MEMORANDUM
TO: File No. $7-45-10

FROM: Jessica Kane
Office of Municipal Securities

DATE: April 5,2013
RE: Meeting with Representatives of the Investment Adviser Association
(CCIAA77)

On April 1, 2013, John J. Cross III, Dave Sanchez, and Jessica Kane (Office of
Municipal Securities), Jennifer Dodd and Yue Ding (Division of Trading and Markets),
and Daniel Kahl, Melissa Roverts, and Vanessa Meeks (Division of Investment
Management) met with the following representatives from IAA: Monique Botkin (IAA);
Karen Barr (IAA); Victor Siclari (BNY Mellon); and Ed Papantonio (The Prudential
Insurance Company of America). The participants discussed the Commission’s proposed
rules for the registration of municipal advisors.

The attached materials were provided.
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2012 marked the 1AA's 75th anniversary. 2012 also represented one of the most
daunting legislative and regulatory environments in the Association’s history. The
highest priority of the |1AA’'s advocacy program was to oppose legislation that would
authorize the SEC to designate one or more self-regulatory organizations, likely the
Financial Industry Regulatory Authority (FINRA), for thousands of advisory firms.
Thanks to the 1AA's persuasive advocacy and the hard work of many IAA members
and other like-minded groups, the legislation did not come to a vote this year. While
the threat of action still exists, we are pleased that our efforts made a difference in
this important debate.

In addition to its work on Capitol Hill, the IAA was actively involved in regulatory
initiatives of the Securities and Exchange Commission (SEC), Commodity Futures
Trading Commission (CFTC), Department of Labor (DOL), international regulators,
and other policy makers. The |AA also sponsored educational conferences,
workshops, and webinars and produced substantive reports and surveys to keep its

membership apprised of relevant issues and developments.

Moving forward, the |IAA's role in representing investment advisers’ interests is
critical. Further legislative and regulatory actions will have profound consequences
for the investment advisory community. We urge you to sustain the work of the I1AA

to ensure that your views on relevant issues are heard and understood.

We truly appreciate your continued support of the 1AA and look forward to working
with all members as we strive to build on the I1AA’s proud record of serving its
“membership. As always, we welcome your suggestions and invite you to participate

in the various activities of your organization.

Bowrd, d/ff
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ADVOCACY

The Investment Adviser Association is the Ieadmg organlzatlon solelym
dedicated to representing the interests of SEC-registered investment
adviser firms. The IAA serves as the voice of the investment advisory
profession on the key policy and regulatory issues affecting our members.
As the legislative and regulatory landscape has become more challenging
and complex, IAA members and staff have engaged in constructive
dialogue with the U.S. Congress, the SEC, the DOL, the CFTC, the
Department of Treasury, international regulators, and other industry
organizations regarding a broad spectrum of legislative and regulatory
initiatives of critical importance to investment advisers.
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Legislative Advocacy

Working closely with its members, the 1AA
successfully represented investment advis-
ers’ interests before Congress. As a result
of effective legislative advocacy before
Congress, the IAA successfully opposed
FINRA's concerted lobbying effort to gain
regulatory, examination, and enforcement
jurisdiction over thousands of investment
advisers. The 1AA and its members led a
broad-based campaign to oppose H.R. 4624,
the “Investment Adviser Oversight Act
of 2012,” sponsored by House Financial
Services Committee Chairman Spencer
Bachus (R-Ala.), that would have authorized
the SEC to designate one or more self-regu-
latory organizations (SROs) for advisers. The
IAA's efforts led to the Chairman'’s decision,
announced on July 25, not to consider this
legislation in his committee.

The Bachus legislation, introduced on April
25 with FINRA's strong support, echoed
one of the options cited in a January 2011
SEC staff report to Congress mandated

by the Dodd-Frank Act on “enhancing
investment adviser examinations.” The
SEC staff report listed three legislative
options to enhance oversight of investment
advisers: (1) enact legislation to authorize
the SEC to impose “user fees” on advisory
firms to fund SEC examinations; (2) enact
legislation to authorize the SEC to designate
one or more SROs to oversee investment
advisers; or (3) enact legislation to expand
FINRA's jurisdiction to firms that are

dually registered as both broker-dealers
and investment advisers. On July 25,

Rep. Maxine Waters {D-Calif.} introduced
H.R. 6204, the “Investment Adviser
Examination Improvement Act of 2012,”
that—consistent with the SEC staff report’s
first alternative—would authorize the SEC
to impose user fees on SEC-registered
advisory firms to fund an enhanced
examination program for advisers by the
agency.

At a June 6 hearing before the House
Financial Services Committee, the IAA
testified in opposition to the SRO
legislation and, in lieu of an SRO, in favor
of adviser user fees in order to provide
the SEC with the resources necessary

to allow for more frequent inspections of
investment advisory firms. On the following
day, IAA members from 15 states came to
Washington, D.C. to attend meetings with
their Senators, Representatives, and their
staffs during |IAA’s Fifth Annual Lobbying
Day on Capitol Hill. Schwab Advisory
Services and TD Ameritrade Institutional
also participated in this event and were
instrumental in opposing efforts to enact
H.R. 4624.

The IAA met regularly wittrlawrmakers -
on the Senate Banking Committee and

the House Financial Services Committee

throughout the year and worked closely

with consumer groups, state securities

regulators, and other industry groups to

maintain the SEC’s primary role as the

1937

Investment Counsel Association of America (ICAA) founded in ICAA members help draft and ultimately

New York by a group of fifteen investment counselors, led by
Dwight C. Rose (Brundage, Story & Rose)}, in response to the

1940

support compromise legislation
subsequently enacted as the Investment

SEC's investigation of investment trusts ordered by Congress. Advisers Act of 1940.
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In these uncertain times, the IAA seeks to understand how various
proposed changes may affect members and communicates that

to Congress and the SEC. The I1AA staff is a knowledgeable group
of professionals who are dedicated to being advocates for the
investment advisory profession.”

most appropriate regulator for investment
advisers. Through Member Alerts, email
and phone calls, |AA also successfully
engaged its membership in grassroots
advocacy in opposition to the SRO bill.

JAA communications regarding the
proposal resulted in almost 700 written
communications to members of Congress.

Regulatory Advocacy

During 2012, the 1AA effectively
represented the shared interests of the
investment advisory profession in a wide
range of regulatory activities that affect
investment advisers.

SEC and Dodd-Frank
Advocacy

The SEC adopted final amendments to Form
ADV, Part 1in 2011 to be implemented
during 2012. The 1AA submitted substantial
comments to the proposed amendments

to Part 1 of Form ADV and raised concerns
with the SEC staff about various aspects

of the proposal. The final rule responded

to a number of IAA comments. Under the
revised rule, all advisers were required to file

a new Form ADV, Part 1 by March 30, 2012
to indicate whether they were eligible to
remain registered with the SEC. They were
also required to provide their “regulatory
assets under management” and respond to
additional questions regarding their employ-
ees, clients, advisory services, affiliations,
custody, and soft dollar arrangements. In
addition, advisers to private funds, such

as hedge funds, were required to provide
information about their business operations,
as well as information about their conflicts of
interest, investment strategies, and service
providers {including auditors, prime brokers,
custodians, administrators, and marketers).
[n the first quarter of 2012, the IAA and its
members continued to discuss issues with
the SEC staff pertaining to the transition to
the new filing requirements as well as the
numerous interpretive issues raised by the
revised form.

In the falof 2012, thé Government Ac-
countability Office (GAO) invited the IAA
to provide data and cost information about
complying with the Advisers Act custody
rule and related recordkeeping rule require-
ments. Section 412 of the Dodd-Frank Act
required the GAO to study the custody

rule costs and issue a report to Congress

b
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The SEC, identified as a non-essential
agency during WWI, moves its offices back
to Washington, D.C., following its temparary
relocation to Philadelphia in 1942,

1953

The New York Curb
Exchange changes its
name to the American
Stock Exchange.



by July 2013. Under the statute, the GAO
must evaluate the costs to SEC-registered
investment advisers with custody of funds
or securities of clients to comply with the
Advisers Act custody and related record-
keeping rules, as well as the additional costs
that advisers would incur if the audit ex-
emption from the surprise exam for pooled
investment vehicles were eliminated. In
connection with the study, the IAA provided
initial information to the GAO regarding the
costs of the custody rule and will continue
to provide information regarding initial and
ongoing operational costs, auditing fees to
conduct the surprise exam and the internal
control report, and legal fees to help inter-
pret and apply the custody rule.

In January 2011, the SEC staff delivered to
Congress its “Study on Investment Advisers
and Broker-Dealers,” pursuant to Section
913 of the Dodd-Frank Act. The SEC staff
recommended establishing a fiduciary
standard for broker-dealers when providing
investment advice about securities to retail
customers consistent with the standard that
currently applies to investment advisers. In
addition to the standard of care, the study
recommended harmonization of certain
aspects of the regulatory regimes for broker-
dealers and investment advisers when they
are performing the same or substantially
similar functions, including advertising, the
use of and disclosures related to finders

and solicitors, supervisory requirements,
licensing and registration requirements for
firms and associated persons, and books

1954

The Dow breaks the 400 barrier,
reaching 402 on December. 29.

1954

“Floyd L. McElroy (Loomis, Sayles & Co.), ICAA President,
persuades members of the Southern California Investment

and records requirements. During the year,
the IAA and other organizations met again
with the SEC Task Force responsible for
the study to ensure that the fiduciary duty
for advisers is not diluted by the creation

of a new uniform fiduciary duty for broker-
dealers. In addition, in March 2012, the IAA
and other organizations submitted a letter to
the SEC to outline the critical characteristics
of a framework for rulemaking that would
achieve the goal of enhancing investor
protection and to respond to a proposed
framework for rulemaking submitted by
broker-dealer representatives.

In April 2012, President Obama signed
the Jumpstart Our Business Startups

Act (JOBS Act) into law, which required
the SEC to adopt a rule eliminating the
prohibition on general solicitation and
advertising for certain Regulation D
private placements and Rule 144A offers.
In August, the SEC proposed rules to
implement the JOBS Act requirements. In
October, the IAA submitted a comment
letter supporting the SEC'’s flexible proposal
to permit issuers to use reasonable steps
to verify the accredited investor status of
investors. The proposal is still pending.

During 2012, large hedge fund and liquidity
fund advisers began to file Form PF to be
used by the SEC and the Financial Stability
Oversight Council (FSOQC). Other private
fund advisers with more than $150 million in
private fund assets will be required to file in
early 2013. The IAA continued its advocacy

Counselors’ Association to join the ICAA, raising the
combined total membership to 54 firms.
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in 2012 discussing Form PF interpretive
issues with SEC staff as private fund
advisers began implementing this significant
new requirement. In the months preceding
the first filing deadlines for Form PF, the
[AA held conference calls with members
and discussed various compliance issues
with the SEC staff. In May, |1AA staff held a
webinar to discuss Form PF requirements
and interpretive guestions. The 1AA will
continue to monitor developments in this
area, including interpretive relief needed for
dually-registered investment advisers filing
both Form PF with the SEC and Form CPO-
PQR as commodity pool operators (CPOs)
with the CFTC.

In June 2012, the SEC extended the
compliance date for advisers to comply with
the third-party solicitor provisions of Advisers
Act “pay to play” rufe 206(4)-5. The original
compliance date of June 13, 2012 had to be
extended because the SEC had not adopted
final rules to define “municipal advisor,” one
of the critical terms in the Advisers Act pay
1o play rule. The pay to play rule will limit the
ability of advisers to pay third parties unless
they are SEC-registered investment advisers,
or broker-dealers or “municipal advisors”
(each to be subject to their own forthcoming
pay to play rule). Prior to the SEC's action in
June, the 1AA sought relief from the SEC to
extend the compliance date for advisers.

In February 2012, the IAA submitted a
comment letter to the SEC and the various
banking regulators on proposed rules to

implement Section 619 of the Dodd-Frank
Act known as the “Volcker Rule.” The IAA
urged the agencies to clarify their proposed
rules to determine whether a trade is an
impermissible proprietary trade under the
rule or a permissible act of market making.
The IAA expressed concern from the buy
side perspective that uncertainty regarding
market making activities could adversely-
affect liquidity for investors in the market.
The comment letter further urged the
agencies to exclude non-U.S. retail funds
from the “covered fund” definition and
clarify the permissible activities of sponsors
of covered funds.

Dodd-Frank Act

The IAA also responded to a number of
other rulemakings implementing the Dodd-
Frank Act.

The |AA submitted letters to the SEC and
CFTC regarding the Red Flags Rules, which
generally require “financial institutions”

and “creditors” offering or maintaining
“covered accounts” to implement a written
identity theft prevention program complete
with policies, procedures, monitoring, and
training. The Dodd-Frank Act transferred .
jurisdiction for Red Flags Rules from the
Federal Trade Commission (FTC) to the SEC
and CFTC, which proposed implementing
rules in February. The SEC noted in its
release that most registered investment
advisers are unlikely to hold transaction
accounts and thus would not qualify as

8
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financial institutions under the rule as
proposed. The IAA generally supported the
agencies’ proposed implementation of the
red flags rules and guidance in a manner
consistent with the FTC and other agencies'
joint rulemakings in the area with certain
maodifications.

In February, the SEC adopted amendments
to rule 205-3, which allows advisers to
charge performance fees to qualified cli-
ents, as defined in the rule. The amendment
also affects state licensing requirements for
investment adviser representatives (IARs) in
that advisers do not count natural persons
who are “qualified clients” for purposes

of the thresholds in the |AR definition. The
amendments added to the ruie the in-
creased dollar thresholds set by SEC order
in 2011, and a new provision that excludes
the value of a person’s: primary residence
(and most indebtedness secured by the
property) for purposes of the definition’s net

~ worth test. The final amendments, which

became effective in May, refiect comments
made by the IAA in its 2011 comment let-
ter, including transition relief grandfathering
existing clients.

In September 2012, the SEC extended
the deadline for its temporary rulemaking
for municipal advisors from September
30, 2012 to September 30, 2013. The SEC
had proposed the permanent municipal
advisor registration regime in December
2010 to replace the temporary registration
regime the SEC adopted in October 2010

as required by the Dodd-Frank Act. The
IAA continues to advocate on behalf of its
members the issues raised in its February
2011 comment letter requesting that the
SEC implement the Dodd-Frank statutory
exception for SEC-registered investment
advisers from the definition of “municipal
advisor” in a manner consistent with the
plain language of the Act.

In November 2012, the 1AA staff met via
conference call with the GAO to discuss the
GAO's study of the definition of “accredited
investor” for natural persons to invest in

‘private funds, as required by the Dodd-

Frank Act. Prior to the call, the |AA sought

member input and provided feedback to the

GAQ regarding the curremt-definition'snet -
worth and net income standards.

In 2012, the I1AA continued to address
issues relating to SEC examinations.
During the past year, the SEC has made
significant changes to its inspection program

1962

The Dow Jones Industrial Average
experiences its second-largest point
decline, falling 5.7% on May 28.

1962

ICAA membership stands at 55 firms

—_—
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including working with regional offices to
improve nationwide consistency, developing
a nationwide examination manual, hiring
staff with specialized expertise, and
enhancing a risk-based approach to exams.

‘The IAA staff and several IAA members met

with OCIE staff on a number of occasions
this year to discuss member experiences
with and potential improvements to the
SEC examination program for advisers. The
meetings also included discussion about
potential initiatives that could help address
the number of advisers that are examined
and the manner in which the SEC evaluates
and communicates the overall effectiveness
of the examination program.

CFTC Advocacy

In 2012, the |IAA was very active in repre-
senting the interests of its membership
before the Commodity Futures Trading
Commission with respect 1o potential
registration of firms as commaodity pool
operators (CPOs) and commodity trading
advisors (CTAs). In February, the CFTC
adopted final regulations that repealed one
of the exemptions from registration ap-
plicable to operators or advisers of private
funds that trade commodity interests, such
as futures contracts, commodity options,
and (as of October 2012) swaps. In addition,
the CFTC significantly narrowed the exemp-
tion for registered investment companies
and proposed a rule to harmonize SEC and
CFTC requirements for mutual funds and
their operators/advisers that will now be

required to register with the CFTC. The IAA
had opposed the CFTC's proposal, which
would have also repealed an exemption
from registration for pools with a de minimis
amount of trading in commodity interests
and with certain sophisticated investors
{rule 4.13(a)(3)). The CFTC decided to retain
the de minimis exemption in its final rules.
In April 2012, the IAA submitted a comment
letter to the CFTC on its proposal to har-
monize CFTC and SEC rules. In particular,
the IAA requested that the CFTC harmonize
rules from both agencies in the areas of
record-keeping, the timing of annual audit
reports, mandatory performance reporting
requirements, disclosure document updat-
ing, and delivery requirements for disclosure
documents and account statements.

In April 2012, the IAA and other associations
jointly requested that the CFTC grant CPOs
an extension of time to comply with the
CPO and CTA registration requirements.
The associations requested that the CFTC
extend the compliance date for CPOs or
CTAs of new commodity pools from April
24 to December 31, 2012. The associations
also requested that the CFTC extend the
date by which a CPO claiming the de
minimis.exemption must take into.account.-
any swaps traded on behalf of the pool

to ten months from the publication of the
final rules on the definition of swaps and
margin requirements for swaps. In May, the
IAA had a series of meetings with CFTC
Commissioners and staff to discuss both
the requests for extension of time and the

10
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The Nasdaq electronic handling of price
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introduced.



|AA's harmonization letter. In July, the CFTC
granted the IAA's first request, providing
no-action relief for CPOs and CTAs that
were exempt or excluded from registration
prior to April 24, 2012 but, because of

the recent amendments to-CFTC rules,
would have needed to register and satisfy
compliance obligations. In the no-action
letter, CFTC staff stated it would not take
enforcement action against CPOs or CTAs
for commodity pools launched after the
issuance of the CFTC's July 2012 letter,

as long as the CPOs and CTAs register

by December 31, 2012 under a series of
conditions.

The CFTC's new regulations raised a host
of interpretive and transition issues

for IAA members analyzing whether they
need to register with the CFTC or whether
they could claim an exemption, and what
the process would involve. Throughout
the spring of 2012, the IAA worked with
members to develop and submit a series of
frequently asked questions and requested
responses to the CFTC staff. The |AA met
with CFTC staff to discuss these various
issues. In August 2012, the CFTC issued

a series of responses to frequently asked
questions, including many of the questions
posed by the IAA. The IAA was involved

in a number of additional joint letters to
the CFTC requesting various types of
interpretive and transition relief. In addition
to being subject to CFTC regulations,
registered CPOs and CTAs are required

to become members of, and are subject

to oversight by, the National Futures
Association {(NFA), the SRO for the futures
(and now swaps) industry. The IAA has
engaged in a dialogue with the NFA on a
host of transition and compliance issues for
investment advisers registering as CPOs
and CTAs, including with respect to required
licensing and examinations for certain

-personnel. The NFA has provided transitional

assistance and relief in.a number of areas
and has waived the testing requirement for
personnel of firms only engaging in swaps
activity at this time.

in July 2012, the IAA also submitted
requests for guidance to the CFTC staff
regarding various scenarios presented by
funds of funds. The CFTC had rescinded

its previous guidance for CPOs of funds of
funds to assess whether they had to register
or could meet the de minirmis exemption.

In its August FAQs, the CFTC staff stated
that CPOs of funds of funds could continue
to rely on the old guidance until the CFTC
adopts revised guidance. However, the old
guidance is fairly limited and there is a wider
range of fund of funds structures for which

1970

The New York Stock Exchange
allows corporate memberships.

1971

The NYSE and the AMEX consolidate key automation and
service facilities in a new jointly owned corporation, the :
Securities Industry Automation Corporation (SIAC). 1
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While there are many services the I1AA provides to member firms,
the most significant for me are the tireless advocacy efforts on
behalf of IAA member firms and all registered investment advisers.”

additional interpretive guidance is needed.
As the December 31 deadline for registration
approached without the revised guidance,
the IAA submitted a letter requesting the
CFTC to extend the compliance date for
fund of funds operators and advisers to
register or claim an exemption with respect
to funds of funds until the later of: (i) six
months from the date the CFTC or its staff
issues final guidance replacing Appendix A;
or (it} June 30, 2013. On November 29, the
CFTC granted the |1AA's request for extension
of time.

The CFTC's definition of “swap” became
effective as of October 12, triggering the
requirement for firms to consider swaps
activities in their analyses of whether they
must register as CPOs or CTAs or whether
they may take advantage of various exemp-
tions. The Treasury Department, however,
"had not finalized a proposed determination
to exempt foreign exchange swaps and
foreign exchange forwards from the defi-
nition of “swap.” In September 2012, the
IAA and other organizations submitted let-
ters to both the CFTC and Treasury Depart-
ment requesting that the CFTC or Treasury
provide relief that these FX products would
not be treated as “swaps” until the effec-
tive date of Treasury's determination. The
IAA also participated in joint meetings and

calls with CFTC Commissioners and staff
and Treasury staff to discuss the urgency of
the relief needed. On October 11 and 12,
the CFTC issued no-action letters effectively
delaying the requirement to consider any
swaps, including FX products, until Decem-
ber 31, 2012 in the CPO/CTA registration
and exemption analyses. On November 186,
the Treasury Department issued its final
determination exempting FX swaps and
forwards from the definition of “swap” for
certain purposes.

In July 2012, the CFTC issued proposed
guidance on how Title VIl of the Dodd-
Frank Act regarding swaps rules and
regulations applies to cross-border swaps
transactions taking place outside the U.S.
The IAA filed a comment letter with the
CFTC in September 2012 urging the CFTC
to define “U.S. person” for purposes of
application of the Title VIl rules similarly to
the definition of U.S. person in Regulation S
of the Securities Act applicable to securities
transactions offshore. The |AA also
requested the-CFFC to apply substituted - - =

~compliance with similar global regulations

more flexibly.

In February 2012, the CFTC adopted “legally
segregated operationally commingled”
{LSOC) rules for segregation of cleared

12
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Income Security Act
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ICAA membership falls to lowest
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firm takeovers.



swaps collateral by futures commission
merchants and derivatives clearing
organizations, as required by the Dodd-
Frank Act. The |AA participated in industry
meetings to discuss LSOC operational
issues and other potential models for

full physical segregation of customer
collateral. This initiative is ongoing.

DOL Advocacy

During 2012, the Association continued

its advocacy regarding a number of issues
pending before the Department of Labor.
In February, the DOL issued a final rule
under ERISA section 408(b)(2) that requires
" investment advisers to retirement plans

to provide advance written disclosure
concerning their services and compensation,
both direct and indirect. The rule became
effective on July 1, 2012, and disclosures
were required to be provided to existing
clients by that date. In addition, 1AA staff
joined other trade associations in meeting
with officials at the DOL and Office of
Management and Budget and in submitting
letters to the agencies concerning one of
the DOL's frequently asked questions under
its participant fee disclosure regulation.
The original FAQ would have imposed
complicated monitoring responsibilities on
plan sponsors that offer brokerage windows
under their participant-directed plans, such
as 401(k) plans. The DOL revised the FAQ
in July. The IAA will continue to monitor
DOL developments that affect investment
advisers.

1975

ICAA opens its first office in New York and hires its first part-time
employee. ICAA publishes “Standards of Measurement and Use for

Investment Performance Data.”

International Regulatory
Advocacy

During 2012, the 1AA continued its active
involvement in the international arena. The
IAA International Committee marked

the start of its fifth year with an in-person
meeting, at which members gathered in
Washington, D.C. to exchange information
about international developments. In
addition to discussion among members
and staff, outside counsel briefed members
on the European Union’s short selling
regulation as well as the Foreign Account
Tax Compliance Act (FATCA). CFTC staff
also attended to discuss cross-border
application of swaps regulation and the
on-going effort of the CFTC in cooperating
with European authorities to build a uniform
framework for international regulation.
Currently, there are more than 90 members
of the International Committee representing
more than 50 IAA member firms. The
Committee meets on a quarterly basis to
discuss important international investing,
compliance, and market access issues.

With the support of the International

Committee, the IAA has continued to

engage in international regulatory advocaey . e
efforts and submitted comment letters to

non-US governmental bodies. On April 10,

the |IAA submitted two comment letters to

the Canadian Securities Administrators

expressing concern regarding two distinct

approaches proposed by two sets of

provinces to regulate Investment Fund

-

1977

ICAA membership
reaches 80 firms.
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Managers (IFMs) based outside of

Canada that distribute investment funds

to Canadian residents. The IAA's comment
letters supported both a uniform standard
across the provinces and application of

the narrower approach to subjecting non-
resident managers to Canadian registration.
That approach would analyze whether the
firm’s activities in the jurisdiction create a
substantial connection with that jurisdiction.
The two groups of jurisdictions issued final
rules on July 5. Though uniformity was not
achieved, one of the Canadian jurisdictions
switched to the |AA-recommended
narrower interpretation.

The 1AA continues to monitor regulatory
developments in the European Union,
including the Alternative Investment
Fund Managers Directive (AIFMVID), the
proposed amendments to the Markets

in Financial Instruments Directive
(MiFID), and related proposals concerning
remuneration, as well as country-specific
changes to investment adviser and private
fund regulation around the world.

These are a sampling of initiatives and
issues the [AA was actively involved

with during 2012. Please refer to the
“Comments and Statements” section of
the IAA web site—www.investmentadviser.
org—for a compendium of comment
letters, testimony, and other position papers
authored by the Association.

1979

With Gail Edwards as its new Executive Director, ICAA
launches drive to expand membership, producing

Advocacy in 2013

The IAA will remain fully engaged in
serving and protecting the interests of

its membership during 2013 on both

the legislative and regulatory fronts. In
Congress, the [AA will continue 1o lead

the charge against legislation authorizing

an SRO, likely to be FINRA, for investment .
advisers. In connection with these efforts,
the IAA will maintain its strong support for
sufficient resources for and organizational
efficiencies at the SEC. The 1AA also
anticipates monitoring congressional
activities related to fiduciary duty and
“harmonization” of the laws governing
brokers and investment advisers, as well as
structural changes within the SEC, Dodd-
Frank Act implementation, and market
regulation issues. The IAA expects to
advance its maturing government relations
program and to encourage its members

to be proactive in educating policy makers
about the issues facing the investment
advisory profession.

The 1AA anticipates a robust regulatory
advocacy agenda in 2013. New leadership
at the SEC may portend new initiatives

or a re-ordering of existing activities. At

a minimufA, The SEC has a great deaf of ™
Dodd-Frank Act rulemaking remaining for
completion in 2013, including: (1) fiduciary
duty rulemaking; (2) other potential harmoni-
zation proposals; (3) finalizing rules requiring
advisers to disclose how they voted proxies

1980

ICAA initiates its Chartered
Investment Counselor (CIC)
designation program.

,I 4 steady growth of additional member firms.
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on certain executive compensation mat-
ters; {4) adopting rules (jointly with others)
regarding disclosure of, and prohibitions
against certain executive compensation
structures and arrangements; (b) issuing

a study on short selling; (6) establishing a
municipal advisor registration regime {with
its corresponding effect on the compliance
date for the third-party solicitor provisions
of the pay to play rule): (7) approving SRO
rules governing pay to play for third party
solicitors; and (8) finalizing the Volcker rule.
The SEC must also complete its somewhat
controversial rulemaking implementing the
JOBS Act. The SEC is planning to consider
various initiatives related to the securities
markets, including high frequency trading
and market disruptions. In addition, ongoing
implementation of recent SEC rulemakings
will require additional advocacy with SEC
Commissioners and staff. For example, the
IAA expects to communicate with SEC staff
10 assist members in interpreting and imple-
menting Form PF requirements and related

matters such as corresponding international -

private fund reporting. The IAA intends to
pursue its regular dialogue with SEC staff
regarding the SEC’s evolving inspection
and examination program. The |AA will
also continue its involvement in two GAO
studies of the costs of the custody rule and
the definition of accredited investor. Fur-
ther, the IAA expects to pursue proactively
improvements to existing regulatory require-
ments for advisers.

1981

Over the next 10 years, ICAA intensifies its advacacy efforts related to federal and state legislative and
administrative developments affecting investment adviser firms, including such matters as the SEC’s 1983
Brochure Rule, the Insider Trading and Securities Fraud Enforcement Act, and development of the ICAA
Specimen Advisory Agreement. During this time, the ICAA works with the Association of investment
Management and Research {(AIMRY} in further developing Performance Measurement Standards.

The IAA will be actively engaged in
addressing a wide range of CFTC and NFA
regulatory matters related to CPO and CTA
registration and transition. These issues are
likely to include guidance for funds of funds,
harmonization of inconsistent regulatory
requirements among agencies applicable to
investment advisers, and interpretive issues
raised by the diverse business models

and practices subject to a new regulatory
regime. The IAA is also likely to be involved
in CFTC regulatiorrws applicable to derivatives
transactions from a buy side perspective,
including clearing, trading, and reporting
requirements and protections afforded to
client collateral.

In 2013, the IAA expects o engage in key
international regulatory matters, includ-
ing European initiatives on authorization of
private fund managers, short selling regu-
lations, and restrictions on remuneration.
The U.S. Department of Labor is likely

to continue its focus on initiatives affect-

ing investment advisers, including fee and
expense disclosure requirements to both
plan participants and plan sponsors and the
definition of “fiduciary.” In addition, the
Department of Treasury will pursue its
initiatives to implement the Foreign Account
Tax Compliance Act (FATCA}as well as the -
requirement to file a Report of Foreign Bank
and Financial Accounts, Form TD F 90-22.1
(FBAR).

15
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COMPLIANCE

The IAA serves as a vital resource on legal, regulatory, and compliance
issues. The compliance environment has become increasingly complex
with both the Dodd-Frank Act and the expanding reach of the CFTC
imposing additional layers of regulation on advisers. Further, both the
SEC enforcement division’s asset management unit and DOL's consultant/
adviser program are focused more closely on advisers. The IAA provides
a wide range of resources and services to help its members understand
these developments. In addition to the availability of the IAA legal staff
to provide information regarding legal, regulatory, and compliance
developments, during the past year, the IAA has provided a broad array
of services and resources designed to assist members in addressing
compliance issues.

INVESTMENT ADVISER ASSOCIATION



During 2012, the IAA legal staff responded
to more than 1,000 requests for
information about legal, regulatory, and
compliance issues from IAA member
firms. IAA member firms contacted the
IAA legal staff for up-to-date information
about the dynamic legislative and regulatory
environment, industry practices, and
evolving changes in law and regulations
from the SEC, DOL, CFTC, Treasury, and
various state and foreign entities. The I1AA
legal staff provided information to member
firms on a wide array of topics including:
SEC reporting requirements for advisers on
revised Form ADV, ERISA and Department
of Labor disclosure requirements, private
fund adviser reporting on Form PF, CFTC
and NFA compliance, SEC custody rule
issues, pay to play requirements (federal and
state}, SEC inspections, state filing issues,
advertising requirements, and numerous
international matters. In addition, the IAA
sent more than 30 IAA Alerts 1o members
addressing late-breaking legislative and
regulatory developments.

The |AA provides members with extensive
industry-related resources on its web

site (www.investmentadviser.org). The
Members Only section of the IAA web
site contains an expanding library of useful
and relevant information. Resources
include legal, regulatory, and compliance
materials, comprehensive materials
written or compiled by the 1AA legal staff
that cover every major area of adviser
compliance issues, including electronic

1985

The Association’s membership
reaches 150 firms.

delivery, pay to play, portfolio management,
disclosure, privacy, and testing, as well as
compliance policies for specific rules such
as codes of ethics and the compliance
program rule. Each topic area includes:

{1) 1AA guidance on the subject (including
any relevant compliance control from the
IAA compliance guide), (2) IAA comment
letters and statements, (3) outlines,
articles and memoranda from a variety

of sources, and (4) links to selected rules
and other regulatory guidance. Also on
the web site is information relating to
SEC and DOL examinations (including
helpful documents, such as sample
document request letters). The web site
also provides archived legal and regulatory
updates, current and past issues of the
monthly JAA Newsletter, and reports

and brochures, including the Investment
Management Compliance Testing
Surveys and Evolution/Revolution
reports, and archived webinars, some

of which are available at no charge for
members. Collectively, the broad range of
IAA compliance resources represents an
outstanding value for lAA member firms.

During 2012, the IAA continued to update
and expand the IAA’'s compliance materials
in order to inform member firms about
relevant issues and to provide substantive
and practical assistance. The |AA added
significant resources to its web site in 2012
regarding new regulatory requirements,
including a new section devoted to CFTC
and NFA regulations and compliance.

1987

The market drops 22.6% on October 19, resulting in the formation of
a Presidential Task Force tasked with studying issues that led to the
market’s volatility.
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Our company relies often on the |1AA legal staff for competent

and professional information on the compliance issues we face.
We benefit greatly from their assistance, as part of the package of
benefits the I1AA offers to member firms.”

In addition, the |AA updated the following
compliance controls to reflect rule revisions
and other new developments: Advertising,
Marketing and Other Communications,
Advisory Fees, Monitoring and Testing, Pay
to Play Prohibitions/Political Contributions,
Relationships with Pension and Other
Investment Consultants, Soft Dollars,
Valuation and Pricing, and Wrap Fee/
Separately Managed Account Programs.
The IAA also updated its state pay to ‘
play, notice filing, and investment adviser
representative (IAR) registration charts as
well as FAQs on the Large Trader rule.

The IAA continues to provide substantial
information to assist members in complying
with new rule requirements. In March, the
IAA published extensive frequently asked
questions regarding the substantially
revised Form ADV, Part 1 and responded to
myriad questions from member firms about
the revisions. The |AA provided resources
regarding CFTC and NFA compliance
requirements, including the new web site
section, convened a CFTC Working Group
that held numerous calls, and responded

to the many member questions regarding

AN
1995

The ICAA Investment Adviser, a two-volume
compilation of compliance, enforcement, and
_regulatory materials, is made available to ail ICAA
members. The ICAA issues guidelines urging
members to adopt codes of ethics, including
personal trading policies and pracedures.

INVESTMENT ADVISER ASSOCIATION

CFTC and NFA regulatory requirements. In
April, the IAA published a new compliance
control concerning the final rule under
section 408(b)(2) of ERISA, entitled
Required Compensation Disclosures
for Advisers Under ERISA. Since the

“DOL rule was adopted, the IAA has

responded to dozens of member questions
pertaining to the implementation of the rule
requirements. The |IAA has also provided
information with respect to implementation
of Form PF. For example, prior to the first
date for filing Form PF for large private

fund advisers in July 2012, the IAA held

a number of conference calls with IAA
members to discuss related compliance and
implementation issues. In June 2012, as a
result of SEC amendments to the third-party
solicitor provisions of the Advisers Actpay”
to play rule, the IAA updated the IAA pay
to play compliance guide and the IAA’s
frequently asked questions about the
pay to play rule. During the year, the IAA
also continued to provide information about
developments related to state and local
pay to play prohibitions and maintains
compliance information for members about
state and local laws that could impact

President Clinton signs into law the National
Securities Markets Improvement Act of 1996
{NSMIA), inciuding the Investment Adviser
Supervision Coordination Act, which preempts the
authority of States over larger investment adviser
firms. ICAA strongly supported the Coordination Act.



BER

1997

In its 60th year, ICAA hires David Tittsworth as
Executive Director and Karen Barr as General
Counsel, and moves its office to Washington,
D.C. The Association begins publishing a monthly
newsletter and launches its web site.

1998

The SEC, anticipating potential computer system failures

in the year 2000, requires publicly traded companies and

securities firms to update their computer systems and

disclose any “Y2K" related risks. 1 9
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advisers’ and their employees’ political
contributions, “lobbyist” registration
and reporting requirements, and other
restrictions.

In June 2012, the |AA released the results
of its seventh annual compliance
testing survey-—the most comprehensive
compliance testing survey available. Jointly
conducted by the IAA, ACA Compliance
Group, and Old Mutual Asset Management,
the survey included in-depth questions
about firms’ compliance testing in the
areas of performance advertising, pay to
play, special trading issues, and oversight
of third-party service providers. The survey
also contained trend update guestions
about social media, whistleblowing, gifts

-and entertaimment, and insider trading. The

results reflect responses from an online

survey of 555 compliance professionais,
representing a wide range of SEC-registered
investment adviser firms. The survey
provides new, updated, and practical testing
ideas and benchmarks that can be used by
advisers to assess the effectiveness of their
compliance programs. The survey revealed
that 67% of CCO respondents also perform
non-CCO functions (as compared with

75% in 2010). An increased percentage

of firms reported that they have adopted
written policies and procedures governing
employees’ use of social networking web
sites—80% in 2012 as compared with 64%
of firms in 2011. Finally, the top areas of
compliance concern for 2012 identified by
respondents included social media, insider
trading, regulatory reporting, advertising/
marketing, and valuation. '

The IAA has an extensive library of compliance and legal resources
that | rely on for up-to-date and comprehensive treatment of issues
impacting investment advisers.”

1999

The Dow surpasses 10,000 ICAA develops best practice guidelines for policies and procedures”

points for the first time, closing related to pay to play in response to SEC’s proposed pay to play rule,

at 10,007 on March 29. and recommends that the SEC adopt a rule requiring advisers to adopt
20 a code of ethics that includes such procedures. David Tittsworth

2000

testifies at SEC Roundtable on Investment Adviser Regulatory Issues.
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The IAA legal team continued to increase
the information available toc members
regarding international issues. For
example, the IAA monitored and informed
its members about the new European
short selling regulation, as implemented

by the European Securities and Markets
Authority (ESMA), and each country’s home
regulator’s rules regarding short sales of
certain securities. The IAA continued to
update its member chart discussing short
selling regulations in various jurisdictions
across the globe. IAA staff provided
members with memoranda on a number of
other international topics and developments,
including ESMA and FSA Discussion
Papers on Implementing Measures for the
AIFM Directive, and the regulation of fund
managers in Singapore andthe United Arab
Emirates. The |AA prepared memoranda and
arranged for outside speakers to address
the International Committee concerning the
potential impact of the Foreign Account Tax
Compliance Act {(FATCA) on investment
vehicles, such as hedge funds, funds of
funds, and private funds. The IAA notified
members of the October 2012 IRS delay

of FATCA's due diligence requirements.
Similarly, to assist members who hold
either a financial interest in or “signature

2000

The Investment Advisor Registration Depository {IARD)

or other authority” over a foreign financial
account, the IAA kept members apprised
of a further extension of the requirement to
file a Report of Foreign Bank and Financial
Accounts, Form TD F 90-22.1 (FBAR) until
June 30, 2013.

The IAA expects to be involved in a number
of emerging compliance issues during
2013. For example, the |AA expects to
continue to hold calls with members

to discuss compliance and interpretive
questions arising from Form PF. The IAA will
also continue its CFTC Working Group calls
and communications as members register
with the CFTC and NFA and come into
compliance with a new regulatory regime.
The IAA will engage in implementation
issues related to various Treasury
Department reporting requirements, issues
arising from firm and employee use of
social media, evolving SEC inspection
issues, compliance with ERISA disclosure
requirements, international regulations that
affect investment advisers, and continued
implications of provisions of the Dodd-Frank
Act affecting investment advisers. The IAA
also anticipates involvement in compliance
issues arising from the JOBS Act when the
related rules are finalized. ®

ol

2001

ICAA and NRS publish the first

implements the electronic filing system for advisers to register
with the SEC. ICAA and several of its members participate in pilot
program to ensure the smooth launch of the IARD, which began
accepting Form ADV Part 1 filings in January 2001.

Evolution Revolution report providing
data on the universe of SEC-
registered investment advisers.
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EDUCATION

The IAA conducted numerous conferences, workshops, and webinars
during the year in an effort to keep members fully informed about relevant
issues that affect the investment advisory profession. These events
covered a wide range of business, compliance, and regulatory issues.
In addition, the 1AA published reports, surveys, and other educational
materials that serve to inform all member firms. The IAA also serves as a
unique and respected networking resource that facilitates and encourages
the exchange and development of ideas among industry peers. As the
IAA continues to grow its membership and resources, it will be able to
offer an expanded range of educational benefits to serve an increasingly
diverse membership.
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In April, the IAA held its 2012 Annual
Conference in San Francisco. The
conference opened with two concurrent
workshops. One workshop focused on

the institutional market. Entitled Growth

in a Time of Uncertainty: The U.S. Asset
Management Industry in 2015, the
workshop was facilitated by representatives
from McKinsey & Co. and Callan Associates.
The other workshop centered on issues
affecting wealth management firms.

The wealth management workshop was
facilitated by representatives of Charles
Schwab & Co. General sessions featured
top industry leaders in the Bay Area: Dr.
Meir Statman, Glenn Klimek Professor

of Finance, Leavey School of Business,
Santa Clara University, spoke on Behavioral
Finance, and “What Investors Really Want.”
Jason C. Hsu, Chief Investment Officer

of Research Affiliates LLC, presented a
discussion on The “3-D” Hurricane {debt,
deficit and demographics). David Richman,
National Director at the Eaton Vance Advisor
Institute, offered practical insights to help
advisors build deeper client relationships

in a presentation entitled The Charismatic
Advisor. Mike Murphy, one of the
Republican Party’'s most successful political
media consultants, discussed the 2012
political campaign. SEC Commissioner Luis
Aguilar provided his personal perspectives -
on current issues and developments facing
the agency. Chip Roame, Managing Principal
of Tiburon Strategic Advisors, drew upon his
firm’s extensive ongoing research to provide
an understanding of consumer wealth

and attitudinal changes. Robert Horrocks,
Chief Investment Officer of Matthews
International Capital Management
addressed some of the common
misperceptions about investing in Asia.
And Jeffrey Cleveland, Senior Economist,
Payden & Rygel, provided an optimistic
discussion called “Myth versus Reality:
Challenging Popular Economic Myths to
Help Guide Investment Strategy. “ A panel
discussion on how firms can effectively
integrate social media into their business
rounded out the 2012 program. As always,
the popular breakout sessions allowed firms
to interact in smaller groups to discuss
issues of mutual concern.

The IAA Annual Conference continues to
provide an excellent opportunity for senior
executives to meet with each other and
share ideas on a variety of industry matters.
All member firms are encouraged to attend
the 2013 Annual Conference in New
Orleans on May 1-3.

In March 2012, the |AA held its annual

IA Compliance Conference in the
Washington, D.C. area, featuring
comprehensive information about all major
topics facing investment adviser compliance
professionals, including the Whistleblower
Rule, CCO Liability, Private Fund Adviser
issues, CFTC, ERISA, Pay to Play, Code of
Ethics, SEC Enforcement, Annual Review,
the possibility of an SRO for the investment
adviser industry, Form ADV Parts 1 and 2,
Social Media, and SEC Exams. More than

2002

7,320 investment advisory firms are
registered with the SEC.

2003

Association membership surpasses the 300
milestone, reaching 310 member firms by year’s end.
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The IAA's monthly newsletter contains current legal and regulatory
updates and information regarding Congressional events that allows

my firm to be apprised of actions that may impact the industry.”
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200 compliance professionals, 65 speakers
and 20 exhibiting firms participated in the
conference.

In the fall of 2012, the |AA hosted its 16th
annual series of Compliance Workshops

in eight cities. The workshops addressed a
range of current regulatory and compliance
issues facing investment advisory

firms, including the latest regulatory
developments, monitoring and testing
compliance programs, advertising and social

‘Media, énforcement and exams, and private

fund hot topics. The workshops featured
expert investment management attorneys
and |AA legal staff, as well as regional SEC

~staff who addressed the significant changes

underway in the SEC’s examination and
enforcement program. In addition, national
law firms prepared extensive written’
materials for IAA members. More than 415
attendees participated in the workshops.
The IAA secured CLE accreditation for its
compliance workshops to help attorneys
meet state bar education requirements.

Earlier in the year, the |AA sponsored seven
educational webinars. These webinars -
covered various topics including ERISA,
Form ADV, an update on the Pay to Play
rule, the Whistleblower Rule, and Form

ICAA issues best practices for codes of ethics to
assist members in updating their existing codes

and to incorporate compliance with the SEC’s new
rule requiring codes of ethics.

INVESTMENT ADVISER ASSOCIATION

PF, and two webinars on CFTC issues. IAA
webinars offer a time-efficient and cost-
effective educational medium for members
as well as potential members, and will
continue to play a useful role in the 1AA's
educational offerings in the future.

In February, the |AA held a widely attended
briefing call on significant regulatory and
legislative developments anticipated in
2012.

The IAA continued its co-sponsorship

of the Investment Adviser Certified
Compliance Professional (IACCP) program
and the related Investment Adviser Core
Compliance Program. In 2004, National
Regulatory Services (NRS) began the IACCP
program "1o advance the compliance
profession and to acknowledge the
heightened role of compliance professionals
in today’s environment.” The IACCP is

a professional education program and
certification process that consists of

five primary requirements: (1) education
{(generally successful completion of 40
hours of course work); (2) professional work
experience (generally two years); (3) passing
the certifying examination; (4) adhering

to the program’s Code of Ethics; and (5)
fulfilling continuing education requirements

2005

ICAA votes at its annual meeting
in Seattle, Washington to change
its name to the Investment Adviser
Association (IAA).



to maintain the IACCP designation. The IAA
assists NRS in supporting and maintaining
the quality of the IACCP program

by reviewing and drafting materials,
moderating and speaking at IACCP training
sessions, and drafting questions for the
certifying examination. The |1AA helps
increase the visibility of the IACCP on its
web site and in the /AA Newsletter.

2007

The IAA contracts to cosponsor

the Investment Adviser Compliance
Certification Professional (IACCP)
designation with National Regulatory
Services.

The Chartered Investment Counselor
(CIC) designation, sponsored by the 1AA,
recognizes individuals who have met
significant education and experience
qualifications in performing investment
counseling and portfolio management
functions. Virtually all states now recognize
the CIC charter for purposes of waiving
examination requirements. Information
about the CIC charter is available on the |AA
web site or by contacting the 1AA office.

2009

IAA's David Tittsworth testifies before Congressional House

Financial Committee on fiduciary duty and the possibility of

adopting legislation harmonizing regulation between investment

advisers and broker dealers. |AA begins offering the first Associate 2 5
Memberships for the year 2010.
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MEMBERSHIP

Membership of the Investment Adviser Association currently stands at
more than 550 SEC-registered investment advisory firms that collectively
manage over $10 trillion for a wide variety of individual and institutional
clients. The IAA staff and volunteer leaders are committed to continuing
to build its membership in order to better represent the investment
advisory profession and provide additional services and benefits to all
member firms.
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The 1AA volunteer Board of Governors met
in February (Washington, D.C.), June (New
York), September (Chicago), and December
(San Francisco). During the year, one area of
focus for the Board of Governors was the
review of the Association’s strategic plan
{including advocacy issues, government
relations, financial issues, and membership
growth and retention), to ensure that the
organization remains responsive to the
needs of its membership in accordance with
its mission.

The IAA Newsletter is a key component
of the Association’s efforts to keep its
membership fully informed about its
activities and to highlight significant legal,
regulatory, and compliance developments.
~In addition to the monthlyiewslgtter,
the Association publishes conference
brochures, educational materials, and other
resources.

The IAA disseminated electronic Member
Alerts to keep members informed of
significant late-breaking developments and
the Association’s programs and activities.

The IAA expects to expand the use of these -

and other educational tools throughout
2013.

The IAA web site (www.investmentadviser.

org) is a dynamic resource for all IAA
member firms and others. The site includes
information about the IAA and the benefits
of membership, an alphabetical and
geographic directory of IAA member firms

<apod, -5%4/:1
w N s
SRIN AENT .

(including links to IAA member firm sites),

a library of IAA comment letters, testimony,
and other statements relating to a wide
variety of policy issues, an employment
listings area, as well as sections on investor
education and the JAA Standards of
Practice. Going forward, the |AA expects to
make further enhancements that will permit
greater communication among member
firms and facilitate greater access to I1AA
services.

The IAA Associate Member program,
introduced in 2010, is a growing aspect

of the Association’s activities. Associate
membership is available to firms that

are not eligible for regular membership,
including state-registered advisers, law
firms, consultants, accounting firms, service
providers, and others who wish to support
the activities of the IAA. The program
assists the Association in its primary
mission of serving the interests of the

As a smaller firm operating in an increasingly difficult
business environment, we appreciate the I1AAs quality

services and their level of professionalism.”
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investment advisory profession. Associate
members receive the JAA Newsletter and
Member Alerts, and are listed on the 1AA
web site.

The online Service Provider Directory is
available in the Members Only section of

‘the web site. The directory is designed to

assist members in identifying companies
that specialize in providing services to
investment management firms. Current
listings include various legal, regulatory,

and compliance categories (including law
firms, best execution services, proxy voting,
e-mail retention and archiving solutions, and
anti-money laundering), as well as a number
of operational and business categories,
including technology consultants, executive

Tecruiting, inSurance, portfolio management

providers, and client relationship
management services.

2012 Evolution Revolution

In November, the I1AA

ONRS and National Regulatory
TR Services published

the 12th annual report
entitled 2012 Evolution/
Revolution: A Profile

of the Investment
Adviser Profession.

This leading report
provides a snhapshot of
the investment advisory

2009

profession based on information submitted ' \
1o the SEC by all registered advisory
firms and analyzes core characteristics of
the industry. Among other findings, the ' |
2012 report notes that the total number \
of investment advisers registered with

the SEC declined 1o 10,511, from 11,539 .
in 2011. This significant decline is driven

by provisions of the Dodd-Frank Act. The

report notes that total regulatory assets

under management (RAUM) reported by all

registered investment advisers in 2012 was

$49.4 trillion, a significant increase partly

attributable to rule changes. Consistent with

previous years, the 2012 report finds that a

very small number of large advisers manage

the highest percentage of total RAUM—in

2012, the 90 largest advisers ({those with

$100 billion RAUM or more), reported

that they manage nearly half (48.9%) of

all reported assets under management.

And despite the shift of mid-size advisers

to state registration, small firms continue

to comprise the largest category of SEC-

registered investment advisers. In 2012,
approximately 74% of advisers reported

less than $1-billion in AUM.

2010

The Dow closes at 6,547 on March 9, its lowest point since

reaching an all-time market high of 14,165 on October 9, 2007.

During the 17-month period, the market suffered a 53.7% drop
2 8 in value. effective July 21, 2010.

In response to the financial crisis that began
in 2008, Congress passes and President
Obama signs the Dodd Frank Act into Jaw,
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SEC Registered Investment Adviser Firms
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Investment Adviser Association and National Regulatory Services (2012)

Source: “2012 Evolution/Revolution: A Profile of the Investment Adviser Profession.”

2011

IAA's David Tittsworth testifies before Congress in opposition to

imposition of a possible requirement that SEC registered investment

advisers be required to belong to a self-regulatory organization.

2012

The Association celebrates
its 75th anniversary and IAA
membership surpasses 550 firms.
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Introduction

The Investment Adviser Association and National Regulatory Services are pleased to present our twelfth annual
Evolution Revolution report - a profile of the SEC-registered investment adviser profession. This report identifies
significant trends and developments based on information that investment advisers are required to file with the
U.S. Securities and Exchange Commission.

This year’s report reflects significant changes in the composition of the investment advisory profession primarily
driven by requirements of the Dodd-Frank Act. On one hand, the so-called “switch” in the Dodd-Frank Act
(increasing the dividing line between SEC- and state-registered advisers from $25 million AUM to $100 miillion
RAUM) has resulted in about 2,400 SEC-registered advisers switching to state registration and regulation. On
the other hand, provisions of the Dodd-Frank Act requiring the registration of certain “private fund advisers”
under the Investment Advisers Act appear to have resulted in the addition of more than 1,500 new investment
advisory firms. In addition, the SEC has made changes to Form ADV, Part 1, the basic registration form for
investment advisory firms. The revised form contains additional questions regarding employees, clients, advisory
services, affiliations, custody, and soft dollars; contains a new method for calculating AUM; and for private fund
advisers, contains substantial new information about the adviser and each private fund it advises.

We hope our report will contribute to a better understanding of the diverse investment advisory profession.
We welcome your feedback and comments.

Explanation of Report Data

This report is based on Form ADV, Part 1 data filed by all SEC-registered investment advisers as of July
16,2012. Advisers are required to file information electronically using the Investment Adviser Registration
Depository (IARD) system.!

Form ADV, Part 1 has significant limitations and anomalies. Please consult the text of Form ADV (available on
the SEC’s web site) for a more thorough understanding of the underlying data included in this report.

RAUM vs. AUM

All asset figures for this year are reported as Regulatory Assets Under Management
(RAUM), a new definition this year. For details, see the Regulatory Assets Under
Management section on page 5.

! 1AA and NRS have independently tabulated alt data in this report. Whenever a number is rounded, it is rounded from the original data source. This method of rounding
creates more accurate percentages, but may create complementary percentages that do not sum to 100%. Advisers that reported ineligibility for SEC registration (771)
and advisers that had not filed an updated Form ADV on or after November 2011 (179) are removed from the population of this report. Unless otherwise stated in this
report, a null response to a “Yes or No” question is considered a “No, and a null response to any other question is not included in the data set.
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Executive Summary

Following are key findings of our 2012 report:

o Number of Investment Advisers. Since our 2011 report, the number of investment advisers registered with
the SEC declined by more than 1,000 to 10,511.The number of SEC-registered advisers at the time of
last year's report was 11,539. A decline was expected as a result of various provisions of Title 1V of the
Dodd-Frank Act, which amended the Investment Advisers Act of 1940 by increasing the threshoid for SEC
registration from $25 million to $100 mitlion in regulatory assets under management (RAUM).2 This change
produced a significant decline in the number of “mid-size” advisers (i.e., those reporting RAUM between $25
million and $100 million), from 3,651 advisers in 2011 to 1,245 advisers in 2012. The deregistration of
“mid-size” advisers was partially offset, however, by the registration of more than 1,500 private fund advisers
pursuant to the Dodd-Frank Act requirement that private fund advisers with RAUM in excess of $150 million
register with the SEC.3

e Regulatory Assets Under Management. SEC-registered investment advisers in 2012 reported $49.4 trillion
in aggregate RAUM. While this amount represents a substantial increase of 12.8% in 2012, from $43.8
trillion in 2011, the methodology for calculating RAUM has changed significantly, making a comparison
of last year's AUM to this year's RAUM less telling. This year's increase is also partially attributable to the
Dodd-Frank Act’s requirement that private fund advisers with RAUM of at least $150 million register with the
SEC. These factors led to an increase in reported assets, even with the reduction in the number of registered
advisers.

» Asset Concentration. As in years past, a very small number of large advisers manage the highest percentage
of total RAUM. This year, the 90 largest advisers, those reporting $100 billion RAUM or more, manage nearly
half (48.9%) of all reported regulatory assets under management. This same category of advisers accounts
for less than 1.0% of the number of registered advisers. Further, the 664 firms with at least $10 biltion in
RAUM manage 82.7% of all reported assets, while representing only 6.3% of all registered advisers.

» Small Advisers. Despite the shift of “mid-size” advisers to state registration, small businesses continue to
comptise the largest category of SEC-registered investment advisers. In 2012, approximately 74.0% of
advisers reported less than $1 billion in RAUM. While this represents a decrease from last year's total of
81.2%, the difference is attributable to “the switch” from SEC to state registration for many smailer advisers.
Additionally, 35.1% of advisers reported having five or fewer full- and part-time, non-clerical employees.
More than half (58.4%) reported having ten or fewer such employees, and 88.7% have 50 or fewer such
employees. Similarly, 54.4% of firms reported having five or fewer employees engaged specifically in
investment advisory functions (including research), and 74.6% reported having ten or fewer.

2 Pursuant to the Dodd-Frank Act, the new RAUM threshold applies only to advisers located in states with regular investment adviser examination programs and only to
advisers required to register in the state where they maintain their principal place of business. Wyoming has no registration or examination program for advisers located
within the state, and New York has not certified the existence of an examination program for “mid-size” advisers. Based on these and other exemptions, 523 smaller
advisers that otherwise would have moved to state registration remain with the SEC as “mid-size” advisers. Additionally, the new threshold of $100 million provides for
a $10 million “buffer; within which advisers may choose to register either with the SEC or their respective state(s). This buffer limits the frequency with which advisers
reporting between $90 million and $110 miilion in RAUM must switch their registrations.

31,532 newly registered advisers reported they advise at least one private fund. See n. 9, infra.
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» (Custody. While most investment advisers still do not report that they or their related person have custody
of client assets or securities (other than being deemed to have custody by virtue of deducting fees), the
percentage of those that do increased dramatically to 42.4% (from 29.8% in 2011) of all SEC-registered
investment advisers. This change was primarily due to the double impact of the “mid-size” adviser and private
fund adviser registration provisions of the Dodd-Frank Act. This year, 4,456 advisers reported $6.6 trillion in
custodied assets attributable to their own firms and $7.7 trillion in custodied assets attributable to related
persons. Only 1.0% of advisers (106) reported acting as a qualified custodian in connection with their
advisory services - that is, only 1.0% have actual physical custody of client assets. Given the fact that a firm
that acts as both adviser and general partner to a limited partnership is deemed to have custody, private
fund advisers reported a high incidence of custody of client assets. Indeed, of advisers that reported hedge
funds or other pooled investment vehicles as clients or identified themselves as an adviser to private funds,
77.9% also reported that they or a related person have custody of client assets.

e Private Fund Advisers. In 2012, 36.7% (3,856)* of all registered advisers reported advising at least one
private fund, with a total of 26,202 private funds reported. More than 25% of reported private funds are
funds of funds. The median number of private funds advised is three, while the average is approximately
seven. The total gross asset value of all reported private funds is $8.1 trillion, 16.4% of all reported RAUM in
2012, with a median gross asset value of $47.7 million. Hedge funds and private equity funds comprise the
two largest categories of private funds, with hedge funds comprising 40.8% of all private funds and private
equity funds comprising 33.1% of all private funds.

This year, the number of registered advisers reporting that more than 75% of their clients are hedge funds

and other pooled investment vehicles increased by 87.8%, from 1,200 advisers in 2011 to 2,254 advisers

in 2012. Of those advisers, 1,863 reported that 100% of their clients are hedge funds and other pooled

investment vehicles. Even more advisers (2,333) reported that the assets of hedge funds and other pooled
investment vehicles comprised more than 75% of their total RAUM. This enormous increase in the number

of advisers specializing in hedge funds is attributable to the Dodd-Frank Act'setimifigtion of the private -~ =~
fund exemption upon which hedge fund advisers had previously relied: 1,346 of these advisers are newly

registered.

» Mutual Fund Advisers. The number of registered investment advisers that report advising mutual funds has
remained relatively constant over the 12 years that we have been compiling this report. In 2012, 16.0%
of advisers reported having at least one investment company client, and about 3.7% (about 388 advisers)
reported that between 75% and 100% of their clients are investment companies. This year, 4.5% (476
advisers) reported that more than 75% of their RAUM are attributable to investment company clients, while
6.0% reported that more than 50% of their RAUM are attributable to these clients.

* Firms Subject To Executive Compensation Rules. Pursuant to Section 956 of the Dodd-Frank Act, the SEC
and other federal regulators are seeking to limit excessive incentive-based compensation arrangements for

43,979 advisers reported being “an adviser to any private fund” in Form ADV, Part 1, ltem 7B; 3,856 reported advising at least one private fund in Form ADV, Schedule
D 7B1; and in Form ADV, Schedule D 782, 559 advisers reported advising at least one private fund that is reported by another adviser.
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registered investment advisers with at least $1 billion in balance sheet assets. In response to a new question
on Form ADV, Part 1 this year designed to identify such investment advisers, 284 advisers reported having at
least $1 billion in total balance sheet assets on the last day of their most recent fiscal year.

» Soft Dollars. Form ADV also includes a new question on soft dollars this year, asking registrants that receive
soft dollars in connection with client securities transactions whether all of those soft dollar benefits are
eligible “research or brokerage services” under section 28(e) of the Securities Exchange Act. In 2012,

4,866 investment advisers reported receiving some form of soft dollars in connection with client securities
transactions. Most of those advisers (90.8%) reported that such soft dollar benefits were eligible research or
brokerage services.

o Typical Adviser. The investment advisory profession is extremely diverse, with advisers of varying sizes
providing a broad range of services. However, using median values, we can sketch the profile of a “typical”
SEC-registered investment adviser. Due at least in part to the Dodd-Frank Act changes discussed above,
_— e the data-comprising-the-profile of a typical adviser have changed over the past year. In 2012, the median
number of employees increased and median RAUM nearly doubled last year's median AUM. The median
number of accounts, on the other hand, decreased from 133 to 92.

The 2012 “Typical” SEC-Registered Investment Adviser

e U.S. based limited fiability company * 8 employees (median)

or corporation e 26-100 clients (median)
¢ Exercises discretionary authority over « 92 accounts (median) -
most accounts
» (Clients include individuals, high net
worth individuals, pension and profit

sharing plans

e $270.1 million in regulatory assets
under management (median)
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Regulatory Assets Under Management

‘Advisers reported total regulatory assets under management (RAUM) of $49.4 trillion in 2012, an increase

of approximately $5.6 trillion, or 12.8%, from $43.8 trillion in 2011. In 2012, however, the methodology for
calculating RAUM differed significantly from the methodology used to calculate assets under management
(AUM) in previous years. As part of the SEC’s Dodd-Frank Act revisions to Form ADV, Part 1, the SEC created

a uniform method to calculate assets under management for regulatory purposes. The SEC changed the
terminology used in Part 1 to “regulatory assets under management” to recognize the regulatory purposes of the
uniform calculation and differentiate it from other AUM disclosures. The new methodology requires advisers to
calculate assets on a gross, rather than net, basis, and requires advisers to include assets that were previously
excluded from the calculation of AUM, such as proprietary assets, assets managed without compensation, and
assets of foreign clients, thereby increasing the reported amounts of assets for investment advisers. For this
reason, a comparison of reported RAUM in 2012 to reported AUM from prior years is somewhat misleading.

Additionally, the SEC instructions for Form ADV, Part 1 continue to permit more than one adviser to report the
same assets and accounts under certain circumstances (e.g., sub-advisory relationships). Thérefore, as in prior
years, the aggregate figure reported by all advisers is overstated.

SEC-registered advisers reported that they manage client assets on a discretionary basis for 13.9 million
accounts and on a non-discretionary basis for 5.2 million accounts. The percentage of total RAUM classified
as non-discretionary has decreased from 11.4% in 2011 to 8.3% this year. This decrease may be due to the
“the switch” to state regulation by smaller firms that are more likely to have retail non-discretionary accounts,
coupled with the influx of private fund advisers, which manage their funds on a discretionary basis.

Evolution Revolution 2012—A Profile of the Investment Adviser Profession | 5
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Chart 1: Regulatory Assets Under Management Comparison 2002-2012
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Similar to previous years, regulatory assets under management are highly concentrated in a very small number
(90) of very large advisers (those with RAUM of at least $100 billion). In 2012, these advisers, which comprise
only 0.7% of SEC-registered investment advisers, coliectively reported that they manage almost half (48.9%)
of all reported RAUM. Advisers with less than $1 billion RAUM, on the other hand, manage about 3.9% of all
reported RAUM, while making up 74.0% of all SEC-registered advisers.
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Chart 2: Concentration of Regulatory Assets Under Management by RAUM Category
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Number of Investment Advisers

As expected, the total number of registered advisers decreased in 2012, from 11,539 advisers in 2011 to
10,511 in 2012.The largest decrease came from the “mid-size” advisers category (i.e., investment advisers with
RAUM of $25-$100 million), which experienced a decrease of 2,406 advisers. While some of these advisers
may have moved from one RAUM category to another since our 2011 report, 2,359 advisers in this category
that were registered at the time of our 2011 report have actually deregistered in the past year. This sizeable
deregistration of “mid-size” advisers is largely attributable to the Dodd-Frank Act’s increase in the threshold for
SEC registration from $25 million to $100 million in RAUM. Even taking into account routine de-registrations,
it is fair to conclude that the vast majority of this decrease is attributable to the new threshold. While earlier
SEC reports estimated that the “switch” would result in the de-registration of a much larger number of SEC-
registered advisers,® the actual number was smaller due to a combination of several factors, including: (a) the
new definition of “regulatory assets under management” which tends to increase an adviser's RAUM; (b) the
$90 million RAUM “buffer” established by the SEC; and (3) the fact that “mid-size” advisers domiciled in the
State of New York will remain subject to SEC registration.® More recent SEC reports have indicated that the total
- - «. - number of SEC-registered.advisers will settle around 10,700 after the “switch” is complete - down about 15%
from the post-private fund adviser registration/pre-“switch” high level mark of 12,623 earlier this year.”

The decrease in “mid-size” advisers was partially offset by newly registering private fund advisers. Over the
past year, 1,532 private fund advisers registered with the SEC for the first time, bringing the number of private
fund advisers to 3,979.%2 Much of this increase in private fund advisers is the result of the Dodd-Frank Act’s
elimination of a previously relied-upon exemption from registration for private fund advisers. In 2012, 1,269
newly-registered advisers reported that more than 75% of their clients are hedge funds and other pooled
investment vehicles. Likewise, 1,311 newly-registered advisers report that more than 75% of their RAUM are
attributable to hedge funds and other pooled investment vehicles.®

5 See Study on Enhancing Investment Adviser Examinations (Jan. 14,2011), at p.16. http://www.sec.gov/ news/studies/2011/914studyfinal.pdf.

6294 advisers selecting “mid-size” adviser as the basis for SEC registration are domiciled in New York, with an additional 75 firms selecting this basis with no
identified principal place of business (their answers are not public because they are private residences).

" The SEC recently reported that 11,002 advisers are SEC-registered as of October 1, 2012, but that 293 of these advisers are likely to be de-registered. See More
Than 1,500 Private Fund Advisers Registered With the SEC Since Passage of the Financial Reform Law, Press Rel. 2012-214, (Oct. 19, 2012), available at: http://
www.sec.gov/news/press/2012/2012-214.htm; Dodd-Frank Act Changes to Investment Adviser Registration Requirements (October 2012}, available at: http://
www.sec.gov/ divisions/investment/imissues/ df-iaregistration.pdf, See also Dodd-Frank Act Changes to Investment Adviser Registration Requirements—Preliminary
Results (June 2012) (for 12,623 figure) available at http://www.sec.gov/divisions/investment/imissues/ df-iaregistration.pdf.

8 See n.4, supra.

® There are numerous ways to measure the number of newly registered private fund advisers, depending on the time frame and the data chosen from Form ADV.
This report uses the time period May 1, 2011 (the data from our 2011 report) to July 16, 2012 (the data used in this report). During this time frame, 1,532 newly
registered advisers responded affirmatively to ltem 7B asking whether the registrant is an adviser to any private fund. One could also describe private fund advisers
as those that “specialize” in private funds (as opposed to managing one or more private funds as a small part of a multi-faceted business, for example). By that
measure, 1,346 newly registered advisers reported that between 75-100% of their clients are private funds and other pooled vehicles and/or that more than 75%
of RAUM is attributable to such funds. Of these advisers, 1,149 reported 10 or fewer clients and 164 reported 11-25 clients, demonstrating that these advisers
were likely relying previously on the private adviser exemption (for advisers to fewer than 15 clients) that was rescinded by Dodd-Frank. Using the time period July
21,2011 to October 1,2012, the SEC reported that 1,504 newly registered advisers advised at least one private fund. See n. 7, supra (SEC Press Rel. 2012-214).
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Chart 3: Number of SEC-Registered Investment Advisers by RAUM Category
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The chart below highlights changes in the number of advisers by RAUM category. Between 2011 and 2012, the
number of advisers with RAUM between $25 million and $100 million decreased by 65.9%, compared to a
13.7% decrease from 2010-2011 and less than 1.0% from 2009-2010. The categories between $100 million
and $50 billion RAUM, on the other hand, experienced accelerated growth during the past year, likely as a resuit
of the introduction of more than 1,400 private fund advisers in that category pursuant to Dodd-Frank and the
new RAUM definition. '

Chart 4: Change in the Number of Advisers by RAUM Category

RAUM 2011-2012 20102011 2009-2010
Category Net Percent Net Percent Net Percent
Change Change . Change Change Change Change .
< $25m 264 | -23.7% -189 -14.5% -44 -3.3%
$25 < 100m -2,406 | -65.9% -577 -13.6% -31 -0.7%
$100m < 1b 1,080 23.5% 492 12.0% 328 8.7%
$1<5b 380 29.8% 100 ' 8.5% 80 7.3%
$5<10b 83 25.1% 13 4.1% 17 5.6%
$10 < 50b 81 20.0% 41 11.3% 17 4.9%
$50 < 100b 6 71.2% 2 2.5% 16 24.6%
> $100b 12 15.4% 14 21.5% 3 4.9%
All Advisers -1,028 -8.9% -104 -0.9% 386 3.4%
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Custody of Client Assets

in December 2009, the SEC approved amendments to the investment adviser custody rule that dramatically
overhauled the regime that had been in place since 2003. Advisers were required to comply with the new rule
by March 2010 and to respond to detailed new custody questions in their first annual updating amendment
of Form ADV, Part 1 after January 1, 2011. Under the amended custody rule, an adviser with custody of client
assets is (with some exceptions) required to: (1) maintain the assets with a “qualified custodian” (generally

a bank or broker-dealer); (2) have a reasonable belief, after due inquiry, that the qualified custodian sends
account statements directly to clients; and (3) undergo an annual surprise exam by an independent public
accountant. '

In addition, an adviser that maintains physical custody of client assets as a qualified custodian, or with an
affiliate (related person) that acts as a qualified custodian of client assets in connection with advisory services
the adviser provides to clients, is required to have its surprise exam conducted by an independent accountant
registered and subject to inspection by the Public Company Accounting Oversight Board (PCAOB). An adviser
that serves as a qualified custodian or with an affiliate that serves as a qualified custodian in connection with
advisory services the adviser provides to clients is also required to obtain, or have its affiliate obtain, an internal
control report from an independent PCAOB accountant, attesting to the qualified custodian’s controls related to
safekeeping of client assets.

There are two exceptions to the surprise exam requirement: (1) advisers deemed to have custody because their
affiliate has custody of client assets are excepted from the surprise exam requirement if they can demonstrate
that they are “operationally independent” from their affiliate; and (2) advisers that are deemed to have custody
over client assets solely because they have authority to deduct fees are not required to undergo an annual
surprise exam by an independent public accountant.

Further, advisers to pooled investment vehicles that are audited annually and that distribute audited financial
statements to pool investors within certain time frames are deemed to have complied with the surprise exam
requirement and are not required to undergo a surprise exam in addition to the annual audit.

The SEC’s 2009 Form ADV amendments requested significant detail about custody practices in order to gather
data and determine compliance with these new requirements. The SEC’s revisions to Part 1 that went into effect
earlier this year added a few more custody data points, including information about the numbers of qualified
custodians used by advisers and the number of related custodians that are “operationally independent”

The 2012 data indicate significant increases in the number and percentage of firms with custody due to the
implementation of two Dodd-Frank provisions. “Mid-size” advisers, which are less likely to have custody (only
10.1% of mid-size advisers reported custody in 2011), have left the ranks of SEC-registered advisers, while
many advisers to private funds, previously exempt from registration and more likely to have custody, are now
included. Given the fact that a firm that acts as both adviser and general partner to a limited partnership is
deemed to have custody, private fund advisers report a high incidence of custody of client assets. Indeed, of
advisers who reported hedge funds or other pooled investment vehicles as clients or identified themselves as an
adviser to private funds, 77.9% also reported that they or a related person have custody of client assets.

Evolution Revolution 2012—A Profile of the Investment Adviser Profession | 11
© 2012 Investment Adviser Association and National Regulatory Services. All rights reserved. Printed in U.S.A.



Chart 5: Custody of Client Assets

2012 2011 -
Category . # of % of # of % of

C “Advisers  Advisers - Advisers  Advisers
Adviser has custody of client cash/bank accounts 3,076 29.26% 2,371 20.55%
Adviser has custody of securities 3,032 28.85% 2,313 20.55%
Related person(s) has custody of client cash/bank accounts 2,937 27.94% 1,982 17.18%
Related person(s) has custody of securities 2,910 27.69% 1,942 16.83%
Adviser and/or related person(s) has custody of advisory client 4,456 42.39% 3,436 29.78%
assets (answered yes to any of the above)

The total number of investment advisers that reported having custody of client cash, bank accounts, and/

or securities is 3,200 (30.4%) of all SEC-registered advisers.!® This percentage increased from 21.6% in

2011.The total number of advisers that reported that they or their related persons had custody is 42.4%,
s up significantly from29:8% in 2011. As seen in the chart below, the largest advisers in terms of RAUM are

generally more likely to have custody of client assets. The data also show that advisers with less than $1

billion in RAUM are least likely to have custody. The average amount of custodied assets per investment adviser

increased by 16.4%, while the average number of clients decreased by 8.2% as compared to 2011. Of the

$49.4 trillion managed by advisers, $6.6 trillion is custodied by advisers and $7.7 trillion is custodied by

related persons.

1°This figure represents investment advisers that responded affirmatively to “do you have custody of any advisory clients’ cash or bank accounts [or] securities?”
This figure, however, likely also includes some related persons with custody of client assets because custody rule 206(4)-2 states that “you have custody if a related
person holds, directly or indirectly, client funds or securities, or has any authority to obtain possession of them, in connection with advisory services you provide to
clients”

11The SEC data have been adjusted to correct for one adviser that apparently swapped responses to Items 9.A(2)(a) and 9.A(2)(b) of Form ADV, Part 1A.The
adviser reported $2 in custodied assets and 11,573,000 clients. There may be other erroneous answers, as a number of advisers reported more custodied assets
than RAUM.
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Chart 6: Value of Assets and Number of Clients for Custody Accounts

AUM Number of  Advisers with Custody Custodied Assets Clients

Category Advisers  Number  Percent Total Value Average Number Average
< $25m 79 9.3% 85,311,592,738 | 1,079,893,579 | 260,498 3,297
$25 < 100m 1,245 204 16.4% 7,326,726,683 35,915,327 14,377 70
$100m < 1b 5,680 1,612 28.4% 316,017,439,665 196,040,595 95,965 60
$1<5b 1,656 764 46.1% 849,682,683,599 | 1,112,150,109 | 240,197 314
$5 < 10b 414 214 51.7% 742,209,802,886 | 3,468,270,107 | 471,256 2,202
$10 < 50b 485 236 48.7% | 1,847,535,924,411| 7,828,542,053 | 1,017,643 4312
$50 < 100b 89 44 49.4% | 1,064,373,115,286 | 24,190,298,075| 581,982 13,227
> $100b 90 47 52.2% | 1,695,247,933,395 | 36,069,104,966 | 2,791,083 59,385
All Advisers 10,511 3,200 30.4% | 6,607,705,218,663 | 2,064,907,881 | 5,473,001 1,710

- The required controls.employed by investment advisers reporting that they, or a related person, have custody
of advisory client assets are shown below. Once again, the impact of the increase in the number of advisers to
private funds is clearly seen in this data when compared to 2011. The percentage of advisers that reported that
an independent public accountant annuaily audits the pooted investment vehicle they manage and the audited

financial statements are distributed to the investors in the pools - the control most commonly used by private

fund advisers - increased from 18.5% to 33.9%.

Chart 7: Controls Required by Custody Rule

2012 2011
Control © #of - % of # of “% of -

Advisers  Advisers Advisers Advisers
A qualified custodian(s) sends account statements at least quarterly | 1,141 | 10.86% 922 7.99%
to the investors in the pooled investment vehicle(s) you manage.
An independent public accountant audits annually the pooled 3,566 | 33.93% 2,130 | 18.46%
investment vehicle(s) that you manage and the audited financial
statements are distributed to the investors in the pools.
An independent public accountant conducts an annual surprise 1,343 | 12.78% 1,176 | 10.19%
examination of client funds and securities.
An independent public accountant prepares an internal control 485 4.61% 447 3.87%

report with respect to custodial services when you or your related
persons are qualified custodians for client funds and securities.
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The number of advisers that reported acting as a qualified custodian decreased by 11.7% (120 to 106) from
2011 to 2012, but the number reporting that a related person acts as a qualified custodian increased (14.1%)
from 368 to 420. Overall, 2,823 advisers reported using an aggregate 12,265 qualified custodians (incfuding
related custodians), for an average of four and median of two custodians used per adviser.*? Only 14 advisers
reported using more than 50 qualified custodians and only 86 reported more than 20.

Out of the advisory firms that reported at least one related person acting as a qualified custodian for clients,
186 reported being able to demonstrate that the related person is operationally independent.* These firms
are not required to obtain a surprise examination for client funds or securities maintained at the related
qualified custodian.

Firms that are required to have an accountant conduct a surprise exam, annual audit, or internal control utilize
no more than 1,276 accountants.?® 3,034 of the reports prepared by these accountants contained unqualified
opinions (i.e., a “clean” audit or report), while 397 of the reports had not been provided as of the time of filing.
Surprisingly, the data indicate that 399 of the audit or internal control reports did not include an unqualified
opinion. While this appears to imply there was a qualified opinion included in these cases, the phrasing of the
Form ADV question may be sufficiently unclear to permit such an inference.

2The remaining firms that indicated having custody of client funds or securities reported using 0 qualified custodians.

3 This figure excludes advisers that reported their related person was not acting as a qualified custodian (Schedule D 7A8a) even if that related person was
reported to be operationally independent (Schedule D 7A8b).

" These 186 firms may include multiple firms that are affiliated with each other and are reporting with respect to the same operationally independent qualified
custodian within the affiliated group.

15 3,331 advisers submitted information regarding 4,095 accountants. Of these accountants, 3,894 were reported to be PCAOB-registered and 3,805 were reported
to be subject to PCAOB inspection. There were 1,276 unique names in the list of accountants, though this likely overstates the number of unique accountants as
names for the same accountant may have been submitted in slightly different iterations.

16 Schedule D, item 9.C(6) asks “Does any report prepared by the independent public accountant that audited the pooled investment vehicle or that examined
internal controls contain an unqualified opinion?” Note that we removed null responses from this data set rather than counting them as “No”
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Clients of Investment Advisers

Newly revised questions on Form ADV, Part 1 provide additional detail on the number and types of advisory
clients reported by SEC-registered investment advisers. Previously, advisers were only required to provide
responses indicating ranges of clients. Now, advisers that have more than 100 clients are required to submit
their total numbers of clients (rounded to the nearest 100). In addition, advisers are now required to report on
the percentage of RAUM represented by type of client as well as numbers of such clients.

SEC-registered advisers reported a total of at least 23,225,455 clients.!” By any measure, this represents

an enormous number of both individual and institutional clients that rely on the services of investment
advisers. While those reporting between 1 and 10 clients comprise the largest group at approximately 28.1%,
a significant portion also report between 26 and 100 clients, as well as more than 100 clients. The median
number of clients reported by registered advisers in 2012 is between 26 and 100.

Chart 8: Number and Percentage of Advisers by Number of Clients

1,212 418

Number
of Clients

u0

2,949

28.1% m1-10
m11-25
m26-100
= 101-250
m 251-500
a >500

1,030
9.8%

17 Advisers were only required to provide a specific number if they have more than 100 clients. This figure does not include advisers reporting 100 or fewer clients.
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Individual clients continue to comprise the largest categories of advisory clients. Consistent with prior years, the
2012 data indicate that 6,298 (59.9%) of SEC-registered advisers have at least some high-net worth clients
and that 5,401 {(51.4%) have at least some “retail” clients. More than half of all registered advisers reported
having both non-high net worth and high net worth individuals as clients.'® These are the only two categories
from which more than half of all advisers reported clients. Given the changes in SEC registration requirements
for “mid-size” advisers, as well as the influx of private fund advisers, the continued dominance of individual

and high-net worth individual clients in 2012 is interesting. The changes resulting from the Dodd-Frank Act
decreased the population of smaller advisers, brought in a number of previously exempted private fund
advisers, and increased the overall average size of reporting advisers. Nonetheless, individuals and high-net
worth individuals continue to comprise the largest categories of clients among registered advisers.

Types of non-individual clients are more specialized. Nearly half (48.7%) report that at least one client is a
pension or profit sharing plan. On the other hand, only 770 investment advisers (7.3%) reported any banking/
thrift institution clientele; only 871 (8.3%) reported any insurance company clients; only 1,301 (12.4%)
reported any state ormunicipal government clients; and only 1,679 (16.0%) reported any investment
company clients.

18 For purposes of this reporting period, high-net worth clients have at least $750,000 managed by the adviser or have a total net worth (including assets held
jointly with his or her spouse) exceeding $1.5 million. However, effective September 2011, the SEC raised the thresholds to $1 million and $2 million respectively
and, effective May 2012, required advisers to exclude the value of a person’s primary residence for purposes of the net worth test.
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Chart 9: Types of Clients by Percentage of Clientele

Percentage of Clientele Total Percent
Type of Client Reporting  of All

Nene Upto10% 11-25% 26-50% 51-75% 76-99%  100% >0 . Advisers

Individuals (other
than high net worth
individuals)

High net worth 4,217 1,280 1,140 1,487 1,167 1,086 134 6,294 59.9%
individuals
Banking or thrift 9,741 606 71 38 15 13 27 770 7.3%
institutions
Investment 8,832 870 - 206 151 64 80 308 1,679 | 16.0%
companies
(including mutual
funds)

Business 10,393 72 13 7 1 0 25 118 1.1%
development” |
companies
Pooled investment 6,247 1,022 336 360 292 391 1,863 4264 | 40.6%
vehicles (other
than investment
companies)
Pension and profit 5,392 3,560 713 425 170 146 105 5119 | 48.7%
sharing plans
(but not the plan
participants)
Charitable 6,247 3,700 391 129 17 18 9 4,264 | 40.6%
organizations
Corporations or 6,026 3,657 515 199 59 23 32 4,485 | 42.7%
other businesses
not listed above
State or municipal 9,210 922 204 105 21 19 30 1,301 | 12.4%
government entities '

Other investment 9,609 615 125 80 17 16 49 902 8.6%
advisers
Insurance 9,640 688 97 38 13 19 16 871 8.3%
companies .

Other 9,491 567 171 111 39 53 79 1,020 9.7%

Changes in Form ADV, Part 1 now require advisers to report the approximate percentage of regulatory assets
attributable to each category of client. The data allow for a comparison of the number of various types of clients
to the percentage of total RAUM that each client type represents. Interestingly, the numbers line up relatively
closely across the two measures.
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Chart 10: Types of Clients by Percentage of RAUM*®

Percentage of RAUM Total Percent

Type of Client Reporting of All
None Upto25% Uptob0% Upto75% >75% >0 Advisers

Individuals (other than 5,203 2,952 1,023 735 598 5,308 50.5%

high net worth individuals) )

High net worth 4,348 2,253 1,282 1,337 1,291 6,163 58.6%

individuals

Banking or thrift 9,813 559 46 36 57 698 6.6%

institutions

Investment companies 8,938 714 229 154 476 1,573 15.0%

(including mutual funds)

Business development 10,408 68 4 3 28 103 1.0%

companies

Pooled investment 6,297 1,253 331 297 2,333 4,214 40.1%
— - | vehicles (otherthan___ {L

investment companies)

Pension and profit 5,613 3,900 484 228 286 4,898 46.6%

sharing plans (but not the

plan participants) .

Charitable organizations 6,357 3,946 136 46 26 4,154 39.5%

Corporations or other 6,274 3,868 207 84 78 4,237 40.3%

businesses not listed

above

State or municipal 9,287 955 147 52 70 1,224 11.6%

government entities

Other investment 9,723 620 73 31 64 788 7.5%

advisers

Insurance companies 9,700 670 50 37 54 811 7.7% -

Other 9,551 683 85 58 134 960 9.1%

19 Despite the fact that the actual text of Form ADV, Part 1 misstates questions relating to RAUM attributable to types of clients (the form asks advisers to report
percentages of RAUM “up to 25%” and “up to 50%” and “up to 75%" instead of “26-50%,” “51-75%,” etc.), it appears that advisers have based their responses on
how the questions should have been phrased.
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Private Funds

This is the first year that advisers must report on the details of the private funds they advise. Section 7.B.(1)
of Schedule D asks advisers ques‘iions relating to each fund’s type, gross asset value, number of owners,
service providers, and a number of other areas. In 2012, 3,856 (described in footnote 4) advisers (36.7%)
reported advising 26,202 private funds, approximately 26.7% of which are funds of funds. Hedge funds and
private equity funds represent the largest portions of this group, comprising nearly 75% of all reported private
funds, with hedge funds making up 40.8% and private equity funds making up approximately 33.1%. The total
gross asset value of reported private funds is approximately $8.1 trillion, more than 16.4% of all reported
RAUM, with an average gross asset value of $308.9 million. The median gross asset value, on the other hand,
is approximately $47.7 million. The difference between the median and the average is attributable to a small
number of very large private funds. The number of beneficial owners of private funds also varies widely, with
most funds reporting few owners and a small number of funds reporting a very large number of beneficial
owners. The median number of beneficial owners is 15, while the average number of beneficial owners is 4,265.

Chart 11: Number and Percentage of Private Funds by Fund Type

3,210
12.3%

10,689
40.8%

Fund Type
m Hedge Fund
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4.0%
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m Real Estate Fund

®m Securitized Asset Fund
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Investment Adviser Compensation

Advisers are compensated in a number of ways, and the data from 2012 reflect some interesting trends
compared to last year. Consistent with the past several years, approximately 95% of advisers reported that
they are compensated based on a percentage of their client's AUM. Advisers reporting compensation based on
hourly charges fell significantly from 36.5% in 2011 to 27.7% of advisers in 2012.This decrease is likely the
result of the Dodd-Frank Act's impact on the number of smaller advisers—those more likely to charge hourly
based fees—registered with the SEC. Advisers reporting compensation based on performance-based fees, on
the other hand, increased from 27.0% in 2011 to 38.9% in 2012. The increase in the number of advisers
receiving performance-based compensation is attributable to the growth in the number of advisers to private
funds, the majority of which receive performance-based compensation.

Chart 12: Investment Adviser Compensation

2012 2011 2010 ' 2009
Category of. Number - Percent ~ Number  Percent ° Number - : Percent - Number - Percent
- - IA Compensation.... ——of of All of of All of of All of of All
Advisers  Advisers  Advisers  Advisers  Advisers  Advisers  Advisers  Advisers

Percentage of 9,986 95.0% 11,036 95.6% | 11,110 | 95.42% | 10,760 95.6%
Client's AUM »
Hourly Charges 2,911 27.7% 4,215 36.5% 4,289 | 36.84% 4,087 36.3%
Subscription Fees 128 1.2% 145 1.3% 164 1.41% 170 1.5%
Fixed Fees 4,303 40.9% 5,314 46.1% 5,281 | 45.36% 4,963 44.1%
Commissions 646 6.1% 954 8.3% 1,038 8.92% 1,048 9.3%
Performance 4,090 38.9% 3,116 27.0% 3,233 27.77% 3,238 28.8%
Based Fees
Other - 1,383 13.2% 1,304 11.3% 1,305 11.21% 1,240 11.0%
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Other Characteristics of Investment Advisory Firms

Employees

Responses to revised questions on Form ADV, Part 1 (liem 5) provide new information on the number of
persons employed by SEC-registered investment advisers. Previously, advisers were only required to provide
responses indicating ranges of certain employees. Now, advisers are required to submit exact numbers of their
full-time and part-time employees (excluding clerical workers) and employees who perform investment advisory
services (including research). Advisers also are required to provide information on the number of employees
who are also registered representatives of a broker-dealer, state-licensed investment adviser representatives,
and licensed agents of an insurance company or agency.

Chart 13: Investment Adviser Non-Clerical Employees

Number of A Number of Advisers
- o i Employees 2012 2011

1to5 3,687 5,742
6to 10 2,456 2,193
11t0 50 3,180 2,525
51 10 250 870 777
251 to 500 127 133
501 to 1,000 100 75
More than 1,000 . 89 ' 94
Total Employees 759,438

Average Employees 72 | NotAvailable
Median Employees 8

SEC-registered advisers reported a total of 759,438 non-clericai employees. Of these employees, 343,434
provide investment advisory services (including research). Advisers collectively reported a total of 345,018
employees who are also registered representatives of a broker-dealer, although 70.1% of advisers (7,367)
reported no registered representatives.

Despite the significant number of smaller advisers that have switched to state regulation, the data confirm
that most investment advisers are small businesses. 6,143 (58.4%) reported that they employ 10 or fewer
non-clerical employees and 9,323 (88.7%) reported that they employ 50 or fewer non-clerical employees.
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Chart 14: Activities by Investment Adviser Employees

Number of advisers with employees who:

are registered are registered
Number of perform are registered with one or with one or are licensed
Employees inves.tment representatives mo.re state(s) as . more state(s) .as agents of an
advisory of a investment investment adviser insurance
functions broker-dealer adviser representative for company
representative another adviser
Zero 217 7,367 5,566 9,641 8,362
1tob 5,496 1,646 3,372 738 1,537
6t 10 2,123 514 767 106 197
11 to 50 2,085 619 552 96 201
51 to 250 450 217 151 23 109
251 to 500 63 a7 31 2 35
501 to 1,000 33 41 28 1 25
- | More than 1,000 - 42 58 42 2 42
Total Employees 343,434 345,018 222,112 11,387 224,845
Average Employees 33 33 21 1 21
Median Employees 5 0 0 0 0

Other Business Activities

Due to the recent changes in Part.1 of Form ADV, the data about advisers’ other business activities are more
detailed than in previous years.

For example, the data now include the number of commodity pool operators/trading advisors in a separate
category from futures commission merchants. The information shows that only a few (31) investment advisers
are also futures commission merchants; it is far more common for advisers to be commodity pool operators or
commodity trading advisors (although there is no breakdown of the latter group of 1,004 advisers). This number
represents a nearly three-fold increase from 2011, when only 355 advisers reported acting as commodity pool
operators/trading advisors or futures commission merchants.

22| Evolution Revolution 2012—A Profile of the Investment Adviser Profession
© 2012 Investment Adviser Association and National Regulatory Services. All rights reserved. Printed in U.S.A.



Chart 15: Other Business Activities of Investment Advisers

Firm’s Non-Advisory Business Number of Advisers Percentage of Advisers
Broker-dealer 480 4.6%
Registered representative of a broker-dealer 530 5.0%
Commodity pool operator or commodity trading advisor 1,004 9.6%
Futures commission merchant 31 0.3%
Real estate broker, dealer, or agent 57 0.5%
Insurance broker or agent 889 8.5%
Bank 19 0.2%
Trust company 19 0.2%
Registered municipal advisor 56 0.5%
Registered security-based swap dealer 0 0.0%
Major security-based swap participant 1 0.0%
Accountant or accounting firm 126 1.2%
Lawyer or law firm 17 0.2%
Other financial product salesperson 179 1.7%

Interestingly, the number of advisers that are also actively engaged in business as a broker-dealer (i.e., dual
registrants) decreased significantly (14.4%) from 561 in 2011 to 480 in 2012. Presumably, many smaller

dual registrants switched to state registration. Similarly, presumably due to the “switch,” the number of advisers
who reported on Form ADV that they engage in insurance activities decreased significantly. In 2011, there were
1,433 such SEC-registered advisers; in 2012 there were only 889, The “switch” may have also contributed to
the decrease in advisers reporting that they sell “other” financial products from 232 in 2011 to 179 in 2012 as
well as the decrease in firms reporting that they sell products or provide services other than investment advice
to advisory clients (from 2,884 in 2011 to 1,643 in 2012).

Remaining constant over time is that most advisers focus on providing investment advice to clients. 7,215 (68.6%)
advisers are not actively engaged in any other business other than giving investment advice about securities.
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Financial Industry Affiliations

Form ADV requires advisers to disclose information relating to their affiliations with other persons in the
financial industry. This year, changes to Form ADV added new categories created by the Dodd-Frank Act (e.g.,
municipal advisors, swap dealers) and broke down the previous years’ categories of affiliations into more
specific groups, such as separating the reporting of affiliations with futures commission merchants from those
with commodity pool operators/trading advisors. The average adviser in 2012 reported an average of two
affiliations, with a median number of affiliations of one. 2,562 advisers (24.4%) reported only one financial
industry affiliation, 1,734 {16.5%) advisers reported two affiliations, 864 (8.2%) advisers reported three
affiliations, and 1,437 (13.7%) advisers reported 4-12 affiliations.

Chart 16: Financial Industry Affiliations

Related person is: Number of Advisers  ~ Percentage of Advisers

Broker-dealer, municipal securities dealer, or government securities 2,361 22.5%
broker or dealer

-~ - ==~ | Other investment adviser ¢inctuding financial planners) 3,793 36.1%
Registered municipal advisor 352 3.3%
Registered security-based swap dealer 13 0.1%
Major security-based swap participant 24 0.2%
Commodity pool operator/trading advisor 1,300 12.4%
(whether registered or exempt)
Futures commission merchant 275 2.6%
Banking or thrift institution 906 8.6%
Trust company . 635 6.0%
Accountant or accounting firm 766 7.3%
Lawyer or faw firm 494 4.7%
Insurance company or agency | 1,716 16.3%
Pension consultant 564 5.4%
Real estate broker or dealer 500 4.8%
Sponsor or syndicator of limited partnerships (or equivalent), 751 7.1%
excluding pooled investment vehicles
Sponsor , general partner, managing member (or equivalent) of 3,200 30.4%
pooled investment vehicles

In 2012, 3,903 (37.1%) advisers reported having no financial industry affiliations. An additional 819 advisers
reported an affiliation with a sponsor, general partner, or managing member of a pooled investment vehicle as
their only affiliation, perhaps simply reflecting the integrated structure of private fund adviser complexes. As

in past years, the most common affiliation among registered investment advisers is with another investment
adviser, with 36.1% reporting such an affiliation.
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Disciplinary Information

It is difficult to draw meaningful conclusions from the disciplinary disclosure information provided in Form ADV,
Part 1 for several reasons. The details contained in the disciplinary disclosure reporting pages for Form ADV,
Part 1, ltem 11 are not available in aggregate form. Aiso, the information is provided for the advisory firm and
its employees, officers, directors, and advisory affiliates for the past 10 years, whether or not these persons or
entities were affiliated with the reporting firm during that time. In addition, the same disciplinary event at one
firm may be reported by multiple separate affiliates, and the same disciplinary event may generate affirmative
answers to several different questions. The SEC did, however, add one helpful clarifying question this year: firms
must now indicate whether any of the events reported involve the firm or its supervised persons.

Subject to these limitations, we make the following observations:

e 0,064 (86.2%) of registered investment advisers reported no disciplinary history at all, which is comparable
to last year, when 10,014 (86.8%) advisers reported no disciplinary history. While newly registered advisers
made up a total of nearly 21% of the total number of investment advisers, the number of newly registered
advisers reporting disciplinary history makes up only 13.1% of the 1,447 advisers now reporting such
history.

e 3

» Of the 1,447 advisers reporting at least one disciplinary event, 865 advisers reported that at least one of the
events involved the firm or its supervised persons (as opposed to an affiliate, for example).2°

o QOf the 2,205 advisers newly registered since our last report, 190 (9.4% of new advisers) reported a
disciplinary event. 110 (5.0% of new advisers) reported that the event involved them or a supervised person.
Private fund advisers make up 1,532 (69.5%) of all newly registered advisers and accounted for 130 of the
190 (68.4%) new advisers that reported a disciplinary event.

2 Note, however, that 47 advisers reported that the event involved them or a supervised persen but did not mark any particular disciplinary events. These advisers are
included in the aggregate number of advisers with no disciplinary history.
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Appendix: Form ADV, Part 1 Responses 2012

The following represents the aggregate data from Form ADV, Part 1 filed by all SEC-registered investment
advisers as of July 16, 2012. The presentation generally follows the order in which Form ADV, Part 1 asks
its questions with a brief description of the item, but does not include data from Schedules A through D or
disciplinary reporting pages (DRPs).

Advisers that reported ineligibility for SEC registration and advisers that had not filed an updated Form ADV on
or after November 2011 are removed from the population of this report. Unless otherwise stated in this report,
a null response to a “Yes or No” question is considered “No,” and a null response to any other question is not
included in the data set.

Last year's Evolution Revolution report contained an appendix of data derived from Evolution Revolution reports
for the previous 11 years. Form ADV, Part 1 has been revised so significantly since last year (including new
and amended questions and changed item numbers) that presenting a year-to-year comparison to 2012
in a similar format would not be meaningful. For historical information before 2012, please see: https://

- - - - www.investmentadviser.org/eweb/ docs/Publications_News/Reports_and_Brochures/IAA-NRS_Evolution_
Revolution_Reports/evolution_revolution_2011.pdf.

or:

http://www.nrs-inc.com/About-Us/White-Papers/Evolution-Revolution-2011/.

' o ' -Value on o LE L TR ‘Value on
Form ADV Item/Question 7/16/121 Form ADV. ltem/Question - - 7/16/12% -
Total Number of Advisers 10,511 IAs under Common Control 523
Registration Status: New 164 Newly Formed 1A 144
Registration Status: Approved 10,347 Multi-State IA 144
Adviser Exempt from ADV Part 2 379 Internet 1A 63

ber of IAs b Exempt 3
Has a Web Site 8,572 No Longer Eligible 7715
Has a Foreign Registration 861 3A: Number of 1As by Form of Organization
Is a Public Reporting Co. 109 Corporation 4,008
Has more than $1B in Assets 284 Sole Praprietorship 123
2A; Number of IAs by Basis of SEC Registration LLP 118
RAUM 8,674 Partnership 154
Mid-Size Exception 523 LLC 5,331
Wyoming IA 39 LP 560
Foreign IA 583 Other 217
1A to Registered investment Company 1,212
Business Development Co. 28 January 31
Pension Consultant I1A 272 February 16
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Value on Value on
Form ADV Item/Question 7/16/121 Form ADV ltem/Question _ 7/16/12%
March 221 5B2: Number of 1As by Employees Who Are Registered
April 26 Representatives of a Broker-Dealer
May 25 0 7,367
June 163 | 115 1,646
July 17 6-10 514
August 11 11-50 619
September 154 51-250 217
October 55 251-500 47
November 30 501-1000 41
December 9,762 More than 1000 58
0-5 3,687 Average 33
16-10 — e 2,456 Median 0
11-50 3,180 5B3: Number of l1As by Employees Who Are Regis_,tered
51-250 870 Investment Adviser Representatives
251-500 127 0 . 5,566
501-1000 100 15 3,372
More than 1000 89 6-10 767
Total Non-Clerical Employees 750,438 | |0 552
Average Non-Clerical Employees 72 51-250 151
Median Non-Clerical Employees 8 251-500 31
5B1: Number of 1As by Employees Performing Investment 501-1000 28
Advisory Functions R More than 1000 42
0 217 Total 222,112
1-5 5,496 Average 21
6-10 2,123 Median 0
11-50 2,085 B4 ber of JAs b ployee 0 Are Registered
51-250 450 estment Adviser Representatives for Another 1A
251-500 63 0 9,541
501-1000 33 1-5 738
More than 1000 42 6-10 106
Total 343,434 11-50 96
Average 33 51-250 23
Median 5 251-500 2
501-1000 1
More than 1000 2
Total 11,387
Average 1
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Value on Value on

. Form ADV Item/Question 7/16/121 Form ADV item/Question 7/16/121
Median 0 1-10% 1,442
5B5: Number of 1As by Employees Who Are Licensed 11-25% 376
Agents of an Insurance Company or Agency 26-50% 691
0 8,362 51-75% 530
1-5 1,537 76-89% 197
6-10 197 90-100% 590
11-50 201 Average Percentage 14
51-250 : 109 Median Percentage 0
251-500 35 5D1A: Number of 1As by Percentage of Retail Clients
501-1000 25 None 5,106
More than 1000 42 up to 10% 1,075
Total 224,845 11-25% 859

_ _ |Average 21 26-50% 1,175
Median 0 51-75% 1,096
5B6: Number of IAs by Number of Firms or Other Persons 76-99% 1,129
Soliciting Advisory Clients on Their Behalf 100% 87

0 1,561 5D1B: Number of |As by Percentage of High-Net

15 2,523 Worth Clients

6-10 199 None 4,213
11-50 162 up to 10% 1,280
51-250 48 11-25% 1,140
251-500 7 26-50% 1,487
501-1000 5 51-75% 1,167
More than 1000 4 76-99% 1,086
Total 32,160 100% 134
Average 3 D ber of IAs by Percentage of Banking
Median 0 0 e

0 418 up to 10% 606
1-10 2,949 11-25% 71
11-25 1,030 26-50% 38
26-100 : 1,987 51-75% 15
More than 100 4,127 76-99% 13
More than 100: Total Clients 23,225,455? 100% 27
More than 100: Average Clients 5,540 5D1D: Number of IAs by Percentage of

More than 100: Median Clients 300 Investment Co. Clients

5C2: Number of 1As by Foreign Client Percentage None 8,828
0% 6,681 up to 10% 870
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: Value on - - Value on
Form ADV Item/Question /167121 Form ADV Item/Question 7/16/121
11-25% 206 51-75% 17
26-50% 151 76-99% 18
51-75% 64 100% 9
76-99% 80 5D11: Number of 1As by Percentage of Corporate or Other
100% 308 Business Clients Not Listed Above
5D1E: Number of IAs by Percentage of Business None 6,022
Development Company Clients up to 10% 3,657
None 10,388 11-25% 515
up to 10% ) 72 26-50% 199
11-25% 13 51-75% 59
26-50% 7 76-99% 23
51-75% 1 100%

- 76-99% — 0 5D1J: Number of I1As by Percentage of State or Municipal
100% 25 Government Entity Clients

5D1F: Number of IAs by Percentage of Other Pooled None 9,205
Investment Vehicle Clients up to 10% - 922
None 11-25% 204
up to 10% 1,022 26-50% 105
11-25% 336 51-75% 21
26-50% 360 76-99% 19
51-75% 292 100% 30
76-99% 391 D ber of 1As by Percentage of Other IA Clie
100% 1,863 None 9,604
5D1G: Number of IAs by Percentage of Pension & up to 10% 615
Profit Sharing Plan Clients 11-25% 125
None 5,388 26-50% 80
up to 10% 3,560 51-75% 17
11-25% 713 76-99% 16
26-50% 425 100% 49
51-75% 170 5D1L: Number of 1As by Percentage of

76-99% 146 Insurance Co. Clients

100% 105 None 9,635
5D 1H: Number of |As by Percentage of Charitable up to 10% 688
Organization Clients 11-25% 97
None 6,242 26-50% 38
up to 10% 3,700 51-75% 13
11-25% 391 76-99% 19
26-50% 129 100% 16
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Value on ‘ Value on
Form ADV Item/Question o T164120 .Form. ADV Item/ Question. .~ [ T/16/120
5D1M: Number of IAs by Percentage of Other Clients 5D2E: Number of 1As by Percentage of RAUM from
None _ 8,416 Business Development Co. Clients ,
up to 10% 567 None 10 403
11-25% 171 UpTo 25% 68
26-50% . 111 Up to 50% 4
51-75% 39 Up to 75% 3
76-99% 53 More than 75% 28
100% 79 5D2F: Number of I1As by Percentage of RAUM from Other

Pooled Investment Vehicle Clients

5D2A: Number of IAs by Percentage of RAUM from

Retail Clients None 6,292
None 5,198 Up To 25% 1,253
UpTo 25% 2,952 Up to 50% 331
. - -{Uptob50%  __ ___ 1,023 Up to 75% 297
Up to 75% 735 More than 75% 2,333
More than 75% 598 5D2G: Number of 1As by Percentage of RAUM from  ~ .
5D2B: Number of 1As by Percentage of RAUM from Pension & Profit Sharing Plan Clients
None 4,346 UpTo 25% 3,900
UpTo 25% 2,253 Up to 50% " 484
Up to 50% 1,282 Up to 75% 228
Up to 75% 1,337 More than 75% 286
More than 75% 1,291 5D2H: Number of IAs by Percentage of RAUM from

Charitable Organization Clients

5D2C: Number of [As by Percentage of RAUM from

Banking/Thrift institution Clients None 6:352
None 9,808 Up To 25% 3,946
UpTo 25% 559 Up to 50% 136
Up to 50% 46 Up to 75% 46
Up to 75% 36 More than 75% 26

More than 75% 57 5D21: Number of {As by Percentage of RAUM from
5D2D: Number of IAs by Percentage of RAUM from

Corporate or Other Business Clients Not Listed Above

investment Company Clients None 6,270
None 8,933 UpTo 25% 3,868
UpTo 25% 714 Up to 50% 207
Up to 50% 299 Up to 75% 84
Up to 75% 154 More than 75% 78
More than 75% 476 5D2J: Number of |As by Percentage of RAUM from State
' or Municipal Government Entity Clients
None 9,282
Up To 25% 955
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7 Value on ‘ Value on
Form ADV item/Question 7/16/121 Form ADV item/Question 7/16/121
Up to 50% 147 Discretionary RAUM: 25<100m 1,618
Up to 75% 52 Discretionary RAUM: 100m<1b 4,959
More than 75% 70 Discretionary RAUM: 1<5b 1,450
5D2K: Number of 1As by Percentage of RAUM from Other Discretionary RAUM: 5<10b 369
IA Clients Discretionary RAUM: 10<50b 428
None 9,718 Discretionary RAUM: 50<100b 88
UpTo 25% 620 Discretionary RAUM: 100b or more 82
Up to 50% 3 Non-Discretionary RAUM: O 6,144
Up to 75% 31 Non-Discretionary RAUM: 1<25m 1,549
More than 75% 64 Non-Discretionary RAUM: 25<100m 987
> ber of As by Percentage of RA 0 Non-Discretionary RAUM: 100m<1b 1,340
ance Lompany L 1e Non-Discretionary RAUM: 1<5b 356
. - v~ None 9,695 Non-Discretionary RAUM: 5<10b 66
Up To 25% 670 Non-Discretionary RAUM: 10<50b 56
Up to 50% 50 Non-Discretionary RAUM: 50<100b 8
Up to 75% ' 31 Non-Discretionary RAUM: 100b or more 5
More than 75% >4 Total RAUM: 0 550
02 Fumoer of IAs by Percentage of RAUM T Total RAUM: 1<25m 302
None . 8529 Total RAUM: 25<100m 1,245
UpTo 25% 683 Total RAUM: 100m<1b 5,680
Up t0 50% 85 Total RAUM: 1<5b 1,656
Up to 75% 58 Total RAUM: 5<10b 414
More than 75% 134 Total RAUM: 10<50b 485
ber of [As by Compensation Aftangame Total RAUM: 50<100b 89
Percentage of AUM 9,086 Total RAUM: 100b or more 90
Assets by RA atego
:3::21(;::)?:% 2’?;13 : Discretionary RAUM: 1<25m $4,575,466,327
Fixed Fees 4,303 Discretionary RAUM: 25<100m $99,487,139,990
Commissions 616 Discretionary RAUM: 100m<1b $1,631,236,561,703
Performance 2,090 Discretionary RAUM: 1<5b $3,281,799,984,856
Other _ 1383 Discretionary RAUM: 5<10b $2,579,455,595,589
5F: Number of 1As Providing Continuous and Regular Discretionary RAUM: 10<50b $9,131,390,047,745
Supervisory or Management Services to Securities Discretionary RAUM: 50<100b $6,095,038,937,834
5F1 Discretionary RAUM: 100b or more | $22,498,969,585,329
5F2: Number of IAs by RAUM Category Discretionary RAUM: Total $45,321,953,319,373
Discretionary RAUM: O 1,121 Discretionary RAUM: Average $4,311,859,321
Discretionary RAUM: 1<25m 496 Discretionary RAUM: Median $208,883,394
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. Value on Value on
Form ADV ftem/Question 7/16/121 Form ADV ltem/Question 7/16/121
Non-Discretionary RAUM: 1<25m $12,775,158,634 Non-Discretionary Accounts: >500 456
Non-Discretionary RAUM: 25<100m $54,755,968,326 Non-Discretionary Accounts: Total 5,234,258
Non-Discretionary RAUM: 100m<1b $416,646,474,653 Non-Discretionary Accounts: Average 515
Non-Discretionary RAUM: 1<5b $778,044,973,618 Non-Discretionary Accounts: Median 0
Non-Discretionary RAUM: 5<10b $469,792,851,828 Total Accounts: 0 193
Non-Discretionary RAUM: 10<50b $1,115,288,259,557 Total Accounts: <15 3,216
Non-Discretionary RAUM: 50<100b $606,636,822,825 Total Accounts: 15-50 1,135
Non-Discretionary RAUM: 100b or more $666,727,145,924 Total Accounts: 51-100 632
Non-Discretionary RAUM: Total $4,120,667,655,365 Total Accounts: 101-500 2,448
Non-Discretionary RAUM: Average $392,033,836 Total Accounts: >500 2,530
Non-Discretionary RAUM: Median $0 Total Accounts: Tota! 19,138,603
Total RAUM: 1<25m $2,695,073,714 Total Accounts: Average 1,885

.| Total RAUM: 25<100m $84,137,740,886 | | Total Accounts: Median 92
Total RAUM: 100m<1b $1,858,118,424,674
Total RAUM: 1<5b $3,726,846,487,756 Financial Planning 3,441
Total RAUM: 5<10b $2,890,715,791,139 PM for Individuals/ Small Bus. 6,498
Total RAUM: 10<50b $10,420,967,551,905 PM for Investment Co. 1,453
Total RAUM: 50<100b $6,258,477,269,353 PM for Pooled Investment Vehicles 3,819
Total RAUM: 100b or more $24,200,662,635,311 PM for Bus./Institutional Clients 5,542
Total RAUM: Total $49,442,620,974,738 Pension Consulting Services 1,711
Total RAUM: Average $4,703,893,157 Selection of Other Advisers 3,033
Total RAUM: Median $270,100,000 Publications 671

ber of IAs b ber of A Security Ratings or Pricing 38
Discretionary Accounts: 0 764 Market Timing Services 101
Discretionary Accounts: 1-14 3,262 Educational Seminars/Workshops 451
Discretionary Accounts: 15-50 1,067 Other 1,978
Discretionary Accounts: 51-100 603 5H: Number of 1As by Number of Clients Provided
Discretionary Accounts: 101-500 X 7Z Ml Financial Planning Services
Discretionary Accounts: >500 2,156 0 2,469
Discretionary Accounts: Total 13,904,345 | |1-10 801
Discretionary Accounts: Average 1,369 11-25 429
Discretionary Accounts: Median 50 26-50 ‘ 411
Non-Discretionary Accounts: 0 5,787.] |51-100 451
Non-Discretionary Accounts: 1-14 1,915 | |101-250 540
Non-Discretionary Accounts: 15-50 824 | | 251-500 289
Non-Discretionary Accounts: 51-100 394 | {>500 163
Non-Discretionary Accounts: 101-500 778




Value on : Value on”
Form ADV Item/Question 7/16/121 Form ADV Item/Question 7/16/121
51: Number of [As Participating in a Wrap Fee Commodity Pool Operator/Trading 1,300
Program and: : Adviser
sponsoring the wrap fee program Futures Commission Merchant 275
acting as pm for the wrap fee program Banking or Thrift Institution 906
5J: Number of IAs Providing Investment Advice Only with Trust Company 635
Respect to Limited Types of Investments Accountant or Accounting Firm 766
3297 | [ Lawyer or Law Firm 294
6: Number of 1As by Other Business Activities Insurance Broker or Agent 1,716
Broker-Dealer 480 Pension Consultant 564
Registered Rep. of a Broker-Dealer 530 Real Estate Broker or Dealer 500
Corpmodity Pool Operator/Trading 1,004 Sponsor or Syndicator of LPs 751
Adviser Sponsor, GP, or Managing Mem. of 3,200
_{ Futures Commission Merchant 31 Pooled Investment Vehicles
Real Estate Broker, Dealer, or Agent 57 Adviser to any Private Fund 3,979
Insurance Broker or Agent 889 8: Number of IAs by Participation or Interest in ‘
Bank 19 Client Transactions
Trust Company 19 Principal Transactions 919
Registered Municipal Advisor 56 8A2 79463
Registered Securities-Based Swap 0 8A3 28773
Dealer Agency Cross Transactions 511
Major Security-Based Swap Participant 1 8B2 26973
Accountant or Accounting Firm 126 8B3 12243
Lawyer or Law Firm 17 8C1 96573
Other Financial Product or Salesperson 179 8C2 96483
Other Non-Advisory Business Not 1,123 8C3 73583
Listed 8C4 65173
Non-Advisory Business Is Primary 441 8D 8263
Advisory Clients Sold Non-Advisory 1,643 Recommend Brokers or Dealers to 6,744
Services Clients
7: Number of IAs by Financial Industry Affiliations & Recommend Related B/D to Clients 874
Private Fund Reporting Soft Dollars 4866
Broker-Dealer or Muni./Gov. Broker 2,361 Soft Dollars under 28E of the 1934 4417
or Dealer ’
Act
Oth?r IA — ' 3,793 Compensate for Client Referrals 4,202
Registered Municipal Advisor 352 Receive Compensation for Client 1,075
Registered Securities-Based Swap 13 Referrals
Dealer 9A: Number of I1As with Custody of Client Assets
Major Security-Based Swap Participant 24 Cash or Bank Accounts 3076
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Value on Value on
Form ADV ltem/Question 7/16/121 Form ADV Item/Question 7/16/121
Securities 3,032 | | Accounts: 1-14 2,341
Funds Amount: 1<25m 640 Accounts: 15-50 338
Funds Amount: 25<100m 473 Accounts: 51-100 98
Funds Amount: 100m<1b 1,166 Accounts: 101-500 111
Funds Amount; 1<5b 447 Accounts: >500 141
Funds Amount; 5<10b 106 Accounts: Total 18,353,710
Funds Amount: 10<50b * 99 Accounts; Average 6,0594
Funds Amount: 50<100B 18 Accounts; Median
Funds Amount: >100b 7 9C: Number of Advisers by Custody Controls
Total Funds Amount $6,614,340,395,951 Q.C. Sends Statements to Pooled 1,141
Average Funds Amount $2237,508,239¢ | | Investors
Median Funds Amount $200,000,000" Pooled Investments Annual Audit 3,566
— - = = | Accounts: O- NS 386 Surprise Exam 1,343
Accounts: 1-14 2,223 Internal Control Report 485
Accounts: 15-50 419
Accounts: 51-100 124 Acting as a Qualified Custodian
Accounts: 101-500 112 Related Person Acting as a Qualified 420
Accounts: >500 110 | (Custodian
Accounts: Total 17,048,711 JF: Qualitied odians o odied Asse
Accounts: Average 5,706° Advisers Responding >0 to Question 2,823
Accounts: Median 58 Qualified Custodians: Aggregate 12,265
9B ber of IAs by Related Perso odv o Qualified Custodians: Average Reported 44
ant Acca Qualified Custodians: Median Reported
Cash or Bank Accounts 2,937 11: Number of IAs by Disciplinary Hist
Securities 2,910 No Disciplinary History 9,064
Funds Amount; 1<25m 575 Event Involves Adviser or lts 865
Funds Amount: 25<100m 439 | | Supervised Person
Funds Amount: 100m<1b 1,242 11A1 35°
Funds Amount: 1<5b 498 112 88?
Funds Amount: 5<10b 100 | [11B1 38°
Funds Amount: 10<50b 12| [11B2 36°
Funds Amount: 50<100B 0| |11¢l 168°
Funds Amount: >100b g| [11C2 383°
Total Funds Amount $7,712,753,691,194 11€3 14°
Average Funds Amount $ 2,557,279,075* 114 373
Median Funds Amount §236,729.203 | |10 368°
Accounts: 0 188 11D1 218
11D2 7223




‘ .- Value on
Form ADV ttem/Question = - 7/16/121
11D3 25°
11D4 5743
11D5 2008
11E1 60°
11E2 5983
11E3 . 8
11E4 1468
11F 208
11G ' 1333
11H1a 1368
11H1b 1273
11Hic 1113
11H2 — e — 219°
Notes:

1. For purposes of this chart, null responses are
not considered.

2. 64 1As provided a number even though they
selected a range of less than 100.

3. Because of the question’s length, we have only
provided the question location in Form ADV. Please
see Form ADV, Part 1 at http://www.sec.gov/about/
forms/formadv-partla.pdf for this question.

4. Average or median is of adviser subset only, not
all advisers.

5. Advisers that reported ineligibility for SEC
registration (771) and advisers that had not filed
an updated Form ADV on or after November 2011
(179) are removed from the population of this report.
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The Investment Adviser Association (IAA)is a
non-profit association based in Washington,
D.C. that represents the interests of SEC-
registered investment advisory firms. The
IAA's membership consists of approximately
550 SEC-registered investment adviser firms
that collectively manage assets of more than
$10 trillion for a variety of institutional and
individual clients. The IAA provides a range
of advocacy, compliance, and educational
services and resources to its growing
membership. '

For more information, visit:
www.investmentadviser.org
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National Regulatory Services (NRS) is the
nation’s leader in compliance and registration
products and services for investment advisers,
broker-dealers, hedge funds, investment
companies and insurance institutions. NRS has
the practical expertise, proven capability and
unparalleled reach to deliver integrated and
effective compliance solutions to a wide range
of users within the financial services industry.
NRS delivers these solutions through three
interrelated offerings—comprehensive education,
best-in-class technology and expert consulting
services—enabling its clients to meet their
regulatory requirements and minimize risk, NRS
is part of BankersAccuity, the global standard for
payment efficiency and compliance solutions.

For more information, visit:
wwWw.nrs-inc.com


http:www.nrs-inc.com
http:www.investmentadviser.org
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_Issue Number 244

SEC Seeks Data on Potential Uniform
y of Conduct for Investment Advisers and Broker-Dealers and

“Harmonization” of Rules

On March 1, the SEC issued a re-
quest for data and other information
regarding a potential uniform fiduciary
standard of conduct for investment
advisers and broker-dealers when pro-
viding personalized investment advice
about securities to retail customers.
The SEC also is seeking data concern-
ing potential harmonization of other
aspects of the regulation of investment
advisers and broker-dealers.

The SEC's request follows a Janu-
ary 2011 staff study recommending
that the SEC address retail customer
confusion about the standard of con-
duct required of investment advisers
and broker-dealers and enhance retail
customer protections. This study was
required by Section 913 of the Dodd-
Frank Act. That provision also authoriz-

' es the SEC to adopt rules establishing

a uniform fiduciary standard of conduct
for investment advisers and broker-

v“Clz'ents receiving investment
advice should be provided the

same fiduciary protections

regardless of which type of

entity is providing the advice.
We look forward to assisting
the SEC in its consideration of
this important issue.”

— David Tittsworth,
TAA Executive Director

dealers when providing personalized
investment advice about securities to
retail customers, but does not require
the SEC to adopt such rules.

Inits currentrequest, the SEC seeks
assistance in determining whether to

Fiduciary Standard

April 1, 2013

© 2013 IAA All Rights Reserved

engage in rulemaking regarding both
the fiduciary standard and harmoniza-
tion. The SEC requests detailed data
concerning: (1) the current market for
personalized investment advice, in-
cluding the characteristics of, and ser-
vices provided to, retail customers of
broker-dealers as compared to those
who obtain advice from investment ad-
visers; (2) a uniform fiduciary standard
of conduct, as well as alternative ap-
proaches, including the costs and ben-
efits of such approaches; (3) changes
in the marketplace resulting from these
approaches, including the treatment
of proprietary products and principal
trades; and (4} account conversions to
advisory accounts.

According to the release, the SEC
also is considering the following areas
for further harmonization: (1) advertis-
ing and other communications; (2) the

Continued on page 21
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~ OCIE Risk Alert Hnglngts Custody Deficiencies Found

~ During Examinations

X2

ot St

The SEC Office of Compliance In-
spections and Examinations (OCIE) re-
cently issued a National Exam Program
Risk Alert. A review of its recent exam-
inations for custody rule issues found
that more than 140 exams (1/3 of exams
reviewed) included violations of the
custody rule. To help reduce the num-
ber of future custody rule violations, the

~ SEC released the risk alert and advised

advisers to review their practices to
comply with the custody rule.
As the alert notes, “an adviser has

’ custody [of client assets] if it or its

S’

GESERER)

related person [directly or indirectly]
holds clients funds or securities or has
any authonty to obtain possessmh of
them.” If an adviser is deemed to have
custody, it must satisfy all relevant re-
quirements of the custody rule.

The risk alert groups deficiencies
into four categories: (1) failure by ad-
visers to recognize when they have
custody, (2) failure to satisfy surprise
exam requirements, (3) failure to satisfy
“gualified custodian”™ requirements,
and (4) failure to fully comply with the
requirements of the independent “au-
dit approach” for pooled investment
vehicles to avoid the requirement of a
surprise exam.

For the first category, OCIE spe-
cifically noted seven situations where
advisers failed to recognize they had
custody, including situations involv-
ing bill paying services, online access
to client accounts, and even physical
possession of assets. For the second
category—surprise exams—the alert
noted failures to file a Form ADV-E
within 120 days after the date of the
exam chosen by the accountant and
situations where because exams were
conducted at the same time as prior
years, the exam was not considered a
surprise.

The risk alert notes for the third
category—"qualified custodian” re-
quirements—that issues include com-
mingling of assets, keeping securities
certificates in a bank safe deposit box
controlled by the adviser, and custodial

statements lacking required informa-’

tion. For the fourth category—review
of "audit approaches”—OCIE found
that accountants were not always in-
dependent as the custody rule requires;
the adviser could not demonstrate that
it distributed audited financial state-
ments to all fund investors; and the
auditor was not registered with and
subject to examination by the Public

Company Accounting Oversight Board
(PCAOB).

OCIE staff referred some violations
to the Enforcement Division, and ad-
visers' curative steps included editing
or changing compliance procedures,
altering business practices, orincreas-
ing resources devoted to custody.

Itis clear the SEC is using the alert
as a way to encourage advisers to take
the time and opportunity to review their
current policies and procedures, and
implement remedial measures if nec-
essary.

See Significant Deficiencies In-
volving Adviser Custody and Safety of
Client Assets, National Exam Program
Risk Alert, Volume IIl, Issue 1 {Mar 4,
2013), available at http://www.sec.gov/
about/offices/ocie/custody-risk-alert.
pdf. The SEC also released an Inves-
tor Bulletin to educate clients about
the custody rule and suggest steps
clients could take to exercise dili-
gence in this area. The Risk Alert, In-
vestor Bulletin, and press release are
available at http://www.sec.gov/news/
press/2013/2013-33.htm. If you have
further questions, contact the 1AA legal
staff. B

Rep. Waters to Reintroduce Investment Adviser User

Fee Legislation

In a March 13 interview with /nvest-
ment News, U.S. Rep. Maxine Waters
(D-Calif.}—ranking Democrat on the
House Financial Services Committee—
disclosed that she will soon re-intro-
duce legislation that will authorize the
SEC to assess user fees on investment
advisers to fund more frequent adviser
examinations.

The 1AA has supported user fees to
ensure that the SEC has sufficient re-
sources for effective investment advis-
er oversight and as an alternative to the
adviser SRO proposal pushed by FINRA
in the last Congress.

Rep. Waters told /nvestment News
that she would be reintroducing the
proposal that she sponsored in the last

Congress “very shortly.” According to
*the article, she said that the SEC needs
the user fee option to fund exams be-
cause the agency's current examina-
tion rate—which is approximately
9%—is inadequate.

“"We want to make sure we do

Continued on page 4
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SEC Division of Investment Managéhiéni Releasés |
Social Media Guidance for Mutual Funds

On March 15, the SEC’s Division
of Investment Management released
guidance to “clarify the obligations
of mutual funds and other investment
companies to seek review of materials
posted on their social media sites.”
The Guidance stems from concern
that, in response to FINRA's required
review of ads used by mutual funds,
firms are submitting materials for
FINRA review that do not in fact need
to be submitted.

The SEC staff explains that
the Guidance has examples of
communications that are and are

not subject to FINRA review to help
understand what needs to be filed. To
determine- whether a_ communication
needs to be filed, the SEC considers the
“content, context,...[and] presentation of
the...communication,...[and analyzes]

everything we can
toincrease funding
so [the SEC] can do
their job,” Waters
said.

Although the
precise timing of
the bill’s introduc-
tion is unclear, the
bill is expected to mirror closely Rep.
Waters’ “Investment Adviser Examina-
tion Improvement Act of 2012.” Key pro-
visions of that legislation specify that:

U.S. Rep. Maxine
Waters (D-Calif.}

» User fees may only be collected
from SEC-registered advisers and
used to defray the costs of inspec-
tions and examinations; state-regis-
tered advisers are exempt.

* User fees may only be used to fund
inspections for a given fiscal year
that are in excess of the number of
inspections conducted by the SEC

the underlying substantive information
transmitted to the social media user.”

Examples of items that do not
trigger the filing include “an incidental
mention of a specific investment
company [unrelated] to a discussion
of the investment merits of the fund”
or an “incidental use of the word
‘performance’ in connection with a
discussion of an investment company
or family of funds, without specific
mention of some or all of the elements
of a fund’s return.” Examples that do
require filing include "a discussion
of fund performance that provides
specific mention of some or all of
the elements of a fund’s return...
or_promotes a fund’'s returns” or “a
communication initiated by the issuer
that discussed the investment merits
of the fund.”

in FY 2011. This base year date is
likely to be changed to 2012.

* The fee calculation formula used to
determine the fees to be paid annu-
ally by individual advisory firms will
be established by SEC rulemaking.

— The fee calculation formula will
take into account the estimated
costs and planned frequency of
inspections, and factors includ-
ing the adviser’s size and as-
sets under management (AUM),
number and types of clients,
and other objective factors,
such as risk characteristics, as
determined by the Commission.

— The Commission will review the
fee calculation annually and, if
it determines that it needs to be
revised, it may do so—following
notice and comment—before

The Guidance is part of the SEC’s
effort to improve transparency. The
Division of Investment Management will
issue in the future more staff views on
relevant and timely legal issues. See
SEC Issues Guidance Update on Social
Media Filings by Investment Companies,
SEC Rel. No 2013-40 (Mar. 2013},
available at http://www.sec.gov/news/
press/2013/2013-40.htm. See also IM
Guidance Update: Filing Requirements
for Certain Electronic Communications,
IM Guidance Update, No. 2013-01 (Mar.
2013) available at http://www.sec.qov/
divisions/investment/guidance/im-
guidance-update-filing-requirements-
for-certain-electronic-communications.
pdf. For more information, contact the
IAA legal staff. H

) Reintroduce Investment Adyiser User Fee Legislation —continued from page3

fees are assessed for the fol-
lowing fiscal year.

» The U.S. Government Accountabil-
ity Office (GAOQ) will conduct an au-
- dit of the use of the fees and the fee
calculation formula, including any
adjustments, once every two years
and issue a report to the House Fi-
nancial Services Committee and
the Senate Banking Committee.

¢ Funds derived from the user fees
are not “public funds” and are
available to the SEC without regard
to Congressional appropriation, ap-
portionment, or other fiscal year
limitation.

Please contact IAA Vice President
for Government Relations Neil Simon
if you have any questions or concerns
about Rep. Waters’ investment adviser
user fee legislation. M
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Linda Wondrack is EVF, Head of Asset
Management Compliance at Fidelity
Investments. She has served on the
IAA Board of Governors for the past
nine years. Five years into her career,
Ms. Wondrack began attending law
school at night, eventually earning her
J.D., while working full time. A native
of central New York state, she and her
husband reside in Boston.

IAA: As your final term on the IAA
Board of Governors comes to a close,
what are some of the changes that you
and other board members have helped

to oversee these past nine years? ~

Wondrack: The IAA experienced con-
siderable growth in its membership.

% This growth coincided with significant

new regulatory compliance require-
ments and the requirement for addi-
tional firm categories, such as hedge
funds and other advisers, to register
with the SEC. The structure of the IAA
Board also changed. We established
additional committees to better serve
the growing diversity of IAA members,
and we developed a comprehensive
strategic plan that was implemented in
my second term. The board also devel-
oped a decision-rights matrix to better
delineate the roles the board has del-
egated to the management of the IAA.

IAA: How did the Board respond to the
downturn in the economy back in 2008?

Wondrack: The board was very fo-
cused on membership during that time.
We did lose some members, given the
economic woes and the pressures
on businesses, but the financial man-
agement of the Association remained
impressive. The Board maintained a

strong capital position throughout,
which meant that the IAA was well-po-
sitioned to start reinvesting in the mem-
bership with renewed advocacy efforts
and enhanced member programs and
services.

IAA: Has your career progressed as
you had imagined?

Wondrack: | knew going into college
that | wanted to be involved with in-
ternational business, as | enjoy travel
and had some foreign language back-
ground. | had been a finance major and
had ‘interviews with some of the top
financial services firms around gradu-
ation time. The opportunities really
appealed to me, so | moved to Boston
after graduation as a way to get into
the world of finance. It was the mid-
80s—the boom years—and funds were
taking off. | consider myself lucky to
have been in the middle of it. | started
in sales and quickly realized that that
it wasn't for me. | then took a job at
anaother firm in the “blue sky” depart-
ment, when we had fund state faws to
comply with. This transition gave me so
many opportunities to get involved with
different aspects of compliance and
the growing world of mutual funds and
institutional business. | really took to
compliance because it introduced me
to many different aspects of the busi-
ness and its related issues.

IAA:; You've been through a number of
company mergers and acquisitions.
What has that experience been like?

Wondrack: Most of my work experi-
ence has been with companies that
were going through some type of ma-
jor change. It's been interesting to see

Linda Wondrack’s compliance
career has spanned numerous
firm mergers and acquisitions.
This spring marks the end of her
third and final term of service on
the IAA Board of Governors.

all of the different approaches. Some
were acquisitions, some were merg-
ers, and some were integrations. It's
given me access and opportunity that
| never would have had otherwise. I've
seen many different ways to integrate
and to acquire firms and I've learned
a lot. It's kind of my side joh! As part
of the team to help implement these
changes, I've had the opportunity to
travel overseas, including to places like
Sydney, Singapore, Hong Kong, and
Tokyo. I've iearned how to succeed in
bringing groups together to embrace
change, even in different cultures. So,
in a very real way, you could say that
I've pursued my desire to engage in in-
ternational business.

IAA: How has regulation of the indus-
try evolved over the years and how has
that impacted compliance officers?

Wondrack: The Dodd-Frank Act has
certainly changed the current state
of the regulatory environment. But
there have been many other pivotal
changes as well. After 9/11, new
compliance rules centered on anti-
money laundering, the Compliance

Continued on page 6
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IA4 Exccutive Spotlighv—continued from p

Program rules, and in 2004, a number
of additional regulations had an
impact on all facets of the investment
advisory business. Now compliance
officers have to address many issues,
including banking regulations and
global regulations. These rules affect
firms differently, depending on where
they are in the spectrum, but the issues
are complex. The cumulative effect of
these regulations is that compliance
leaders have a much more prominent
and strategic role within the advisory
firm management structure, bringing
them into the C-level positions.

IAA: What are some of the major chal-
lenges that you see investment advis-
ersfacing over the next several years?

Wondrack: The industry is going to
have to deal with the ever increasing
regulatory environment, the impact of
low interest rates, and rebuilding the
confidence and trust of the investors

to return to the ‘equity markets. Look-
ing at consumer sentiment, | can see
that investors are much more cautious.
Part of the challenge in addressing this
hesitancy is the amount of informa-
tion coming at people every day, which
makes it more difficult for advisers to
dispel any misinformation and regain
that trust with investors.

IAA: Outside of work, you also have
an interest in horses and riding. Share
with us a little about that.

Wondrack: Like most every little girl |
wanted a pony. But | couldnt convince
my father to buy the farm across the
street and keep a pony in the barn. My
interest was rekindled when | was in
law school and working crazy hours. In
the middle of my four. years of study, |
had gotten married. There was a horse
farm.down the -street from where we
lived and | began taking riding les-
sons once a week. When |- finished law

school, l-had more time to do riding and {
it became more of a hobby and a pas-
sion of mine. Now, during the summers,
I'm an adult amateur dressage compet-
itor. The highlight of my riding was last
summer when my horse and | did very
well in some competitions.

IAA: Thank you for your valuable ser-
vice as a member of the 1AA Board of
Governors.

Wondrack: | have appreciated the op-
portunity to support the IAA and the in-
dustry. The Association offers so many
helpful resources for investment advis-
ers. | have seen first-hand how the I1AA
helps to open the doors for members
to meet with and inform regulators and
legislative representatives about the is-
sues. The IAAis in very good hands and
| look forward to seeing it continue to
grow. |

SEC Smﬁ' Issues Additional .FAQs on Form PF

On March 8, the SEC staff; in con-
sultation with the Office of Financial
Research at the Department of Trea-

_sury, issued additional FAQs clarify-
ing certain items and addressing how
to respond to a variety of questions in
Form PF. For example:

Related Persons (FAQ A.5): Filers
are not required to identify all of their
related persons in Question 1{b). Form
PF permits but does not require related
persons to report on a single Form PF
information with respect to such relat-
ed persons and the private funds they
advise as a matter of convenience for
affiliated entities. Filers are only re-
quired to identify a related person in
Question 1(b) if the filer is reporting in-
formation on its Form PF with respectto
that related person.

Fund of Funds (FAQ F4): Filers

should not disregard a private fund
or equity investments in other private
funds when responding to Questions
15 and 16 regarding the reporting fund’s
beneficial owners. o
Regulatory Assets Under Manage-
ment (RAUM) and Gross Asset Value
Definitions (FAQ G.2): For purposes of
calculating regulatory assets under
management in Question 3 and for pur-
poses of calculating a reporting fund’s
gross asset value in Question 8, filers
should treat short positions, deriva-
tives, repurchase agreements, total re¥
turn swaps, and other financial instru-
ments as follows: If the private fund
has a balance sheet, the filer may rely
on the gross assets reflected on the
balance sheet to calculate RAUM and
“gross asset value.” Thus, filers do not
need to assess the value of these finan-

cial instruments in a manner different
from that required under the applicable
accounting standard. {(See SEC's FAQs
on Form ADV and IARD (Form ADV: ltem
71.B)).

Master-Feeder Arrangement (FAQ
H.1): If a filer reports private funds in a
master-feeder arrangement on an ag-
gregated basis for purposes of Form
ADV, Section 7.B.1, the filer must re-
port the master-feeder arrangement
on an aggregated basis on Form PF
Filers should file an other-than-annual-
amendment to their Form ADV to reflect
such a change before filing Form PF.

Questions 26 and 30—Reporting
Derivatives Exposure (FAQ 26.4): Filers
should follow the requirement in the
definition of “interest rate derivative”

Continued on page 19
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2013 IAA Compliance and Regulatory Webinars

The IAA 2013 webinar series addresses important legal, regulatory, and compliance topics for investment =

advisers. Register for these webinars online at www.investmentadviser.org and click.on “Events.”

Live Webinar: Compliance Issues for National Futures
Association (NFA) Members

Wednesday, April 3, 1:30 - 2:45 pm ET

Presenters:

» CaryJ. Meer, Partner, K&L Gates LLP

* lawrence B. Patent, Partner, K&L Gates LLP

» Matt Pendell, Manager, Compliance, National Futures Association

o laura L. Grossman, Assistant General Counsel, IAA (Session Moderator)

This webinar will address compliance issues for investment advisers relevant
to members of the NFA. Some of the topics to be covered include:

* Commodity Pool Operator and Commeodity Trading Advisor General
Compliance Obligations
Transition to Commodity Futures Trading Commission Regulation 4.7(b)
NFA Bylaw 1101
Compliance Procedures
Forms CPO-PQR and CTA-PR and Forms NFA-PQR and NFA-PR
Ability to Register as a CP0 and Stil Rely on CFTC Regulation 4.13{a){3) for
_Spme Pools

- Live Webinar: Key Compliance Issues for Private Fund

Advisers

- Wednesday, May 22, 1:00 - 2:15 pm ET

Presenters:

¢ Mark Perlow, Partner, K&L Gates LLP

¢ Maryellen Maurer, Deputy CCO, TPG Global LLC

» Alpa Patel, Senior Counsel, Private Funds Branch, Office of Investment
Adviser Regulation, Division of Investment Management, SEC

« Monique S. Botkin, Assistant General Counsel, IAA (Session Moderator)

Advisers to private funds, including hedge funds and private equity funds,
face complex compliance challenges in complying with the Investment
Advisers Act and other federal securities laws. This webinar will focus on key’
compliance issues for private fund advisers, including:

* How to implement the new Form PF filing requirement

» How to prepare for an SEC “presence exam” focused on private fund issues -

« Ways to address unique private fund issues, including portfolio
management and side-by-side management, vaiuation, performance
advertising, custody, conflicts of interest and disclosure, fees and-
expenses, trade allocation, side letters, side pockets, recordkeeping
requirements, and monitoring and testing the compliance program

» The SEC’s potential new JOBS Act rule that would eliminate the general
solicitation and advertising ban for private placements under Rule 506

RegisterToday -

Go to the “"Events” tab on the |AA web site and
click on “Registration” or “Group Registration”

Live Recording Both

$125

Live Webinar: Compliance Issues for !
Smaller Investment Advisers *

Thursday, June 6, 1:30 - 2:45 pm ET *

Presenters:
* Mari-Anne Pisarri, Partner, Pickard and Djinis LLP
~ » Will Edick, Partner, Pickard and Djinis LLP
* Paul Glenn, Special Counsel, IAA (Session Moderator)

The topics covered in this webinar will address
compliance issues most relevant to smaller SEC-
registered investment advisers. Areas to be addressed:

* Compliance policies and procedures, chief compliance
officers, annual reviews, monitoring and testing

* Preparing for an SEC examination, oversight review, or’
other “visit”

» Qverseeing service providers, lawyers, compliance
consultants, and vendors

* |dentifying and dealing with problem clients,

employees, and others ‘

' Hecorded Webmar' Final Regulations
_ under the Foreign Account Tax .
Compliance Act (FATCA): Implications
. for Foreign Funds

. Tuesday, March 19, 1:00 pm ET S

Presenters:

* Roger S. Wise, Partner K&L-Gates i

* Mary Burke Baker, Government Affairs Advisor, K&L ]

Gates ;

“-e Kathy D. Ireland, Associate General Counsel, /AA o
(Session Moderator) :

" The webinar presenters will address the implications
of FATCA for foreign financial institutions (FFis), which
include certain foreign funds. Topics to be covered:

» FATCA withholding on U.S. sources

* FFl agreements

* FFl responsibilities, including due diligence and
! " reporting of U.S. taxpayer accounts
i+ Intergovernmental agreements
i * Phase-in of FATCA requirements

9 Questions about the Webinar Series?

ors and Assaciate Membei ' 125 U edg ® Forquestionsregardingthe 20131AA Compliance
hers and ssomateAMe‘m ors $125 $0 > and Regulatory Webinars, email JAAServices@
$175 $175 $300° investmentadviser.org or call (202) 293-4222.
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n March 7-8, the 1AA hosted its an-
nual Investment Adviser Compli-
ance Conference. More than 200
attendees engaged with SEC regu-
lators, industry experts, and other legal
and compliance professionals during
the two-day event. The conference fo-
cused on recent legal, regulatory, and
compliance developments and provid-
ed practical information to help invest-

ment advisers navigate evolving issues

in today’s dynamic environment.

Former SEC Chairman Highligh-ts—
Effects of the Dodd-Frank Act

- Former SEC Chairman Harvey L. Pitt
delivered the keynote address to open
the conference. "

Pitt addressed progress on Dodd
Frank implementation and the difficul-
ties faced by the SEC—in addition to
investment advisers—in coping with
“all the requirements.

“The SEC's also shamefully under-
funded,” said Pitt. “Dodd-Frank set
the SEC up for failure. It imposed dra-
matically expanded authority on the
Agency it can’t possibly implement. ...
[H]ard facts remain—even these well-
designed plans aren’t enough. The SEC
must find ways to cope with its new
compliance obligations.”

Pitt also addressed changes and
threatened changes for investment
advisers to face. “IAs face new chal-
lenges requiring them to rethink exist-
ing business models. To survive now,
IAs need nimbleness and flexibility to
respond creatively to many troubling
trends—including a distressed global
economy, changing capital markets
and onerous new regulations.”

He closed by providing advice for

IAA INVESTMENT

compliance

CONFERENCE/2013

ADVISER

investment adviser
compliance - pro-
fessionals in deal-
ing with the future.

The confer-
ence’s lunches
featured OCIE Di-
rector Carle di Flo-
rio and Director of
the Division of In-
vestment Manage-
ment Norm Champ.

Norm Champ L Pitt opens conference.
addressed the
SEC’s Division ‘of
Investment Man-
agement (IM)
Regulatory Initia-

tive Process, re-
views of Advisers
Act rules, adver-
tising, Form ADV,-
and other IM work.
His complete re-
marks are avail-
able on the SEC
web site at http://
www.sec.gov/
news/speech/2013/
spch030813nc.htm.

Carlo di Florio
addressed _ OCIE

priorities for 2013, work of the office’s

risk analysis group, tips-complaints-
and-referrals data, work of the Quan-
titative Analytics Group, and policy
examination issues. He addressed
challenging new and emerging issues
such as newly registered advisers, al-
ternative investments, and distribution
fees. The policy examinations topics in-
clude money market funds, compliance
with pay to play, swaps, and compli-
ance with the custody rule.

Former SEC Chairman, Harvey

Carlo di Florio, director of
SEC Office of Compliance
Inspectionsand
Examinations, discusses OCIE
priorities.

|AA Hosts 2013
Compliance Conference

Plenary Sessions

Enforcement Issues. |1AA
General Counsel Karen Barr
moderated the first panel
of the conference, which
focused on Enforcement ls-
sues for Advisers. Panelists
discussed the latest trends
and significant enforcement
actions involving invest-
ment advisers and cases of
insider trading, conflicts of
interest, improper fees, and

other securities violations.
. Julie Riewe, Deputy Chief
in the Asset Management

£

of Enforcement, addressed
SEC enforcement priorities
including matters relating to
valuation and performance
fees as well as appropri-
ate disclosures to clients.
Richard Marshall, Partner
at Ropes & Gray, discussed
SEC enforcement matters,
issues relating to the new
whistleblower program, and
advice in addressing SEC
concerns that can turn into
enforcement cases. Mary
Keefe, Managing Director and Director
of Compliance at Nuveen Asset Man-
agement, provided practical sugges-
tions for compliance officers in dealing
with potential SEC enforcement issues.

Advertising and Social Media. Eliza-
heth Reza, partner at Ropes & Gray, mod-
erated a panel on Performance Advertis-
ing and Social Media. Panelists Michael

Continued on page 9
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Caccese, Partner at K&L
Gates, Tracy Soehle,
Director and Regula-
tory Counsel at Affiliated
Managers Group, and
Sarah Buescher, Branch
Chief in the SEC's Divi-
sion of Investment Man-
agement—discussed
SEC advertising require-
ments, best practices,
pitfalls, and other com-
pliance issues involved
in performance advertis-
lng (including Global Investment Perfor-
mance Standards—GIPS) and the use of
social media by investment advisers.

Hot Topics for Advisers. David Titt-
IAA Executive Director and
Executive Vice President, led a panel
discussing late-bhreaking developments
in legal, regulatory, and compliance is-
sues facing investment advisory firms.
Diane Blizzard, Associate Director
for Regulatory Policy and Investment
Adviser Regulation in the SEC’s Divi-
sion of Investment Management (IM),
outlined IM priorities and expected
regulatory developments including a
Red Flags Rule relating to a jurisdic-
tion transfer for SEC registered entities
from the Federal Trade Commission to
the SEC. Elizabeth Knoblock, partner
at Mayer & Brown, provided lessons
learned and potential pitfalls from the
2010 Ted Urban case. Thomas Lemke,
General Counsel and Managing Direc-
tor at Legg Mason, discussed creative
strategies to encourage enthusiasm
for compliance issues among employ-
ees—including email training.

Key Developments on Capitol Hill.
Neil Simon, 1AA Vice President for

SEC’s Director of the Division
of Investment Management,
Norm Champ, reviews
Advisers Act rules.

Government Relations,
and David Tittsworth,
IAA Executive Director,
discussed recent leg-
islative developments
that have the potential
to require investment
advisers to either pay
user fees to the SEC
for exams or to become
members of a self-reg-
ulatory  organization.
According to them, FIN-
RA remains intent upon
gaining authority over
advis-
ers and, though it has
temporarily suspended
its aggressive lobbying
efforts, it is laying the
foundation for a future
push. For this. reason,
they implored advis-
ers to support the [AAs
advocacy efforts and
become involved in
“grassroots lobbying.”

SEC Exams. Ben-
jamin Haskin, partner
at Willkie Farr & Galla-
gher, moderated a panel on discussing
issues relating to SEC Examinations.
Andrew Bowden, Deputy Director of
the SEC’s
Office  of
Compli-
ance In-
spections
and Exami-
nations,
discussed
OCIE's is-
sues faced
in examin-
ing advis-
ers and

Drew Bowden, SEC's
Deputy Director of OCIE,
discussed compliance
lines of defense.

emphasized the five lines of defense
for an advisory firm: management,
compliance staff, executive personnel,
boards of directors, and the firm's “tone
of compliance.” Lewis Collins, Senior
Vice President and Senior Counsel for
Affiliated Managers Group, provided
helpful insight from the standpoint of
the advisers’ compliance staff hosting

SEC examinations.

Brokerage and Trading Issues. |1AA
Assistant General Counsel Monique
Botkin moderated a panel entitled Bro-
kerage and Trading Issues for Advisers

SEC’s David Tittsworth and Neil Simon discuss Capito! Hill
developments.

designed to inform investment advisers
of changing markets and brokerage re-
lationships. Mari-Anne Pisarri, partner
at Pickard & Djinis, Joseph McGill, Ex-
ecutive Director and Chief Compliance
Officer at UBS Global Asset Manage-
ment, and Mavis Kelly, Assistant Direc-
tor in the SEC’s Office of Compliance In-
spections and Examinations, discussed
topics including: trading practices, soft
dollars, testing, trading allocations, di-
rected brokerage, error correction, and
agency/principal-cross trades.

Continued on page 10
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Code of Ethics and Personal Trad-
ing. Jennifer Klass, partner at Morgan
Lewis, moderated a panel that included
John Walsh, Partner at Sutherland,
Nancy Morris, Chief Compliance Of-
ficer at Wellington Management Com-
pany, and Daniel Kahl, Assistant Direc-
tor in the Office of Investment Adviser
Regulation in the Division of Investment
Management. This panel discussed is-
sues surrounding investment advisers’
codes of ethics, restrictions on person-
al trading, and best practices for moni-
toring, testing, and enforcing codes of
ethics.

Ask the Experts. IAA General Coun-
sel Karen Barr moderated the final
panel of the conference in-which pan-
elists addressed challenging questions
submitted by attendees. The panel in-
cluded Kenneth Berman, partner at De-
bevoise & Plimpton, Mari-Anne Pisarri,
partner at Pickard & Djinis, and David
Vaughan, a partner at Dechert. This
panel provided helpful insights on dif-
ficult issues relating to soft dollars,
hedge funds, Form PF, international in-
vestors in hedge funds, Form ADV, trad-
ing errors reimbursement, technology,
and books and records requirements
for social media.

Breakout Sessions

ERISA. [AA Associate General
Counsel Kathy Ireland moderated a
panel discussion on ERISA compliance
issues. Panelists included Michael
Hadley, partner at Davis & Harman, and
Joe Canary from the Office of Regula-
tions and Interpretations of the Employ-
ee Benefits Security Administration in
the Department of Labor. The panel-
ists discussed the various disclosure

requirements applicable to ERISA ac-
counts, including the 2012 final rule un-
der ERISA section 408(b)(2), the signifi-
cance of fiduciary status under ERISA,
the situations that can raise prohibited
transaction issues, and ERISA bonding
requirements.

CFTC Compliance. Cary Meer,
partner at K&L Gates, moderated a
panel entitted CFTC Compliance: CPO
and CTA Registration and Derivatives
Regulation with Andrew Jacobsen,
Vice President & Assistant General
Counsel with JP Morgan Asset Man-
agement, and Regina Thoele, Senior
Vice President of Compliance with the
National Futures Association. The pan-
elists discussed CFTC and NFA regu-
latory requirements, including disclo-
sure, reporting, and recordkeeping, as
well as compliance programs and the
regulation of marketing and advertis-
ing. They noted that as a result of re-
cent rule changes effective December
31, 2012, 700 new CPOs became NFA
members. The panelists also discussed
the CFTC’s expected harmonization re-
lease for registered investment compa-
nies and private funds, registering and
licensing associated persons of the
CPO, compliance with NFA Bylaw 1101,
exemptions and exclusions from regis-
tering as a CPO or CTA, and reporting
on Form CPO-PQR, Form CTA-PR, and
NFA quarterly filings.

New Client Relationships. IAA Spe-
cial Counsel Paul Glenn led a panel on
compliance issues for establishing new
client relationships. The panel included
Heather Traeger, partner at 0'Melveny
& Myers, Lori Renzulli, Chief Com-
pliance Officer and Chief Counsel at
Harding Loevner, and Lisa Sheeler,
Vice President and Assistant General
Counsel at MFS Investment Manage-

ment. The discussion identified the
wide range of issues firms encounter
in setting up client relationships, in-
cluding the negotiation of investment
management agreements, deducting
fees from client accounts, and custody
relationships.

Disclosure. |AA Assistant General
Counsel Laura Grossman moderated
the disclosure workshop focused on
Form ADV, advisory contracts, and re-
quests for proposals (RFPs). Panelists
included Monica Parry, of counsel at
Bingham, Christopher Marzullo, Gen-
eral Counsel and Chief Compliance Of-
ficer at Brandywine Global Investment
Management, and Melissa Roverts,
Branch Chiefin the Office of Investment
Adviser Regulation in the Division of In-
vestment Management at the SEC. The -
discussion focused on practical tips to
identify conflicts of interest, evaluate
conflicts disclosures in Form ABV Part
2A, make Form ADV Part 2A disclo-
SUFes consistent with other materials,
and recognize common Form ADV Part
1A reporting errors. The panelists ana-
lyzed various conflicts scenarios.

CCO Workshops

Large Firms. James Anderson, part-
ner with WilmerHale, led a discussion
targeting large firms with more than $10
billion of assets under management.
Other panelists included John Gilner,
Vice President and Chief Compliance
Officer at T. Rowe Price Associafes,
Lawrence Lafer, Chief Compliance Offi-
cer at BNY Mellon Asset Management,
and Rosa Licea-Mailloux, Senior Vice
President and Associate General Coun-
sel at Natixis Global Associates. The
panelists discussed compliance issues °

Continued on page 11
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Make Friends. Influence Congress!
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No cost!

Go to www.investmentadviser.org and
click on “Events”

Registration: rogt .
sgistration It's time to make your voice heard on June 4!

Join with other [AA members in speaking up and educating our
elected representatives about critical issues affecting investment

Date: Tuesday, June 4, 2013 ’ ’ . . ’ :
] o advisers—including FINRA's ongoing effort to gain authority over
Time: Briefing Luncheon at T1am advisers. When you unite forces with IAA members, Lobbying
Meetings on the Hill from 1pm —5pm Day can make a huge difference for the future of our industry and
Reception from 5pm — 6:30pm your business.
Location: Capitol Hill in Washington, D.C. . .
{Luncheon and Reception at the , IAA staff WI“ make it easy for you.
Washington Court Hotel) Staff will arrange a personalized schedule for you to meet with
. members of Congress and their staff. At the briefing luncheon
‘Questions

~ you'll hear about and receive the summary of key issues, which

Looking for more information? will equip you to address the critical discussion items.

Contact Neil Simon,. IAA VP for Government Relations
{202) 293-4222 » neil.simon@investmentadviser.org

Continued from page 10

significant to large investment advis-
ers, including compliance with multiple
regulatory regimes, insider trading, the
Foreign Corrupt Practices Act (FCPA),
pay to play rules, and soft dollar issues
across multiple trading desks.

Medium Firms. Dee Anne Sjigren,
partner at Thompson Coburn, moder-
ated a discussion for medium sized
firms, those with assets under man-
agement between $1 billion and $10
billion. Other panelists included Marla
Chidsey-Roeser, Director of Compli-
ance at Convergent Wealth Advisors,
Jonathan Roberts, Senior Vice Presi-
dent and Chief Compliance Officer at
. Klingenstein Fields & Co., and Judy
/ Babb Werner, Chief Compliance Officer
at Gardner Lewis Asset Management.
The panelists discussed current issues

and developments and offered sugges-

tions for dealing with evolving compli-

ance obligations, including engaging
with a peer group, and using technol-
ogy to manage deadlines.

Small Firms. Shane Hansen, partner
at Warner Norcross & Judd, moder-
ated the panel for small firms with less
than $1 billion of assets under manage-
ment. Other panelists included Steven
Wilkes, CFA, President and Portfolio
Manager with Hutchinson Capital Man-
agement, and Susan Rudzinski, Com-
pliance Director at Convergent Capital
Management. The panel discussed a
firm's distinctive characteristics, risk
management, compliance controls, fo-
rensic testing, and annual review.

Private Fund Advisers. Mark Per-
low, partner at K&L Gates moderated

a panel dedicated to issues facing pri-
vate fund advisers. Panelists included
Kenneth Linton, Senior Associate Gen-
€ral Counsel at Franklin Templetonin-
vestments, Stephen Tate, Senior Vice
President and Counsel with Putnam In-
vestment Management, and Alpa Patel,
Senior Counsel, Private Fund Adviser
Regulation in the SEC's Office of Invest-
ment Adviser Regulation in the Division
of Investment Management. The panel
discussed implementation issues for
private funds filing Form PF, including
related persons, aggregation, parallel
structures, fund of funds, systems is-
sues, and the definition of hedge fund.
The SEC staff reminded the audience to
submit Form PF questions to FormPF@
sec.gov and to watch for SEC staff up-
dates to the Form PF Frequently Asked

Continued on back cover
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“Insider Trading

Writings on the Wall: Considerations in Designing and
Implementing Effective Information Barriers

— By: Kerry S. Burke, Covington & Burling LLP, and Brandon K. Gay, The Carlyle Group*

In the post-Dodd-Frank world, the
Securities and Exchange Commission
(the “SEC”) has directed more of its at-
tention to insider trading activities by
investment advisers, including those
to private funds, and their employees,
through the use of the SEC’s enforce-
ment resources and during adviser
examinations.’ As a practical matter, the
implementation and enforcement of a
comprehensive compliance program is
an important defense against potential
liability for insider trading. Each compo-
nent of the adviser’s insider trading com-
pliance program must (i) be reasonably
designed to protect against violations
of the insider trading proscriptions set
forth in the Securities Exchange Act of
1934, as amended (the “Exchange Act”),
and the Investment Advisers Act of 1940,
as amended (the “Advisers Act”), and
(i) address the adviser's specific busi-
ness needs and circumstances. There is
no standardized approach to designing
a compliance program, and therefore,
an adviser’s insider trading policies may
include a variety of different measures
to protect against the misuse of material,
non-public information (*“MNPI”). One
such measure is a permanent “informa-
tion barrier” designed to separate and
isolate departments or personnel with
access to MNPI from those making in-
vestment decisions, thereby restricting
the flow of information throughout the
adviser's firm. In this article, we high-
light some key decision points in craft-
ing well-designed information barriers

and additional considerations related to
their implementation.

Background

“Insider trading” refers to trading
or recommending a trade while in the
possession of MNP! in violation of a
relationship of trust or confidence or a
duty to keep the information confiden-
tial. The prohibition against insider trad-
ing is derived from the general antifraud
provisions under the federal securities
laws, found most particularly in Section

" 10(b) of the Exchange Act and Rule 10b-

5 thereunder, which prohibit fraudulent
practices in. connection with the pur-
chase or sale of a security. These pro-
hibitions extend to trading while in pos-
session of MNPI. However, Rule 10b5-1
under the Exchange Act provides an
affirmative defense to insider trading li-
ability for an entity that can prove: (i) the
individual making the investment deci-
sion on behalf of the entity did not know
the MNPI and (ii) the entity implemented
reasonable policies and procedures de-
signed to prevent insider trading. When
used in conjunction with other compli-
ance measures, an effective informa-
tion barrier may limit the dissemination
of MNP! and facilitate a showing that
the individual who made the decision
to purchase or sell the security did not
have knowledge of the MNPI.
Additionally, advisers registered
with the SEC are required under Section
204A of the Advisers Act to establish,
maintain and enforce written policies

and procedures reasonably designed to
prevent the misuse of MNPI by the ad-
viser and certain of its personnel. The
Advisers Act does not describe spe-
cific types of policies and procedures
that would be considered “reasonably
designed” and therefore, sufficient to
avoid liability; however, the SEC staff
has emphasized that any such policies
and procedures must be tailored to the
nature and circumstances of the: ad-
viser's business. Beyond liability under

the federal securities laws, even the f

appearance of insider trading poses
significant reputational risks for advis-
ers. As such, advisers have numerous
legal and other incentives to craft com-
pliance programs designed to prevent
insider trading and other misappropria-
tions of confidential information.

The design of policies and proce-
dures does notlend itself to a standard-
ized approach and typically involves a
combination of measures to restrict
the internal flow of MNPI, including
physical segregation of different de-
partments, restricted access to files
and computer passwords and the use
of code words for discussing sensitive
information. Many advisers also may
consider implementing information bar-
riers. In the broker-dealer context, the
SEC staff has issued guidance summa-
rizing the core elements of an adequate
information barrier, as well as items a
broker-dealer should consider when -
administering one.” These include:

Continued on page 13
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N

+ effective

» _substantive supervision and contral
over interdepartmental communi-
cations;

* restriction on and review of securi-
ties trading;

¢ well-documented compliance pro-
cedures and the actions taken pur-
suant thereto; and

» increased levels of review or trad-
ing restrictions when the firm is in
possession of MNPI.

Naturally, the implementation of
these components will vary from firm-
to-firm. The SEC staff also suggested
that, in certain circumstances, an ad-
viser should consider maintaining infor-
mational barriers.” Much of the staff's
guidarice for broker-dealers is relevant
to any information barrier designed by
an adviser.

Crafting Information Barriers

As is the case with many adviser
compliance measures, there is no “one
size fits all” approach to designing an
information barrier. Given
this flexibility, advisers likely will face
a number of difficult decision points in
developing appropriately-tailored infor-
mational restrictions, including those
discussed below.

Permanent vs. Temporary Barriers
A permanent information - barrier
may not be appropriate for all advis-
ers in light of their size or the scope
of their activities. For instance, more
limited informational restrictions may
be beneficial in connection with a spe-
cific investment that raises novel MNPI
concerns only for a prescribed period
of time. Here, an adviser may be well
served to institute temporary and tar-
geted restrictions that specifically ad-
dress the high-risk individuals, subjects
or scenarios. There are potential trade-
offs with this more limited approach,
however. For example, establishing a

: series of particularized barriers may

require the adviser’s compliance de-
partment to engage in more frequent

training, monitoring and- testing than
if the adviser erects from the outset a
permanent barrier.

“Above the Wall”

To ensure the integrity of the ad-
viser’s information barriers, an adviser
typically limits (i) the number of per-
sonnel permitted “above the wall” and
(i) the investment discretion afforded
to such individuais. A “control group”
of compliance personnel are desig-
nated as “above the wall” so that they
may monitor the flow of information
throughout the firm and facilitate “wall
crossings” (ie., permitting otherwise
restricted communications). The deci-
sion to designate non-compliance per-
sonnel, such as a firm's senior profes-
sionals, as “above the wall” is trickier.
Given the likely pervasive access to
MNPl inherentin managing an advisory
firm, it may be necessary to place such
professionals “above the wall” simply
to permit them to do their day jobs.
However, an information barrier may
not be effective if there is significant
overlap across the adviser’s operations
with respect to the key individuals with
access to the greatest volume of MNP,
in which case it would be a business
necessity in almost all cases to desig-
nate such individuals “above the wall”
to provide them with access to the rel-
evant confidential information.”

Categorical Pre-clearance

Another difficult consideration is
whether to categorically permit person-
nel on opposite sides of the information
barrier to discuss certain topics or types
of information without pre-approval, for
instance, macro-level information on in-
dustry sectors, geographies and market
conditions. Here, there is a tension he-
tween maintaining and enforcing effec-
tive restrictions and permitting an ex-
change of ideas that could be beneficial
to advisory clients. Relatedly, a control
group may determine that recurring is-
suer/security-specific communications
do not require pre-clearance if both

sides of the information barrier have the
same level of information and trading
restrictions for the issuer/security. Not-
withstanding these practical realities,
the SEC staff does not endorse the use
of categorical exclusions from informa-
tion barriers.” Thus, advisers should
tread thoughtfully (and perhaps lightly)
in this area.

Multiple Purposes

Information barriers may serve nu-
merous regulatory purposes other than
preventing insider trading. For instance,
firms may establish information barri-
ers to avoid aggregating and matching
securities positions with those of affili-
ates for purposes of certain provisions
of Sections 13 and 16 of the Exchange
Act.” Firms also may avail themselves
of certain exemptions from the require-
ment to otherwise aggregate commodi-
ties interest positions with those posi-
tions of certain affiliates."’ It is critical
that advisers carefully consider the
various regulatory risks they intend to
address by implementing an informa-
tion barrier because different regula-
tions may impose more or less stringent
compliance obligations. For example,
an adviser likely must (i) erect a “high-
er wall” (e.g., further limit the number
of above the wall personnel and wall
crossings with respect to particular
securities) and (ii) obtain a third-party
assessment of the operation of the in-
formation barrier to protect against ag-
gregation under Sections 13 and 16.%

Compliance Assistance

Regardless of scope, ensuring com-
pliance with information barriers can be
a full-time job for an adviser’s compli-
ance personnel. Compliance tasks may
include (i) monitoring e-mails, {ii) chap-
eroning telephone conversations and
other discussions and (iii) reviewing
documents for inadvertent disclosure
of MNPI or other restricted informa-
tion. Inadequate compliance support to
execute these tasks can jeopardize the

Continued on page 14
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integrity of an information barrier. As
such, advisers may consider a range of
tools, such as e-mail review software
and third-party assistance, to ease the
burden on the compliance department.

Practical Tips

In light of the key decision points
above, the following items are practical
tips an adviser may consider to ensure a
well-functioning permanent information
barrier that does not overly disrupt the
adviser's day-to-day business activities.

Need to Know Principle

Often, it may be difficult to deter-
mine the appropriate parameters of
an information barrier. An overarching
principle in safeguarding and restrict-
ing information should be whether par-
ticular personnel have a need to know
or access information. While itis helpful
to restrict MNPI, access to other types
of information also could be limited to
prevent the appearance of conflicts of
interest or other problem areas.

Physical Restrictions

Physical- barriers often are the pri-
mary mechanism by which advisers re-
strict access to information. Generally,
these include some measure of segre-
gation between personnel with routine
or recurrent access to MNPI and those
without such access. However, it may
not be feasible or practical for every firm
to utilize separate offices or floors, or to
erect walls or other physical restric-
tions. In these circumstances, an ad-
viser should avail itself of other tools to
ensure appropriate barriers are imple-
mented, including restricted computer
access and periodic e-mail monitoring.

Senior Management Buy-In

A critical aspect of any effective
compliance program is buy-in from
senior management, and information
barriers are no different. Management
can set a helpful tone by emphasizing
the existence and importance of com-

pliance with the firm’s information bar-
riers during strategy- meetings, when
evaluating potential deals and in other
firm communications.

Clear Scope of Pre-Clearance
Mandate

The control group should provide
clear guidance regarding the scope
of pre-clearance or approved wall-
crossings. Unless otherwise specified
in advance, approval to communicate
across an information barrier regarding
a particular issuer, security, position or
scenario typically should be limited to
specific, narrowly-defined topics. A
lack of clear guidance may create a
perception that all communications
across the information barrier have
been approved.

Document Exceptions

" As there is no “one size fits all” ap-
proach to crafting an information barri-
er, there similarly will be situations that
may not cleanly fit within the defined
boundaries of the barrier. The compli-
ance department should be involved in
assessing the applicability of the infor-
mation barrier to thorny situations and
whether to permit exceptions to the
policy. In these circumstances, it usu-
ally will be beneficial to document the
nature of the exception and the reason-
ing underlying it.

Conclusion

Given the SEC's enhanced focus on
insider trading, advisers should think
critically about the potential risks as-
sociated with free-flowing information
throughout their firms. While informa-
tion barriers may not be appropriate
in all cases, a well-crafted information
barrier—in conjunction with a robust
compliance program and routine moni-
toring—can provide a level of assur-
ance that a firm is taking seriously the
potential risks associated with insider
trading and responding appropriately.

*Kerry S. Burke is a partner in Cov-
ington & Burling LLP’s corporate and
securities practice area and Brandon 7
K. Gay is an Associate Vice President.,

and Counsel at The Carlyle Group. Ms.

Burke and Mr. Gay are resident in their
firms’ Washington, D.C. offices and
may be reached at kburke@cov.com,
or (202) 662-5297, and (202} 729-5734,
or brandon.gay@carlyle.com, respec-
tively. The information contained in this
article is not intended as legal advice.
Readers should seek specific legal ad-
vice before acting with regard to the
subjects mentioned herein. The views
expressed here belong to the authors
and do not necessarily reflect the views
of The Carlyle Group. © 2013 Covington
& Burling LLP. All Rights Reserved. B

iSee, e.g., SEC Press Release, “Hedge Fund Manager
to Pay $44 Million for lllegal Trading in Chinese Bank
Stocks” (Dec. 12, 2012).

ii See SEC Division of Market Regulation, Broker-Deal-
er Policies and Procedures Designed to Segment the
Flow and Prevent the Misuse of Material Nonpublic
Information (March 1990); SEC Office of Compliance
Inspections and Examinations: Staff Summary Report
on Examinations of Information Barriers: Broker-
Dealer Practices under Section 15(g} of the Securities
Exchange Act of 1934 (Sept. 27, 2012) (the “2012 Re-
port”). See a/so NASD/NYSE Joint Memo on Chinese
Wall Policies and Procedures (1991).

iiSee Compliance Alert(July 7, 2008), available at
<http://Mww.sec.gov/ahout/offices/ocie/compli-
alert0708.htm>.

¥ Such an approach is not without risk, as the SEC
staff recently has highlighted the compliance risks
attendant to an above the wall designation. See 2012
Report at 18.

vSee 2012 Report at 21.

vi See SEC Release No. 34-39538 (Jan. 12, 1998) {the
“Beneficial Ownership Reporting Release”).

viFor instance, the Commodity Futures Trading Com-
mission’s (“CFTC") “independent account control-
ler” exemption permits affiliates to disaggregate
commodities interest positions if they develop and
enforce written procedures to preclude the affiliated
entities from having knowledge of, gaining access

to, or receiving data about, trades of the other. CFTC
Rule 150.3.

vil Sog Beneficial Ownership Reporting Release at 19-
20.
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Supreme Court Rules on Two Cases
Affecting Claims Against Advisers

On February 27, the United States
Supreme Court issued opinions in two
cases that affect when and how claims
can be brought against advisers. First,
the Court ruled that the SEC must bring
actions within five years after a fraud
has occurred. Second, the Court ruled
that plaintiffs are not required to prove
materiality of alleged fraudulent state-
ments before securing class action
certification.

_Statute_ of Limitations. In_Gabelli
v. SEC, No. 11-1274, slip op. (U.S.
Feb. 27, 2013), available at http://
www.supremecourt.gov/opinions/

- 12pdf/11-1274 aplc.pdf, the Court held
i that the SEC cannot bring a civil fraud

case more than five years after the end
of the fraudulent activity.

In Gabelli, the SEC had charged an
investment adviser's chief executive
officer and its portfolio manager in a
civil action for allegedly allowing an
investor to engage in “market timing”
in exchange for increased investments
from the investor. According to the de-
fendants, the SEC alleged the market
timing ended in August 2002 but did not
file charges until April 2008. The defen-
dant claimed that the statute of limita-
tions had expired because the five year
window ended in 2007. The SEC argued
for a “discovery” standard—that is, the
five year statute of limitations starts to
run after discovery of the fraud.

If the standard were five years after
discovery of the fraud, the SEC could
have claimed the statute of limitations
did not start until the SEC discovered

# the fraud, which was later.

The Supreme Court held that the
discovery rule only applies to private

plaintiffs bringing fraud claims. The
SEC, however, has continual rights to
inspect investment advisers and the
SEC has a purpose of rooting out fraud
with many legal tools to aid in that pur-
suit. Additionally, the Court noted that
the discovery rule helps fraud victims
get reparation, and Gabelli involves
penalties “intended to punish” instead
of merely providing compensation.

For advisers, the ruling limits the
time in which the SEC can file charges
and may prompt the SEC to expedite
investigations to bring any appropriate
charges within its statute of limitations.

Class Action Certifications. Also on
February 27, the court decided Amgen
Inc. v. Connecticut Retirement Plans and
Trust Funds, No. 11-1085, slip op. (U.S.
Feb. 27, 2013), available at http://www.
supremecourt.gov/opinions/12pdf/11-
1085 906b.pdf. There, the Supreme
Court decided that plaintiffs are not re-
quired to prove materiality before secur-
ing class certification. .

The Amgen matter involved alleged
misrepresentations and misleading
omissions that inflated the bio-tech
firm’s stock price. After the state re-
tirement system purchased the stock,
more accurate and truthful information
about the bio-tech firm was released,
the stock declined, and the retirement
system lost money and then sued.

The Amgen biotechnology firm con-
tested a class-action securities fraud
claim brought by a state retirement sys-
tem because the firm had failed to first
prove materiality of the statements and
omissions. The Court soughtto resclve a
split among federal courts “over wheth-
er district courts must require plaintiffs
to prove, and must allow defendants to
present evidence rebutting, the element
of materiality before certifying a class

action” for securities fraud.

The Ninth Circuit Court of Appeals
had found that the retirement plan had
met the standard that questions of law
or fact common to class members pre-
dominates over questions affecting
only individual members. The bio-tech
firm asserted that the retirement sys-
tem needed to “do more than plausibly
plead that the [bio-tech firm's] alleged
misrepresentations or omissions...
would have no impact on [the firm's]
stock price in an efficient market.” The
Supreme Court found that the certifi-
cation of the class status was proper
because the plaintiff met the required
showing that “questions common to the
class predominate, not that those ques-
tions will be answered, on the merits, in
favor of the class.”

SEC Commissioner Aguilar
Advocates for Smart Regulation of
U.S. Capital Markets

On February 22, SEC Commissioner
Luis Aguilar spoke to the Practicing
Law Institute’s SEC Speaks in 2013 Pro-
gram—"Addressing Market Instabil-
ity through Informed and Smart Regu-
lation.” Aguilar emphasized the SEC's
role as the country’s capital markets
regulator and its responsibility to pro-
tect investors by proactively prevent-
ing market disruptions and addressing
changes in structure of capital markets.
Aguilar addressed the intense evolution
of securities markets over the past two
decades as exchanges adopt technolo-
gy-enabled automated systems and as
trading volume dramatically increases.
The market’s increased reliance on
technology and automated systems has
produced system-wide problems like

Continued on page 16
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the flash crash of May 2010 which, in
turn, erodes investor confidence.
Aguilar highlighted recent SEC
efforts to curb market dysfunction
by adopting a number of regulatory
measures, including rules requiring
pre-trade risk controls, a ban on stub
quotes, and a prohibition on naked ac-
cess. Aguilar stressed, however, his
belief that serious concerns remain: the
asymmetry between exchanges, alter-
native trading systems, and dark pools;
and the transformation of exchanges
from not-for-profit organizations to for-
profit companies. To address these and
other issues arising from the market's
evolution, Aguilar suggested the possi-
bility of implementing a “kill switch” to
limit or shut down orders, the exercise
of live simulations, and robust testing
for trading software. While stating that
individual measures would be ineffec-
tive in eliminating risk, Aguilar under-
scored the value of a multi-layered
approach to market regulation with
multiple, independent, and coordinat-
ed risk checks—to protect investors,
maintain fair and efficient markets,
and facilitate capital formation. See
Addressing Market Instability through
Informed and Smart Regulation, SEC
Commissioner Aguilar Speech (Feb 22,
2013), available at http://www.sec.gov/
news/speech/2013/spch022213laa.htm.

FinCEN Prepares Anti-Money
Laundering Rule for Advisers

On .February 27, Financial Crimes
Enforcement Network (FinCEN) Direc-
tor Jennifer Shasky Calvery confirmed
in a speech that her agency is coordi-
nating efforts with the SEC to develop
and re-propose anti-money laundering
(AML) rules and to propose suspicious
activity reporting (SAR) requirements
for SEC-registered investment advis-
ers. In 2003, FinCEN proposed rules to
require investment advisers to have an
AML program, but ultimately withdrew
the earlier proposal in 2008 as part of its
overall effort to increase efficiency and

LEGAL & REGULATORY UPDATE

effectiveness in administering the Bank
Secrecy Act. The proposed rules could
bring advisers under the compliance
requirements of the Bank Secrecy Act,
which require financial institutions to
work with government agencies to de-
tect and prevent money laundering and
other behavior by reporting suspicious
activity. A copy of Director Shasky Cal-
very’s remarks is available at http://
www.fincen.gov/news room/speech/
htm!/20130227.htmi.

Investment Advisers Settle SEC
Charges of Misleading Investors as
to Private Fund's Asset Value

OnMarch 11, the SEC charged two af-
filiated investment advisers with mislead-
ing investors in a fund of private equity
funds as to the fund's value. The advisers
allegedly provided marketing materials
and reports stating that holdings of some
private equity funds were valued “based
on the underlying manager’s estimated
values” when in fact the advisers valued
an investment at a “markup,” which ren-
dered the performance data false.

According to the SEC, the advisers
“misleadingly {wrote] up the value of
illiquid investments” and this case pro-
vides a “clear warning that the SEC will
not tolerate lax disclosure practices in
the marketing of private equity funds.”
For example, the SEC asserted that in
one quarter, the markup raised the in-
ternal rate of return nearly 35 percent.

The SEC also found that the firms’
policies and procedures were lack-
ing because they were not reasonably
designed to ensure that valuations pro-
vided to investors were presented in a
manner consistent with written repre-
sentations. To settle the charges the
adviser agreed to certain undertakings
including a censure, cease and desist
order, retention of an independent con-
sultant to review the firm’s valuation
policies and procedures, and payment
of more than $3 million—over $617,000
to the SEC, $2.26 million to investors,
and $132,089 to the Commonweaith of

continued from page 15

Massachusetts in a related action.
See SEC Charges New York-Based
Private Equity Fund Advisers with Mis-

leading Investors about Valuation and ..

Performance, SEC Rel. No.2013-38 (Mar
11, 2013), available at http://www.sec.
gov/news/press/2013/2013-38.htm. See
also In Re Oppenheimer Asset Manage-
ment Inc. and Oppenheimer Alternative
Investment Management, LLC, SEC Or-
der Rel. No. 3566, File No. 3-15238 {Mar.
11, 2013), available at http://www.sec.
gov/litigation/admin/2013/33-9390.pdf.

SEC Charges Private Investment
Firm with Improperly Soliciting
Investments through a Solicitor
That Should Have Registered as a
Broker

On March 11, the SEC announced
charges against a New York-based
holding company of private investment
partnerships investing in real estate
mortgage opportunities and a solicitor
of fund subscriptions for violating fed-
eral securities laws by improperly so- :
liciting more than $500 million in invest-
ments. The SEC claimed the solicitor
operated as a paid consultant for the
private investment holding company,
soliciting prospective clients for the
firm between February 2008 and March
2011. The solicitor, however, never reg-
istered with the SEC as a broker and
went “far beyond” what should have
been his limited role of making intro-
ductions in acting as a “finder.” The
SEC Order alleges the solicitor over-
stepped his role by sending “private
placement memoranda, subscription
documents, and due diligence materi-
als to potential investors.” Moreover,
the former senior managing director
at the holding company of the private
equity partnerships allegedly aided and
abetted the solicitor’s violations by pro-
viding key information to the solicitor
while ignoring red flags about the im-
proper conduct. The parties agreed to
settle the SEC’s charges with the entry

Continued on page 17
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of their respective SEC orders.
In its press release, the SEC noted

- that broker-dealers are subject to over-
: »sight and examination as a means of

both monitoring conduct and protect-
ing investors. But here, investors in
the private investment partnerships
were denied these protections be-
cause the solicitor acted outside the
boundaries of the law and “the firm
ignored the essence of his activities.”
See SEC Charges Private Equity Firm,
Former Executive, and Consultant for
Improperly  Soliciting  Investments,

- SEC Rel. No 2013-36 (Mar. 11, 2013),

available.at http://www.sec.gov/news/
press/2013/2013-36.htm.

As part of the settlement, the hold-
ing company agreed. to pay a penalty
of $375,000, the firm’s executive agreed
to certain undertakings including entry
_of a cease and desist order, -a nine-
month suspension from serving in a
supervisory capacity at an SEC regis-
tered firm, and the payment of a $75,000
penalty. See SEC Order In Re Ranieri

" Partners LLC and Donald W. Phillips,

SEC Order 3563, File No. 3-15234 (Mar.
8, 2013) available at http://www.sec.
gov/litigation/admin/2013/34-69091.pdf.
The solicitor entered into a settlement
calling for a cease and desist order, a
bar from association with an SEC-reg-
istered firm, specific requirements as

~ to any future application for relief, and

-disgorgement of $2,418,370 with pre-
judgment interest. of $410,248—which
amounts were waived based on sworn
representations as to financial condi-
tion. See In Re William M. Stephens,
SEC Order 3-15233 (Mar. 8, 2013) avail-
able at http://www.sec.gov/litigation/

admin/2013/34-69090.pdf.

\
. SEC Charges lllinois Pension Fund
Over Misleading Investors

On March 11, the State of lllinois
(State) settled charges with the SEC that

_in raising $2.2 billion, the State “misled
“'bond investors about the State’s ap-

proach  to funding its pension obliga-

tions.” The SEC claimed the State never
informed investors about the impact of
certain State pension funding issues.
Specifically, investors never knew that
the State’s funding plan drastically under-
funded the State’s pension obligations.

The State had enacted a fifty year
funding plan in 1994 but funding pursu-
ant to that plan proved inadequate. The
State pension plan encountered “sig-
nificant stress on the pension systems
and on the State’s ability to meet its
competing obligations.” The SEC did,
however, note that in 2009 the State
made corrections and enhancements
to its disclosure system.

According to the SEC’s release, the
action against lllinois is the second
time the SEC charged a state with se-
curities law violations stemming from
public pension disclosures. The first
was in 2010 against New Jersey re-
lated to underfunding the two largest
pension plans in New Jersey. See SEC
Charges Illlinois for Misleading Pension
Disclosures, SEC Rel. No. 2013-37 (Mar
11, 2013), available at http://www.sec.
gov/news/press/2013/2013-37.htm. See
In Re State of lllinois, SEC Rel. No. 9389,
File No. 3-15237 (Mar. 11, 2013), avail-
able at http://www.sec.gov/litigation/

admin/2013/33-9389.pdf.

DOL Issues Tips for ERISA Plan
Fiduciaries on Target Date Funds

In February 2013, the Department of
Labor (DOL) issued tips to assist ERISA
plan fiduciaries in selecting and moni-
toring target date funds (TDFs) and other
investment options in 401(k) and similar
plans. Many plan sponsors use TDFs as
their qualified default investment alter-
native (QDIA) because of features such
as automatic rebalancing as one gets
closer to his or her retirement date.

The tips are aimed at helping plan
fiduciaries select the appropriate TDF
for a particular plan because TDFs can
differ significantly. DOL recommends
that fiduciaries:

* Have a process to compare and se-

LEGAL & REGULATORY UPDATE

lect TDFs as well as a periodic re-
view process;

¢ Understand the fund’s investments,
especially the allocation across as-
set classes and how the allocation
changes over time;

* Understand the TDF's fees and ex-
penses;

¢ Determine whether a custom TDF
would be more appropriate for the
plan;

» Educate employees about the funds
and communicate any changes and
updates;

¢ Use available resources to evaluate
TDFs; and

* Document the entire process on an
on-going basis.

Target Date Retirement Funds—
Tips for ERISA Plan Fiduciaries is avail-
able at http://www.dol.gov/ebsa/pdf/
fsTDF.pdf.

CFTC Reminds Swap
Counterparties of CICI Deadline

On March 15, the CFTC’s Division
of Market Qversight and Office of Data
and Technology issued an Advisory
reminding swap counterparties that
April 10 is the deadline to obtain a legal
entity identifier (LEl), currently known
as a CFTC Interim Compliant Identifier
(CICI). The CFTC’'s swap data record-
keeping and reporting rules require
swap counterparties to use CICls. This
identifier is required for swap counter-
parties that are subject to the CFTC’s ju-
risdiction, even if they are not required
to report swap data. Swap dealers and
major swap participants already are
required to have CICls. A CICI can be
obtained from the CICI Utility operated
by DTCC-SWIFT which is available at
www.ciciutility.org.

The Advisory also reminds swap
counterparties that obtained CICls
through third-party registration to self-
certify the CIC! data record before April
10. Swap counterparties that obtained

Continued on page 18
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CICIs through seif-registration or as-
sisted registration with permission do
" not need to self-certify now. However,
all swap counterparties must periodi-
cally recertify their CICls after issuance.

The Advisory suggests that each
swap counterparty visit www.ciciutility.
org, check its CICI status, and self-
register for a CICI or self-certify its third-
party-registered CICI. The full text of the
Advisory is available at http://www.cftc.
gov/ucm/groups/public/@newsroom/
documents/file/dmo odtadvisory.pdf.
Please contact a member of the IAA
legal team with any questions.

Massachusetts Proposes
Changes to Investment
Adviser Representative Filing
Requirements

__On March 15, the Massachusetts
Securities Division proposed to amend
its regulations with respect to invest-
ment adviser representative (IAR) ap-
plications. The Division also proposed
amendments to update Form ADV filing
requirements and other regulations to
reflect developments over the past few
years (e.g., electronic filing of Part 2).
The proposal would require an appli-
cant, as part of each initial application
for IAR registration, to submit to the
Division a signed and notarized Crimi-
nal Offender Record Information (CORI)
Acknowledgement Form. The form
would authorize the Division to conduct

-The IAA is proud to announce the
launch of the new, members-only Online
Communities forum. Members should
have received an announcement and
- invite email, guiding users through the
first time log-in and welcome process.
All users have been added to groups
based on interests and attributes.
Each group features discussion topics
and additional resources. Groups and

a review of the applicant and assess
that information in the application pro-
cess. Because the CRD/IARD system is
not designed to accept the CORI Form,
firms would be required to file the form
directly with the Division.

The Commonwealth of Massachu-
setts will hold a hearing on May 15, and
comments on the proposal are due by
that day. For more information on the
topic or to send comments, see the Re-
quest for Comment and the proposed
regulatory language available on the
Commonwealth of Massachusetts web
site at http://www.sec.state.ma.us/sct/
sctidx.htm.

If you have any questions, com-
ments, or suggestions, please contact
the 1AA legal team.

SEC Charges U.S. Virgin Islands-
Based Adviser with Fraud

On February 21, the SEC brought ad-

ministrative charges against an invest-
ment adviser based in the U.S. Virgin
Islands. The adviser allegedly perpetu-
ated fraud by using money from some
clients in a Ponzi-like scheme to raise
at least $80 million to pay the interest
and principal due to other clients.

The SEC proceedings charged the
adviser with fraud for failing to dis-
close kickbacks he received for making
loans to companies from investor funds.
The adviser used client funds to invest
in microcap stocks of the companies

continued from page 17

that owed him money and other thinly-
traded companies. From 2007, the ad-
viser invested clients’ funds directly in
highly illiquid securities of some of those
companies including promissory notes
issued by various closely-held private
companies. The SEC claimed that when
the promissory notes used to finance the
companies matured and the companies
could not repay clients’ investments, the
adviser dipped into other client funds
to purchase the promissory notes and
used that money to pay the firm’'s other
clients. The adviser never apprised his
clients of these activities, the conflicts
involved, and extra compensation he re-
ceived—allegedly more than $3.35 mil-
lion and approximately 500,000 shares of
stock in a microcap company. The SEC
charged the adviser with willful federal
securities laws violations.

In a parallel action, the U.S. At-
torney’s Office for the Southern Dis-
trict of New York simuftaneously an-
nounced criminal charges against the
adviser. See SEC Order In Re James
S. Tagliaferri, SEC Rel. No. 3555 {Feb :
21, 2013), available at http://www.sec.
gov/litigation/admin/2013/34-68963.pdf.
SEC Rel. No. 2013-25 (Feb 21, 2013) is
available at http://www.sec.gov/news
press/2013/2013-25.htm. -

A complete copy of each month’s
Legal and Regulatory Update column is
available in the Members Only section
of the IAA web site. R

K N O W IAA Online Communities Launch

communications preferences can be
modified upon log-in. We encourage all
members to use this new resource for
discussion and collaboration on issues
related to both the investment advisory
business and the Association.

To log-in, go to http:/iaa.ep2.
memberfuse.com or select “Online
Communities” under the Members
Only section of the IAA web site

(www.investmentadviser.org). Online
Communities uses the same username
and password as the IAA Members
Only section.

If you would like more information
about Online Communities or have
trouble logging in, please email
Member Services at iaaservices@ °
investmentadviser.org or call the office
at (202) 293-4222. &
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Register Now!

2013 IAA Annual
Conference

NEW ORLEANS » May 1-3

The Roosevelt Hotel, New Orleans
123 Baronne Street, New Orleans, LA 70112 » (504) 648-1200

The IAA Annual Conference will feature distinguished speakers
addressing a wide range of economic, investment, political, and
business issues. The program also provides the perfect setting to
network with investment adviser leaders and service providers,
while enjoying this historical and spirited city. More program and
registration information is available. See the enclosed brochure or go
) to the Events page on the |IAA

— _INVESTMENT ADVISER
ASSOCHATLOM T

2013 ANNUAL
CONFERENCE

MAY 1-3,2013 + NEW ORLEANS, LA

web-site.

- The IAA Annual Conference
alls between th_e two

SEC Staff Issues Additional FAQ Form PF—con : z

and report the exposure in terms of 10-
year bond equivalents (rather than as
stated in Instruction 15).

Question 35—Reporting Open Short
Positions (FAQ 35.1): Filers reporting
relevant open positions should report
a short position that represents more
than 5% of the reporting fund’s net as-
set value as a negative value.

Question 44—Reporting Aggregate
Value of Derivatives (FAQ 44.2): Filers
should report the absolute value of
outstanding derivatives positions (i.e.,
not a negative number) when reporting

aggregate value for all derivatives posi-
tions of a fund for Questions 13(b) or 44.

The FAQs also addressed ques-
tions regarding relying advisers/SPVs,
calculating derivatives trade volume,
measuring exposures to sub-asset
classes, restrictions on investor with-
drawals and redemptions, side-pocket
arrangements, investor liquidity, and
NAICS codes. A memorandum fully
summarizing these FAQs is available on
the Members Only section of the IAA
web site.

The SEC staff Form PF FAQs are

available at http://www.sec.gov/divi-
sions/investment/pfrd/pfrdfag.shtmi.
Questions for the SEC staff regarding
Form PF may be emailed to the SEC
at FormPF@sec.gov. A link to FINRA's
technical “Frequently Asked Ques-
tions” regarding the PFRD System
is available at http://www.iard.com/
pfrd/usersupport.asp. Please contact
Monique Botkin at monigue.botkin@
investmentadviser.org or any member
of the IAA legal team at (202) 293-4222
with any questions about Form PF. m

IAA NEWSLETTER

19 -

APRIL 2013


http:investmentadviser.org
http:http://www.iard.com
mailto:FormPF@sec.gov
http://www.sec.gov/divi

INTERNATIONAL DEVELOPMENTS

, ,10101010010

The IAA International Committee
met by conference call on March 14, to
discuss a number of legal issues affect-
ing investment advisers that do busi-
ness overseas. Inciuded among the
topics discussed were the remunera-
tion and other provisions of the Alterna-

On March 19, the UK Financial Ser-
vices Authority issued the second of
two consultation papers concerning
its implementation of the Alternative
Investment Fund Managers Directive
(AIFMD). The paper does not cover all
of the UK issues remaining under the
Directive, but the FSA and HM Treasury
intend to accomplish full transposition
by the July 22 effective date of AIFMD.

The consultation paper expands on
the FSA's prior discussions of delega-
tion and the “letter-box entity” concept.
Article 82 of the Delegated Regulation
issued by the European Securities and

tive Investment Fund Managers Direc-
tive (AIFMD), the status of the proposed
Markets in Financial Instruments Direc-
tive (MiFID) Il, and overseas develop-
ments in the areas of short selling and
soft dollars. Stephen Moller, a partner
at the law firm of K&L Gates, provided

Markets Authority, which is binding on
the UK and other EU Member States, in-
cludes a detailed description of the cir-
cumstances under which an authorized
AIFM may delegate its responsibilities to
another entity. The Regulation also es-
tablishes criteria for determining wheth-
er the delegation causes the AIFM to
become a “letter-box” entity that no lon-
ger actually manages the fund.
According to the consultation paper,
in assessing a UK AIFM’s delegation of
portfolio management and/or risk func-
tions to another entity, the FSA's suc-
cessor entity, the Financial Conduct

March 2013 IAA International Committee Meeting

an update on the European Market In-

frastructure Regulation (EMIR), which
governs derivatives, central counter-
parties, and trade repositories.

The next International Committee
call will take place on Thursday, June
20,2013. |

Second Financial Services Authority Consultation on UK Implementation of
the Alternative Investment Fund Managers Directive

Authority (FCA), intends to take account
of the criteria in Article 82. The FCA will
not automatically presume, however,
that a UK-authorized AIFM is a “letter-
box entity” merely because the invest-
ment management tasks that have
been delegated versus those retained
by the AIFM have reached a particu-
lar percentage threshold. instead, the
FCA will undertake a qualitative rather
than a quantitative assessment, and
address, among other things, whether

the AIFM exercises effective oversight *

over risk and portfolio management,

Continued on page 21
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_ continued from page 20

carries out effective due diligence for
a prospective delegate, and supervises
. the delegate in an active rather than a
" passive way. The FCA currently does
not plan on issuing guidance on how
it will assess these arrangements, but
will review delegation structures on a
case-by-case basis.

In addition, the FCA will not review

or supervise existing delegation ar-
rangements during the one-year tran-
sition period after July 22, 2013, either
with respect to the “letter-box entity”
test, or delegation in general. Beginning
on July 22, 2014, however, the FCA will
review and supervise both existing and
proposed delegation arrangements.
Comments on the consultation pa-

INTERNATIONAL DEVELOPMENTS

per will be accepted through May 10,
2013, and the complete discussion pa-
per is available at http://www.fsa.gov.
uk/static/pubs/cp/cp13-09.pdf. Please
contact IAA Associate General Coun-
sel Kathy Ireland at kathy.ireland@
investmentadviser.org or (202} 293-4222
if you have questions or comments
concerning the consultation paper. M

UPCOMING COMPLIANCE DATES

 April 1 (201'3 only, ndrmally'Mar‘ch 31) Calendar-year-

v:fi?‘«;frle an “annual updating amendment” to Form ADVWhICh

- ?-'lfrscal year). - This year because March 31 is a Sunday

: '_due date.

April 1: (2013 only, normally March 31) All-other CPOs
- must file Form CPO-POR (i.e., 90 days after December 31,
2012 for filers with a December 31 year-end).*

-April 1: (2013 only, normally March 31) CPOs must file
with the NFA and distribute an. Annual Report, certified by
anindependent public accountant, to each participantin
each pool it operates (90 days after the end of the pool’s
fiscal year).* CPOs can submit a request for extension
for a fund-of-funds.

Aprll 10: Swap counterpartres (counterpartres to a swap
that is subject to the CFTC's jurisdiction and are not
swap dealers or major swap participants) must obtain

The following compliance dates are listed as a reminder for /AA
Newsletter readers. If you have questions or need more information
about any of the dates, please contact the |AA legal staff.

‘v_,""cf’rlers (including exempt reporting advisers’) deadline to- _entity- identifier (LEI) for recordkeeprng and swap- data
~_reporting. -See: related item. m Legal and Regulato

;iUpdatern thrs newsletter S R el

- April; 30: All othe
‘_1,31 frscal year end;must file Form PF

N,..mcludes state notice filings (90 days after the end of the -

-~ when the TARD system is closed, Aprll 1is the effectrve—.-

”,'Apl'll 30: Calendar-year—frlers deadlrne for dehvenng to i
.~ clients a current. brochure with a-summary’ of material ..
changes or a.summary of material changes with'an offer ..

of January 1, 2013) must file Farm CPO-POR for the
quarter ending March 31,2013, -~

a CFI' c Interim Compllant Identrf’ ier (L‘ICI} as its- Iegal | "; :

rrvate fund advrsers wrth a December

to provide the brochure (120 days after the end-of. the‘_?
frscal year). T

May 30: Large CPOs (wrth an effectlve date of regrstr‘atron' ‘

*These deadlines apply to CPOs and CTAs that were reglstered with
the CFTC and members of NFA in 2012. Newly registered CPOs and
CTAs as of January 1, 2013 are subject to.subsequent deadlrnes

Please contact the IAA legal staffif you have any
questions. &

SEC Seeks Data on Potential Uniform Fiduciary Standard of Conduct—continued from front cover

use of finders and solicitors; (3) super-
vision; {4) licensing and registration; (5)
continuing education requirements; {6)
books and records (including the reten-
tion of all records relating to a firm's
“business as such”); and (7) other po-
tential areas, including business con-
duct rules and “scaling” requirements
on the basis of size.

The IAA has long maintained that

financial professionals providing invest-
ment advice should be required to actin
the best interests of their clients. “Cli-
ents receiving investment advice should
be provided the same fiduciary protec-
tions regardless of which type of entity
is providing the advice. We look forward
to assisting the SEC in its consideration
of this important issue,” said IAA Execu-
tive Director David Tittsworth.

The IAAintends to submit comments
on the request for data, which must be
submitted by July 5. The text of the re-
quest for data is available at http://www.
sec.gov/rules/other/2013/34-69013.pdf.
Members should contact Kathy freland
at kathy.ireland@investmentadviser.org
or other members of the I1AA legal team
with any questions, comments, or avail-
able data.
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 April 4

April 9
~ April 16

- April 23

. May8
May 8
- May21
* - May 30

June 4
“June 11
“dJune 11
-June 11

INVESTMENT AD

ASSOCI!IATI

Cosponsored by therlAA, the Investment Adviser To ‘learn more about the “program or VIeW

- Certified Compliance Professional (IACCP) program was complete 2013 schedule, go to the 1AA web. snte und

* established by National Regulatory Servicesin 2004 and ~ “Events” and IACCP, or see http:/www.nrs-inc.co

. isdesignedtoadvanceinvestmentadviser complianceas  Education-Solutions/Investment-Adviser-Certified-"

" aprofession. Requirements of the certification program  Compliance-Professional-/. For more ‘information

<. include education, work experience, examination,  contact IAA Special Counsel Paul. Glenn (202) 293-:;-:.,
ethics, and continuing education requirements. 4222. o

- |ACCP Examlnatlon Study Session Online 100pm 400pm (ET}

- Form ADV Part 2: Identifying and Disclosing Conflicts New York 10:45 am 72 45 pm (ET)
“Investment Adviser Performance and Advertising New York 2:00 pm - 4:00 pm (ET)

VISER

N

IACCP COMPUIANCE TRAINING Q NRS

UPCOMING EVENTS

Selected Advisers Act Anti-Fraud Rules: Custady, Political Contributioris, Sollmtors and Proxy Votmg
Requirements Online 1:00 pm - 3:00 pm (ET) :
Investment Company Regulatory Update Online 1:00 pm - 3:00 pm (ET)

Compliance Programs Rules and Strategies for Managmg Your Annual Review -

Online 1:00 pm - 3:00 pm (ET)

Registered Reps Who Are Independently Reglstered as 1As/Outside Business Actlvmes

Online 1:00 pm - 3:00 pm (ET} :

Professional Ethics: Ethical Decision-Making for Compliance Professionals
(approved.forIAGCP CE Ethics credit) Online and Ft. Lauderdale 10:00 am - Noon pm (ET)
Critical Skills for High-Performance Compliance Professionals: Business Continuity Procedures in the
Aftermath of Disaster Online and Ft. Lauderdale 1:00 pm - 3:00 pm (ET) : :
Mandates Beyond the Advisers Act: Anti-Money Laundering and Data Security Online 700pm 300pm (ET)
Investment. Advnser Regulatory Update Online 1: 00pm 3:00 pm (ET) ’ 2 5

Form ADV- Part1 Annual Updating Amendment and More New York 830 am - 70 30 am (ET)

rfn :

=+ June 12 Trading Practices, Portfolio Compliance and Related Enforcement Cases New York 830 am 70‘_
-~ June'12 Trading Compliance - Best Execution, Soft Dollars and Directed Brokerage
e New York 10:45 am - 12: 45 pm (ET)
5 June 12 Two Trading Compliance Challenges: Valuation and Trade Errors New York 2:00 pm - 4:00 pm (ET)
- June 18 Safely Embracing the Power of Social Media Online 1:00 pm - 3:00 pm (ET) .
- June 25 A Tailored Compllance Testing Pragram for Investment Advisers Unllne 1. 00pm 300 pm (ET)
2 July 11 How the Industry (and the Regulators) are Dealing with the New FINRA Suutablhty Rules
Online 1:00 pm - 3:00 pm (ET)
July 16 Defensible Due Diligence for Investment Advisers including Private Fund Advisers
Online 1:00 pm - 3:00 pm (ET)
o July 23 Introduction to the Advisers Act: Framework, Registration, Exclusions and Exemptions; Exempt Report- -
: ': ing Advisers; Private Fund Advisers and More Chicago 8:30 am - 10:30 am.(CT)
- July 23 Books and Records Requirements for Investment Advisers Chicago 10:45.am - 12:45 pm (C T}
. July 23 Insider Trading, Advisory Contracts and ADV Delivery Requirements for Investment Advnsers .
Chicago 2:00 pm - 4:00 pm (CT) S
C July 24 Understanding Fiduciary Duties and a Sweep of Anti-Fraud Provisions of the Advisers Act
Chicago 8:30 am - 10:30 am (CT) ;
~July 24 Selected Advisers Act Anti-Fraud Rules: Custody, Political Contrlbutlons Sollcltors and Proxv
i Requirements Chicago 10:45 am - 12:45 pm (CT)
- July 24 Compliance Programs Rules and Strategies for Managing Your Annual Review Ch/cago 2:00 pm - 4:00
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FINRA Continues Drumbeat for SRO
Oversight of Advisers

FINRA CEO Richard Ketchum is
continuing to make the case for FINRA
being.given authority over investment
advisers.

The following three paragraphs, print-
ed in their entirety (emphasis supplied),
are from a Washington, D.C. speech
made by Ketchum before the Consumer
Federation of America on March 14:

—It's alsovital that we-continue-to weark
toward a uniform fiduciary standard
for broker-dealers and investment
advisers when they provide person-
alized investment advice about se-
curities to retail customers. FINRA
has explicitly supported a fiduciary
standard of care for hoth channels,
and we were pleased when the Jan-
uary 2011 SEC Staff Study on Invest-
ment Advisers and Broker-Dealers
recommended SEC rulemaking to
establish such a standard. On March
1st of this year, the SEC took another
important step to move the ball for-
ward, by asking for quantitative data
and economic analysis to assist its
consideration of what the appropri-
ate standard of care should be.

But the SEC didn't stop there. The
Tequest also addresses whether
investors would be better off if the
rules were harmonized in other ar-
eas of broker-dealer and investment
adviser regulation, such as advertis-
ing, supervision, licensing of firms,
.. qualification of individuals, and
books and records, to name a few.
The SEC is right to continue the con-
versation about harmonizing more

than just the standard of conduct.

FINRA believes, however, that a fi-
duciary standard, alone or coupled
with other regulatory harmoniza-
tion, is not a guarantee against
misconduct. Compliance must be
regularly and vigorously examined
and enforced to ensure the protec-
tion of investors. As the 2011 SEC
Staff Study notes, “to fully protect
the interests of retail investors, the
Commission should couple the fidu-
-ciary duty with effective oversight.”
The SEC's ability to examine advisers
remains inadequate. And, sadly, the
SEC continues to find serious prob-
lems when it conducts exams. In
fact, the SEC issued a Risk Alert and
Investor Bulletin on March 4th after
finding widespread non-compliance
with the investment adviser custody
rule. lf investors are to be protected,
investment advisers need to be ex-
amined reqularly and vigorously. It's

as simple as that, and it is not hap-
pening under our current system.

Although FINRA has temporarily
scaled back its aggressive lobbying on
Capito! Hill to gain adoption of legisla-
tion authorizing the SEC to make advis-
ers subject to SRO oversight, it is clear
that FINRA has launched a concerted
effort to lay the foundation for a future
legislative push. Indeed, as stated in the
opening paragraph in a March 14 Wall
Street Journal article on Ketchum's
speech, “The head of Wall Street’s self-
regulator has said that pushing for his
agency to be put in charge of policing
investment advisers wasn't a high pri-
ority this year. But he seems to be doing
it anyway.”

Senate Banking Committee Approves
White for SEC, Cordray to CFPB

The Senate Banking Committee in a
bipartisan vote on March 19 approved
the nomination of Mary Jo White to be-
come a member of the SEC. The com-
mittee vote was 21-1. Senator Sherrod
Brown (D-0hio) was the lone no vote.

In February, President Bbama nomi-
nated the former federal prosecutor
and defense attorney to fill out former
SEC Chairman Mary Schapiro’s term
ending in June 2014 and to get her
own full term ending in June 2019. The
President also chose White to chair
the commission. However, the com-
mittee only voted on the 2014 term. If
approved by the full Senate, White will
replace Commissioner Elisse Walter as
SEC Chairman.

A full Senate confirmation vote for
White is expected shortly after the Sen-
ate returns from its Spring recess the
week of April 8.

At the same meeting, the Senate
Banking Committee also voted along
party lines today to advance Richard
Cordray’s bid to serve a full term as di-
rector of the Consumer Financial Pro-
tection Bureau (CFPB). The committee
vote was 12-10.

Cordray was installed at the CFPB
through a recess appointment in
January 2012; his term expires at the
end of the year without confirmation
by the full Senate. But 43 Republicans
have pledged to block Cordray or
any other nominee to lead the CFPB
unless the authorizing statute for the
consumer agency is revised to provide
for its governance by a commission
and funding through the congressional

Continued on back cover
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appropriations process.

Because Democrats are opposed to
these changes, further action on Cor-
dray’s nomination is highly unlikely.

Bill Introduced to Exempt PE
Advisers from SEC Registration

Rep. Robert Hurt (R-Va.) introduced
legislation on March 13 that would ex-
empt private equity fund advisers from
registering with the SEC under the Ad-
visers Act by repealing provisions of
the Dodd-Frank Act.

Hurt's bill (H.R. 1105) is co-spon-
sored by Representatives Jim Himes
(D-Conn.), Jim Cooper (D-Tenn.) and
Scott Garrett (R-NJ). It mirrors the
Small Business Capital Access and Job
Preservation Act that was introduced
in 2011. That measure was approved by
the House Financial Services Commit-
tee but never made it to the House floor.

Supporters of the bill say the legis-
lation frees up private equity funds from
unnecessary and burdensome require-
ments and that private equity firms
should be given exemptions similar to
those afforded venture capital firms un-
der the Dodd-Frank Act.

continued from page 23

House Financial Services
Committee to Vote on Government
Sponsored Enterprise (GSE) Reform

House Financial Services Commit-
tee Chairman Jeb Hensarling (R-Tex.)
said at a March 19 hearing that his
committee will soon vote on a bill to re-
place taxpayer-owned mortgage com-
panies Fannie Mae and Freddie Mac.

Hensarling said such a bill will
“once and for all abolish Fannie and
Freddie,” which still owe more than
$130 billion in bailouts to taxpayers.

Rep. Maxine Waters (D-Calif.), the
top Democrat on the committee, said
she hopes to reach some sort of bipar-
tisan agreement. “We have not seen a
proposal come forward,” Waters said.
“} would hope that this committee ...
would provide the leadership neces-
sary to reform the GSEs.”

Hensarling said he was tired of the
many proposals offered since the two °
companies entered conservatorship in
2008 that have “simply gathered dust.”
“After four-and-a-half years, inaction is
no longer an option,” he said.

Contact Neil Simon, IAA Vice Presi-
dent for Government Relations, to share
your views or to obtain more informa-
tion about these and other government
relations matters. I

IAA Hosts Complmnce Conference—contmued ﬁom page 11 -

Questions on the SEC website. The
panel also discussed the SEC's JOBS
Act proposed rulemaking eliminating
the prohibition on general solicitation
and general advertising in private Rule
506 offerings sold to accredited inves-
tors. Ms. Patel also noted the SEC staff
is reviewing the Advisers Act adver-
tising rule for private fund advisers.
Finally, the panel discussed the SEC’s
current “presence exam” initiative for
private fund advisers focusing on valu-
ation, custody, portfolio management,

conflicts of interest, fees and expens-
es, and performance advertising. The
panel also noted that areas of focus in-
clude undisclosed sources of revenue,
trading and investment allocation, ex-
pense allocations, soft dollars, disclo-
sures, testing the compliance program,
and documentation of testing.

The IAA sincerely thanks all of the
attendees, speakers, exhibitors, and
those who worked hard to make the
2013 IAA Investment Adviser Compli-
ance Conference a success. B

INVESTMENT ADVISER ASSOCIATION





