commission’s clarification with respect to “investmentrelated” businesses or occupations.

•

B. The Commission should not require an adviser to disclose business activities that
provide a substantial source of the supervised person’s income or that involve a
substantial amount of the supervised person’s time. The time that a supervised person
spends in other business activities is not relevant to his or her competence as an
adviser. Likewise, the amount of money that a supervised person makes in another
business or occupation is irrelevant to his or her competence as an adviser.

Item 6
•

Supervision

The Commission should eliminate the disclosure regarding supervision of the
supervised person. This disclosure does not make sense, particularly for small firms
in which the person providing the investment advice is a principal of the firm. For
larger firms, clients assume that the supervised person’s advice is being monitored
and are not likely to be interested in the details regarding supervision.

Instruction 3 to Part 2B: Supplement Delivery
•

We commend the SEC for making the brochure supplement delivery requirements
more reasonable. We recommend, however, that the SEC further modify the delivery
requirement to allow for a transition period if a new supervised person begins to
provide advisory services to a client. The instruction provides that an adviser “must
deliver the supplement for the supervised person before or at the time that supervised
person begins to provide advisory services to a client.” We respectfully suggest that
the Commission modify the instruction to provide for a reasonable transition period
for a newly identified supervised person providing services to a client with an
ongoing relationship with the firm.

7

•

Similarly, some firms have large investment teams for certain strategies to which
supervised persons are added periodically. The members of these teams may have
direct client contact, thereby requiring delivery of supplements or a group of
supplements to clients. For accounts managed by teams, information about added
team members is less important than for accounts managed by one supervised person.
The Commission should consider an alternative approach to delivery of brochure
supplements to existing clients where a supervised person is added to the client’s
investment team. We would be pleased to work with the Commission on potential
approaches to these issues.

•

The Commission should revise the instruction, “You may have a supervised person
deliver supplements (including his own) on your behalf” to state, “You may have a
supervised person deliver supplements (including his own).” Including an instruction
that a supervised person would deliver supplements on an adviser’s behalf is
confusing because an advisory firm acts through its employees. Similarly, the
instructions should clarify that a brochure supplement could be delivered to wrap fee
clients by the wrap program sponsor.
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Dear Madame Beaudoin and Mr. Stevenson:
The Investment Adviser Association1 (IAA) welcomes the opportunity to
comment on the re-proposed National Instrument 31-103 Registration Requirements
(Rule), the Companion Policy 31-103CP (Companion Policy), and the Consequential
Amendments (together, the Re-proposed Instrument) issued by the Canadian Securities
Administrators (CSA) regarding the registration, among others, of investment advisers in
Canada.
The Re-proposed Instrument represents a significant step towards harmonization
and modernization of the registration process and requirements across all Canadian
jurisdictions, and we commend the CSA for advancing this important undertaking. We
appreciate the many revisions reflected in the Re-proposed Instrument that are consistent
with views we expressed in our comment letter on the original proposal.2 In particular,
the IAA applauds the CSA’s determination in the Re-proposed Instrument to expand the
list of permitted clients for international advisers, to eliminate the condition prohibiting
the solicitation of new permitted clients by international advisers, and to provide
appropriate transition periods for new registration categories.
The IAA suggests, however, that further improvements be made to the proposal
that will increase the efficiency of the registration process and benefit Canadian clients.
Specifically, we recommend the CSA:
•

Continue to strive for a harmonized and streamlined national regulatory
framework for investment advisers in Canada by imposing uniform
requirements for investment advisers and by creating a uniform filing process
(including the use of an electronic filing system) for firm registration in
Canada.

•

Modify the conditions for the international adviser exemption to allow
international advisers to provide investment management services to a de

1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a notfor-profit association based in Washington D.C. that represents the interests of investment advisers
registered with the U.S. Securities and Exchange Commission. Founded in 1937, the Association’s
membership consists of over 500 firms that collectively manage in excess of US$9 trillion in assets for a
wide variety of individual and institutional clients. The IAA’s membership includes a number of
Canadian-based investment advisory firms as well as U.S.-based firms that conduct investment advisory
activities in Canada as international advisers or through affiliates providing investment management
services to Canadian clients. For more information about the IAA, please visit our web site:
www.investmentadviser.org.
2

Letter regarding National Instrument 31-103 Registration Requirements from Paul D. Glenn, Counsel,
Investment Adviser Association, to the Canadian Securities Administrators (June 20, 2007) available at
http://www.investmentadviser.org/public/letters/comment062007.pdf.
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minimis number of clients who would not fall within the definition of
“permitted clients.”
•

Revise the definition of “permitted client” to include an investment fund that
is managed by an investment fund manager and an investment fund that
distributes its securities in Canada only to other permitted clients.

•

Permit sub-advisers to contact the ultimate clients without the presence of the
registered adviser so that sub-advisers may more effectively carry out their
mandate.

•

For advisers registered in Canada, modify or clarify several provisions of the
fit and proper requirements and the rules on conduct and conflicts of interest
to further enhance the regulatory regime.

We discuss each of these items in more detail below. Our comments are based on the
experience of our members, many of whom currently advise clients under the “foreign
adviser” or “international adviser” registrations in several of the provinces and others of
whom are dually registered as advisers in the United States and Canada.
1.

The CSA Should Continue To Work Towards a Uniform National
Approach To Investment Adviser Registration in Canada.

We strongly support the CSA’s efforts to harmonize and streamline the Canadian
regulatory framework for investment advisers. We are sensitive to the significant role of
the provincial and territorial securities regulators in regulating investment advisers in
Canada and recognize that the Canadian provincial government structure differs from the
federal system of government in the United States. We would, however, encourage the
CSA to take proactive steps toward investment adviser registration at the national level,
which would make the registration process in Canada more efficient and facilitate
compliance with the regulatory framework. To this end, we offer two recommendations.
First, we respectfully suggest that individual provincial/territorial securities
commissions refrain from imposing additional or differing requirements for registration
of investment advisers. Significant differences among Canadian jurisdictions will only
serve to undermine the purpose of the Re-proposed Instrument to harmonize and
streamline the Canadian registration process and result in disjointed and disparate
regulation of investment advisers.
Second, we also recommend that the CSA permit firms to register as investment
advisers and to submit regulatory filings through a single, national electronic system.
We understand that the Canadian National Registration Database (NRD) system
was originally designed to facilitate the electronic submission and storage of registration
information relating to individuals. As currently drafted, the Re-proposed Instrument and
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the CSA’s proposed amendments to the instruments relating to NRD (NRD Proposed
Amendments) would not allow electronic registration or submission of regulatory filings
by investment advisers. 3 Investment advisers would continue to be required to register in
paper format separately in each jurisdiction in which they provide advisory services.
Similarly, exempt advisers would be required to submit required paper documents (such
as the form for the submission to jurisdiction and appointment of agent for service) to
individual jurisdictions of their permitted clients.
We recommend the CSA modify the Re-proposed Instrument and the NRD
Proposed Amendments as necessary to accommodate electronic filings by investment
advisory firms through the NRD system. We believe that permitting regulatory filings to
be submitted electronically via the Internet would eliminate unnecessary burdens of filing
paper in multiple jurisdictions and would reduce costs. Operating a Canadian-wide
system that allows for one-stop registration for all advisers will be a significant step
towards building a truly national regulatory system for investment advisers. We strongly
urge the CSA to move forward to make the NRD system operational for this purpose.
2.

The CSA Should Add a De Minimis Standard for International
Advisers.

We believe the exemption proposed for international advisers would be extremely
helpful to foreign advisers, such as U.S. advisers, that provide services to “permitted
clients” under the Re-proposed Instrument. We continue to believe, however, that a de
minimis standard should be added for international advisers so that they can advise a
limited number of clients, for example, an executive of a permitted client as an
accommodation to the permitted client. Moreover, a limited de minimis exemption
would prevent an international adviser from losing its exemption if a few of its nonCanadian clients move to Canada. This exemption would cover the situation in which an
existing client of a U.S.-based and regulated investment adviser relocates to Canada and
the client would like to maintain his or her asset management relationship with the
adviser.
For registered Canadian advisers, the Re-proposed Instrument contemplates and
accommodates the relocation of a client to a different jurisdiction within Canada through
the proposed mobility exemption.4 Similarly, we believe international advisers should
not lose their exemption if a limited number of non-permitted clients decide to relocate to
3

National Instrument 31-102 National Registration Database (NI 31-102) and Companion Policy 31102CP, and National Instrument 33-109 Registration Requirements (NI 33-109) and Companion Policy 33109CP.
4

Under the mobility exemption provided for in sections 8.20-8.25 of the Rule, a registered firm in one
Canadian jurisdiction need not register with another jurisdiction if, among other things, it has 10 or fewer
clients who were clients (or spouses or children of clients) of the adviser before becoming residents of the
second jurisdiction.
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Canada. We recommend that international advisers be allowed to advise at least ten nonpermitted clients in Canada analogous to the mobility exemption in the Re-proposed
Instrument.
Providing a de minimis exemption is consistent with regulations of other
countries. For example, in the United States, foreign investment advisers with fewer than
15 U.S. clients do not have to register with the U.S. Securities and Exchange
Commission.5
3.

The CSA Should Revise the Definition of “Permitted Client” to
Include Investment Funds Managed by Investment Fund Managers
and Investment Funds That Only Distribute Their Securities to Other
Permitted Clients.

Under the Re-proposed Instrument, a permitted client would include an
investment fund that is “advised by a person or company registered as a portfolio
manager under the securities legislation of a jurisdiction of Canada.”6 We understand
that this provision regarding investment funds is similar to (and may be based on) current
provisions in Ontario securities laws. We seek two changes to this provision.
First, under current Ontario provision 1.1(14) of 35-502, an investment fund is a
permitted client if the “manager of the fund” is registered under the Act in some relevant
capacity. The Re-proposed Instrument takes a slightly different approach by requiring
that the investment fund be “advised” by a person or company registered as a “portfolio
manager.” The Re-proposed Instrument would condition whether an investment fund is a
permitted client on the involvement of a Canadian-registered portfolio manager.
The IAA does not believe the CSA should require an investment fund to have a
registered portfolio manager to qualify as a permitted client. The current proposed
provision would, in effect, prohibit international advisers (under the new exemption)
from advising a fund that does not have a Canadian-registered portfolio manager.
International advisers would instead be forced to act as a sub-adviser rather than the
primary adviser. This structure would mandate an unnecessary additional layer in the
advisory relationship and unduly increase costs. We suggest that the CSA revise Reproposed Instrument section 1.1(1)(k) to include an investment fund that is “managed by
a person or company registered as an investment fund manager under the securities
legislation of a jurisdiction of Canada.”
Second, the Ontario securities laws also include as a permitted client an
investment fund that distributes its shares only to other permitted clients.7 We do not
5

See Investment Advisers Act Rule 203(b)(3)-1(b)(5).

6

Section 1.1(1)(k) of the Rule.

7

See 1.1(15) of Ontario Securities Commission Rule 35-502.
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believe that there is any reason to exclude investment funds distributed only to other
permitted clients from being a “permitted client” in the Re-proposed Instrument.
Including this type of investment fund within the definition of “permitted client” has
allowed international advisers in Ontario to provide services to these funds. We urge the
CSA to amend the investment fund provision to be consistent with Ontario’s definition of
“permitted client.”
4.

The CSA Should Clarify that Sub-advisers May Have Certain
“Contacts” with Clients without Losing Their Exemption from
Registration.

The CSA should modify the condition in the Re-proposed Instrument that the subadviser may not have direct contact with the registrant’s (primary adviser’s) clients unless
the registrant is present.8 The Re-proposed Instrument should be amended to provide that
sub-advisers would not violate section 8.17(e) by making routine client servicing contacts
or responding to inquiries from clients.
During the course of managing a client portfolio, situations often arise in which a
client has a question or an adviser otherwise needs to communicate with the client to
perform advisory services. In certain of these situations, a sub-adviser may be in the best
position to answer a client inquiry or communicate directly with the ultimate client to
fulfill a mandate. The Re-proposed Instrument, however, proposes a flat prohibition on
sub-advisers having any client contact without the presence of the registered adviser.
Mandating the presence of the registered adviser may, in many circumstances,
cause delays that adversely affect the advisory clients and the services they receive and
impose an unnecessary burden on sub-advisers and registered advisers. Moreover, this
provision would work as a disservice to Canadian investors who would be precluded
from direct contact with the sub-advisers actually managing the clients’ assets. Finally,
because the Re-proposed Instrument would require the registered adviser to be
contractually responsible for any loss that arises out of the failure of the sub-adviser,
there is no reason to require the registered adviser to be present during communications
between the sub-adviser and the ultimate client.9 We do not believe “presence” of the
registered adviser would provide any additional protection to the ultimate client.
We suggest revising the Re-proposed Instrument to provide that, if an advisory
firm acting as a sub-adviser is responding to any questions from an ultimate client (or its
consultants) or needs to communicate with the ultimate client about a matter related to
8

Section 8.17(e) of the Rule provides that for a sub-adviser to be exempt from registration, . . . “the person
or company so acting as an adviser has no direct contact with the registrant’s client unless the registrant is
present” (emphasis added).
9

See section 8.17(b) of the Rule regarding the registered adviser’s obligation to contractually agree with its
clients to be responsible for any loss arising out of the failure of the sub-adviser.

Letter to Madame Beaudoin and Mr. Stevenson
May 29, 2008
Page 7 of 11
the portfolio, the sub-adviser may do so without the presence of the primary registered
adviser.
5.

The CSA Should Consider Revising Several Requirements for
Canadian Registered Advisers.

We believe that several provisions of the fit and proper requirements and the rules
on conduct and conflicts of interest should be modified or clarified to further enhance the
regulatory regime. We request that the CSA modify or clarify these requirements as
discussed below.
Clarify That Advisers That Only Have Limited and Temporary Access to
Checks Are Not Considered To Be Handling, Holding Or Having Access
to Client Assets.
The Re-proposed Instrument would require advisers that do not handle, hold or
have access to client assets to maintain bonding or insurance with a single loss limit of
$50,000.10 Advisers that handle, hold or have access to client assets, including checks
and other similar instruments, would be required to maintain bonding or insurance in the
highest of the following amounts: (1) one percent of assets under management that the
adviser handles, holds or has access to, as calculated using the adviser’s most recent
financial records, or $25,000,000, whichever is less; (2) one percent of the adviser’s total
assets, as calculated using the adviser’s most recent financial records, or $25,000,000,
whichever is less; (3) $200,000; or (4) the amount determined by the adviser’s board.11
The CSA, in effect, would require a minimum of $200,000 for all advisers with access to
client assets (including those with limited access to checks), and up to $25,000,000 for
larger advisers. The IAA believes that these insurance requirements are unreasonably
high for advisers who may only occasionally or inadvertently have access to checks.
Typically, investment advisers do not hold client assets; most client funds and
assets are held by a qualified or regulated custodian, such as a bank or broker-dealer. An
adviser, however, may have contact with a client’s check under certain circumstances.
For example, an adviser may be the unintentional recipient of a check belonging to or for
the benefit of a client (such as in the case of a class action settlement) or an adviser may
receive a check from a client to be forwarded pursuant to the client’s directions. In either
case, the adviser acts as a conduit and, consistent with the adviser’s fiduciary duty,
forwards the check to the client or the client’s custodian. We do not believe, under these
circumstances, that an adviser should be required to maintain additional bonding or
insurance solely because of occasional handling of client checks. We, therefore, strongly
urge the CSA to clarify that advisers with limited and temporary contacts with checks

10

Section 4.22(1) of the Rule.

11

Section 4.22(2) of the Rule.
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would not be required to maintain the same level of bonding or insurance as advisers that
regularly handle, hold, or have access to client assets.
U.S. Equivalency for Advising Representatives Should Be Included
Under the Re-proposed Instrument, an advising representative of an investment
adviser must not act on behalf of the adviser unless he or she has satisfied certain
specified proficiency requirements. The advising representative either would have to
earn a CFA Charter or the Canadian Investment Manager designation and have a
minimum period of investment management experience. 12 The IAA believes that other
designations and professional examinations are equally relevant and should be considered
for this purpose.
In the Re-proposed Instrument, the CSA would allow an individual to act as a
dealing representative without passing the Canadian Securities Exam if the individual
passed the Series 7 Exam and the New Entrants Exam.13 We recommend that the CSA
adopt a similar requirement for investment advisers by permitting an adviser
representative to have satisfied the proficiency requirement if the representative has
passed the Series 65 Exam or the Series 7 Exam in combination with the Series 66 Exam,
and has a minimum period of investment management experience. Virtually all the state
securities regulators in the United States that regulate investment adviser representatives
require representatives to have received a passing score on either the Series 65 Exam or
the Series 7 Exam and the Series 66 Exam.14
The CSA Should Develop General Relationship Information for Advisory
Clients
Under the Re-proposed Instrument, the CSA would require investment advisers to
provide clients with relationship disclosure information.15 The CSA would define
relationship disclosure information as information that a reasonable client would consider
important with respect to the client’s relationship with the adviser. In addition, the CSA
provides a list of information that should be provided to clients, including a description of
how the adviser will ensure that investments made are suitable for the client based on the
information provided by the client, a statement that there is no guarantee that the
12

Section 4.11 of the Rule.

13

Section 4.2 of the Rule. The “Series 7 Exam” is defined as the program prepared and administered by
the Financial Industry Regulatory Authority in the United States. The “New Entrants Exam” is defined as
the examination prepared and administered by CSI Global Education Inc.
14

See Sample North American Securities Administrators Association (NASAA) Rule at
http://www.nasaa.org/Industry___Regulatory_Resources/Exams/1088.cfm, which has been adopted by
most of the states in the United States.
15

Section 5.4 of the Rule.
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investment made will be successful, and a discussion of investment risk factors and types
of risk that should be considered by the client when deciding to invest using an adviser.16
Many of these disclosures would not provide any information specific to a
particular adviser nor describe any unique characteristics of the adviser’s relationship
with the client. It might be more useful for advisers to provide information regarding
their advisory services and how they manage conflicts that arise as a result of these
relationships rather than providing boilerplate risk and suitability disclosure that appears
to be more appropriate for an offering document than a relationship disclosure document.
To educate investors about investment advisers and the risks associated with investing
generally, the IAA urges the CSA to work with the industry to provide investor education
rather than require each adviser to provide boilerplate disclosures to all of its clients.
Dispute Resolution Services Should Be Optional
The IAA recommends that the CSA make participation in an independent dispute
resolution service optional for registered advisers. The Re-proposed Instrument would
require a registered firm to participate in an independent dispute resolution service unless
required by securities legislation to use the dispute resolution service provided by the
securities regulatory authority.17
We recommend that advisers and their clients be permitted to choose whether to
participate in dispute resolution services. A mandatory requirement can cause an issue
that could have been resolved informally through client servicing practices to be
submitted to a more formal process. Conversely, if a dispute involves a more serious
matter, litigation may be appropriate. We believe advisers and their clients should be free
to negotiate the way disputes are resolved in their advisory contract.
Actionable Complaints Should Be in Writing
In the Re-proposed Instrument, section 5.12.2 of the Companion Policy currently
states that a complaint could be made against a firm “orally or in writing.” For the
protection of firms and for clarity of complaints, the IAA believes that a firm should be
free to require a “complaint” to be in writing before triggering any complaint resolution
procedures. A written complaint serves to clarify the issues involved, separate servicing
inquiries from actual complaints, and provide adequate notice to a firm of the substance
of a complaint.
We also seek clarification that for a matter to qualify as a “complaint,” all three
elements of the definition described in the Companion Policy must be satisfied.
Therefore, a matter would be considered a complaint if it: (1) is a reproach against a
16

Section 5.4 (6) (b), (c), and (d) of the Rule.

17

Section 5.29(1) of the Rule.
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registered firm; (2) identifies a real or potential harm that a person or company has
experienced, or may experience, because of the actions of a registered firm or its
representatives; and (3) is a request for the registered firm to take remedial action.
Clarification of Conflicts of Interest
The term “conflicts of interest” in the CSA’s Re-proposed Instrument appears to
be used somewhat inconsistently in requiring disclosure of “all conflicts of interest”
while at the same time the CSA states that the definition is not intended “to capture
inconsequential matters.”18 The IAA urges the CSA to clarify that disclosure is required
of material conflicts of interest.
Clarification of What Constitutes Records of Oral Communication for
Purposes of the Recordkeeping Rule
In section 5.16(5) of the Rule, the CSA defines an activity or relationship
“record” that must be maintained to include “a record of an oral communication”
between the firm and the client. We seek clarification that this definition would not
require investment advisers to maintain voicemail messages. We believe requiring
retention of voicemails would be extremely burdensome and costly to investment
advisers. For example, developing a system to organize voicemails in a manner that
would allow for easy retrieval would be difficult. The Rule should be modified to
include “a written record of an oral communication.” These records could be maintained
in the same manner as other written records and likely would not require the creation of a
new electronic storage system.
Threshold for Change of Control Should be Raised
We appreciate that the CSA has responded favorably to suggestions from the IAA
and others permitting transfers of licenses and providing for changes of control without
affecting the registered status of the registrant. The Re-proposed Instrument provides for
changes in control to be pre-approved by the regulator; we are of the view that the 10percent threshold19 for change of control pre-approval is too restrictive and should be
raised to 25 percent or when there is actual change of control. We do not believe a 10percent threshold approximates actual changes of control and would impose an
unnecessary impediment to commerce. 20
18

Section 6.1.1 of the Companion Policy.

19

Section 6.8(1)(a) of the Rule.

20

For example, in the United States, any person that has the right to vote 25 percent or more of the voting
securities or is entitled to 25 percent or more of the profits is presumed to have “control” over an
investment adviser. Investment Advisers Act Rule 203A-2(c). See also section 2(a)(9) of the Investment
Company Act (any person who owns more than 25% of the voting securities of a company shall be
presumed to control such company). 15 USC 80a-2(a)(9). We understand that, in Ontario, 20 percent is
the change of control threshold for general securities law purposes, including tender offer regulations
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We request that the CSA amend the Re-proposed Instrument to require preapproval when a person or company proposes to acquire 25 percent or more of the
securities of a registered firm, a substantial part of the assets of a registered firm, or there
will be an actual change of control at the registered firm after the proposed acquisition.
In the alternative, the CSA should require only a submission of a notice of increase in
ownership, rather than requiring approval of the acquisition, when a person or company
proposes to acquire 10 percent or more of the securities of a registered firm.
*

*

*

*

*

We appreciate the opportunity to provide our views on these important issues and
would be pleased to provide any additional information the Canadian securities
authorities or their staff may request. Please contact Paul Glenn, Counsel, at (202) 2934222 or paul.glenn@investmentadviser.org or Jennifer Choi, Assistant General Counsel,
at (202) 507-7200 or jennifer.choi@investmentadviser.org with any questions regarding
these matters.
Respectfully submitted,

Paul D. Glenn
Counsel

Jennifer S. Choi
Assistant General Counsel

and control block distribution restrictions. Section 1.(1) of the Ontario Securities Act (“if a person or
company holds more than 20 per cent of the voting rights attached to all outstanding voting securities of an
issuer, the person or company is deemed . . . to affect materially the control of the issuer . . . .”).

August 26, 2008
VIA ELECTRONIC MAIL
The Honorable Christopher Cox
Chairman
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re: Proposed Amendments to Form ADV, Part 2
Dear Chairman Cox:
On behalf of the Investment Adviser Association (IAA),1 I am writing to follow
up on our recent meeting regarding the Commission’s proposed amendments to Form
ADV, Part 2.2 We greatly appreciate your taking the time to meet with us on this
important issue.
As noted during our conversation, we strongly support the goals of the proposal
and urge the Commission to complete work on it prior to the end of the year. We believe
there is a window of opportunity in the coming months during which the Commission can
and should finalize all aspects of this important proposal.
Form ADV is the core disclosure document for every registered adviser. We
agree with your assessment that the current format of Form ADV is outdated and difficult
for clients to read and understand.3 We strongly support the objective of revising Part 2
to provide clients with plain English information about key aspects of an adviser’s
business practices. In light of the compelling investor protection benefits the proposal
will achieve, we believe it would be unfortunate to miss this opportunity to conclude
work on the proposal.

1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment advisory firms. Founded in 1937, the IAA’s membership today is comprised of more
than 500 firms that collectively manage in excess of $9 trillion for a wide variety of institutional and
individual clients. For more information, please see www.investmentadviser.org.
2

Amendments to Form ADV, Rel. Nos. IA-2711, 34-57419; File No. S7-10-00 (Mar. 3, 2008), available at
http://www.sec.gov/rules/proposed/2008/ia-2711.pdf .

3

Chairman Cox’s remarks, Amendments to Form ADV Open Meeting, Washington, DC (Feb.13, 2008),
available at http://sec.gov/news/speech.shtml#chair.
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As noted in our comment letter,4 there has been significant progress since the
original proposal to revise Part 2 was issued. In our letter, we raised three primary
concerns regarding the proposal. Specifically, our comments focused on the length and
density of the brochure, the brochure supplement, and delivery of the brochure and
supplement. As we mentioned, based on our recent meeting with Commission staff, we
are pleased that the staff appears willing to consider alternatives on each of these points,
and we are confident that all outstanding issues in the pending proposal can be addressed
satisfactorily in order to achieve its broad and laudable objectives:
(1) Length of the brochure. A flexible narrative brochure written in plain
English that is not overly long or complex will significantly improve
disclosure to clients and prospective clients. In particular, we encourage the
Commission to consider our suggestion to eliminate disclosure that is not
likely to be particularly meaningful to clients, and to clarify the instructions to
reflect that advisers have flexibility with respect to the content of the brochure
and order of disclosure.
(2) Brochure supplement. The IAA supports the brochure supplement and the
Commission’s desire to enable clients to assess the background and
experience of the investment advisory personnel who have responsibility for
investment advice that clients receive. We suggest revisions of both the
supplement delivery requirements, so that the supplement is primarily
delivered to retail clients, not institutional clients,5 and the supplement
disclosure requirements, in order to address complexities that may arise when
investment advice is provided by a team of supervised persons.
(3) Delivery of the brochure and the brochure supplement. Electronic
delivery, coupled with Internet access, will help to ensure that clients can be
provided with current, updated information about the advisory firm in a costeffective manner. The IAA supports electronic delivery of a summary of
material changes along with an electronic link to the adviser’s Form ADV,
Part 2 or information regarding how to access the complete updated Part 2.6
We would also support instructions to the form confirming that consent to
electronic delivery can be received electronically and that electronic delivery
4

Letter regarding Release Nos. IA-2711; 34-57419; File No. S7-10-00; Amendments to Form ADV, from
Karen Barr, IAA General Counsel, and Valerie Baruch, IAA Assistant General Counsel, to Nancy M.
Morris, Secretary, Securities and Exchange Commission (May 16, 2008).
5

In our comment letter, we suggested that qualified clients should be exempt from the brochure
supplement delivery requirements.
6

A similar approach was suggested in a recent letter from the Consumer Federation of America. See
Letter regarding File No. S7-10-00, from Barbara Roper, Director of Investor Protection, to Nancy Morris,
Secretary, Securities and Exchange Commission, (July 2, 2008) (“[W]e are open to alternatives to the
annual delivery requirement. Specifically, we believe an approach that provided investors with a summary
of material changes and the option to obtain the completed brochure might provide an acceptable
approach.”)
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may be implemented by attaching a document in PDF format or providing a
hyperlink to the document. Such steps would help to address our concerns
regarding the delivery requirements set forth in the proposal.
The IAA applauds your efforts to enhance disclosure requirements to all advisory
clients and prospective clients. We stand ready to assist you and the staff to achieve the
goal of finalizing Form ADV, Part 2 in the near future. I trust that you will not hesitate to
contact us if we may provide additional assistance or clarification regarding these
important issues.
Sincerely,

David G. Tittsworth
Executive Director

Cc:

Hon. Kathleen L. Casey
Hon. Elisse B. Walter
Hon. Luis A. Aguilar
Hon. Troy A. Paredes
Mr. Andrew J. Donohue
Mr. Robert E. Plaze
Mr. David W. Blass
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September 8, 2008
Via Electronic Filing
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Attn: Participant Fee Disclosure Project
Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to provide
comments concerning the Department of Labor’s proposed rule requiring that investmentrelated and plan administrative fee and expense information be provided to participants2 in
participant-directed individual account plans.3 The proposal would provide meaningful
disclosure of expense and other information relevant to participants’ investment decisions
under their plans. We commend the Department for crafting a rule that would provide fee
and expense information in a format that facilitates comparison among investment options,
as well as other important information participants may consider in making decisions for
their retirement savings. The IAA supports this proposal, with the comments and
suggested modifications discussed below.
Background
Plan participants should be provided meaningful information about the fees and
costs associated with the investment options under their defined contribution plans. Such
information is critical to retirement security because of the increasing percentage of
participants that are covered by defined contribution, rather than defined benefit,
retirement plans. Under defined contribution plans, the amount of the retirement benefits
payable to a participant depends upon the level of contributions and the return on the
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment advisers. Founded in 1937, the Association’s membership today consists of more than
500 firms that collectively manage in excess of $9 trillion for a wide variety of individual and institutional
clients. For more information, please visit our website: www.investmentadviser.org.
2

For ease of reference, the use of the term “participant” includes both participants and beneficiaries.

3

Fiduciary Requirements for Disclosure in Participant-Directed Individual Account Plans, 73 Fed. Reg.
43014 (2008) (“Proposal”).
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underlying investments of his or her individual plan account. In many such plans, the
participants, rather than the plan fiduciaries, determine the specific investments in which
their accounts are invested.
Plan fiduciaries still play important roles in participant-directed plans, however, in
that they are responsible for selecting the “menu” of options available to participants, as
well as administering the plan. Under the fiduciary responsibility provisions of ERISA,
plan fiduciaries must perform these duties in a prudent fashion, and solely in the interests
of participants. In addition, plan fiduciaries retain the responsibility to administer the plan,
and often engage various service providers to assist in such administration.
Last year, the DOL published a request for information seeking suggestions from
interested parties on a wide range of issues relating to the disclosure of plan and
investment-related fee and expense information to plan participants.4 The IAA submitted
recommendations for disclosures, many of which are reflected in the current proposal.5
Disclosure of Plan-Related Information
The Department has proposed that participants be provided with (1) general plan
information (e.g., the options available under the plan and how to provide investment
instructions); (2) administrative expense information (e.g., annual per-participant fees); and
(3) individual expense information (e.g., fees charged to an individual’s account based on
actions taken by that individual, such as charges for a loan or investment advice). General
information regarding these fees would be provided on or before an individual’s eligibility
for plan participation and at least annually thereafter. Information about the specific dollar
amounts actually charged to a participant’s account would be disclosed quarterly.
We support the Department’s proposed disclosure of plan-related information,
which will provide participants with an understanding of both charges that may be incurred
prospectively as well as the actual amounts charged to their individual account, either
through descriptions in the plan’s summary plan description or as part of a pension benefit
statement where appropriate.
The proposal would require identification of the total administrative fees and
expenses assessed, with a description of the types of charges included in the aggregate
figure, rather than require a service-by-service breakdown of such fees. We agree that it is
not necessary or particularly useful to participants to have administrative charges broken
out on a service-by-service basis. The Department struck an appropriate balance in this
regard between providing key information that plan participants can understand without
overwhelming participants with an overly detailed breakdown of charges.

4

Fee and Expense Disclosures to Participants in Individual Account Plans, 72 Fed. Reg. 20457 (2007)
(“RFI”).
5

Letter to Office of Regulations and Interpretation, U.S. Department of Labor from Karen L. Barr,
Investment Adviser Association, re: Fee Disclosure RFI (July 24, 2007).
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Disclosure of Investment-Related Information
The Department proposes to require disclosure of information related to each
designated investment option under a plan. The information would include (1) basic
identifying information (e.g., category of investment option, investment management style,
and web site address providing supplemental information); (2) performance data and
benchmark comparisons on a one, five, and ten-year basis, if available; (3) the amount and
description of fees charged directly against a participant’s investments (e.g., sales loads,
redemption fees); and (4) total annual operating expenses (e.g., expense ratio). This
information must be provided in a chart or similar format that facilitates a comparison of
the information for each designated investment alternative under the plan. The Department
included a model safe harbor chart that plan fiduciaries could use for this purpose. The
chart would have to be provided initially upon an individual’s eligibility for plan
participation and at least annually thereafter.
The regulation also requires certain information to be provided upon request,
including copies of prospectuses or similar documents; copies of financial statements
related to the options to the extent such materials are provided to the plan; a statement of
the value of a share or unit of each designated alternative; and a list of the assets
comprising the portfolio of each alternative which constitute plan assets and the value of
each asset.
We submit the following specific comments and suggestions regarding the
Department’s proposed investment-related disclosures.
Content of Proposed Disclosure
We applaud the Department’s recognition that imposing rules that require
participants to digest large amounts of detailed investment information may be
counterproductive to ensuring that they gain a better understanding of the features and
costs associated with their plans and accompanying investment options. We agree that
summary information is preferable to lengthy descriptions in conveying these important
disclosures to plan participants. Further, the information detailed above would be
accompanied by a statement indicating that fees and expenses are only one of several
factors that participants should consider when making investment decisions. We
particularly concur with this aspect of the proposal. Undue attention to fees to the
exclusion of other factors might lead participants inadvertently to invest their entire
accounts in money-market and other stable value investments in order to incur the lowest
fees. Such short-term investments generally are not considered suitable as the exclusive
investments for participants saving for long-term retirement needs. 6

6

See, e.g., Default Investment Alternatives Under Participant Directed Individual Account Plans, 71 Fed.
Reg. 56806, 56807 (Sept. 27, 2006) (“when such funds become the exclusive investment of
participants or beneficiaries, it is unlikely that the rate of return generated by those funds over time will be
sufficient to generate adequate retirement savings for most participants or beneficiaries”).
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We also agree that plan participants should receive details concerning charges that
may be assessed directly against their accounts in connection with plan investment
transactions. For example, any charges that might be triggered upon purchase or sale of a
particular option (such as a commission, a contingent deferred sales charge, a surrender
charge, or a market value adjustment) are relevant to a participant’s assessment of the
consequences of choosing a particular investment, and may affect his or her ultimate
return.
Responsibility for Furnishing the Information
The Department should clarify that responsibility for furnishing the required
information to plan participants rests with the plan administrator or other specifically
identified fiduciary. The proposal simply states that “a fiduciary (or a person or person
designated by the fiduciary to act on its behalf) shall provide…” Only the plan
administrator, however, or similarly situated person, will have both information identifying
the plan participants and information about each of the designated investment alternatives
for a plan. The various investment option providers should not be responsible for
providing information directly to plan participants, either automatically or upon request.7
This assignment of responsibility to the plan administrator is consistent with
regulations under section 404(c), which impose the relevant disclosure responsibilities on
an “identified plan fiduciary.”8 The 404(c) regulations also require provision of the name,
address, and phone number of the plan fiduciary… responsible for providing the
information …which may be obtained upon request.”9 Indeed, the Department’s
compliance assistance materials specifically reference the plan administrator as providing
the required disclosures under section 404(c).10 Placing this responsibility on the plan
administrator is also consistent with reporting and disclosure obligations under other
provisions of ERISA.11
Clarifying that the plan administrator is responsible for providing both plan-related
and investment-related information to participants would also alleviate a number of
practical challenges that would be otherwise raised by the proposal. As discussed below,
these challenges include logistical issues related to web sites and information to be
7

The proposed comparative chart would have to include a statement “indicating the name, address, and
telephone number of the fiduciary” to contact for the provision of information to be provided upon request
under proposed section 404a-5(d)(4). The Department should clarify that the fiduciary to contact for such
information is the plan administrator, rather than the providers of each investment option under the plan.
8

29 CFR 2550.404c-1(b)(2)(i)(B).

9

Id.

10

See Reporting and Disclosure Guide for Employee Benefit Plans (August 2006) at p. 1, available at:
http://www.dol.gov/ebsa/pdf/rdguide.pdf.
11

See, e.g., ERISA section 101(a); ERISA section 104(b) (plan administrator responsible for furnishing
summary plan description to participants); ERISA section 105(a)(1) (plan administrator responsible for
furnishing pension benefit statement to plan participants).
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provided upon request as well as issues related to options for which only the administrator
has all of the information necessary to compile the required disclosures (e.g. for certain
separate accounts).
Specific Issues Related to Collective Investment Funds and Other Non-Mutual
Fund Investment Options
The Department’s proposed disclosures for designated investment options are
primarily oriented toward SEC-registered mutual funds and the types of fund documents
mandated by the SEC. While we truly appreciate the Department’s consultation with the
SEC regarding mutual fund disclosure, we note that a plan sponsor may select not only
SEC-registered mutual funds as investment options for a defined contribution plan, but
also a variety of other vehicles, including collective trust funds, common trust funds,
commingled pools, and group trusts (together “collective investment funds”), as well as
separately managed accounts. Collective investment funds are investment vehicles in
which the assets of multiple retirement plans are combined and invested collectively in
bank-maintained pooled trusts, subject to federal or state banking laws and regulations.
Plan sponsors may also hire one or more investment managers to manage various portions
of the portfolio of a separate account option, which the sponsor then unitizes at the plan
level.
Collective investment funds and separate accounts are exempt from the provisions
of the Investment Company Act of 1940; as a result, they can be less expensive investment
alternatives to mutual funds. Imposing Investment Company Act disclosure requirements
on sponsors of collective trusts and investment managers of separate accounts may
increase costs for these options, which may impact competition and the availability of a
wide variety of investment options to participants. Increased costs of these alternatives to
plan participants could also effectively reduce the amount of retirement benefits that would
be accumulated by plan participants. In addition, the proposal presents practical challenges
for disclosures regarding these and other investment options because the standards set by
the SEC for mutual funds are incorporated by reference into the rule.
For example, collective investment funds and separate accounts currently are not
required to calculate and publish total annual operating expenses (e.g. expense ratios) “in
the same manner as total annual operating expenses is calculated under Instruction 3 to
Item 3 of Securities and Exchange Commission Form N-1A.”12 Because collective funds
and separate accounts are not established and operated identically to mutual funds, their
systems may not be set up to collect and process information to calculate an expense ratio
that is entirely comparable to mutual fund figures. Such vehicles would require substantial
lead time to develop systems to generate this information. Further, an investment manager
of a separate account portfolio may not have all of the information necessary to calculate
12

Proposed section 404a-5(h)(3). The definition of “average annual total return” also incorporates SEC
Form N1-A by reference. Inclusion of SEC definitions and rules may create uncertainty regarding their
application to vehicles to which they were not designed to apply. Further, it is unclear whether the DOL or
SEC would be responsible for interpreting these definitions for purposes of enforcing compliance with the
Department’s proposed rule.
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an expense ratio. That figure would have to be generated in some fashion by the plan
administrator or sponsor. The Department should clarify that use of the SEC’s calculation
methodology applies only to mutual funds and other vehicles that are able to perform such
calculations. Providers of other vehicles should be able to rely on the administrator or
record keeper to perform the calculation; and the administrator or record keeper should be
accorded the flexibility, if necessary, to calculate total annual operating expenses using
other reasonable methodologies that are clearly disclosed.
The proposal would require provision of a web site address through which
participants could access supplemental information about each investment alternative,
including the investment’s principal strategies, attendant risks, portfolio turnover,
performance, and related fees and expenses. This information is typically available for
mutual funds. It is not necessarily available, at least not to the same extent, for collective
funds or other investment vehicles that are not regulated by the SEC. Such funds do not
generally calculate portfolio turnover, for example. Mutual funds have more extensive
SEC-mandated risk disclosures than is presented in the typical “characteristics” documents
provided by collective funds to plan sponsors. Similarly, most collective investment funds
and separate accounts do not maintain publicly available web sites. Creating and
maintaining such a web site would impose significant costs and burdens. In addition,
certain banking laws limit advertising and marketing by common trust funds such that
publicly available web sites displaying certain information may not be permitted.13 Such
funds may have to set up password protected sites that are available only through the
plan’s record keeper.
The Department has also proposed certain information to be provided upon request
that mutual funds are already required to create, but which may not have a precise
corollary for collective investment funds or other vehicles. For example, it not clear what
constitutes “similar documents” to a prospectus or summary prospectus in the case of
collective investment funds or separate accounts. Further, unlike mutual funds, other types
of funds may not publish or make available lists of portfolio holdings on a quarterly or
other regular basis.14 In addition, even information currently made available to plan
sponsors by collective investment funds may not be designed with retail investors in mind,
but rather are tailored specifically for the sponsor. This is entirely appropriate. Certain
types of information that the Department would require to be made available to
participants, such as “financial statements,” are provided to assist the plan fiduciary in
determining which investment options to offer to participants in the plan. The plan
fiduciary retains its duty to prudently select such options even in participant-directed plans.

13

See, e.g., 12 CFR Section 9.18(b)(7) (“Reg 9”).

14

Along these lines, the Department should consult with the Securities and Exchange Commission to ensure
that the proposal is not inconsistent with SEC rules regarding mutual fund disclosure of portfolio holdings.
See Shareholder Reports and Quarterly Portfolio Disclosure of Registered Management Investment
Companies, Release Nos.: 33-8393; 34-49333; IC-26372 (Feb. 27, 2004). For example, plan participants
should not be able to obtain such information more frequently or as of a different date than other fund
shareholders.
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To address these issues, we suggest that the Department clarify that the plan
administrator or sponsor may maintain supplemental information of the types already
available to it for collective investment funds and separate accounts and make this
information available via its own web site or the web site of a designee, such as the plan’s
record keeper. To the extent the plan sponsor or its record keeper does not maintain a web
site, the sponsor or record keeper should be permitted to provide the supplemental
information on request using other delivery methods (e.g. e-mail, postal service). 15 The
Department should also clarify that managers or providers of investment options other than
SEC-registered mutual funds should not bear liability for providing supplemental
information or information upon request that differs from or is not as extensive as SECmandated disclosures such as prospectuses or summary prospectuses. Rather, plan
sponsors should be accorded the flexibility to consider the availability of information for
participants as well as the relative costs of various investment vehicles in determining
which investment options to select for their plans.
Performance and Benchmark Information
The proposal would require performance data and benchmark comparisons on a
one, five, and ten-year basis, if available. We support this requirement with certain
additional suggestions. We appreciate that plans may provide additional performance
information about each investment option, including, for example, performance since
inception. This would be particularly helpful for funds in existence for fewer than 10
years. The plan sponsor may also wish to encourage participants to visit the funds’ or
record keepers’ web sites, where available, for the most up-to-date performance
information.
The proposal refers to the average annual total return of each designated investment
alternative. A separate account, however, will not have actual historical returns prior to the
creation of the account for a particular plan sponsor. Instead, managers generally provide
plan sponsors with composite performance for separate accounts. Composite performance
is calculated using the performance of all discretionary separate accounts managed to a
similar style. Plan sponsors should be permitted to include such performance information
in their comparative charts, clearly identified as such, accompanied by appropriate
disclosures regarding the composite and what it represents.16
The proposal should also be modified to make clear that benchmarks should only
be provided where appropriate. Certain strategies are not managed to a benchmark and
therefore providing benchmark information could be misleading. Similarly, some
investment strategies are managed to a custom or blended benchmark that is more
appropriate for comparison purposes than a “broad-based securities market index.”

15

We understand that some small plans or record keepers may not maintain a web site.

16

See, e.g., Growth Stock Outlook Trust, Inc. (April 15, 1986) (permitting mutual funds to use composite
performance in the fund’s prospectus during its first year of operations under certain conditions).
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Electronic Delivery
We commend the DOL for permitting the use of electronic media, such as e-mail,
internet and intranet communications, including relevant links to providers’ websites. This
approach will reduce the substantial preparation and printing costs inherent in the new
disclosure rules, while also providing the most up-to-date information concerning
investment options.
Effective Date
The DOL proposes that the regulation, when finalized, would be effective for plan
years beginning on or after January 1, 2009. Particularly given that the comment period
closes on September 8, 2008 and that the Department needs additional time to consider the
comments and finalize the rule, the January 1, 2009 effective date is not feasible. The
Department has invited comment on the earliest date on which the proposed regulation can
or should be effective, addressing any administrative or programming costs or other issues
that should be considered in establishing an effective date. We respectfully submit that the
regulation should be effective for plan years beginning 18 months after the date of
adoption. This implementation period is particularly necessary for collective investment
funds and other non-mutual fund vehicles to create systems to generate and distribute all of
the various types of information that may be required under the regulation, particularly
information that is already published by SEC-registered mutual funds. These investment
option providers first must set up their internal systems and then coordinate with all of the
relevant record keepers to deliver the information in the various formats they request. This
effort must be overlaid on all of the other implementation efforts required by recent
Department initiatives (e.g. changes to Form 5500, Schedule C). Further, if, as is likely,
investment service providers are not able to develop web sites for their vehicles in the short
time frame proposed, plan sponsors will be forced to take on the significant cost and
burden of developing such web sites in the interim.

Conclusion
We truly appreciate the opportunity to provide our views on these important issues.
Please do not hesitate to contact me if you have any questions or would like any additional
information.
Sincerely,

Karen L. Barr
General Counsel
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October 1, 2008
Via Electronic Filing
Ms. Florence E. Harmon
Acting Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Commission Guidance Regarding the Duties and Responsibilities of
Investment Company Boards of Directors with Respect to Investment
Adviser Portfolio Trading Practices, SEC Rel. Nos. 34-58264; IC-28345;
IA-2763; File No. S7-22-08

Dear Ms. Harmon:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commission’s proposed guidance for mutual fund boards of directors with regard to their
responsibilities in overseeing the activities of investment advisers’ trading of fund portfolio
securities.2 Investment advisers are fiduciaries to the funds they manage. We recognize that
execution of fund transactions, in keeping with the adviser’s best execution obligations and
the related receipt of brokerage and research services, is an important issue for funds and their
shareholders, and is an important area of oversight for fund boards.
The IAA supports the Commission’s goal of providing guidance to assist fund
directors with their oversight of these issues. Fund advisers facilitate this oversight process
by providing fund boards with robust disclosure on their policies and procedures and a broad
array of information on fund portfolio transactions. While the Commission’s overall guidance
in this area is constructive, we are concerned that the negative tone toward soft dollar
arrangements implicit in the Proposed Guidance may lead to a presumption that soft dollar
arrangements are inappropriate for funds in the first instance. We urge the Commission to
incorporate a more balanced discussion of soft dollar arrangements in its final guidance. In
addition, we offer the following recommendations and comments:
1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-forprofit association that represents the interests of SEC-registered investment advisory firms. Founded in 1937,
the IAA’s membership today consists of more than 500 firms that collectively manage in excess of $9 trillion in
assets for a wide variety of individual and institutional clients. For more information, please visit our web site:
www.investmentadviser.org.
2

See Commission Guidance Regarding the Duties and Responsibilities of Investment Company Boards of
Directors with Respect to Investment Adviser Portfolio Trading Practices, SEC Rel. Nos. 34-58264; IC-28345;
IA-2763; File No. S7-22-08 (July 30, 2008) (“Proposed Guidance” or “guidance”), available at
http://www.sec.gov/rules/proposed/2008/34-58264.pdf.
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The Commission should emphasize that the guidance is not a mandatory
checklist;
The Commission should revise certain information requested for review of the
fund adviser’s best execution obligations;
The guidance should be viewed in the context of Rule 38a-1; and
The Commission should continue to rely on Form ADV, Part 2 as the
appropriate vehicle for broader adviser soft dollar disclosure.

The Guidance Should Provide a More Balanced Discussion of Client Commission
Arrangements

In 2006, the Commission issued detailed guidance regarding the use of soft dollars. 3
Since issuing that release, the Commission has continued to recognize the utility of soft dollar
arrangements with appropriate disclosure. Indeed, the Commission recently stated that: “[o]ur
intent is not to create a negative impression regarding soft dollars [sic] arrangements, but
rather to require full disclosure of [soft dollar] arrangements that we believe involve
significant conflicts of interest.”4 Nevertheless, the Proposed Guidance, taken as a whole,
appears to impart a negative tone toward soft dollar arrangements. The Commission’s
inclusion of lengthy, detailed checklists of questions and requests for information as well as
various recommendations that the board consider whether it is appropriate for the adviser to
refrain from using fund brokerage commissions to receive brokerage and research services
create an impression that soft dollar arrangements are inappropriate for funds. Thus, the
Proposed Guidance tacitly encourages fund directors to prohibit or restrict advisers’ use of
fund brokerage to obtain eligible research and brokerage services.5
Further, while the Proposed Guidance highlights the potential conflicts of interest an
adviser may face in soft dollar arrangements, we believe it does not acknowledge the benefits
of soft dollar arrangements to advised clients overall. For example, the Commission states
that “without sufficient oversight by the fund’s board, transaction costs might inappropriately
include payment for services that benefit the fund’s adviser at the expense of the fund and that
the board believes should be paid for by the adviser rather than with fund assets.”6 We
believe discussion of potential conflicts of interest should be balanced by discussion of the
positive aspects of soft dollar arrangements for fund directors’ consideration. The
Commission should include acknowledgment of the benefits to advisory clients of valuable
3

Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities Exchange
Act of 1934, SEC Rel. No. 34-54165 (July 18, 2006) (“2006 Release”), available at
http://www.sec.gov/rules/interp/2006/34-54165.pdf.
4

Amendments to Form ADV, SEC Rel. Nos. IA-2711; 34-57419 (Mar. 3, 2008) (“Form ADV, Part 2
Reproposal”) at 34.
5

See, e.g., Proposed Guidance at 25 n.68, 28, 32.

6

Id .at 5.
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brokerage and research services, as it did in the 2006 Release.7 The final guidance should
also more prominently highlight that the interests of a fund’s adviser and the fund are aligned
in the regard because advisers have an incentive to minimize transaction costs.8
In addition, even if a fund were to instruct an adviser to refrain from using any
brokerage to pay for research, it may not result in a reduction of commission costs for that
fund. Advisers are continually evaluating the performance of broker-dealers and commission
rates to seek best execution, rather than focusing solely on the lowest possible commission
costs. For example, to satisfy its best execution obligation, an adviser may conclude it needs
to pay more than an execution-only rate so that a broker would be willing to commit capital,
thereby reducing the overall explicit costs of execution. The Proposed Guidance seems to
articulate a misperception that execution cost is the smallest component of a commission cost,
with the remainder paid for research. Instead, however, execution cost may be the largest
component of the commission rate.
Similarly, the Proposed Guidance appears to take a negative view of advisers’ use of
client commissions to obtain research that benefits other clients’ accounts, even though
Section 28(e) contemplates such practice.9 The Proposed Guidance describes such practices
as a conflict of interest.10 It further suggests that directors satisfy themselves that “the fund is
not subsidizing the research needs of the adviser’s other client.”11 Under Section 28(e),
however, an adviser is permitted to determine that brokerage and research products and
services received benefit all accounts for which it exercises investment discretion.12 The
Commission appears to articulate a new standard in the Proposed Guidance for compliance
with the Section 28(e) soft dollar safe harbor by requiring fund directors to evaluate how soft

7

E.g., 2006 Release at 49-50 (discussing how soft dollar arrangements benefit clients by providing valuable
research ideas and greater breadth and depth of research); 2006 Release at 52 (describing the variety of
arrangements developed to seek to obtain the benefits that inure to investors from best execution and providing
money managers with brokerage and research products and services of value to advised accounts); response of
Division of Investment Management Director Andrew Donohue to questions by Chairman Cox at Open Meeting
proposing the guidance (July 30, 2008) (“Open Meeting”) (discussing value of research), archive available at:
http://www.sec.gov/news/openmeetings.shtml.
8

Proposed Guidance at 24 n.5.

9

See, e.g., Inspection Report on the Soft Dollar Practices of Broker-Dealers, Investment Advisers and Mutual
Funds, SEC Office of Compliance Inspections and Examinations (“OCIE”) (1998) at 35, 43.
10

Proposed Guidance at 24.

11

Id. at 30. See also id. at 32 (the adviser should explain to the board whether the services purchased with fund
commissions are inappropriately benefiting another of the adviser’s clients at the fund’s expense). See also id. at
35-36 (directors should undertake similar analysis in connection with the Investment Company Act Section 15(c)
review).
12

See, e.g., 2006 Release at 48.
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dollar products and services are allocated among the adviser’s clients.13 This position is
inconsistent with the Commission’s statement that the Proposed Guidance would not impose
any new or additional requirements.
In addition, the Commission’s focus on allocating soft dollar benefits among advisory
clients does not reflect how research is used within firms. Soft dollar credits from specific
accounts are not allocated to specific products. Generally, advisers do not limit research,
internally generated or obtained through soft dollar arrangements, to any particular client or
segment of their clients. Typically, all research resources are shared among the adviser’s
portfolio managers and can be used for the benefit of all discretionary clients of the firm.
Indeed, some advisers may not agree to manage a fund portfolio if the fund directs the adviser
to restrict the research the adviser uses in managing the fund’s portfolios. As a practical
matter, fund commissions may be used to obtain research that benefits other clients and other
clients’ commissions may be used to obtain research that benefits the fund. For these reasons,
we urge the Commission to revise its language in this regard in the final guidance and
acknowledge that fund boards may determine that the fund benefits from the adviser’s soft
dollar arrangements.
2.

The Commission Should Emphasize that the Guidance Is Not a Mandatory Checklist

The Proposed Guidance is provided for fund directors to “consider in performing their
responsibilities and in determining what is appropriate in light of their fund’s particular
circumstances.”14 We agree that the guidance should be applied flexibly and tailored to the
specific circumstances of the funds and their advisers. However, throughout the Proposed
Guidance, the SEC uses obligatory terms such as “should,” which may imply an industrystandard, check-the-box framework for fund boards. In this regard, several Commissioners at
the Open Meeting expressed concern that the guidance not be interpreted as simply a checklist
for directors, their counsel, and OCIE.15 We respectfully request that the Commission address
these concerns in the final guidance and use terms such as “may consider” rather than
“should” when identifying suggested factors.
3.

The Commission Should Revise Certain Information Requested for Board Review of
the Adviser’s Duty of Best Execution

As a fiduciary, an investment adviser has an obligation to seek best execution in
connection with client transactions and to disclose potential conflicts of interest to existing
and prospective clients. The duty of best execution requires an adviser to seek to execute
securities transactions for clients in such a manner that the client’s total cost or proceeds is the
13

Proposed Guidance at 30.

14

Id. at 7.

15

See Open Meeting supra n.7 (comments of former Commissioner Atkins and Commissioner Casey at the open
meeting).
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most favorable under the circumstances. 16 Advisers may consider a variety of factors in
determining the most favorable terms such as execution price, commission rate (if applicable),
potential market impact, the full range and quality of a broker’s services, the value of research
provided, financial responsibility, and responsiveness to the adviser. The determinative factor
is not the lowest possible commission cost but whether the transaction represents the best
qualitative execution for the managed account.17 A best execution analysis is a systematic
process including policies and procedures to evaluate the execution performance of brokerdealers executing transactions. Indeed, the Commission recognizes that “in consideration of
the wide variety of advisers in terms of size and operations, each adviser should determine
what trading intermediary selection process is most appropriate for its circumstances.”18
Given these considerations, many fund boards have thoughtfully considered the information
that they deem necessary for their oversight, and have designated reporting to meet their
needs for the funds they oversee, and for their particular areas of interest or concern.
The Commission’s Proposed Guidance now implies, however, that to evaluate best
execution policies and procedures, directors must seek specific data from the fund’s adviser,
including lists of broker-dealers to which the adviser allocates brokerage, commission rates
and spreads, total commissions allocated to each broker-dealer, and portfolio turnover rates.
We are concerned that the suggested data does not reflect the characteristics of equity or
fixed-income trading, may be difficult to gather or estimate, and may not assist fund directors
in evaluating the adviser’s best execution process for the reasons discussed below.
First, a list of all broker-dealers used for the fund or for all of the adviser’s accounts is
not necessarily helpful for fund directors to evaluate the best execution process. Advisers
may use hundreds of broker-dealers over the course of a year for a particular fund depending
on the mandate and asset class involved, and some may be used only infrequently to meet a
particular need. This specific information does not illuminate the best execution process any
better than a description of how many brokers are used and under what general circumstances
or factors.
Second, if the Commission proceeds with having boards request lists of brokerdealers, it should reconsider its language referencing allocation of brokerage. Advisers may
not allocate brokerage in advance to particular broker-dealers on a pre-determined allocation
formula or percentage target basis. In the fixed-income market in particular, the market
16

See Interpretive Release Concerning the Scope of Section 28(e) of the Securities Exchange Act of 1934 and
Related Matters, SEC Rel. No. 34-23170 (Apr. 23, 1986), 51 Fed. Reg. 16004 (Apr. 30, 1986) (“1986 Release”)
at Section V. See also 2006 Release at n. 149; see also Concept Release: Request for Comments on Measures to
Improve Disclosure of Mutual Fund Transaction Costs, Rel. No. IC-26313 (Dec. 18, 2003) (“Transaction Costs
Release”) at 16 (“[a]lthough a mutual fund’s investment adviser has an obligation to seek the best execution of
securities transactions arranged for or on behalf of the fund, the adviser is not necessarily obligated to obtain the
lowest possible commission cost.”)
17

1986 Release.

18

Proposed Guidance at 16.

Ms. Florence E. Harmon
U.S. Securities and Exchange Commission
October 1, 2008
Page 6 of 9
operates on a principal basis rather than an agency basis like most equity trading. Thus,
variations between brokers in this market can be much larger due to differences in dealer
inventory and their willingness to compete for business. Selection of counterparties is
generally based on numerous factors, such as the asset class, the portfolio manager’s
experience, the broker-dealer’s responsiveness, the broker-dealer’s willingness to commit
capital, and other non-monetary factors. Thus, the Commission may wish to reframe this
request to solicit information regarding “broker-dealers that the adviser has used for trading”
over a certain past period.
Third, advisers managing fixed-income portfolios cannot provide information about
the “spreads paid” nor is that type of information available from brokers. Advisers in the
fixed-income market buy and sell out of dealer inventory, and therefore, are not in a position
to know the amount originally paid by a dealer for a security, spreads paid if the dealer has a
corresponding client for a particular bond on the opposite side of a trade, the amount of a
mark-up (if any), or the implicit or explicit costs.19 Thus, we request the Commission delete
this request in the final guidance. Likewise, we request the Commission to eliminate or
clarify its suggestion that directors discuss with advisers how they determine “the costs of
fixed income transactions,” as it is not clear to what and to whom the costs relate.20
Fourth, the Commission’s recommendation that fund boards request information on
specific commissions or spreads may imply that advisers and boards are required to conduct
transactional analysis of best execution on a trade-by-trade or account-by-account basis.
Advisory firms may meet their best execution obligations without conducting analyses on a
trade-by-trade or account-by-account basis. Rather, advisers may evaluate broker
performance based on asset type, the particular market, and overall performance.
Acknowledging this fact, the Commission itself states that “directors are not required or
expected to monitor each trade.”21 Instead of creating a presumption that advisers should
provide specific commission or spread data or other statistical trade data, we request the
Commission’s final guidance suggest that advisers provide an overview of their trading
practices, and if the board deems appropriate, data such as the most frequently used brokers,
total commissions, or other aggregate data.
Finally, certain statements in the Proposed Guidance may incorrectly imply that
advisers determine whether to engage in client-directed brokerage arrangements. For
example, the Proposed Guidance states that an “adviser may utilize a commission recapture
arrangement, whereby the fund receives a portion, or rebate, of the brokerage commission (or
19

While there may be vendors that compare market data with their own proprietary database, such services may
be extremely costly and not particularly useful in the best execution analysis. A comparative analysis of
execution costs alone does not take into account the other factors in a best execution review and, therefore, such
after-the-fact analysis does not necessarily flag best execution issues.
20

Proposed Guidance at 19.

21

Id. at 5.
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spread) charged by the broker-dealer handling the trade.” 22 However, a fund, not its adviser,
determines whether to enter into a commission recapture arrangement and to direct the adviser
to use a particular broker-dealer for the fund’s portfolio transactions. As the Commission
noted previously, “in evaluating commissions, fund directors also consider the
appropriateness of entering directed brokerage arrangements.”23 More recently, the
Commission stated, “[w]e understand that these [commission recapture] programs are not
typically sponsored or promoted by advisers, but are more likely driven by client demands.”24
Accordingly, the Commission should eliminate statements in the final guidance implying that
advisers determine whether to use and the amounts to be used in commission recapture
programs directed by fund clients.
4.

The Guidance Should Be Viewed in the Context of Rule 38a-1 Reviews

Fund directors’ review of advisers’ trading practices is a critical component of the
approval process of compliance policies and procedures and compliance program rule reviews
under Rules 38a-1 under the Investment Company Act of 1940 and Rule 206(4)-7 under the
Investment Advisers Act of 1940.25 The Proposed Guidance should not be viewed as
suggesting a separate or additional evaluation process for boards apart from the Rule 38a-1
process. The fund chief compliance officer must annually furnish the board with a written
report of the operation of a fund’s and its service providers’ policies and procedures. The
process of these annual reviews includes an identification of material compliance matters and
recommendations for material changes to policies and procedures, including with respect to
best execution and soft dollar arrangements. Further, many fund directors already receive
robust reporting of soft dollar arrangements by the fund’s adviser in conducting their
Investment Company Act Section 15(c) review of the fund’s advisory agreement.
We encourage the Commission to align the final guidance with the framework of
directors’ obligations under Rule 38a-1 in approving the adviser’s policies and procedures
with regard to best execution and soft dollar arrangements. This context will also help avoid
elevating best execution and soft dollars disproportionately above other important issues
directors must monitor, such as valuation. The Commission should confirm that fund boards
22

See id. at 22 and n. 62. See also, id. at 29 (suggesting factor asking adviser about how it determines the
amounts to be used in commission recapture programs).
23

See Transaction Costs Release at 16.

24

Form ADV, Part 2 Reproposal at 33.

25

The rules are designed to protect investors by ensuring that all funds and advisers have internal programs to
enhance compliance with the federal securities laws. See Compliance Programs of Investment Companies and
Investment Advisers, SEC Rel. Nos. IA-2204; IC-26299 (Dec. 17, 2003). Under Rule 38a-1, fund boards must
approve the fund’s compliance policies and procedures based on a finding that the policies and procedures are
reasonably designed to prevent violation of the federal securities laws by the fund and its investment adviser.
Advisers are required under Rule 206(4)-7 to implement policies and procedures reasonably designed to prevent
violations of the Advisers Act.
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may be deemed to have satisfied their fiduciary duties if their Rule 38a-1 review concludes
that the adviser’s policies and procedures are reasonably designed to prevent violations of the
securities laws governing best execution and soft dollar arrangements.
5.

Form ADV, Part 2 Is the Appropriate Vehicle for Soft Dollar Disclosure

The Commission seeks comment on whether investment advisers should provide
additional disclosures to mutual fund investors or other clients of advisers, beyond the
proposed disclosure in Form ADV, Part 2. The Commission also seeks comment on whether
it should re-propose a report of brokerage practices for advisers that applies across accounts
and would be publicly available, originally proposed in 1995.26
The IAA has consistently supported full and appropriate disclosure of advisers’ soft
dollar practices, arrangements, products and services obtained, and any conflicts of interest,
including the SEC’s proposed Form ADV disclosure requirements for soft dollar
arrangements.27 The ADV proposal requires advisers to disclose their soft dollar practices
and discuss the conflicts of interest they create. The detailed disclosure in the ADV proposal
will permit clients to evaluate their advisers’ use of client commissions and whether the
adviser has adequately addressed any potential conflicts of interest. We believe the proposal
clearly addresses the Commission’s goal of increased transparency and accountability with
respect to brokerage commission practices.
Consistent with our 1995 comment letter, we continue to oppose requiring a separate
report on brokerage practices as an unnecessary and inflexible exercise that would not
ultimately benefit clients. The disclosure proposed in 1995 would have imposed costs and
burdens on advisers while overwhelming clients with largely immaterial information that they
have not requested and do not desire. Instead, clients should be permitted to request
additional disclosures and information that they consider important. A reporting requirement
focusing on two elements of execution, brokerage commissions and research, instead of the
full range and quality of a broker’s services, would inappropriately highlight only a few
factors involved in execution rather than the entire trading circumstances at the time. Further,
public dissemination of information regarding the rates a particular broker is charging for
client transactions could have a harmful competitive impact on the adviser’s negotiation with
26

The Commission cites its 1995 proposal Disclosure by Investment Advisers Regarding Soft Dollar Disclosure,
SEC Rel. Nos. 34-35375; IA-1469 (Feb. 14, 1995), as a potential model. The IAA submitted a comment letter
on the proposal. See Letter to Jonathan G. Katz, SEC, from Douglas M. Loudon, President, ICAA, May 16,
1995.
27

See Letter to Nancy M. Morris, SEC, from Karen L. Barr, General Counsel, and Valerie M. Baruch, Assistant
General Counsel, IAA, May 16, 2008, available at
http://www.investmentadviser.org/public/letters/comment051608.pdf. The IAA opposed, however, the proposed
provision that would require advisers to disclose whether they seek to allocate soft dollar benefits to client
accounts proportionately to the soft dollar credits the accounts generate, for many of the reasons articulated
above. See also Letter to Chairman Cox from David G. Tittsworth, IAA Executive Director, Aug. 26, 2008,
available at http://www.investmentadviser.org/public/letters/comment082608.pdf.
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other brokers regarding commission rates. These types of problems contributed to the
Commission’s abandonment of its 1995 proposal.
*
*
*
The IAA greatly appreciates your consideration of our comments on the Proposed
Guidance. Please do not hesitate to contact the undersigned or Karen L. Barr, IAA General
Counsel, if we may provide additional information or assistance to you regarding these
matters.
Sincerely,
/s/ Monique S. Botkin
Monique S. Botkin
Senior Counsel
cc:

The Honorable Christopher Cox, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Mr. Andrew J. Donohue
Mr. Thomas R. Smith

October 22, 2008
Via Electronic Filing
Florence E. Harmon
Acting Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Roundtable on Modernizing the SEC’s Disclosure System, Rel.
Nos. 33-8962 and 34-58657; File No. 4-567

Dear Ms. Harmon:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commission’s Roundtable on Modernizing the Securities and Exchange Commission’s
Disclosure System.2 The IAA fully supports the goals of the Commission’s 21st Century
Disclosure Initiative and its effort to improve the way disclosure works, including “tapping
the full potential of today’s technology and integrating it seamlessly into [the Commission’s]
regulatory approach.”3 The availability of information and the ease with which investors may
obtain information are critical for investors to make informed investment decisions.
The Roundtable Request for Comment posed several questions pertaining to the
market’s use of disclosure information, the Commission’s current disclosure system, and
modernization of that system.4 At this time, we are providing comments only on the
1

The IAA is a not-for-profit association that exclusively represents the interests of investment adviser firms
registered with the SEC. Founded in 1937, the Association’s membership consists of more than 500 firms that
collectively manage in excess of $9 trillion in assets for a wide variety of institutional and individual clients,
including pension plans, trusts, investment companies, endowments, foundations, and corporations. For more
information, please visit our web site: www.investmentadviser.org.
2

Roundtable on Modernizing the SEC’s Disclosure System, Rel. Nos. 33-8962; 34-58657; File No. 4-567 (Sept.
26, 2008) (“Roundtable Request for Comment”), available at http://www.sec.gov/rules/other/2008/33-8962.pdf.
3

SEC Announces ‘21st Century Disclosure’ Initiative to Fundamentally Rethink the Way Companies Report and
Investors Acquire Information, Press Release (June 24, 2008) (In describing the Initiative, Chairman Cox stated,
“We’ll be examining how to improve the way disclosure works, including tapping the full potential of today’s
technology and integrating it seamlessly into our regulatory approach. That could mean fewer confusing forms,
and more useful information at investors’ fingertips in a form they can really use.”), available at
http://www.sec.gov/news/press/2008/2008-119.htm.
4

The Roundtable consisted of two panels. The first panel explored the data and technology that companies use
in managing their daily business, and the processes they follow to satisfy their disclosure obligations, as well as
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modernization of the disclosure system under the federal securities laws and the compelling
need for the Commission to promptly issue updated guidance on electronic delivery of
required documents. We would be pleased to provide additional information as the
Disclosure Initiative proceeds.
The Internet Plays a Critical Role in Disseminating Important Information to Investors
The IAA strongly supports the use of the Internet for disseminating important
information to investors. Internet access and computer usage have risen exponentially in
recent years. As acknowledged by the Commission, Internet usage by companies, investors
and other market participants is “pervasive.”5 Companies have the capacity to present
information on their web sites to all investors on a broadly accessible basis, and investors can
easily find and retrieve information about companies by searching the Internet.6 The
Commission recognizes that investors increasingly are turning to electronic media and to
company and third-party web sites as sources of information to aid in their investment
decisions.7 During times of market turmoil, it is likely that investors rely even more than
usual on the Internet to access information.8 According to Dr. William Lutz, Director of the
Disclosure Initiative, “When Congress created the SEC, and even when EDGAR was
launched, the markets worked on paper and by mail. Today the marketplace works on-line
and by e-mail.”9
Given the increased use of the Internet by all market participants, the IAA agrees with
the Commission’s assessment that the Internet and electronic communications play a “vital
role . . . in modernizing the disclosure system under the federal securities laws and in
promoting transparency, liquidity and efficiency in our trading markets.”10 In recent years,
the Commission has issued a number of interpretive releases and rules that promote the use of
company web sites as a means for companies to communicate and provide information to
the data and technology that investors use in making their investment decisions. The second panel considered
how the Commission could better organize and operate its disclosure system to provide for efficiencies as well as
improved access to high quality information for investors. Roundtable Request for Comment at 4. See also
Transcript of Roundtable on Modernizing the SEC’s Disclosure System (Oct. 8, 2008) (“Roundtable Webcast”),
available at http://www.sec.gov/spotlight/disclosureinitiative/roundtable/transcript100808.pdf.
5

Commission Guidance on the Use of Company Web Sites, Rel. Nos. 34-58288, IC-28351 (Aug. 1, 2008)
(“Proposed Guidance”) at 16, available at http://www.sec.gov/rules/interp/2008/34-58288.pdf.
6

See Proposed Guidance at 19.

7

Id. at 6-7.

8

Timothy Thornton, Principal of Web Services at Vanguard, noted that web site traffic at Vanguard doubled in
the week preceding the Roundtable. He estimated that approximately 25% of visitors to the web site are not
fund shareholders. See Roundtable Webcast.
9

SEC Announces Successor to EDGAR Database, Press Release (Aug. 19, 2008) (“Successor to EDGAR Press
Release”), available at http://www.sec.gov/news/press/2008/2008-179.htm.

10

Proposed Guidance at 6.
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investors under the federal securities laws.11 Based on the widespread usage of the Internet
and electronic communications in today’s marketplace, the Disclosure Initiative should ensure
that the vital role played by these forms of communication is appropriately incorporated in
Commission rulemakings.12
The Commission Should Issue Updated Electronic Delivery Guidance
Electronic delivery, coupled with Internet access, will help to ensure that investors can
be provided with current, updated information in a cost-effective manner. According to the
Commission, “We have reached a point where availability of information in electronic form –
whether on EDGAR or a company web site – is the superior method of providing company
information to most investors, as compared to other methods.”13 Electronic communication is
efficient and is preferable to providing information in paper documents. In announcing the
successor to the EDGAR database, Dr. Lutz stated, “Companies and investors alike compile,
analyze and produce information and reports electronically. With the move to an electronic
data-based filing system, the SEC will not only keep pace with the markets, but will provide
investors with a dynamic system they can use to get the information they need, rather than
having to wade through an avalanche of paper forms, legalese, and doublespeak.”14
We are pleased that the Commission supports electronic delivery of information to
investors.15 We are concerned, however, that the benefits of electronic delivery of documents
are not being fully realized due to the limitations posed by outdated electronic delivery
11

See, e.g., Proposed Guidance, and Enhanced Disclosure and New Prospectus Delivery Option for Registered
Open-End Management Investment Companies, Rel. No. 33-8861 (Nov. 30, 2007) (proposing to permit funds to
satisfy their prospectus delivery obligations by sending or giving key information directly to investors in the
form of a summary prospectus and providing the statutory prospectus on an Internet web site). See also,
Securities Offering Reform, Rel. No. 33-8591 (Aug. 3, 2005) and Internet Availability of Proxy Materials, Rel.
No. 34-55146 (Jan. 22, 2007). Similarly, the Commission recently proposed the establishment of a single
centralized repository that would electronically collect and make available information about municipal
securities. See Proposed Amendment to Municipal Securities Disclosure, Rel. No. 34-58255 (July 30, 2008),
available at http://www.sec.gov/rules/proposed/2008/34-58255.pdf.
12

In particular, we continue to encourage the Commission to provide for electronic delivery of Form ADV, Part
2, coupled with Internet access. See Letter regarding Release Nos. IA-2711; 34-57419; File No. S7-10-00;
Amendments to Form ADV, from Karen Barr, IAA General Counsel, and Valerie Baruch, IAA Assistant General
Counsel, to Nancy M. Morris, Secretary, Securities and Exchange Commission (May 16, 2008) and Letter
regarding Proposed Amendments to Form ADV, Part 2, from David Tittsworth, IAA Executive Director, to
Christopher Cox, Chairman, Securities and Exchange Commission (Aug. 26, 2008).
13

Proposed Guidance at 11.

14

See Successor to EDGAR Press Release. See also Shareholder Choice Regarding Proxy Materials, Rel. No.
34-56135 (July 26, 2007) (referencing shareholder access to information) (“Information in electronic documents
is often more easily searchable than information in paper documents”), at Section VI.C.1.
15

According to the Commission, “[W]hen delivery of documents is required under the federal securities laws,
we have encouraged the delivery in electronic format or recognized that electronic access can satisfy delivery –
hence, prospectuses and proxy materials can be delivered or otherwise made available using electronic
communications and the Internet in certain circumstances.” Proposed Guidance at 11.
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guidance, which was last issued in 1996.16 Updated guidance is long overdue, considering
that widespread Internet usage and computer access that exist today were not even
contemplated twelve years ago. This concern was echoed by several of the Roundtable
participants who noted the costs, inefficiencies, and environmental consequences of
delivering paper documents to clients.17 One of the participants, noting the difficulties of
getting shareholders to opt out of receiving paper documents, stated, “The real problem is you
have to opt out of receiving paper documents and not opt in and so you have inertia working
against you.”18 Accordingly, his company spent substantial time and money “printing and
mailing to people things that didn’t change very much, were repetitive, not likely to be read,
and could have been up on the web site.”19 While welcoming Commission initiatives,
including the summary prospectus and XBRL, this panel member encouraged the
Commission to make web site disclosure a priority and to “put it up on the web.”20 Another
participant, citing statistics reflecting that 1.3 million people have asked his company to stop
mailing disclosure documents, stated that the statistical information “really reinforces how
ready people are to get . . . disclosure documents electronically.”21
There are a number of obstacles impeding more widespread electronic delivery of
documents. These obstacles include the practical difficulties involved in obtaining
affirmative client consent on an opt-in basis, as well as the lack of clarity regarding the notice,
access, and consent requirements due to outdated guidance and interpretive questions raised
by subsequent legislation.22 Several months ago, in connection with submitting substantive
comments on the proposal to update Form ADV, Part 2, we also asked the Commission to
update its electronic delivery guidance to ensure that these issues could be addressed with
respect to the Form ADV delivery requirements. We continue to urge the Commission to act
on its proposed update of Form ADV without further delay. Consistent with the goals of the
Disclosure Initiative, we also urge the Commission to take immediate action to update the
electronic delivery guidance to allow clients and shareholders to take full advantage of the
electronic delivery options available. Updated electronic delivery guidance would have broad
16

See Use of Electronic Media by Broker-Dealers, Transfer Agents, and Investment Advisers for Delivery of
Information, Investment Advisers Act Rel. No. 1562 (May 9, 1996).
17

Paul Haaga, Jr., Vice-Chairman of Capital Research Management Co., for example, indicated that the
shareholder reports and prospectuses sent to fund shareholders last year weighed 18.2 million pounds and filled
362 tractor trailers, and the paper used to print those documents came from 161,000 trees. Vanguard uses similar
quantities of paper sending disclosure documents to shareholders. Roundtable Webcast.
18

Mr. Haaga indicated that clients have sent strongly worded e-mails to the company asking to not receive
paper documents from the company. When the company sends those clients a form they can fill out to opt-out of
paper delivery of disclosure documents, the clients “don’t fill it out.” Id.
19

Id.

20

Id.
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Timothy Thornton, Principal of Web Services, Vanguard. Id.

22

See Electronic Signatures in Global and National Commerce (E-Sign) Act, Pub. L. No. 106-229, 114 Stat.
464, codified at 15 U.S.C. 7001-7031 (2000).
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application beyond Form ADV. As one Roundtable participant noted, the Commission would
be “defeating the very purpose of the virtual world that [the Commission] would be creating
on line if [it] still required issuers, both corporate and mutual funds, to deliver paper
documents.”23 Guidance can and should be provided at this time without awaiting closure of
the Disclosure Initiative and subsequent proceedings.
*

*

*

The IAA strongly supports the goals of the 21st Century Disclosure Initiative and the
Commission’s efforts to examine fundamental questions about the way it makes that
information available to investors and the markets. We are encouraged by the Commission’s
efforts to harness the benefits of information technology for investors and the markets. We
appreciate the opportunity to provide our views on these issues and would be pleased to
provide any additional information as the Disclosure Initiative proceeds. Please contact the
undersigned at 202.293.4222 with any questions regarding these matters.

Respectfully submitted,
/s/ Valerie Baruch
Valerie Baruch
Assistant General Counsel

23

Eric Roiter, Lecturer on Law, Harvard University Law School, Boston University Law School. See
Roundtable Webcast.
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November 13, 2008
Via Electronic Filing
Ms. Florence E. Harmon
Acting Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

SEC Study of Mark to Market Accounting, SEC Rel. Nos. 33-8975; 3458747; File No. 4-573

Dear Ms. Harmon:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commission’s Study of Mark to Market Accounting.2
In the Emergency Economic Stabilization Act of 2008 (EESA), Congress called on the
Commission to conduct a study of mark-to-market accounting standards in Statement Number
157 (FAS 157) of the Financial Accounting Standards Board (FASB), in consultation with the
Board of Governors of the Federal Reserve System and the Secretary of Treasury. In
particular, EESA specifies six issues on which the study should focus: the effects of FAS 157
on a financial institution’s balance sheet; the impacts of FAS 157 on bank failures in 2008;
the impact of FAS 157 on the quality of financial information available to investors; the
process used by the FASB in developing accounting standards; the advisability and feasibility
of modifications to FAS 157; and alternative accounting standards to FAS 157. The
Commission must present administrative and legislative recommendations to Congress by
January 3, 2009.
The Commission began the process of gathering input on the study through the public
notice and comment period. As part of the study, the Commission has conducted and will
conduct public roundtables to obtain input from investors, accountants, standard setters,
business leaders, and other interested parties.

1

The Investment Adviser Association (formerly the Investment Counsel Association of America) is a not-forprofit association that represents the interests of SEC-registered investment advisory firms. Founded in 1937,
the IAA’s membership today consists of more than 500 firms that collectively manage in excess of $9 trillion in
assets for a wide variety of individual and institutional clients. For more information, please visit our web site:
www.investmentadviser.org.
2

See SEC Study of Mark to Market Accounting, Rel. Nos. 33-8975; 34-58747; File No. 4-573 (Oct. 8, 2008).
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In light of the financial crisis, some industry participants have urged the Commission
immediately to override guidance issued by the FASB and Commission staff or effectively to
suspend fair value accounting. Fair value accounting, however, is too important and complex
an issue to address in such a hasty fashion. Rather, we agree with the approach required by
Congress in the Act: the Commission should follow a deliberative, thoughtful process in
reviewing FAS 157 and its usefulness in financial reporting. The Commission should
not override the FASB’s independent standard-setting process by eliminating or suspending
FAS 157. If the Commission determines that it, Congress, or the FASB should take
additional steps with respect to FAS 157, these determinations should be made after
thoughtful consideration and examination of all the relevant issues as Congress intended. The
aggressive deadlines set forth in EESA will ensure that the Commission’s recommendations
will be made in a timely manner.
We commend the Commission for its quick action in getting this important study
underway and for providing all interested parties an opportunity to participate in the public
roundtables to evaluate the important issues surrounding fair value accounting. We believe
the October 29 roundtable provided very important information for the Commission to
consider in its study, including alternatives to an all-or-nothing approach to FAS 157. In this
regard, we recommend the Commission focus its upcoming November 21 roundtable on
solutions-based discussions, including whether to make technical improvements to FAS 157
and whether viable alternative accounting approaches exist. We also commend the
Commission for coordinating with international accounting standards setters on issues related
to fair value accounting to help obtain a consistent global approach to the issue.
*

*

*

The IAA greatly appreciates your consideration of our comments on the
Commission’s study of mark-to-market accounting and fair value measurements. Please do
not hesitate to contact us if we may provide additional information or assistance to you
regarding these matters.
Respectfully,

DAVID G. TITTSWORTH
Executive Director
cc:

The Honorable Christopher Cox, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes

