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GENERAL BACKGROUND

® Fund regulation is an extremely technical area. This course is not a
detailed description of the various rules for the registration of US
funds with the Securities and Exchange Commission (the “SEC”) and
the Commodities and Futures Trading Commission (the “CFTC").

= Rather, this CLE program is designed to describe the constraints on
foreign funds that wish to raise capital or conduct activities in the
United States, either directly or through agents, without having to
register with the SEC or the CFTC and subject themselves to the
onerous registration burdens on the registered fund.
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GENERAL BACKGROUND — SECURITIES LAW CONSIDERATIONS

= Under the Securities Act, all offers and sales of securities must either be registered with the Securities and Exchange
Commission (the “SEC”) or effected by means of an exemption from registration. There are two principal
exemptions that would apply to the fund’s contemplated activities in the US: Rule 506(b) and Rule 506(c).

= Under Rule 506(b), offers and sales of securities may be made without registration, provided following requirements
are met:

=  There can be no general solicitation or advertising to market the securities;

= Securities may not be sold to more than 35 non-accredited investors.“Accredited investors” are defined to include,
among other categories, “family clients” of “family offices,” registered investment advisers, LLC’s with assets in excess
of $5 million, other entities with investments in excess of $5 million, and individuals with income in excess of
$200,000 (or $300,000 together with a spouse or spousal equivalent) in each of the prior two years; and

= Because of the restrictions around making offers and sale of securities to non-accredited investors, and because the
income test for individuals is relatively low, many, if not most, offerings under Rule 506(b) simply exclude non-
accredited investors.

= [Tab | = Rule 506(b)] DUNNINGTON
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GENERAL BACKGROUND — SECURITIES LAW CONSIDERATIONS

Under Rule 506(c), general solicitation and advertising are permitted, provided only accredited investors purchase the offered securities. The Rule
requires issuers to take reasonable steps to “verify” each investor’s status. Because “verification” can be difficult, the SEC has established certain
verification “safe harbors:

Status based on income can be verified by reviewing any Internal Revenue Service form that reports the purchaser's income for the two most recent
years and obtaining a written representation from the purchaser that he or she has a reasonable expectation of reaching the income level necessary to
qualify as an accredited investor during the current year.

Status based on net worth can be verified by reviewing one or more of the following types of documentation dated within the prior three months and
obtaining a written representation from the purchaser that all liabilities necessary to make a determination of net worth have been disclosed:

= Assets: Bank statements, brokerage statements and other statements of securities holdings, certificates of deposit, tax assessments and appraisal reports issued by
independent third parties; and

= Liabilities: A consumer report from at least one of the nationwide consumer reporting agencies.

Alternatively, status can be verified by obtaining a written confirmation from one of the following persons or entities that such person or entity has
taken reasonable steps to verify that the purchaser is an accredited investor:

= Aregistered broker-dealer;

= Aninvestment adviser registered with the Securities and Exchange Commission;
= Alicensed attorney is in good standing; or

= A certified public accountant who is duly registered and in good standing.

Initially, the verification requirements were prohibitive, but recently intermediaries willing to take on the verification risk for a price have emerged and
compliance with Rule 506(c) has become substantially less burdensome, provided issuers are willing to bear the intermediaries’ verification costs.
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GENERAL BACKGROUND — INVESTMENT COMPANY ACT

CONSIDERATIONS (1)

®  The Investment Company Act generally requires all investment funds to register with the SEC and become subject to very onerous
disclosure requirements, record and book-keeping rules, and substantive investment restrictions. Most foreign funds view SEC
registration to be prohibitively complex and burdensome and will forego the US market rather become subject to the relevant SEC
rules.There are two main exemptions relied on: Section 3(c)(l) and Section 3(c)(7) of the Investment Company Act.

= Section 3(c)(1) = the 100 hundred beneficial holder rule. Section 3(c)(l) of the Investment Company Act provides a fund is
excluded from the definition of an investment company (and thus not required to register) if it is:

= Any issuer whose outstanding securities (other than short-term paper) are beneficially owned by not more than 100
persons (or, in the case of a qualifying venture capital fund, discussed in more detail below, 250 persons) and which is not making and
does not presently propose to make a public offering of its securities.

= Beneficial ownership by a company is deemed to be beneficial ownership by one person, except that, if the company owns 10% or
more of the outstanding voting securities of the issuer, and is or would otherwise be an investment company, the beneficial ownership shall be
deemed to be that of the holders of such company’s outstanding securities (other than short-term paper).

= Although the text of the law is silent on this point, the SEC has made clear that only US beneficial owners need to be counted. It is also
worth noting that a husband and wife who invest jointly in the fund only count as a single owner, as would an individual who invests both in
his or her own name and through an IRA of which he or she is the sole owner. Certain “knowledgeable employees” (essentially officers and
directors of the fund) are also not considered “beneficial owners.”

= In Touche Remnant & Co. (publicly available Aug. 27, 1984), the staff of the SEC concluded that a foreign fund could make a private
offering in the United States without registration if the fund had fewer than 100 US beneficial owners.[Tab 2 - Touche
Remnant & Co SEC No-Action Letter]




GENERAL BACKGROUND — INVESTMENT COMPANY ACT

CONSIDERATIONS (I 1)

Section 3(c)(7) — the qualified purchaser exemption. Th|s Section provides another frequently relied upon

exemption for funds whose securities are sold exclusively to “qualified purchasers,” who are any of the following:

(i) any natural person (including any person who holds a joint, community property or other similar shared ownership interest in
an issuer that is excepted under section 80a—3(c)(7) of this title with that person’s qualified purchaser spouse) who owns not less
than $5,000,000 in investments, as defined by the Commission;

(ii) any company that owns not less than $5,000,000 in investments and that is owned directly or indirectly by or for 2 or
more natural persons who are related as siblings or spouses (including former spouses), or direct lineal descendants by birth or
adoption, spouses of such persons, the estates of such persons, or foundations, charitable organizations or trusts established by or
for the benefit of such persons;

(iii) any trust that is not covered by clause (ii) and that was not formed for the specific purpose of acquiring the securities offered,
as to which the trustee or other person authorized to make decisions with respect to the trust, and each settlor or
other person who has contributed assets to the trust, is a person described in clause (i), (ii) or (iv); or

(iv) any person, acting for his or her own account or the accounts of other qualified purchaser, who in the aggregate
owns and invests on a discretionary basis, not less than $25,000,000 in investments.

[Tab 3 - 15 U.S. Code § 80a-2(51)(A)]

Similarly to Section 3(c)(l), for foreign funds the relevant ‘“qualified purchasers’ are only US purchasers.In a
no-action letter to the law firm of Goodwin Proctor, the SEC stated:“A Foreign Fund that was making a private
placement in the United States in reliance on Section 3(c)(7) would have to determine whether the U.S. person was a
qualified purchaser” [Tab 4 — Goodwin Procter & Hoar No-Action Letter]



GENERAL BACKGROUND — BROKER-DEALER CONSIDERATIONS (1)

= Section 3(a)(4)(A) of the Securities Exchange Act generally defines a "broker" broadly as “any person engaged in the
business of effecting transactions in securities for the account of others.” The SEC provides the following guidance: sometimes you can
easily determine if someone is a broker. For instance, a person who executes transactions for others on a securities exchange clearly is a
broker. However, other situations are less clear. For example, each of the following individuals and businesses may need to register as a
broker, depending on a number of factors:

=  “Finders" and "business brokers," investment advisers and financial consultants;
= Persons that operate or control electronic or other platforms to trade securities;
= Persons that act as "placement agents" for private placements of securities;

= Persons that effect securities transactions for the account of others for a fee, even when those other people are friends or family
members;

= Persons that provide support services to registered broker-dealers; and
= Persons that act as "independent contractors," but are not "associated persons" of a broker-dealer.
= [Tab 5 — Guide to Broker-Dealer Registration]

= The most problematic category for foreign funds is often that of “finders.” The SEC has acknowledged this problem and
recently approved a final rule proposal that would exempt “finders” from the scope of the Securities Exchange Act definition of a
“broker” [Tab 6 - SEC Proposes Conditional Exemption for Finders]

= However, the proposed rule was a product of the Trump administration and it is unclear how the new administration views the issue
philosophically. [Tab 7 - Is the SEC Finally Ready to Clarify this Cloudy Issue]



GENERAL BACKGROUND — BROKER-DEALER CONSIDERATIONS (II)

There are 2 main exemptions for the agents of foreign funds:

Rule 15a-6(3). Foreign funds often rely on Rule 15a-6, which permits associated persons of foreign broker-dealers to conduct certain broker-dealer activities in the

United States as long as (1) they are “chaperoned” in the US by a registered US broker-dealer, except in certain communications with major institutional investors
(investors with assets greater than $100 million), which may be conducted without a chaperone; (2) the transactions in the foreign entity’s securities are effected through a
registered US broker dealer;and (3) a range of record-keeping and other rules are complied with.The principal rules are the following:

First, any transactions resulting from the US activities must be effected through a registered US broker-dealer.

Second, the foreign-broker dealer (the foreign fund) must agree to provide the SEC with information requested by the SEC relating the transactions covered by the
exceptions, unless the foreign entity is prohibited by law from furnishing such information.

Third, the associated persons of the foreign fund must generally be accompanied on visits to US investors by an associated person of a registered broker or dealer
who accepts responsibility for the foreign associated person's communications with the US investor (the “chaperone”).

Fourth, an associated person of a registered US broker’s dealer must be present for all oral communications with US investors, other than those with “major
institutional investors,” or institutional investors with more than $100 million in assets. [Tab 9 - Registration Requirements for Foreign Broker-Dealers]

= |n 1997, the SEC issued no-action relief to 9 of the leading US investment banks with foreign affiliates (the so-called “Nine-Firms Letter”). Under the Nine-Firms
Letter, associated persons of a foreign unregistered broker-dealer may have in-person unchaperoned contacts with major institutional
investors, in addition to the clearly permitted oral communications, and may contact US institutional investors by telephone from outside the US outside of
stock exchange trading hours. [Tab 10 - Securities Activities of US-Affiliated Foreign Dealers SEC No-Action Letter]

Fifth, there are various reporting, disclosure and procedural requirements, such as agreeing to provide information on request to the SEC and consenting to US
Jurisdiction for potential lawsuits, that must be complied with.

[Tab 8 - 17 CFR § 240.15a-6]



GENERAL BACKGROUND — BROKER-DEALER CONSIDERATIONS (II)

CONT.

Rule 3a4-1. A separate exemption may be available under Rule 3a4-1 for “associated persons” of the

foreign fund such as officers, directors and employees, who:

primarily perform, or are intended primarily to perform at the end of the offering, substantial duties
for or on behalf of the issuer otherwise than in connection with transactions in securities;

were not brokers or dealers, or associated persons of a broker or dealer, within the preceding 12
months; and

do not participate in selling an offering of securities for any issuer more than once every 12 months.

[Tab Il - 17 CFR § 240.3a4-1]



GENERAL BACKGROUND — INVESTMENT ADVISERS ACT

CONSIDERATIONS (1)

The final area of potential regulatory concern for foreign funds with activities in the US is the Investment Advisers Act (“Advisers Act”).
The SEC takes a very expansive view of the concept of “advice” and considers that activities as limited as sharing a stock list with an
investor constitute “advice.” The SEC has specifically stated that “providing a selective list of securities is advice about securities even if
no advice is provided as to any one security.” [Tab 12 - Regulation of Investment Adyvisers]

Nonetheless there are few exemptions that may provide relief to the fund.

Background: On July 21,2010, President Obama signed into law the Dodd-Frank Act, which repealed certain portions of the
Investment Advisers Act and provided 3 new exemptions from registration. [Tab 13 - Final Rule Exemptions for Advisers]

First, Section 203(1) of the Advisers Act provides that an investment adviser that solely advises venture capital funds is exempt from
registration under the Advisers Act (the venture capital exemption). [Tab 13 at 5]

Second, section 203(m) of the Advisers Act provides an exemption from registration to any investment adviser that solely advises
private funds if the adviser has assets under management in the United States of less than $150 million (the private fund adviser
exemption).The venture capital fund and private fund exemptions still require the adviser to file certain information with the SEC and
are thus called “exempt reporting advisers.” [Tab 13 at 5-6]

Section 203(b)(3) of the Advisers Act, as amended by the Dodd-Frank Act, provides an exemption for certain foreign private advisers
(the foreign private adviser exemption) who have no place of business in the United States, have fewer than |5 clients in the United
States and less than $25 million in aggregate assets under management from such clients and investors.The Dodd-Frank also created a
separate exemption excluding advisers to “family offices” from the definition of “investment adviser”” [Tab 13 at 16 and Note 16]



GENERAL BACKGROUND — INVESTMENT ADVISERS ACT

CONSIDERATIONS (I1)

For purposes of section 203(l) of the Investment Advisers Act a venture capital fund is any private fund that:
(1) Represents to investors and potential investors that it pursues a venture capital strategy;

(2) Immediately after the acquisition of any asset, other than qualifying investments or short-term holdings, holds no
more than 20% of the amount of the fund‘s aggregate capital contributions and uncalled committed capital in
assets (other than short-term holdings) that are not qualifying investments, valued at cost or fair value,
consistently applied by the fund;

(3) Does not borrow, issue debt obligations, provide guarantees or otherwise incur leverage, in excess of 15% of the
private fund‘s aggregate capital contributions and uncalled committed capital, and any such borrowing,
indebtedness, guarantee or leverage is for a non-renewable term of no longer than 120 calendar days, except
that any guarantee by the private fund of a qualifying portfolio company’s obligations up to the amount of the value of
the private fund’s investment in the qualifying portfolio company is not subject to the 120 calendar day limit;

(4) Only issues securities the terms of which do not provide a holder with any right, except in extraordinary
circumstances, to withdraw, redeem or require the repurchase of such securities but may entitle holders to receive
distributions made to all holders pro rata; and

(5) Is not registered under section 8 of the Investment Company Act of 1940 and has not elected to be treated as a
business development company (with a class of securities registered with the SEC).

[Tab 13 at 203-204]



GENERAL BACKGROUND — INVESTMENT ADVISERS ACT

CONSIDERATIONS (I1) CONT.

" The key requirement is that the fund must invest 80% of its capital in “qualifying investments.” These are
investments in equity securities issued by a “qualifying portfolio company” that has been acquired

directly by the private fund from the qualifying portfolio company. A qualifying portfolio company, in turn, is a
company that:

= At the time of any investment by the private fund, is not reporting or foreign traded and does not control, is not

controlled by or under common control with another company, directly or indirectly, that is reporting or foreign traded in
connection with the private fund‘s Investment in such company;

Does not borrow or issue debt obligations and distribute to the private fund the proceeds of such borrowing or issuance
in exchange for the private fund‘s investment; and

Is not an investment company, a private fund, an issuer that would be an investment company but for the exemption
provided in Section 3(a)(7) or a commodity pool.

= [Tab I3 at 205]



GENERAL BACKGROUND — INVESTMENT ADVISERS ACT

CONSIDERATIONS (l1l)

Private Fund Advisers Exemption.

There are 2 basic requirements for the private fund adviser exemption:

= the fund must advise “qualifying private funds” exclusively; and

= must not have more than $150 million in assets attributable to US investors under management.
A qualifying private fund means:

any private fund that is not registered under the Investment Company Act and has not elected to be treated as a
business development company pursuant to section 54 of that Act.

As a reminder, Section 3(c)(1) exempts funds with fewer than 100 beneficial owners. Section 3(c)(7)
exempts funds that all of whose investors are “qualified purchasers.”” [Tab 14 at 5-7]

Reliance on the private fund exemption implies a very different strategy from reliance on the venture capital fund exemption.

[Tab 14 - Private Fund Adviser Overview]



GENERAL BACKGROUND — INVESTMENT ADVISERS ACT

CONSIDERATIONS (1V)

Foreign Private Fund Advisers Exemption.This exemption would apply if the fund has fewer than |15 US investors with less than $25
million in assets under management attributable to US investors. Using one or more US feeder funds would most likely not work as a
means of avoiding the strict requirements of the rule because the SEC will “look through’ any nominee structure to determine
beneficial ownership.

In this connection, the SEC has stated:

“More importantly, defining the term investor by reference to sections 3(c)(l) and 3(c)(7) places appropriate limits on the ability of a non-U.S.
adviser to avoid application of the registration provisions of the Advisers Act by setting up intermediate accounts through which investors may
access a private fund and not be counted for purposes of the exemption. Advisers must look through nominee and similar arrangements

to the underlying holders of private fund-issued securities to determine whether they have fewer than 15 clients and private
fund investors in the United States.”

[Tab 13 at 108]

Family Office Advisers Exemption. The final potential exemption on which a foreign fund and its agents could rely is the “family office” exemption.
This exemption applies if the fund provides advice exclusively to family offices. Given the growing importance of family offices in the wealth
management world, the SEC devoted an entire release solely to this issue. A “family office” is defined as a company (including its directors,
partners, members, managers, trustees and employees acting within the scope of their position or employment) that:

= (1) Has no clients other than family clients; provided that if a person that is not a family client becomes a client of the family office as a result of the death of a family
member or key employee or other involuntary transfer from a family member or key employee, that person shall be deemed to be a family client for purposes of this
section 275.202(a)(11)(G)-I for one year following the completion of the transfer of legal title to the assets resulting from the involuntary event;

= (2) Is wholly owned by family clients and is exclusively controlled (directly or indirectly) by one or more family members and/or family entities; and

= (3) Does not hold itself out to the public as an investment adviser.

[Tab 15 - Final Rule Family Offices]



SOYOUR CLIENT ISTHINKING
OF SETTING UP A CRYPTOCURRENCY FUND




THE BASICS

= First, the fund will need to work within the general regulatory framework discussed above:
®  Registration? Availability of Rule 3(a)(1) and 3(a)(7)?
=  Promotion:
= Need to structure activities to come within exemption from SEC registration - Rules 506(b) and (c)
= Broker-dealer exemption: Rule 15(a)(6)

= Investor Advisers Exemption: Venture Capital Fund Exemption, Private Fund Exemption, Private Foreign Fund Exemption and Family Office
Exemption

= |n addition, the fund will have to consider:
= Regulation by the Commodities and Futures Trading Commission: Commodity Pool Operator issues
= Regulation by the Financial Crimes Enforcement Network (FINCEN): Money Laundering issues
= State law regulation: Licensing, including in NY a “BitLicense”

= Tax issues — beyond the scope of this course, but know that generally the IRS considers cryptocurrency to be “property” subject to
taxation and not a currency.



KNOW YOUR CRYPTOCURRENCIES ()

= There are currently over 4,000 different cryptocurrencies in
existence.

= The most popular cryptocurrencies include Bitcoin, Ethereum, Bitcoin
Cash, Litecoin, DOT, Stellar (Lumens), Monero, Tether, Binance,
Chainlink, Ripple (XRP) and Dogecoin.

® While the underlying legality of many digital assets themselves is
widely acknowledged, some crytocurrencies are questionably legal
and their inclusion in a fund could create problems.
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KNOW YOUR CRYPTOCURRENCIES (ll)

= |nvesting in cryptocurrency means taking on risks, but getting scammed shouldn’t be one of them. Reports to the
FTC’s Consumer Sentinel suggest scammers are cashing in on the buzz around cryptocurrency and luring people
into bogus investment opportunities in record numbers. Since October 2020, reports have skyrocketed, with nearly
7,000 people reporting losses of more than $80 million on these scams.[Tab 16 - Cryptocurrency buzz drives

record investment scam losses]

=  The median loss reported is $1,900. Compared to the same period a year earlier, that’s about |12 times the number
of reports and nearly|,000% more in reported losses.

= Then, there are “giveaway scams,’ supposedly sponsored by celebrities or other known figures in the cryptocurrency
space, that promise to immediately multiply the cryptocurrency you send, but in doing so, people reported that they
would discover later that they had been simply sending their crypto directly to a scammer’s wallet. For example,
people have reported sending more than $2 million in cryptocurrency to Elon Musk impersonators just over the
period from December 2020 through May 2021.

DUNNINGTON
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KNOW YOUR CRYPTOCURRENCIES (lIl)

= Report fraud and other suspicious activity involving cryptocurrency to:

= the FTC at ReportFraud.ftc.gov;

® the Commodity Futures Trading Commission (CFTC)
at CFTC.gov/complaint;

® Individuals can file either a complaint or a Form TCR;

® |ndividuals who submit a Form TCR will receive anti-retaliation protections if
applicable, and may be eligible for monetary awards of up to 30% of the money
collected as a result of their information; or

= the US Securities and Exchange Commission (SEC) at sec.gov/tcr.
DUNNINGTON
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http://www.reportfraud.ftc.gov/
http://www.cftc.gov/Complaint
https://www.sec.gov/tcr

DUE DILIGENCE, DUE DILIGENCE, DUE DILIGENCE

= Even well-known cryptocurrencies should be carefully evaluated.

= Because of the potential for fraud and, especially, regulatory intervention, the fund
should be extremely selective about the cryptocurrencies in which it will invest.

= A long history of acceptance by the marketplace or even the regulators is not a
guarantee of legality.

= The Uber/Tesla approach of breakneck development and hoping to get too big to fail may not work
with cryptocurrencies, given that they pose a direct threat to central banks, governments

dependent on fiat currency and traditional banks.

= The SEC’s lawsuit against Ripple is a perfect illustration of this point.



RIPPLEAND TETHER
TWO CAUTIONARY TALES




RIPPLE

What is Ripple?
First, it is not a song by the Grateful Dead. E

Ripple is not a cryptocurrency. Ripple is short for the name of the company Ripple Labs, Inc. that developed the XRP
“protocol” or cryptocurrency.

Here’s what Investopedia says:

= XRPis the native cryptocurrency for products developed by Ripple Labs. Its products are used for payment settlement, asset
exchange and remittance systems that work more like SWIFT, a service for international money and security transfers used by a
network of banks and financial intermediaries.

Here’s the SEC:

= XRPis a digital asset (or cryptocurrency) that can be issued or transferred using a distributed ledger—a peer-to-peer database
spread across a network of computers that records all transactions publicly. Sec. & Exch. Comm'n v. Ripple Labs, Inc., No. 20-CV-
10832 (AT)(SN), 2021 WL 1335918,at *I (S.D.N.Y.Apr.9,2021) [Tab 24 — Complaint Ripple Labs, Inc., et al]

Importantly, XRP is pre-mined and uses a less complicated method of mining as compared to Bitcoin.

What does that mean? In simple terms, it means XRP already existed from the inception of Ripple, somewhat like the
treasury stock of a corporation that is then “issued” or distributed to network participants. Bitcoin, in contrast, has to
be actively mined by miners using massive amounts of energy and computational power.
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SIDE NOTE —WHAT IS A DISTRIBUTED LEDGER?

There is a lot of talk about “blockchains” and the cryptography of cryptocurrencies, but it is important to understand
that all blockchain cryptocurrencies work off of a “distributed ledger.”

A distributed ledger is a log of transactions stored on multiple computers. In Bitcoin, these computers are called nodes.
The nodes all work together to update and store the ledger with all the transactions that take place.

A somewhat helpful analogy is the difference between a Google Doc versus a Microsoft Word document. If many people
are working on an MSWord document, you end up needing one person to keep a “master” copy to control who’s
updating what. With a Google doc, many people can work on the same document while Google updates the document
for all users.

But Google Docs are stored on “central” servers maintained by Google.

In a distributed ledger, copies of the document — the ledger — are kept on completely independent powerful computers
called nodes. Each node stores a copy of the ledger;a change made in a copy anywhere updates the ledger everywhere.

A “blockchain” is a kind of distributed ledger.



RIPPLE’S XRP DISTRIBUTED LEDGER

The XRP Ledger is software code that operates as a peer-to-peer database spread across a network of
computers that records transaction data. It was designed to be a superior alternative to Bitcoin because it was
more secure and did not involve inefficient mining of any tokens needed to transact. In 2012, when the XRP
Ledger was deployed to the servers that would run it, a fixed supply of 100 billion of the token native to the XRP

Ledger—what became known as “XRP”—was automatically created. [Tab 26 — SEC v. Ripple, 20-cv-10832,
Dkt. 107]

Ripple described XRP as “the equivalent to paper cash in the physical world,” a “Unit of Account,” “Medium of
Exchange” and “Store of Wealth.” Mr. Chris Larsen, one of the co-founders, also stated publicly on humerous
occasions that he considered XRP to be a currency. For example, in a February 19,2014 interview, Mr. Larsen
stated that XRP “is a math-based currency like [b]itcoin” because it is “a currency without a counterparty.’

During Mr. Larsen’s tenure as CEO, multiple government agencies agreed with Mr. Larsen’s view that XRP was a
currency, not a security—all while the SEC remained silent.VWe’ll come back to this fair notice issue.




SEC’S COMPLAINT
RIPPLE SOLD XRP TO FINANCE OPERATIONS

From 2013 to the filing of the Complaint, Ripple engaged in unregistered offers and sales of securities. Ripple used
the means and instrumentalities of interstate commerce to offer and sell XRP to investors in the US, without a
registration statement being filed or in effect.

Ripple raised at least $1.38 billion by selling XRP without providing investors—including retail investors, in whose
hands Ripple’s securities ultimately came to rest—the type of financial and managerial information typically
provided in such statements by hundreds of issuers every year.

Among other things, Ripple and its executives promoted XRP as an investment into a common enterprise that
would increase in value and price based on Ripple’s efforts. This included taking steps to control the supply and
price of XRP and creating an active and liquid trading marked for XRP—that is a market in which investors could
quickly and easily buy and sell XRP. Ripple offered and sold XRP to raise the capital it needed to fund its
operations. Indeed, from 2013 through the end of the third quarter of 2020, almost all of Ripple’s revenues came
from sale of XRP to investors.[Tab 27 - SEC v. Ripple, 20-cv-10832, Dkt. 182]



SEC’S COMPLAINT: RIPPLE AND THE HOWEY TEST

= SEC claims XRP is an investment contract under the Howey test. See S.E.C.v.W,.. Howey Co., 328 U.S.293,298-99 (1946) (holding that an
“investment contract...means a contract, transaction or scheme whereby a person invests his money in a common enterprise and is led
to expect profits solely from the efforts of a promoter or a third party”). [Tab 25 - SEC v. Howey]

= Contract, transaction or scheme
= Investment of money

= Common enterprise

= Expectation of profits

= “From the efforts of a promoter or a third party”

= Courts have moved away from a literal interpretation of Howey toward economic realities and totality of the circumstances view of the alleged
scheme:

= Glen-Arden Commodities, Inc. v. Costantino, 493 F2d 1027, 1034 (2d Cir. 1974) (“The question therefore becomes whether...in light of the economic reality and the
totality of circumstances...the customers were making an investment.”).



RIPPLE’'S MOTION TO DISMISS AND REPLY

RIPPLE IS A UTILITY TOKEN NOT A SECURITY

There are 2 key issues:

= |s Ripple a security or a “utility token?” Is XRP something that was intrinsically useful and had value for that reason, or was it just a security that had value because of
what other people (i.e., Ripple and its team) were doing?

= Did Ripple have fair notice?

Key distinction between “security token” and “utility token”, i.e., a token that is used for some purpose on the network, like say a golf cart used to
drive around a golf range.

If the owner of a golf club financed operations by selling golf carts, controlling the supply of golf carts or even by creating secondary markets
where used golf carts could be bought and sold, would that make the golf cart a “security?” Common sense says no, but the SEC has a somewhat
nuanced view. Something that is not a security (let’s say an orange) can become a security depending on how it is marketed and what investment
decisions are made. But surely golf carts can’t be securities. Then, how is a utility token different?

Or, let’s go back to the Grateful Dead: let’s say an enterprising DeadHead makes and develops the coolest tie-die shirts that are used by the
DeadHead as a substitute for money to get tickets, drugs, refreshment, what have you. Let’s say the t-shirt guy is really a major manufacturer
developing its business by selling t-shirts and corners the market in Deadhead paraphernalia so that it can influence the price. If | buy a t-shirt
directly from the manufacturer hoping it will go up in value, does that make it a security?

The SEC repeatedly confuses Mr. Garlinghouse’s, Ripple’s current CEO, alleged knowledge that XRP was an asset with value and utility with
supposed knowledge that it was a security. [Tab 28 - SEC v. Ripple, 20-cv-10832, Dkt. 224. Reply]



RIPPLE’S MOTION TO DISMISS AND REPLY

FAIR NOTICE AND CONFLICTS OF INTEREST

XRP was created in 2012.
Ripple had been distributing XRP for nearly a decade before the SEC sued.

Unlike with Tether, discussed in a little bit, the SEC never sought an injunction or took action to stop Ripple from
distributing (and selling) XRP to finance the construction of its network.

Given that, did Ripple have “fair notice” that it was engaging in illegal distributions of securities without registration?
[Side note: Ripple also had opinions of counsel that XRP was not a security.] Why did the SEC act the way it did?

This leads us to a real problem within the public policy arena when it comes to cryptocurrency. In the last days of the
previous administration, and on the very last day of his tenure as head of the Securities and Exchange Commission, SEC
Chair Jay Clayton oversaw the filing of a lawsuit against Ripple, the creator of the cryptocurrency XRP.

Clayton then went to work for One River Digital Asset Management, an investment fund focused exclusively on Bitcoin
and Ether; rivals to XRP. [Tab 46 - With Crypto, Congress, Not Agencies, Should Decide What’s Next]



RIPPLE

RESOURCES

= [Tab 17 - SEC v. Ripple Why is the Lawsuit Taking so Long] https://financefeeds.com/sec-v-ripple-lawsuit-
taking-long/

= [Tab 18 - SEC warns Court that a Ripple win on Fair Notice defense would nullify Howie Test]
https://financefeeds.com/sec-warns-court-that-a-ripple-win-on-fair-notice-defense-would-nullify-howie-test/

= [Tab 19 — SEC v. Ripple Labs Podcast] https://fedsoc.org/events/sec-v-ripple-labs-cryptocurrency-and-
regulation-by-enforcement



https://financefeeds.com/sec-v-ripple-lawsuit-taking-long/
https://financefeeds.com/sec-warns-court-that-a-ripple-win-on-fair-notice-defense-would-nullify-howie-test/
https://fedsoc.org/events/sec-v-ripple-labs-cryptocurrency-and-regulation-by-enforcement

TETHER

FACTS

The popular messaging channel Telegram, owned by the Russian Mark Zuckerberg, Pavel Durov, who founded Russia’s largest social networking site,VK,
sought to create a new blockchain to be rival to blockchains such as Bitcoin. Telegram itself does not have any advertising, unlike Twitter and Facebook.
Durov’s idea was to create a new network, called The Open Network, or TON, and attract Telegram users as the network participants.

To finance TON, Durov indirectly marketed “Grams,” which were digital tokens that would be used on the network once it was built.

The “Grams” were sold pursuant to Gram Purchase Agreements that set October 31,2019 as the “Deadline Date” for Telegram to fulfill its obligations to
create a working blockchain and deliver Grams. If Telegram failed to meet the Deadline Date, the Gram Purchase Agreements entitled the initial purchasers
to reimbursement of their investment minus any expenses.

Importantly, this contractual deadline was not tied to any promise or guarantee that Grams could actually be used to buy goods and services and depended
solely on Telegram’s ability to create and launch the TON Blockchain. Telegram agreed that the Purchase Agreements were investment contracts and thus
securities. The Purchase Agreements were structured as future contracts that allowed investors to receive tokens once TON was launched. As futures were
only sold to accredited investors, the offering was exempt from registration as securities under Regulation D of the Securities Act of 1933,

Telegram, advised by Skadden Arps, maintained that the Grams were utility tokens because they would be used as currency on the TON Blockchain once it
was fully developed. In the Offering Documents, Telegram spoke of potential future uses for Grams, specifically, as a medium of exchange for goods and
services (or cryptocurrency), to purchase not-yet-developed tools on the TON (e.g., network storage, blockchain-based domain names, identity-hiding
services), and as a token for future unspecified uses that Telegram and other third parties might eventually develop. None of these uses of Grams existed at
any time and Grams did not have legal tender status in any jurisdiction.

The value of the Grams would depend on the future development of the network that would not be completed at the time of the delivery of the Grams.

SEC sued to enjoin the sale of the Grams at the expiration of the Gram Purchase Agreements, arguing that the Grams were securities because their value
was far in excess of any conceivable use on the TON Blockchain.



TETHER

FACTS

SEC v.Telegram, 19-cv-09439 [Tab 29 - SEC v.Telegram, 19-cv-09439, Dkt. 1]

The SEC brings this emergency action to stop Defendants—owners and operators of the mobile messaging application
Telegram Messenger—from continuing their ongoing illegal offering of digital-asset securities called “Grams.” According
to SEC, Grams are securities because nothing can be bought or sold with them.Telegram conducted the initial offering
under exemptions from registration.

Once Telegram delivers the Grams to the Initial Purchasers, it will be able to resell billions of Grams on the open market
to the investing public. Telegram and/or its affiliates will facilitate these sales on digital-asset trading platforms. Once
these resales occur, Telegram will have completed its unregistered offering with billions of Grams trading on multiple
platforms to a dispersed group of investors.

Telegram’s illegal offering (the “Offering”) had an initial stage, which took place between January and March 2018. During
this stage, Telegram raised approximately $1.7 billion from sales of approximately 2.9 billion Grams to |71 purchasers
(the “Initial Purchasers”).A large portion of this capital came from US investors: Telegram sold more than | billion
Grams to 39 US Purchasers, raising $424.5 million from the US market

[Tab 30 - SEC Halts Alleged $1.7 Billion Unregistered Digital Token Offering]

Case settles in June 2020.Telegram pays $18.5 million in penalty. As part of the settlement, Telegram agreed to
repurchase the futures contracts to make the initial purchasers whole.



TETHER

THE RISK TO FUNDS

After the SEC settlement, one of the funds that had invested in Tether, a Russian fund called Da Vinci, sued
Telegram in the High Court in London. The procedure appears sealed, but the basic claim is that Telegram’s offer
to repurchase the token was too little, too late, and did not give the fund enough time to make its decision,
causing them loss.

Telegram offered investors a choice of either receiving back 72% of their funds or lending them to Telegram for a
year and receiving | 10% of their investments in 2021.

“Our fund got the offer 24 hours before the deadline, and many of our investors simply did not get a chance to
analyze the documents and, therefore, they were not able to get a proper return on their investments,” Zhelezko

said. When the project was closed, investors were getting conflicting messages and struggled to decide what to
do, he said.

[Tab 32 - Investors in Failed TON Project Sue Telegram]



RIPPLE AND TETHER

THE PROBLEM OF REGULATORY CAPTURE

Former US Securities and Exchange Commission (SEC) Chairman Jay Clayton has taken an advisory role at hedge
fund One River Digital Asset Management, the parent company of the newly launched digital asset fund One River
Digital.

In a press release on Monday, One River Digital Asset Management, which manages over $2.5 billion in
institutional assets, announced Clayton would join the firm’s newly formed Academic and Regulatory Advisory
Council along with economist Jon Orszag, and former White House adviser Kevin Hassett.

Clayton led the SEC during its crackdown on unregistered and fraudulent initial coin offerings. During that time
the commission also refused to approve the application of any Bitcoin (BTC, +11.31%) exchange-traded funds and
sued Ripple Labs. [Tab 33 - Former SEC Chairman Jay Clayton to Advise One River Asset
Management on Crypto]

Former Director of the Division of Corporation Finance, William Hinman, declared Ether was not a security and
then joined Ethereum foundation.



CRYPTO FUNDS AND PRACTICAL ISSUES: THE BITLICENSE




THE NEW YORK BITLICENSE

The BitLicense

Pursuant to the Part 200.Virtual Currencies regulations, any persons involved in “virtual currency business activity” in New York
must obtain a license known as the “BitLicense.” The regulation defines a “virtual currency business activity” as:

receiving virtual currency for transmission or transmitting virtual currency, except where the transaction is undertaken for non-financial
purposes and does not involve the transfer of more than a nominal amount of virtual currency;

storing, holding, or maintaining custody or control of virtual currency on behalf of others;
buying and selling virtual currency as a customer business;

performing exchange services as a customer business; and

controlling, administering, or issuing a virtual currency.

[Tab 20 - NY Codes, Rules and Regulations, Part 200.2 Definitions]

BitLicense Application

In order to receive the license, an applicant must complete a 30-page Application for License to Engage InVirtual Currency Business
Activity and pay a $5,000 application fee.The application requires information on the history of the business, its owners and operators,
operational items, financials, information on AML procedures and information on its general compliance processes. In total, the
application is fairly onerous and costly and will likely deter many potential companies for applying for the license. Few BitLicenses have
actually been granted to date, and those that have been granted were to major players in the industry such as Coinbase and Ripple. See
https://hedgefundlawblog.com/new-york-bitlicense.html

[Tab 21 - Bitlicense Application Checklist]



https://hedgefundlawblog.com/new-york-bitlicense.html

THE BITLICENSE

COMPETING VIEWS

Yes: Plain text

= For New York fund managers, you are required to be licensed if you are maintaining custody
or control on behalf of others.As a fund manager, you typically have ultimate discretionary
authority over decisions made on behalf of the fund and its investors, control over the trades
conducted, as well as ultimate control and custody - thus the assets and investors’ capital
within the fund. See https://www.capitalfundlaw.com/blog/newyorkbitlicense

No: Custodian has keys, not the fund

= BitlLicense categories really seem to apply to those groups who are acting as cryptocurrency
exchanges and/or are offering “wallet” type services. For most fund managers who are simply
managing a fund which is investing in virtual currencies, the above items would not implicate
the managers if they operate through custodians who actually hold the “keys” to the
underlying virtual currency. See https://hedgefundlawblog.com/new-york-bitlicense.html



https://www.capitalfundlaw.com/blog/newyorkbitlicense
https://hedgefundlawblog.com/new-york-bitlicense.html

SIDE NOTE: CRYPTOCURRENCY “KEYS”

There are 2 kinds of cryptographic “keys”: public keys and private keys.

See “Understanding Bitcoin with Mental Models: https://www.youtube.com/watch?v=56s_3LNDDqw&list=PL-DSKYgOHhD6iPITFkBCVMij_Oc2-5m-
f&index=1 [Tab 31 = Understanding Bitcoin with Mental Models]. The video maker explains:

Bitcoin uses cryptography to create a key pair that controls access to Bitcoin on the blockchain. Each Bitcoin key pair consists of a public and private key.

A Bitcoin private key is simply a large (256 bits) secret number that allows Bitcoin to be unlocked and sent. Each private key creates a unique signature that
authorizes the transaction of Bitcoin for the owner. It’s called a private key because it is meant to be kept private and not shown to other people.

A Bitcoin public key is another large number but allows Bitcoin to be locked and received. It’s called a public key because it is meant to be shared publicly and
enables you to receive funds.

You can think of public-key cryptography as a lock, but with two keys instead of one:

= These two keys (or numbers) are related mathematically on the secp256k| elliptic curve. The private key is a randomly generated number plotted on the curve, and the
corresponding public key is a related point on that curve.

The real point of this curve is that it creates trap door functionality, meaning that once we generate the first point on the curve (the private key) the
corresponding second point (public key) is easily found but impossible to find in the opposite direction. If the user has the private key then the user always
has the public key, but if other users have the public key it’s mathematically impossible for them to do the reverse to find the private key.

Most retail consumers don’t own the private keys to their crypto assets.The Custodian, such as Coinbase, owns the private keys. [Tab 38: Coinbase S-1]
However, Coinbase has developed a product, the Coinbase Wallet, that allows users to control their own private keys. See Coinbase Wallet Review:
https://video.search.yahoo.com/search/video?!fr=mcafee&ei=UTF-

8&p=coinbase+wallet&type=E2| | US|05G0#id=2&vid=3793d669a83 | 9cfdd9f603ac2a568 | Oc&action=view [Tab 47 - Coinbase Wallet Review]

Short take on the Coinbase Wallet: don’t try it at home unless you are already fairly sophisticated.


https://www.youtube.com/watch?v=56s_3LNDDqw&list=PL-DSKYgOHhD6iPITFkBCVMij_Oc2-5m-f&index=1
https://video.search.yahoo.com/search/video?fr=mcafee&ei=UTF-8&p=coinbase+wallet&type=E211US105G0#id=2&vid=3793d669a8319cfdd9f603ac2a56810c&action=view

CURRENT MARKET PRACTICE: THE BITCOINTRUST
GRAYSCALE AND OSPREY




THE BITLICENSE —

CURRENT MARKET PRACTICE FOR FUNDS
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THE BITLICENSE —

USE ATRUST AND A CUSTODIAN

Use a Trust and enter into an agreement with a Custodian (such as Coinbase) so that the fund (or Trust) does not physically
hold any cryptocurrency. Here is the language from Grayscale Bitcoin Trust’s Annual Report:

Safekeeping of Bitcoins

The Custodian will use best efforts to keep in safe custody on behalf of the Trust all Bitcoin received by the Custodian.
All Bitcoin credited to the Digital Asset Account will (i) be held in the Digital Asset Account at all times, and the Digital
Asset Account will be controlled by the Custodian; (ii) be labeled or otherwise appropriately identified as being held for
the Trust; (iii) be held in the Digital Asset Account on a non-fungible basis; (iv) not be commingled with other digital
assets held by the Custodian, whether held for the Custodian’s own account or the account of other clients other than
the Trust; (v) not without the prior written consent of the Trust be deposited or held with any third-party depositary,
custodian, clearance system or wallet; and (vi) for any Digital Asset Account maintained by the Custodian on behalf of
the Trust, the Custodian will use best efforts to keep the private key or keys secure, and will not disclose such keys to
the Trust, the Sponsor or to any other individual or entity except to the extent that any keys are disclosed consistent
with a standard of best efforts and as part of a multiple signature solution that would not result in the Trust or the
Sponsor “storing, holding, or maintaining custody or control of”’ the Bitcoin “on behalf of others” within the
meaning of the New York BitLicense Rule (23 NYCRR Part 200) as in effect as of June 24, 2015 such that it
would require the Trust or the Sponsor to become licensed under such law.

[Tab 22 - Grayscale Annual Report on Form 10-K]



THE BITLICENSE —

BINGIHON U] =

= Typical disclosure language highlights the regulatory uncertainty surrounding the Bitlicense
and would be advisable in a crypto fund information statement or PPM:

If regulatory changes or interpretations of the Trust’s or Sponsor’s activities require
the licensing or other registration as a money transmitter or business engaged in digital
currency activity (e.g. under the New York BitLicense regime) (or equivalent designation)
under state law in any state in which the Trust or Sponsor operates, the Trust or Sponsor
may be required to seek licensure or otherwise register and comply with such state law. In
the event of any such requirement, to the extent that the Sponsor decides to continue the
Trust, the required registrations, licensure and regulatory compliance steps may result in
extraordinary, nonrecurring expenses to the Trust. Regulatory compliance would include, among
other things, implementing anti-money laundering and consumer protection programs.

= [Tab 23 - Osprey Information Sheet]



THE CFTCAND COMMODITY POOL OPERATORS




THE COMMODITIES AND FUTURES TRADING COMMISSION

The mission of the CFTC is to foster open, transparent, competitive and financially sound markets. By working to
avoid systemic risk, the Commission aims to protect market users and their funds, consumers and the public from

fraud, manipulation and abusive practices related to derivatives and other products that are subject to the
Commodity Exchange Act (CEA).

The definition of “commodity” in the CEA is broad. It can mean a physical commodity, such as an agricultural
product (e.g., wheat, cotton) or natural resource (e.g., gold, oil).

" |t can also mean a currency or interest rate.

= The CEA definition of “commodity” also includes “all services, rights, and interests. .. In which contracts for future delivery

are presently or in the future dealt in.” [Tab 34 - A CFTC Primer on Virtual Currencies]



THE CFTC AND CRYPTOCURRENCIES:

CRYPTOCURRENCIES ARE COMMODITIES

®  The CFTC first found that Bitcoin and other virtual currencies are properly defined as commodities in 2015.

= [Tab 35 - Order Coinflip Inc. dba Derivabit et al]

= Section 1a(9) of the CEA Act defines "commodity” to include, among other things, "all services, rights, and
interests in which contracts for future delivery are presently or in the future dealt in." 7 U.S.C. § 1a(9).The
definition of a "commodity" is broad. See, e.g., Board of Trade of City of Chicago v.SEC, 677 F.2d 1137, 1142 (7th

Cir. 1982). Bitcoin and other virtual currencies are encompassed in the definition and properly defined as
commodities.



THE CFTC AND CRYPTOCURRENCIES

CFTC AND SEC HAVE CONCURRENT JURISDICTION

In 2017, the SEC released a report about an Initial Coin Offering (or “1CQO”) (the “DAO Report”).[Tab 36 - The DAO
Report]

The DAO was a Decentralized Autonomous Organization, a “virtual” organization embodied in computer code and
executed on a distributed ledger or blockchain. Investors exchanged Ether, a virtual currency, for virtual DAO “Tokens” to
fund projects in which the investors would share in anticipated earnings. DAO Tokens could be resold on web-based

platforms.

=  Based on the facts and circumstances, the SEC determined that DAO Tokens are “securities” under the federal securities
laws.

= The CFTC, however, views these same tokens as commodities. According to the SEC, there is no inconsistency between
the SEC’s analysis and the CFTC’s determination that virtual currencies are commodities.

=  The CFTC looks beyond form and considers the actual substance and purpose of an activity when applying the federal
commodities laws and CFTC regulations.



THE CFTC AND CRYPTOCURRENCIES

REGISTRATION REQUIREMENTS

The CFTC requires registration of any:

Commaodity Pool Operator — an individual or organization that operates a commodity pool and solicits funds for that
commodity pool;

Commodity Trading Advisor — an individual or organization that, for compensation or profit, advises others, directly or
indirectly, as to the value of or the advisability of trading futures contracts, options on futures, retail off-exchange forex
contracts or swaps;

Futures Commission Merchant — an entity that solicits or accepts orders to buy or sell futures contracts, options on
futures, retail off-exchange forex contracts or swaps,and accepts money or other assets from customers to support
such orders;

Introducing Broker — an individual or organization that solicits or accepts orders to buy or sell futures contracts, forex,
commodity options, or swaps but does not accept money or other assets from customers to support these orders; or

Associated Person — an individual who solicits orders, customers or customer funds (or who supervises persons so
engaged) on behalf of a futures commission merchant, retail foreign exchange dealer, introducing broker, commodity
trading advisor or commodity pool operator.

[Tab 37 - CFTC Jurisdiction Over Cryptocurrency]



THE CFTC AND CRYPTOCURRENCIES

THE COMMODITY POOL OPERATOR PROBLEM

A commodity pool operator (CPO) is an individual or organization that operates a commodity pool and solicits
funds for that commodity pool. A commodity pool is an enterprise in which funds contributed by a
number of persons are combined for the purpose of trading futures or options on futures, retail off-
exchange forex contracts, or swaps, or to invest in another commodity pool.

Typically, funds will use some leverage or engage in some hedging activities to protect themselves from
movements in the price of different investments. Using leverage essentially brings the transaction into the purview
of CFTC registration.

CPO registration is required unless the CPO qualifies for one of the exemptions from registration outlined in
CFTC Regulations 4.5 or 4.13.

[Tab 40 — Section 4.5 Exemption]
[Tab 41 - Section 4.13 Exemption]



THE CFTC AND CRYPTOCURRENCIES

SECTION 4.13 EXEMPTION

CFTC Regulation §4.13(a)(3) exemption is the one most often used by private fund managers and is referred to as the de minimis exemption.

CFTC Regulation §4.13(2)(3) exempts CPOs operating pools that utilize a “de minimis” level of futures or swaps trading (i.e., either: (1) the aggregate initial
margin on futures positions and premiums on options on futures do not exceed 5% of the liquidation value of the fund’s portfolio, after taking into account
unrealized gains and losses (typically used for options); or (2) the aggregate notional value of such positions does not exceed 100% of the liquidation value of
the pool’s portfolio, after taking into account unrealized gains and losses (typically used for swaps)). Unlike the regulatory assets under management
buffers under the Investment Advisers Act of 1940, as amended, there are no notional value buffers in respect of the de minimis exemption; if a
fund manager enters into a future or swap under the CFTC’s jurisdiction that causes a pool to exceed the trading limitations at any point in time, the fund
manager will no longer be exempt from CPO registration under CFTC Regulation §4.13(2)(3).

Accordingly, general partners of funds that use futures, but only within the defined minimum amounts, can rely on this exemption.

There are a number of additional requirements to consider in determining whether one qualifies for the de minimis exemption.These include the following:
(2) interests in the pool must be exempt from registration under the Securities Act of 1933,
(b) funds must not market themselves as trading in commodity futures, commodity options or swaps’ markets

and (c) participants in the pool must be limited to “accredited investors” or “knowledgeable employees” as defined under Rule §3c-5 of the Investment
Company Act of 1940, as amended.6

In addition, CPOs relying on the de minimis exemption who have filed a notice of exemption from registration must affirm on an annual basis the notice of
exemption from registration, withdraw such exemption due to the cessation of activities requiring registration or exemption therefrom, or withdraw such
exemption and apply for registration within 60 days of the calendar year end. See Guidance on CPO and CTA Annual Affirmations Requirements Due By
February 29,2016 and General Compliance Requirements for Commodity Pools and Advisors in the U.S. and the EU
https://www.reedsmith.com/en/perspectives/20 1 5/ 2/guidance-on-cpo-and-cta-annual-affirmations-requir



https://www.reedsmith.com/en/perspectives/2015/12/guidance-on-cpo-and-cta-annual-affirmations-requir

THE CFTC AND CRYPTOCURRENCIES

SECTION 4.5 EXEMPTION

Regulation §4.5 excludes from the definition of CPO “qualifying entities” that operate pools that are regulated by
some other regulatory authority, such as the SEC. A “qualifying entity” for purposes of Regulation §4.5 will include
the following:

= aregistered investment company under the Investment Company Act of 1940 that complies with certain trading limitations
and marketing restrictions;

= an insurance company with respect to the operation of a separate account;

= a bank, trust company or any financial depository institution with respect to the assets of a trust, custodial or other
separate unit of investment for which it is acting as a fiduciary and for which it is vested with investment discretion;

= a trustee of, named fiduciary of, or an employer maintaining, a pension plan that is subject to ERISA Title I, and certain plans
are not even considered pools (including Title | non-contributory plans,Title IV contributory plans, government plans,
employee welfare plans, and church plans).



THE CFTC AND CRYPTOCURRENCIES

THE COMMODITY POOL OPERATOR PROBLEM

A foreign cryptocurrency fund that wishes to avoid CFTC registration should not use margin or engage in any
cryptocurrency derivate transactions. This will ensure that the Section 4.13 exemption applies. Foreign
cryptocurrency funds typically include the following disclaimer:

The Fund will not trade, buy, sell or hold Bitcoin derivatives including Bitcoin futures contracts.The Fund is
solely authorized to take immediate delivery of Bitcoin.The Fund is not, and does not expect to become,
regulated by the Commodity Futures Trading Commission ("CFTC") under the Commodity Exchange Act as a

"commodity pool,” and will not be operated by a CFTC-regulated commodity pool operator because it will not
trade, buy, sell or hold Bitcoin derivatives, including Bitcoin futures contracts.

[Tab 39 - Pantera Capital Private Placement Memorandum]



THE CFTC AND CRYPTOCURRENCIES

COMMODITY TRADING ADVISERS (“CTA”)

Who is a CTA?

A CTA is a person who, for pay, regularly engages in the business of advising others as to the value of commodity futures, options or swaps or the
advisability of trading in commodity interests or issues analyses or reports of the same. Providing advice also includes exercising trading authority
over a customer’s account as well as giving advice based upon knowledge of or tailored to a customer’s particular commodity interest account,
particular commodity interest trading activity, or other similar types of information.

In a fund that has no separate investment adviser, the general partner or managing member is both CPO and CTA and need not separately
register as a CTA if it is already registered as a CPO. In a corporate structure, the directors are usually the CPOs unless delegation is made to the
adviser, and the adviser is the CTA. In a separate account, the investment adviser is the CTA and there is no CPO.

Exemption from CTA Registration

There are 3 exemptions which will most likely apply to private fund advisers that are:

= CFTC Regulation §4.14(2)(8) “de minimis exemption” —a CTA whose CPO qualifies for the de minimis exemption can be exempt from CTA registration if such CTA
(i) is registered (or exempt from registration) as an investment adviser with the Securities and Exchange Commission (the SEC), (ii) provides commodity interest
trading advice solely incidental to its business on advising in securities investments, and (iii) does not hold itself out as a CTA.

= CFTC Regulation §4.14(2)(10) “15 or less exemption” —a CTA that has no more than 15 clients (with each fund typically counting as one client) during the prior 12
months and does not hold itself out to the public as a CTA.A fund that receives advice based on its own investment objectives and not the objectives of individual
clients will count as one client. A CTA whose principal place of business is outside of the US need only count clients that are US residents.

= CEA Section §4(m)(3) “not primarily exemption” —a CTA that is registered with the SEC as an investment adviser is exempt from registration as a CTA if its
business is not “acting primarily” as a CTA and it does not advise a commodity pool “engaged primarily” in investing in commodity interests.



NON-DERIVATIVES

LIABILITY FOR FRAUD IS WITHIN THE JURISDICTION OF THE CFTC

While the CFTC regulatory authority over cryptocurrency generally only extends to cryptocurrency derivatives, the CFTC has asserted
jurisdiction over direct trading of cryptocurrencies. This is because the Commodities Exchange Act, which is applied and interpreted by
the CFTC, creates liability for fraud in the trading of physical commodities. [Tab 48 - 7 U.S. Code § 6c]

Section 6(c)(l) of the Commodity Exchange Act (CEA) prohibits the use or attempted use of any manipulative or deceptive device,
untrue or misleading statements or omissions, or deceptive practice, in connection with any swap or contract of sale of any commodity
in interstate commerce, or for future delivery.

On September 21,2017, the CFTC filed for injunctive relief against Gelfman Blueprint Inc, and its CEO, Nicholas Gelfman concerning an
alleged Ponzi scheme.The CFTC asserted jurisdiction on the basis of Mr. Gelfman engaging in some Bitcoin trading, thereby engaging in
manipulative trading in commodities.

In August 2018, CabbageTech Corp was found guilty of fraudulent behavior in another case brought by the CFTC for "a deceptive and
fraudulent virtual currency scheme." The CFTC has historically asserted jurisdiction over spot market commodities trading, where
manipulative trading in the spot market can affect its derivatives market.

The Gelfman case is unique in that the CFTC asserted jurisdiction over the spot market when there was little to no derivatives trading
in the United States. See CFTC v. Gelfman Blueprint, No. 1 7-7181 (S.D.N.Y.Sept. 21,2017). [Tab 42 - Gelfman Blueprint Inc]

Similarly, the CabbageTech case did not indicate that there was any derivatives trading conducted, yet the court rejected the defendant's
claim that the CFTC had no jurisdiction in the matter. See CFTC vs. Patrick K. McDonnell, and Cabbagetech, Corp. d/b/a Coin Drop Markets,
(No. I8-CV-0361) (E.D.N.Y.Aug. 24,2018). [Tab 43 - Commodity Futures Trading Comm’'n v. McDonnell]



THE FINANCIAL CRIMES ENFORCEMENT NETWORK OF THE U.S. DEPARTMENT OF THE TREASURY ("FINCEN")
A TRAP FOR THE UNWARY




DOES A CRYPTOCURRENCY FUND NEED A MONEY TRANSMITTER

LICENSE?

= As we have already noted, the Financial Crimes Enforcement Network, or FINCEN, considers cryptocurrency to be...a
“currency.”’ In a sense, this directly contradicts the SEC’s view of cryptocurrencies as securities. Individuals dealing in
cryptocurrency transactions need to be concerned about money laundering. Funds also need to be concerned about
money laundering, but as we have seen, the structure that works to avoid Bitlicense pitfalls results in a scheme in which
the fund has no knowledge about the “keys” that are used to access the underlying cryptocurrency.

= The practical concern for a cryptocurrency funds is whether it is engaged in the "money services business" and would
need a “money transmitter” license.” The money services business includes any person doing business, whether or not
on a regular basis or as an organized business concern, in one or more of the following capacities:

= (1) Currency dealer or exchanger.
(2) Check casher.
(3) Issuer of traveler's checks, money orders or stored value.
(4) Seller or redeemer of traveler's checks, money orders or stored value.

(5) Money transmitter.
(6) U.S. Postal Service.

= No activity threshold applies to the definition of money transmitter.Thus, a person who engages as a business in the
transfer of funds is an MSB as a money transmitter, regardless of the amount of money transmission activity.

= FINCEN licensing rules do not apply to a person registered with, and regulated or examined by, the Securities and
Exchange Commission or the Commodity Futures Trading Commission.Assuming the foreign fund does not want to (or
cannot) be registered with the SEC or the CFTC, it needs to be concerned about this issue.



FINCEN REGISTRATION

Under FinCEN's regulations, a person or entity engaging in money transmission must register as a "money
services business," develop an AML (anti-money laundering program) and adhere to federal reporting and
recordkeeping requirements.

In the United States, the essential elements of an AML program are set out in the Bank Secrecy Act implementing
regulations (31 CFR Chapter X): (1) a system of internal controls; (2) independent testing for compliance; (3) the
designation of an individual to coordinate and monitor day-to-day compliance;and (4) training of appropriate
personnel.

An AML program should establish and implement risk-based policies and procedures designed to prevent
facilitation of money laundering or the funding of terrorism, including the reporting of suspicious transactions
with FinCEN. Failure of a money services business to register as a money services business, develop and
adequately implement an AML program or adhere to federal reporting and recordkeeping requirements may
result in severe civil and criminal penalties for the money services business and/or those individuals who operate
it.

In addition, just when you though you were safe, FINCEN also requires you to get a state license, such as the
Bitlicense in every state in which the fund does business.



ISTHE FUND A MONEY TRANSMITTER?

According to FinCEN, a “money transmitter” is defined as a person who provides money transmission services, or
engages in the transfer of funds.

“Money transmission services” equal the “acceptance of currency, funds, or other value that substitutes for
currency from one person and the transmission of currency, funds or other value that substitutes for currency to
another location or person by any means.”

“Other value that substitutes for currency” is broad enough to cover virtual currencies.

Companies who accept virtual currency from one party to another party and vice versa, or exchange fiat
currency for any digital currency would be considered money transmitters.

[Tab 45 - Money Services Business Definition]

On its face, this creates a problem.



ISTHE FUND A MONEY TRANSMITTER?

SOLUTION: USE AN INDIRECT STRUCTURE

Funds need to be very carefully structured to ensure that they do not become “money transmitters.”

One potential solution is the Grayscale Bitcoin Trust and the Osprey Bitcoin Trust: the cryptocurrency is held by
the Custodian so the Trust never actual exchanges cash from investors for cryptocurrency.

This seems to elevate form over substance, however.The real bet by entities like Grayscale and Osprey is that
funds or trusts were not really what FinCEN was getting at with its concerns over money transmission,
notwithstanding the very broad statutory language.

However, there is a real risk that should be understood by fund managers and explained to investors.



FINCEN REGISTRATION

SOLUTION: DISCLOSURE

" Grayscale Bitcoin Trust simply discloses the problem away: explains they may be required to register and that the
costs of such registration would be “extraordinary” and could lead to the dissolution of the Bitcoin Trust.

= Osprey Bitcoin Trust states:

To the extent the Trust or Sponsor is found to have operated without appropriate state or federal licenses, it may be subject
to investigation, administrative or court proceedings, and civil or criminal monetary fines and penalties, all of which would
harm the reputation of the Trust or its Sponsor, decrease the liquidity of the Trust, and have a material adverse effect on the
price of the Units. If the Sponsor decides to comply with such additional federal or state regulatory obligations and continue
the Trust, the required registrations, licensure and regulatory compliance steps may result in extraordinary, nonrecurring
expenses to the Trust, possibly affecting an investment in the Units in a material and adverse manner. Furthermore, the Trust
and its service providers may not be capable of complying with certain federal or state regulatory obligations applicable to
money service businesses’ money transmitters and businesses involved in digital currency business activity. If the Sponsor
and/or the Trust determines not to comply with such requirements, the Sponsor will act to dissolve and liquidate the Trust.
Any such termination could result in the liquidation of the Trust’s Bitcoin at a time that is disadvantageous to Unitholders.



FINCEN AND ILLICIT COUNTERPARTIES

KYC AND THE SILK ROAD

Although Bitcoin transaction details are logged on the blockchain, a buyer or seller of Bitcoin may never know to whom the public key belongs or
the true identity of the party with whom it is transacting. Public key addresses are randomized sequences of 27-34 alphanumeric characters that,
standing alone, do not provide sufficient information to identify users.

Transacting with a counterparty making illicit use of Bitcoin could have adverse consequences. On October 2,201 3, the FBI seized the domain

name for the infamous "Silk Road" website—an online black marketplace for illicit goods and services—and arrested its alleged founder, Ross
William Ulbricht.

The website operated through multiple systems of strict anonymity and secrecy, requiring a Tor browser for access and using Bitcoin as the
exclusive means of payment for illicit goods and services. As part of the raid, the FBI also seized over 26,000 Bitcoin from accounts on Silk Road,
which were worth approximately $3.6 million at the time (over $1 billion today). In November 2020, the U.S. Department of Justice seized more
than $1 billion in Bitcoin from an account linked to the Silk Road website. On January 27,2014, the CEO of Bitlnstant (the New York-based
Bitcoin exchange service) was arrested on charges of money laundering and operating an unlicensed money transmitting business.

On July 24,2017, FinCEN assessed a $1 10 million civil money penalty against BTC-e a/k/a Canton Business Corporation ("BTC-e"), an internet-
based and foreign located digital currency exchange founded in 201 I, for failing to register as a Money Services Business and facilitating crimes like
drug sales and ransomware attacks. FinCEN also assessed separate $12 million fine against BTC-e's owner, Alexander Vinnik.

[Tab 44 - Ross Ulbricht's Testimony] [Audio: https://bitcoinmagazine.com/culture/silk-road-ross-ulbricht-from-prison]



ROSS ULBRICHT - TESTIMONY

[Tab 44 — Extract of Ross Ulbricht's Testimony]



null

1797.6011




INTHE LONG RUN,WFE’RE ALL DEAD:
DON’T FORGET THETAXMAN




CRYPTOCURRENCY AND THE TAXMAN

" We have seen how the SEC has aggressively staked out terrain regulating cryptocurrencies as “securities,” while
the CFTC views them as “commodities” and FinCEN views them as “money” or “currency.”

= The IRS, not to be left out of the game, considers cryptocurrencies to be “property” and subject to capital gains
tax on disposition.



CRYPTOCURRENCY AND THE TAXMAN

CONSULT ATAX LAWYER




THANK YOU!

DUNNINGTON

BARTHOLOW & MILLER LLP
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Private placements - Rule 506(b)

Section 4(a)(2) of the Securities Act exempts from registration transactions by an issuer not involving any
public offering.

To learn more about Section 4(a)(2), please click the box below.

Rule 506(b) of Regulation D is considered a “safe harbor” under Section 4(a)(2). It provides objective
standards that a company can rely on to meet the requirements of the Section 4(a)(2) exemption.
Companies conducting an offering under Rule 506(b) can raise an unlimited amount of money and can
sell securities to an unlimited number of accredited investors. An offering under Rule 506(b), however, is

subject to the following requirements:

¢ no general solicitation or advertising to market the securities

e securities may not be sold to more than 35 non-accredited investors (all non-accredited investors,
either alone or with a purchaser representative, must meet the legal standard of having sufficient
knowledge and experience in financial and business matters to be capable of evaluating the merits

and risks of the prospective investment)

If non-accredited investors are participating in the offering, the company conducting the offering:

e must give any non-accredited investors disclosure documents that generally contain the same type
of information as provided in Regulation A offerings (the company is not required to provide
specified disclosure documents to accredited investors, but, if it does provide information to
accredited investors, it must also make this information available to the non-accredited investors as

well)

https://www.sec.gov/smallbusiness/exemptofferings/rule506b 1/3
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¢ must give any non-accredited investors financial statement information specified in Rule 506 and

¢ should be available to answer questions from prospective purchasers who are non-accredited

investors

Purchasers in a Rule 506(b) offering receive “restricted securities." A company is required to file a notice
with the Commission on Form D within 15 days after the first sale of securities in the offering. Although
the Securities Act provides a federal preemption from state registration and qualification under Rule

506(b), the states still have authority to require notice filings and collect state fees.

Rule 506(b) offerings are subject to “bad actor” disqualification provisions.

Additional Information and Resources

e Filing a Form D notice

e Compliance Guide: Disqualification of Felons and Other “Bad Actors”

o Staff Guidance: Regulation D Compliance and Disclosure Interpretations (Section 254)
¢ Investor Bulletin: Private Placements Under Regulation D

e (Capital Raising in the U.S.: An Analysis of the Market for Unregistered Securities Offerings, 2009-
2014

Relevant FAQs

¢ Do the anti-fraud provisions apply?
e What is an accredited investor?

¢ Do state law requirements apply?
e What are restricted securities?

¢ What is the process for requesting a waiver of “bad actor” disqualification?

Additional Information and Resources
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e Press Release: SEC Harmonizes and Improves “Patchwork” Exempt Offering Framework

e Compliance Guide: Facilitating Capital Formation and Expanding Investment Opportunities by
Improving Access to Capital in Private Markets

e Filing a Form D notice

e Compliance Guide: Disqualification of Felons and Other “Bad Actors”

e Staff Guidance: Regulation D Compliance and Disclosure Interpretations (Section 254)
¢ Investor Bulletin: Private Placements Under Regulation D

e Capital Raising in the U.S.: An Analysis of the Market for Unregistered Securities Offerings, 2009-
2017

e Report to Congress on Regulation A / Regulation D Performance

Modified: March 15, 2021
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(SEC No-Action Letter)
*1 Touche, Remnant & Company
Publicly Available August 27, 1984
LETTER TO SEC

December 16, 1983

Office of Chief Counsel

Division of Investment Management
Securities and Exchange Commission
Washington, D.C. 20549

Re:  Touche, Remnant & Co. (U.K.)
Stein Roe & Farnham

Gentlemen:

We have been requested by Touche, Remnant & Co., an investment advisor organized under and governed by the laws of the
United Kingdom ("TR") and Stein Roe & Farnham, an Illinois limited partnership registered under the Investment Advisers Act
of 1940 ("SR & F"), to solicit staff concurrence that it would not recommend enforcement action to the Commission based on
section 7(d) of the Investment Company Act of 1940 if a non-U.S. investment fund (the "Fund") were operated in the manner
proposed below.

Description of TR and SR & F

T.R., a U.K. investment advisor founded in 1889, and its affiliates, operate principally in the United Kingdom and Europe and
currently have under management assets in excess of U.S. $3,000,000,000. TR and its affiliates do not maintain any business
operations in the United States but it and one of its affiliates do advise one U.S. institution on non-U.S. investments and are
registered under the Advisers Act. SF & F operates principally in the United States and currently manages assets in excess of
U.S. $8,000,000,000.

Description of the Proposed Fund.

The Fund would be a diversified investment fund currently contemplated to be organized under the laws of the Cayman Islands
and having its principal place of business in Nassau, the Bahamas. The Fund would offer three investment tracks: securities
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of non-U.S. issuers; Eurodollar short-term money market instruments and foreign and U.S. bank certificates of deposit; and
U.S. capital growth securities.

The Board of Directors of the Fund would have overall control of the investment and reinvestment of fund assets and would
be comprised of an equal number of non-U.S. and U.S. persons. All Board meetings would be held outside the United States.
Officers of the Fund will be non-U.S. persons resident in the Bahamas who shall conduct the following functions:

(a) Communicating with shareholders (including the furnishing of financial reports),

(b) Communicating with the general public,

(c) Making redemptions of the Fund's stock,

(d) Accepting the subscriptions of new stockholders,

(e) Maintaining its principal corporate records and books of account,

(f) Auditing the Fund's books of account,

(g) Disbursing payments of dividends, legal fees, accounting fees and officers' and directors' salaries,

(h) Publishing (e.g., London Financial Times, International Herald Tribune) or furnishing the offering and redemption price of
the shares of stock issued by the Fund, and

(1) Conducting meetings of shareholders and board of directors.

These functions will be discharged pursuant to contractual arrangements with the Bahamian unit of a major European or other
international bank. The physical assets of the Fund consisting of non-U.S. securities would be located in the United Kingdom
and other non-U.S. locations and physical assets consisting of U.S. securities would be located in the United States.

*2 The Fund will enter into an advisory and management contract with a management company jointly owned by TR and SR
& F and perhaps other non-U.S. investment entities. It is presently contemplated that it will be organized under the laws of
the Bahamas. Pursuant to the agreement, the offshore management company will manage the investment and reinvestment of
the Fund's assets and advise with respect thereto subject to the overall control of the Board of Directors of the Fund. A TR
representative will be a principal officer of the management company with responsibility for overseeing the discharge of the
Fund's business functions and approving the recommendations of the Fund's subadvisors as described below. All meetings of
the Board of Directors of the management company will be held outside the United States.

The offshore management organization will enter into subadvisory agreements with each of TR and SF & F pursuant to which
each will continuously review the investment track or tracks for which it has responsibility and recommend which securities
should be purchased and sold by the Fund in those tracks subject to the approval and overall control of the management company
and the Board of Directors of the Fund. Advisory fees will be competitive and commensurate with the respective services of
each sub-advisor.

The shares will be distributed primarily to non-U.S. investors outside the United States through TR and other non-U.S. dealers
which will have sole and complete responsibility for effecting all such sales and will utilize appropriate procedures to assure
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such distribution comes to rest abroad. Neither TR nor SR & F plans to charge a sales load on sale of Fund shares but foreign
dealers in countries where TR and SR & F do not have operations may do so in accordance with schedules or negotiation as
described in the Fund's disclosure documents.

As to U.S. investors, the shares will be recommended by SR & F only to its U.S. investor-clients and business associates that
are financially sophisticated, accredited investors and will be sold only to such persons so as to assure compliance with the
exemptive requirements of SEC Rule 506. U.S. investors at no time will constitute majority ownership of the Fund shares.
There may be majority U.S. investor interest within a particular track.

Discussion

Section 7(d) reads in relevant part as follows:

"No investment company, unless organized or otherwise created under the laws of the United States, ... shall
make use of the mails or any means or instrumentality of interstate commerce, directly or indirectly, to offer for
sale, sell, or deliver after sale, in connection with a public offering, any security of which such company is the
issuer. ... " (Emphasis added.)

As previously stated, it is presently contemplated that the Fund would be incorporated under the laws of the Cayman Islands
and discharge its principal business functions in Nassau, the Bahamas. As also previously stated, however, the Fund will not
be making a public offering in the United States but rather a private placement meeting all exemptive requirements of Rule
506 of Regulation D.

*3 We believe the prohibition against public share offerings by unregistered foreign investment companies, in the circumstances
described herein, is not applicable where sales are restricted to accredited investors pursuant to Rule 506. In this connection,
recommendation of the Fund shares to financially sophisticated, accredited investor/clients and business associates of SR & F
will not constitute a "general solicitation" under the standards articulated by the Corporation Finance staff in Woodtrails-Seattle,
Ltd. (August 9, 1982). Specifically each offeree will have a pre-existing business relationship with SR & F that was established
or continued within three years prior to the offer and SR & F will have reasonable grounds to believe that the offeree is and
will be either an accredited investor or has and will have such knowledge and experience in financial and business matters that
he is capable of evaluating the merits and risks of the prospective investment both at the time the relationship was established
and at the time of the offer. The Investment Management staff noted in San Jose Capital Corporation (February 14, 1983) and
Continental Bank (September 3, 1982) that this standard is a condition of Rule 506 and, therefore, assuming the other conditions

of Rule 506 are met, that Rule 506 will not be deemed to involve any public offering. !

The San Jose Capital Corporation and Continental Bank no-action responses accept and are consistent with the position of the
Commission that Rule 506 transactions are "non-public offerings for the purposes of the definition of 'investment company' in
Section 3(c)(1) of the Investment Company Act." (33- 6389, n. 33). Moreover, in Ideal Mortgage and Realty Service Corporation
(January 4, 1978), the staff stated that an offering meeting all the conditions of Rule 146, a predecessor rule to Regulation D,
would not be a public offering for purposes of section 3(c)(1) of the 1940 Act and in Mitchell (July 24, 1975) the staff similarly
concluded that a Rule 146 transaction would not be a public offering for purposes of Section 7(d). While we are not relying on
Section 3(c)(1) as the basis for this no-action request, we believe the Commission's interpretation of the term "public offering"
in Section 3(c)(1) should have, logically and consistently, the same application to the same term in a companion provision of
the same Act, i.e., Section 7(d).

In reaching this conclusion, we are aware that the Investment Management staff in Mitchell, mentioned above, went on to state
that if the investment company's private offering in the United States were coincident with an offering of its securities abroad,
traditional Securities Act concepts of "integration" might become relevant and could affect the "private offering" status under
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Section 7(d). These "traditional" integration concepts are set forth in a 1964 Commission release (33-4708) which takes the
position that so long as an offering to foreign nationals abroad is made under circumstances reasonably designed to preclude
distribution or redistribution of the securities within, or to nationals of, the United States, then a private placement in the United

States need not be integrated with simultaneous offerings made abroad. 2 Ashasbeen previously stated, TR, the U.K. investment
advisor, and other non- U.S. dealers will have sole responsibility for effecting sales to foreign nationals abroad under procedures
designed to assure that the offerings come to rest abroad. See, for example, the procedures discussed in Sears Overseas Finance
N.V. (June 11, 1982). As a practical matter, since the Fund would be an open-end fund redeeming its shares in Nassau, it is
highly unlikely in any event that shares sold abroad would flow into the hands of U.S. investors or that a secondary market
would develop in the United States.

*4 While we believe the foregoing is dispositive of the integration issue, we further suggest the appropriateness of applying the
integration concept in a Section 7(d) context is questionable. Its application seems to suggest the validity of broadly construing
the term public offering to mean a worldwide offering—even where the non-U.S. part clearly comes to rest abroad—rather
than one limited to the United States. Although the phrase "in the United States" does not follow the words "public offering"
in Section 7(d), we believe that such limitation is necessarily implicit by the clear domestic purport of the section itself. Lest
there be any doubt on the point, the legislative history is clear and unambiguous as summarized in Exhibit A hereto.

We further note in this regard that Rule 501(e) excludes investors who are neither citizens nor residents of the United States
from the calculation of the number of purchasers in offerings under Rule 506. While we do not rely on this exclusion for foreign
investors, we believe it clearly supportive of the position taken. It also seems to us that the Investment Management staff and
the Commission have sanctioned U.S. investor interests in foreign funds under Section 7(d) where there is no public offering
in the United States. The London Life Association (April 27, 1979); American European Securities Company, ICA Rel. No.
7172 (May 10, 1972).

Finally, we note that in Shearson International Dollar Reserves (July 15, 1981), the staff identified as a factor in the Section 7(d)
analysis whether the "most significant and essential functions" of the foreign fund are being performed in the United States. As
we trust is clear from our factual recitation herein, the principal business functions of the Fund would be performed in Nassau by
non-U.S. persons. This is not a situation where the most significant functions will be performed in the U.S. by U.S. persons only.
Both the U.K. investment advisor and SR & F will have significant responsibilities with respect to portfolio recommendations
to the foreign Fund and will jointly exercise overall control with SR & F at the Nassau and U.K. Board meetings outside the U.S.

Conclusion

Based on the foregoing, we respectfully request that you confirm our opinion that (i) a private placement in the United States
meeting all exemptive requirements of Rule 506 is not a "public offering" for purposes of Section 7(d); (ii) the principles
articulated by the Commission in the 1964 integration release are applicable to the proposed placement in the U.S. and the
offering abroad; and (iii) the staff will not recommend enforcement action to the Commission under section 7(d) if the Fund
conducts its operations in the manner described herein.

In the event you are unable to concur in our view, we request you contact the undersigned before sending a reply.

In accordance with Release 33-6269, we enclose seven copies of this request.

Very truly yours,
*5 BAKER & McKENZIE
By Robert J. Gareis
LETTER TO SEC

April 26, 1984
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Office of Chief Counsel

Division of Investment Management
Securities and Exchange Commission
Washington, D.C. 20549

Re:  Touche Remnant & Co. (U.K.)
Stein Roe & Farnham

Gentlemen:

We have been requested by Stein Roe & Farnham to advise you that the proposed Fund intends to conduct its operations so
that the number of U.S. beneficial owners of Fund shares would not exceed more than one hundred U.S. persons. Restrictive
legends on Fund shares issued to U.S. purchasers would contain provisions (in addition to conventional 1933 Act restrictions
on resales) requiring certificates of non-U.S. citizenship from transferees and prohibiting sales, transfers or assignments (other
than by will or the laws of descent and distribution) if the effect thereof would increase the number of U.S. persons beneficially
holding shares of the fund, directly or indirectly, to more than one hundred persons. The number will be determined by reference
to the stock records maintained by or on behalf of the Fund. "U.S. person" for this purpose shall mean a citizen, national or
resident of, or a corporation or partnership created or organized in, the United States of America. We note in this regard that it
is our opinion that such limitation is not legally mandated by Section 7(d) of the Act.

Very truly yours,
Baker & McKenzie
By Robert J. Gareis
SEC LETTER

1940 Act /s 7(d)

1940 Act/s3(c)(1)

July 27, 1984

Publicly Available August 27, 1984
Our Ref. No. 83-436-CC

Touche Remnant & Co; Stein,

Roe & Farnham

File No. 132-3

This responds to your letter of December 16, 1983, and supplementary letter of April 26, 1984, regarding the applicability of
the Investment Company Act of 1940 (1940 Act) to the sale in the United States (U.S.) of shares of an unregistered "foreign
investment company", i.e., an investment company organized under the laws of and having its principal place of business in a
country other than the U.S. and not registered under the 1940 Act. The question you raised was whether a foreign investment
company not registered under the 1940 Act could legally make a "private offering" in the U.S. pursuant to rule 506 of Regulation
D of the Securities Act of 1933 ("Securities Act"), coincident with a public offering of the company's shares abroad, without
violating section 7(d) of the 1940 Act.

In our view, a foreign investment company operating abroad which uses jurisdictional means to make an offering in the U.S.
which would comply with all of the requirements of a private placement under rule 506 of Regulation D, including the limitations
on resale and transfer found in rule 502(d) of Regulation D, would be subject to the 1940 Act if upon completion of the offering
there would be more than 100 persons resident in the U.S. who were beneficial owners of its securities. This is not because the
foreign investment company is offering its shares both in the U.S. and abroad. America's jurisdictional interest in a company is
based on its specific activities in the U.S. or the effects in the U.S. of its activities conducted abroad.

*6 Section 3(c)(1) of the 1940 Act excepts from the definition of investment company any issuer whose outstanding securities are
beneficially owned by not more than one hundred persons and which is not making a public offering of its securities (emphasis
added). Thus, section 3(c)(1) indicates a regulatory interest under the 1940 Act in an investment company whose securities are

beneficially owned by more than 100 persons. 3
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It is quite clear that a U.S. investment company with more than 100 beneficial owners is required to register under and comply
with all provisions of the 1940 Act regardless of whether the company is making or proposing to make a public offer of its
securities. Section 7(d) demonstrates Congress' intent to require foreign investment companies whose conduct has a significant

effect on U.S. investors to be subject to the same type of regulation that applies to American investment companies. 4 Reading
section 7(d) in the light of that policy, and the policy expressed in section 3(c)(1), we conclude that where a foreign investment
company uses jurisdictional means in connection with an offer of its securities to U.S. residents, which offer results in the
company having more than 100 beneficial owners resident in the U.S., such a company may not sell its securities to U.S. residents
without fully complying with the 1940 Act. If section 7(d) were not interpreted in this manner, U.S. investment companies with
more than 100 beneficial owners would be subject to regulation under the 1940 Act while foreign investment companies with
more than 100 beneficial owners resident in the U.S. would not be so regulated. We believe such a result would be contrary
to the policy expressed in section 7(d).

In order to properly account for all owners when planning an offer, an issuer should ascertain the number of pre-existing U.S.
resident owners, if any, prior to initiating an offering. For purposes of counting beneficial owners, the rules of attribution found in

section 3(c)(1) generally would apply. > In addition, where a company is organized for the purpose of investing in the securities
of one or more unregistered, foreign investment companies, the beneficial owners of that company's securities would be counted

as beneficial owners of the securities of the foreign investment company. 6

*7 This letter, of course, addresses only the staff's views as to certain issues raised under the 1940 Act and not those that might
be raised under any other laws administered by the Commission.

Judith W. Axe
Attorney
Securities and Exchange Commission (S.E.C.)

Westlaw. © 2020 Thomson Reuters. No Claim to Orig. U.S. Govt. Works.

Footnotes

1 See also Santa Barbara Securities (April 8, 1983) and Asset Allocation Incorporated (August 16, 1983).
We also note that the exemption afforded by Rules 504 and 505 are not available to offerings by
investment companies unless excepted from the definition thereof by section 3 of the 1940 Act. James
F. Basque Esq. (October 20, 1982), San Jose Capital Corporation, supra. Rule 506, however, is available
to any investment company.

2 The Commission's 1970 guidelines (33-5068) require 1933 Act registration for foreign sales by registered
open-end U.S. investment companies. The rationale stated in the release for this position is that these
companies are continually in registration so that 1933 Act registration would not impose an additional
burden on them. We do not disagree with this policy but point out that neither the facts nor the rationale
apply here.

3 Companies with more than 100 beneficial owners at the time the 1940 Act became effective were required
to register under the 1940 Act whether or not they planned to offer additional shares.

4 It is the purpose of section 7(d) that "foreign investment companies may not register as investment
companies or publicly offer securities of which they are the issuer in the United States unless the
Commission finds that these foreign investment companies can be effectively subjected to the same type
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of regulation as domestic investment companies." S.Rep. No. 1775, 76th Cong., 3d Sess. 13 (1940);
H.R.Rep. No. 2639, 76th Cong., 3d Sess. 13 (1940).

In particular, Section 3(c)(1)(A) of the Act states that:

Beneficial ownership by a company shall be deemed to be beneficial
ownership by one person, except that, if such company owns 10 per centum
or more of the outstanding voting securities of the issuer, the beneficial
ownership shall be deemed to be that of the holders of such company's
outstanding securities (other than short-term paper) unless, as of the date
of the most recent acquisition by such company of securities of that issuer,
the value of all securities owned by such company of all issuers which are
or would, but for the exception set forth in this subparagraph, be excluded
from the definition of investment company solely by this paragraph, does not
exceed 10 percentum of the value of the company's total assets (emphasis
added).

Section 2(a)(8) of the Act defines the term "company" to include a corporation, a partnership, and various
other specified individuals, groups, and entities.

Section 48(a) of the 1940 Act prohibits a person from doing indirectly that which he could not legally do
directly. Cf. rule 501(e)(2) under the Securities Act stating how the number of purchasers is calculated
for purposes of Regulation D when an entity is created for the specific purpose of acquiring the securities
offered.

End of Document

© 2021 Thomson Reuters. No claim to original U.S. Government
Works.
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15 U.S. Code § 80a-2 - Definitions; applicability;
rulemaking considerations

U.S. Code Notes

(a) DEFINITIONS

When used in this subchapter, unless the context otherwise requires

(1) “Advisory board” means a board, whether elected or appointed,

the functions of such board are such as to render its members
“directors” within the definition of that term, which board has

advisory functions as to investments but has no power to determine
that any security or other investment shall be purchased or sold by

directly or indirectly owning, controlling, or holding with power to
vote, 5 per centum or more of the outstanding voting securities of
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hypothecation of a contract or chose in action by the assignor, or of a
controlling block of the assignor’s outstanding voting securities by a
of partnership interests incidental to the death or withdrawal of a
minority of the members of the partnership having only a minority
interest in the partnership business or to the admission to the
partnership of one or more members who, after such admission, shall
be only a minority of the members and shall have only a minority
interest in the business.

evading the provisions of this subchapter, and (D) a receiver,
conservator, or other liquidating agent of any institution or firm
included in clauses (A), (B), or (C) of this paragraph.

companies.

(7) "Commission” means the Securities and Exchange Commission.
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case under title 11 or similar official or any liquidating agent for any
of the foregoing, in his capacity as such.

presumption may be rebutted by evidence, but except as hereinafter
provided, shall continue until a determination to the contrary made
by the Commission by order either on its own motion or on
application by an interested person. If an application filed hereunder
is not granted or denied by the Commission within sixty days after
filing thereof, the determination sought by the application shall be
deemed to have been temporarily granted pending final
determination of the Commission thereon. The Commission, upon its
own motion or upon application, may by order revoke or modify any
order issued under this paragraph whenever it shall find that the
determination embraced in such original order is no longer consistent
with the facts.

finding of guilt on a plea of nolo contendere, if such verdict,
judgment, plea, or finding has not been reversed, set aside, or
withdrawn, whether or not sentence has been imposed.

Securities Exchange Act of 1934 [15 U.S.C. 78a et seq.], but does
not include an insurance company or investment company.
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who is a member of a board of trustees of a management company
created as a common-law trust.

more employers each of which is an affiliated company of the other,
(B) by former employees of such employer or employers, (C) by

maintains, or provides a market place or facilities for bringing
together purchasers and sellers of securities or for otherwise
performing with respect to securities the functions commonly

(15) “"Face-amount certificate” means any certificate, investment
contract, or other security which represents an obligation on the part
or determinable date or dates more than twenty-four months after
the date of issuance, in consideration of the payment of periodic
installments of a stated or determinable amount (which security shall
be known as a face-amount certificate of the “installment type”); or
any security which represents a similar obligation on the part of a
face-amount certificate company, the consideration for which is the
payment of a single lump sum (which security shall be known as a
“fully paid” face-amount certificate).

(16) "Government security” means any security issued or

any of the foregoing.
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an insurance company, whose primary and predominant business
activity is the writing of insurance or the reinsuring of risks
underwritten by insurance companies, and which is subject to
supervision by the insurance commissioner or a similar official or

agent for such a company, in his capacity as such.

(18) “Interstate commerce” means trade, commerce, transportation,

(A) when used with respect to an investment company—

(i) any affiliated person of such company,

a registered investment company) that, at any time during the
6-month period preceding the date of the determination of

any principal transactions with, or distributed shares for—

(I) the investment company;

(II) any other investment company having the same
investment adviser as such investment company or holding

investment or investor services; or
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(III) any account over which the investment company’s
investment adviser has brokerage placement discretion,

than a registered investment company) that, at any time
during the 6-month period preceding the date of the
determination of whether that person or affiliated person is an
interested person, has loaned money or other property to—

(I) the investment company;

(II) any other investment company having the same
investment adviser as such investment company or holding

investment or investor services; or

(III) any account for which the investment company’s
investment adviser has borrowing authority, and

have determined to be an interested person by reason of
having had, at any time since the beginning of the last two

investment company having the same investment adviser or
principal underwriter or with the principal executive officer of
such other investment company:

being a member of its board of directors or advisory board or
an owner of its securities, or (bb) his membership in the

proviso; and

(B) when used with respect to an investment adviser of or
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who is an affiliated person of such investment adviser or
principal underwriter,

beneficial interest in, or who is designated as trustee,
executor, or guardian of any legal interest in, any security
issued either by such investment adviser of principal

any time since the beginning of the last two completed fiscal
years of such investment company has acted as legal counsel

a registered investment company) that, at any time during the
6-month period preceding the date of the determination of

(II) any investment company holding itself out to
investors, for purposes of investment or investor services,

such; or

(III) any account over which the investment adviser has
brokerage placement discretion,

than a registered investment company) that, at any time
during the 6-month period preceding the date of the
determination of whether that person or affiliated person is an
interested person, has loaned money or other property to—
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(II) any investment company holding itself out to
investors, for purposes of investment or investor services,

such; or

(III) any account for which the investment adviser has
borrowing authority, and

have determined to be an interested person by reason of
having had at any time since the beginning of the last two
completed fiscal years of such investment company a material

principal underwriter.

For the purposes of this paragraph (19), "member of the
immediate family” means any parent, spouse of a parent, child,
spouse of a child, spouse, brother, or sister, and includes step
and adoptive relationships. The Commission may modify or
revoke any order issued under clause (vii) of subparagraph (A) or
(B) of this paragraph whenever it finds that such order is no
longer consistent with the facts. No order issued pursuant to
clause (vii) of subparagraph (A) or (B) of this paragraph shall
become effective until at least sixty days after the entry thereof,

purposes of this subchapter or for any other purpose for any
period prior to the effective date of such order.

(20) “"Investment adviser” of an investment company means (A) any

purchasing or selling securities or other property, or is empowered to
determine what securities or other property shall be purchased or

regularly performs substantially all of the duties undertaken by such
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statistical and other factual information, advice regarding economic
factors and trends, or advice as to occasional transactions in specific
securities, but without generally furnishing advice or making

as the Commission may by rules and regulations or order determine
not to be within the intent of this definition.

(25) "Means or instrumentality of interstate commerce” includes any
facility of a national securities exchange.

(27) “Periodic payment plan certificate” means (A) any certificate,
investment contract, or other security providing for a series of
periodic payments by the holder, and representing an undivided
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interest in certain specified securities or in a unit or fund of securities
purchased wholly or partly with the proceeds of such payments, and
character described in clause (A) of this paragraph and the holder of
which has substantially the same rights and privileges as those which
holders of securities of the character described in said clause (A)
have upon completing the periodic payments for which such
securities provide.

absolute or conditional) from time to time to purchase from such
company, any such security for distribution, or who as agent for such

written prospectus intended to meet the requirements of section

10(a) of the Securities Act of 1933 [15 U.S.C. 77j(a)] and currently
in use. As used elsewhere, “prospectus” means a prospectus as
defined in the Securities Act of 1933 [15 U.S.C. 77a et seq.].
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assets, or the cash equivalent thereof.

(33) “"Reorganization” means (A) a reorganization under the
supervision of a court of competent jurisdiction; (B) a merger or

which has for its purpose the alteration, modification, or elimination
of any of the rights, preferences, or privileges of any class of
securities issued by a company, as provided in its charter or other
instrument creating or defining such rights, preferences, and

which is not an investment company for securities issued by a
registered investment company.

(34) "Sale”, “sell”, “offer to sell”, or “offer for sale” includes every

solicitation of an offer to buy, a security or interest in a security, for
value. Any security given or delivered with, or as a bonus on account
of, any purchase of securities or any other thing, shall be conclusively
presumed to constitute a part of the subject of such purchase and to
have been sold for value.

(or in the case of a unit investment trust, by the depositor or
trustee), less any portion of such difference deducted for trustee’s or
custodian’s fees, insurance premiums, issue taxes, or administrative

promotional activities. In the case of a periodic payment plan
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interest or participation in any profit-sharing agreement, collateral-
trust certificate, preorganization certificate or subscription,
transferable share, investment contract, voting-trust certificate,
certificate of deposit for a security, fractional undivided interest in oil,
gas, or other mineral rights, any put, call, straddle, option, or
privilege on any security (including a certificate of deposit) or on any
group or index of securities (including any interest therein or based
on the value thereof), or any put, call, straddle, option, or privilege
entered into on a national securities exchange relating to foreign
currency, or, in general, any interest or instrument commonly known
as a “security”, or any certificate of interest or participation in,
temporary or interim certificate for, receipt for, guarantee of, or
warrant or right to subscribe to or purchase, any of the foregoing.

(37) “Separate account” means an account established and
maintained by an insurance company pursuant to the laws of any

thereof, under which income, gains and losses, whether or not
realized, from assets allocated to such account, are, in accordance
with the applicable contract, credited to or charged against such
account without regard to other income, gains, or losses of the
insurance company.

banker’s acceptance payable on demand or having a maturity at the
time of issuance of not exceeding nine months, exclusive of days of
grace, or any renewal thereof payable on demand or having a
maturity likewise limited; and such other classes of securities, of a
commercial rather than an investment character, as the Commission
may designate by rules and regulations.
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distribution of any security, or participates or has a direct or indirect
participation in any such undertaking, or participates or has a
participation in the direct or indirect underwriting of any such

is limited to a commission from an underwriter or dealer not in
excess of the usual and customary distributor’s or seller’s

(41) “Value”, with respect to assets of registered investment
companies, except as provided in subsection (b) of section 80a-28 of

with respect to securities owned at the end of the last preceding
fiscal quarter for which market quotations are readily available,
the market value at the end of such quarter; (ii) with respect to
other securities and assets owned at the end of the last preceding
fiscal quarter, fair value at the end of such quarter, as determined

securities and other assets acquired after the end of the last
preceding fiscal quarter, the cost thereof; and

(B) as used elsewhere in this subchapter, (i) with respect to
securities for which market quotations are readily available, the
market value of such securities; and (ii) with respect to other
securities and assets, fair value as determined in good faith by

in each case as of such time or times as determined pursuant to
this subchapter, and the rules and regulations issued by the
Commission hereunder. Notwithstanding the fact that market
quotations for securities issued by controlled companies are

value of such securities: Provided, That the value so determined
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is not in excess of the higher of market value or asset value of
such securities in the case of majority-owned subsidiaries, and is
not in excess of market value in the case of other controlled
companies.

For purposes of the valuation of those assets of a registered
diversified company which are not subject to the limitations
provided for in section 80a-5(b)(1) of this title, the Commission
may, by rules and regulations or orders, permit any security to
be carried at cost, if it shall determine that such procedure is
consistent with the general intent and purposes of this
subchapter. For purposes of sections 80a-5 and 80a-12 of this
title in lieu of values determined as provided in clause (A) above,
the Commission shall by rules and regulations permit valuation of
securities at cost or other basis in cases where it may be more

The foregoing definition shall not derogate from the authority of
the Commission with respect to the reports, information, and
documents to be filed with the Commission by any registered

(42) “Voting security” means any security presently entitling the
owner or holder thereof to vote for the election of directors of a

as entitles the holder or holders thereof to cast said specified
percentage of the aggregate votes which the holders of all the

more of the voting securities present at such meeting, if the holders
of more than 50 per centum of the outstanding voting securities of

https://www.law.cornell.edu/uscode/text/15/80a-2 14/21


https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1595681971-1104622948&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/uscode/text/15/80a%E2%80%935#b_1
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1283237621-1107394466&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1283237621-1107394466&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-80204913-30509855&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-80204913-30509855&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-2569319-30509850&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1283237621-1107394466&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1283237621-1107394466&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/uscode/text/15/80a-8
https://www.law.cornell.edu/uscode/text/15/80a-29
https://www.law.cornell.edu/uscode/text/15/80a-30
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1594723833-30509879&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-310687660-30509786&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=title:15:chapter:2D:subchapter:I:section:80a%E2%80%932
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=
https://www.law.cornell.edu/definitions/uscode.php?width=840&height=800&iframe=true&def_id=15-USC-1679829923-1107394465&term_occur=999&term_src=

7/26/2021 15 U.S. Code § 80a-2 - Definitions; applicability; rulemaking considerations | U.S. Code | US Law | LIl / Legal Information Institute

than 50 per centum of the outstanding voting securities of such
company, whichever is the less.

Exchange Act of 1934” [15 U.S.C. 78a et seq.], and “Trust Indenture
Act of 1939” [15 U.S.C. 77aaa et seq.] mean those acts, respectively,
as heretofore or hereafter amended.

(45) “"Savings and loan association” means a savings and loan

such institution, and a receiver, conservator, or other liquidating
agent of any such institution.

(A) is organized under the laws of, and has its principal place of
business in, any State or States;

(B) is neither an investment company as defined in section 80a-3

which is licensed by the Small Business Administration to operate
under the Small Business Investment Act of 1958 [15 U.S.C. 661

investment company except for the exclusion from the definition
of investment company in section 80a-3(c) of this title; and

(C) satisfies one of the following:

(i) it does not have any class of securities with respect to
which a member of a national securities exchange, broker, or

pursuant to rules or regulations adopted by the Board of
Governors of the Federal Reserve System under section 7 of
the Securities Exchange Act of 1934 [15 U.S.C. 78q];
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(ii) it is controlled by a business development company, either

development company in fact exercises a controlling influence
over the management or policies of such eligible portfolio

(iii) it has total assets of not more than $4,000,000, and
capital and surplus (shareholders’ equity less retained
earnings) of not less than $2,000,000, except that the
Commission may adjust such amounts by rule, regulation, or
order to reflect changes in 1 or more generally accepted
indices or other indicators for small businesses; or

(iv) it meets such other criteria as the Commission may, by
rule, establish as consistent with the public interest, the
protection of investors, and the purposes fairly intended by the
policy and provisions of this subchapter.

(47) "Making available significant managerial assistance” by a
business development company means—

(A) any arrangement whereby a business development company,

offers to provide, and, if accepted, does so provide, significant
guidance and counsel concerning the management, operations, or
business objectives and policies of a portfolio company;

(B) the exercise by a business development company of a
controlling influence over the management or policies of a

For purposes of subparagraph (A), the requirement that a
business development company make available significant
managerial assistance shall be deemed to be satisfied with
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satisfied if the business development company, in all cases,
makes available significant managerial assistance solely in the
manner described in this sentence.

(A) is organized under the laws of, and has its principal place of
business in, any State or States;

(B) is operated for the purpose of making investments in
securities described in paragraphs (1) through (3) of section 80a-
54(a) of this title, and makes available significant managerial

that a business development company must make available
significant managerial assistance only with respect to the
companies which are treated by such business development

assets condition of section 80a-54 of this title; and provided
further that a business development company need not make
available significant managerial assistance with respect to any

may by rule, regulation, or order permit, as consistent with the
public interest, the protection of investors, and the purposes of
this subchapter; and

(C) has elected pursuant to section 80a-53(a) of this title to be
subject to the provisions of sections 80a-54 through 80a-64 of
this title.

(49) “Foreign securities authority” means any foreign government or
any governmental body or regulatory organization empowered by a
foreign government to administer or enforce its laws as they relate to
securities matters.
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securities authority, (B) other governmental body or foreign
equivalent of a self-regulatory organization empowered by a foreign
government to administer or enforce its laws relating to the
regulation of fiduciaries, trusts, commercial lending, insurance,

other instruments traded on or subject to the rules of a contract
market, board of trade or foreign equivalent, or other financial
activities, or (C) membership organization a function of which is to
regulate the participation of its members in activities listed above.

(51)

(A) “Qualified purchaser” means—

(7) of this title with that person’s qualified purchaser spouse)
who owns not less than $5,000,000 in investments, as defined
by the Commission;

(ii) any company that owns not less than $5,000,000 in
investments and that is owned directly or indirectly by or for 2

(iii) any trust that is not covered by clause (ii) and that was
not formed for the specific purpose of acquiring the securities

other qualified purchasers, who in the aggregate owns and
invests on a discretionary basis, not less than $25,000,000 in
investments.
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(B) The Commission may adopt such rules and regulations

through (iv) of subparagraph (A) as it determines are necessary
or appropriate in the public interest or for the protection of
investors.

that, but for the exceptions provided for in paragraph (1) or (7) of
section 80a-3(c) of this title, would be an investment company
(hereafter in this paragraph referred to as an “excepted
investment company”), unless all beneficial owners of its
outstanding securities (other than short-term paper), determined
in accordance with section 80a-3(c)(1)(A) of this title, that
acquired such securities on or before April 30, 1996 (hereafter in
this paragraph referred to as “pre-amendment beneficial
owners”), and all pre-amendment beneficial owners of the
outstanding securities (other than short-term paper) of any
excepted investment company that, directly or indirectly, owns
any outstanding securities of such excepted investment company,
have consented to its treatment as a qualified purchaser.

subparagraph (A) shall constitute consent for purposes of this
subparagraph.

(52) The terms “security future” and “narrow-based security index”
have the same meanings as provided in section 3(a)(55) of the
Securities Exchange Act of 1934 [15 U.S.C. 78c(a)(55)].

(53) The term “credit rating agency” has the same meaning as in
section 3 of the Securities Exchange Act of 1934 [15 U.S.C. 78c].

(54) The terms “commodity pool”, “commodity pool operator”,

"\ n” \\

“commodity trading advisor”, *"major swap participant”, “swap”,

“swap dealer”, and “swap execution facility” have the same meanings

as in section 1a of title 7.

(b) APPLICABILITY TO GOVERNMENT
No provision in this subchapter shall apply to, or be deemed to include,

agency, authority, or instrumentality of any one or more of the

https://www.law.cornell.edu/uscode/text/15/80a-2
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foregoing, or any corporation which is wholly owned directly or indirectly
by any one or more of the foregoing, or any officer, agent, or employee
of any of the foregoing acting as such in the course of his official duty,
unless such provision makes specific reference thereto.

(c) CONSIDERATION OF PROMOTION OF EFFICIENCY, COMPETITION, AND
CAPITAL FORMATION

Whenever pursuant to this subchapter the Commission is engaged in
rulemaking and is required to consider or determine whether an action is
consistent with the public interest, the Commission shall also consider, in
addition to the protection of investors, whether the action will promote
efficiency, competition, and capital formation.

(Aug. 22, 1940, ch. 686, title I, § 2, 54 Stat. 790; Proc. No. 2695, eff. July
4, 1946, 11 F.R. 7517, 60 Stat. 1352; Aug. 10, 1954, ch. 667, title 1V,
§401, 68 Stat. 688; Pub. L. 86-70, §12(d), June 25, 1959, 73 Stat. 143;
Pub. L. 86-624, § 7(c), July 12, 1960, 74 Stat. 412; Pub. L. 91-547, § 2(a),
Dec. 14, 1970, 84 Stat. 1413; Pub. L. 95-598, title III, § 310(a), Nov. 6,

Stat. 3236; Pub. L. 106-102, title II, §§213(a), (b), 215, 216, 223, Nov.
12, 1999, 113 Stat. 1397, 1399, 1401; Pub. L. 106-554, § 1(a)(5) [title II,
§209(a)(1), (3)], Dec. 21, 2000, 114 Stat. 2763, 2763A-435, 2763A-436;
Pub. L. 109-291, §4(b)(2)(A), Sept. 29, 2006, 120 Stat. 1337; Pub. L.
111-203, title VII, § 769, title IX, §§ 985(d)(1), 986(c)(1), July 21, 2010,
124 Stat. 1801, 1934, 1936.)
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Our Ref. No. 96-434-CC
RESPONSE OF THE OFFICE OF CHIEF COUNSEL Goodwin,. Procter & Hoar
DIVISION OF INVESTMENT MANAGEMENT File No. 132-3

Your letter dated October 24, 1996 requests our concurrence with your views on three
issues concerning the application of Section 7(d) of the Investment Company Act of 1940
("Investment Company Act"). First, you request confirmation that investment companies
formed under the laws of a jurisdiction other than the United States and not registered under
the Investment Company Act ("Foreign Funds") may offer and sell their shares to U.S.
residents that are “qualified purchasers” in accordance with the terms of new Section 3(c)(7)
of the Act.! Second, you request our concurrence that Foreign Funds may rely on the
definition of "U.S. person" in Rule 902(0) of Regulation S ("Reg. S") under the Securities
Act of 1933 ("Securities Act") in considering whether a potential investor in a Foreign Fund
is a U.S. resident beneficial owner for purposes of determining whether the Fund is acting in
accordance with Section 7(d) of the Investment Company Act.? Third, you seek our
concurrence that a Foreign Fund would not be deemed to violate the provisions of Section
7(d) if it sells its securities in an offering in the United States that is not a public offering
within the meaning of Section 7(d) ("private offering") at the same time that it conducts an
offshore public offering of its securities that complies with the provisions of Reg. S.

1. Background

Section 7(d) of the Investment Company Act prohibits a Foreign Fund from using the
U.S. mails or any means or instrumentality of interstate commerce to offer or sell its
securities in connection with a public offering unless the Commission issues an order
permitting the Foreign Fund to register under the Investment Company Act. Section 7(d)
authorizes the Commission to issue such an order only if the Commission finds that it is both
legally and practically feasible to enforce the provisions of the Investment Company Act

Section 3(c)(7) was added to the Investment Company Act by the National Securities
Markets Improvement Act of 1996 (the "1996 Amendments").

Reg. S clarifies the extraterritorial application of the registration provisions under the
Securities Act. Reg. S provides generally that Section 5 of the Securities Act does
not apply to offers and sales of securities if both the offer and the sale occur outside
the United States. Reg. S also includes two safe harbors for specified transactions:
Rule 903 (the "issuer safe harbor") and Rule 904 (the "resale safe harbor").
Transactions that satisfy all the conditions of the applicable safe harbor are deemed to
be made outside the United States and thus are not subject to the registration
requirements of Section 5 of the Securities Act. See Securities Act Release No. 6863
(Apr. 24, 1990) (adopting Reg. S). Reg. S does not apply to offers and sales by
open-end investment companies Or unit investment trusts registered or required to be
registered or closed-end investment companies required to be registered, but not
registered, under the Investment Company Act. Preliminary note 8 to Reg. S.



against the Foreign Fund, and that the issuance of the order is consistent with the public
interest and the protection of investors. Congress has indicated that Section 7(d) was
intended to subject Foreign Funds that access the U.S. market to the same type and degree of
regulation that applies to U.S. investment companies.’

By its terms, Section 7(d) does not address a private offering in the United States
undertaken by a Foreign Fund. In light of the purpose of Section 7(d), however, the staff
has interpreted and applied that section with reference to Section 3(c)(1) of the Investment
Company Act. Section 3(c)(1) excepts from the definition of investment company any issuer
whose securities are beneficially owned by not more than 100 persons and that is not making,
and does not presently propose to make, a public offering of its securities (a “Section 3(c)(1)
company").* In Touche Remnant & Co. (pub. avail. Aug. 27, 1984) ("Touche Remnant"),
the staff concluded that a Foreign Fund could make a private offering in the United States
without violating Section 7(d) only if after the private offering the Fund’s securities are held
by no more than 100 beneficial owners resident in the United States.’

The staff’s position in Touche Remnant is intended to treat private offerings by
Foreign Funds comparably to offerings undertaken by Section 3(c)(1) companies. Touche
Remnant also reflects the staff’s conclusion that, in drafting Section 7(d), Congress could not
have intended Foreign Funds to be able to conduct private offerings in the United States to a
greater extent than those permitted to be conducted by Section 3(c)(1) companies.®

See S. Rep. No. 1775, 76th Cong., 3d Sess. 13 (1940); H.R. Rep. No. 2639, 76th
Cong., 3d Sess. 13 (1940).

Section 3(c)(1) reflects a determination that public interest concerns arise when an
investment company has more than 100 shareholders and that, as a result, the
investment company should be required to register under the Investment Company
Act. See Investment Trusts and Investment Companies: Hearings on S. 3580 Before

a Subcomm. of the Senate Comm. on Banking and Currency, 76th Cong., 3d Sess.
179 (1940).

The Commission cited this position with approval in Securities Act Release No. 6862
(April 23, 1990) (adopting Rule 144A under the Securities Act).

While Section 7(d), by its terms, prohibits only a "public offering" of securities by a
Foreign Fund in the United States, applying the limits of Section 3(c)(1) to private
offerings under Section 7(d) is consistent with Congress’ intent in enacting Section
7(d). At the time Congress used the words "public offering" in Section 7(d), a non-
‘public offering generally involved a very limited number of participants, well below
the 100 investor limit of Section 3(c)(1). The traditional view, as expressed by the
Commission’s Office of General Counsel, was that although the determination of
whether an offering was public was one of fact that should be made on a case-by-case
basis, ordinarily an offering to more than 25 persons would be viewed as a public
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The staff clarified the Touche Remnant position in a letter to the Investment Funds
Institute of Canada (pub. avail. Mar. 4, 1996) ("IFIC"). In that letter, the staff recognized
that, as a general matter, a Foreign Fund should not be deemed to have violated Section 7(d)
if the 100 U.S. beneficial owner limit under Touche Remnant is exceeded due to the
independent actions of the Fund’s securityholders. Consistent with this principle, the
Division stated that it would not recommend enforcement action under Section 7(d) if a
Foreign Fund that has offered its securities privately to U.S. investors has more than 100
securityholders resident in the United States solely as a result of (1) the relocation of foreign
securityholders of the Fund to the United States; or (2) offshore secondary market
transactions not involving the Foreign Fund or its agents, affiliates or intermediaries.

. Section 3(c)(7) and Section 7(d)

Section 3(c)(7) of the Investment Company Act provides a new exclusion from the
definition of investment company for issuers whose securities are owned exclusively by
"qualified purchasers," provided that the issuer is not making, and does not presently
propose to make, a public offering of its securities ("Section 3(c)(7) companies," and
together with Section 3(c)(1) companies, "private investment companies").” Section 3(c)(7)
reflects the view that certain investors with a high degree of financial sophistication do not
require the substantive protections of the Investment Company Act.®

offering. Securities Act Release No. 285 (Jan. 24, 1935). Twenty-five persons
remained the generally accepted ceiling for private offers for a number of years. See
L. Loss and J. Seligman, The Fundamentals of Securities Regulation, 308 (1995).

The concept of a "public offering" has evolved considerably since 1940. E.g., Rules
505 and 506 of Regulation D under the Securities Act (permitting private offerings
involving an unlimited number of accredited investors). We believe, however, that
Section 7(d) should be interpreted in a manner consistent with both Congressional
intent and the policies and purposes of the Investment Company Act as a whole. We
believe it inconsistent with Congressional intent and the regulatory framework
established by the Investment Company Act for a Foreign Fund to be able to offer its
securities privately to more U.S. residents than could a Section 3(c)(1) company.

The term "qualified purchaser” is defined in new Section 2(a)(51) to include (1)
individuals and certain family companies that have not less than $5 million in
“investments," (2) certain trusts if both the trustee or other person with investment
discretion and all settlors or other contributors are qualified purchasers, and (3) other
persons that own and invest on a discretionary basis not less than $25 million in
“investments.” The Commission has proposed rules that would define "investments"
for purposes of Section 2(a)(51). Investment Company Act Release No. 22405,
(December 18, 1996).

See H.R. Rep. No. 622, 104th Cong., 2d Sess. 18 (1996).
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As noted above, Section 7(d) reflects a Congressional determination that Foreign
Funds that access the U.S. market should be subject to the same type and degree of
regulation that applies to U.S. investment companies. Consistent with this principle, we
believe that a Foreign Fund may privately offer and sell its securities to qualified purchasers
in the United States in accordance with the provisions of Section 3(c)(7) (and any
Commission rules promulgated under the section) without violating Section 7(d).° A
Foreign Fund that wishes to offer its securities privately in the United States, like a U.S.
private investment company, may rely on either Section 3(c)(1) or Section 3(c)(7).° In
addition, a Foreign Fund that has sold its securities to 100 or fewer U.S. resident beneficial
owners in the manner outlined in Touche Remnant may, like a U.S. private investment
company, rely on the “grandfathering” provision of Section 3(c)(7)(B) to privately offer
securities to qualified purchasers in accordance with Section 3(c)(7).!" We also believe that
it is consistent with the purpose of Section 7(d) for a Foreign Fund relying on Section 3(c)(1)
or Section 3(c)(7) to comply with the "consent" provision in Section 2(a)(51)(B) of the
Investment Company Act to the extent that it intends to be deemed a qualified purchaser of
securities of Section 3(c)(7) companies. '

0. Section 7(d) and "U.S. Person"

A Foreign Fund seeking to make a private offering in the United States must
determine whether existing or prospective shareholders should be considered beneficial

In our view, the non-U.S. resident shareholders of a Foreign Fund relying on Section
3(c)(7) to offer its securities in the United States need not be qualified purchasers.

% As is the case with domestic private investment companies, a Foreign Fund may not

simultaneously seek to rely on Section 3(c)(7) to offer securities to U.S. resident

qualified purchasers and Section 3(c)(1) to offer securities to 100 U.S. residents who

are not qualified purchasers.
' Section 3(c)(7)(B) allows certain existing Section 3(c)(l) companies to convert to
Section 3(c)(7) companies and “grandfather” their existing investors that are not
qualified purchasers, provided that those investors receive appropriate disclosure and
adequate notice and opportunity to redeem their investments. In applying the
grandfathering provision, a Foreign Fund must meet the requirements of that
provision only with respect to those U.S. resident beneficial owners that should be
counted under the principles set out in IFIC.

Section 2(a)(51)(B) requires a private investment company that wishes to become a
qualified purchaser to obtain the consent of all its beneficial owners that invested in it
prior to April 30, 1996. We believe that a Foreign Fund need comply with this
provision only with respect to U.S. resident beneficial owners that are to be counted
under the principles set out in IFIC.



owners resident in the United States for purposes of Section 7(d)."* You suggest that it
would be appropriate and consistent with previous staff positions' for a Foreign Fund

making a private offering in the United States within the meaning of Section 7(d) to rely on
the definition of “U.S. person” in Rule 902(0) of Reg. S for purposes of determining whether
an investor should be deemed a U.S. resident beneficial owner.

We believe that the definition of U.S. person in Rule 902(0) of Reg. S can be used
generally in the context of Section 7(d) of the Investment Company Act. Reliance on certain
provisions of Rule 902(0), however, may under certain circumstances raise issues under
Section 48(a) of the Investment Company Act.’® Qur views with respect to the relevant
provisions of Rule 902(o) are set forth below.

a. Natural Persons

A natural person’s residency, rather than citizenship, determines his or her status
under Rule 902(0)(1)(i) of Reg. S. For example, a citizen of another country residing in the
United States is a U.S. person under Reg. S, while a U.S. citizen residing abroad is not a
U.S. person. We believe that residency should also determine whether an individual must be
considered a U.S. resident beneficial owner for purposes of Section 7(d). Thus, we conclude
* that it would be appropriate for a Foreign Fund to count as U.S. resident beneficial owners
those natural persons who would be considered to be U.S. persons under Rule 902(0)(1)(i).

In our view, a distinction should be made under Section 7(d), as under Reg. S,
between persons permanently residing abroad, and U.S. residents who are temporarily
abroad. U.S. citizens and other persons permanently residing abroad who purchase securities

Your letter does not contemplate the situation in which a Foreign Fund does not use
U.S. jurisdictional means in connection with the offer or sale of any of its securities.
The staff has taken the view that such a Foreign Fund is not subject to Section 7(d),
even if U.S. residents purchase the Fund’s securities in transactions that occur outside
the United States. See Global Mutual Fund Survey (pub. avail. July 14, 1992).

See, e.g., Merrill, Lynch & Co., Inc. (pub. avail. May 12, 1986) ("Merrill");
Prudential-Bache Securities, Inc. (pub. avail. Aug. 17, 1987) (“Prudential"); G.T.
Global Financial Services, Inc. (pub. avail. Aug. 2, 1988) ("G.T. Global"). In each
of these letters, the requesting party defined the term "U.S. resident" to include: (1) a

- citizen or resident of the United States; (2) a partnership organized or existing in any
state, territory or possession of the United States; (3) a corporation organized under
the laws of the United States; and (4) any estate or trust, other than an estate or trust
the income of which from sources without the United States is not includible in gross
income for purposes of computing United States income tax payable on it.

Section 48(a) of the Investment Company Act prohibits any person from doing
indirectly what he or she would be prohibited from doing directly under that Act.
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may be deemed to have chosen foreign markets, and the laws and regulations applicable to
those markets.'® U.S. residents who are temporarily abroad, however, should be treated
differently because they continue to maintain a permanent presence in.the United States that
warrants full protection under the federal securities laws. Thus, a Foreign Fund that has
made or proposes to make a private offering in the United States and that has sold its
securities to a U.S. resident who is temporarily outside the United States should treat that
person as a beneficial owner resident in the United States for purposes of Section 7(d)."

b. Parmerships and Corporations
(i) General Rule

Rule 902(0)(1)(ii) of Reg. S includes within the definition of U.S. person "any
partnership or corporation organized or incorporated under the laws of the United States."
Rule 902(0)(1)(v) of Reg. S includes within the definition of U.S. person "any agency or
branch of a foreign entity located in the United States.” We believe that entities that are
deemed U.S. persons under these subsections should likewise be treated as U.S. resident
beneficial owners for purposes of Section 7(d).'®

See Securities Act Release No. 6863, supra note 2.

Whether a person is temporarily or permanently residing outside the United States is a
factual question that depends on all of the circumstances surrounding that person’s
presence in a foreign country. See Securities Exchange Act Release No. 27017 (July
11, 1989) (adopting Rule 15a-6 under the Securities Exchange Act of 1934).

This conclusion is consistent with earlier positions taken by the staff. See, e.g.,
Merrill, Prudential, and G.T. Global, supra note 14. Each letter defined the term
"U.S. resident" to include a partnership organized or existing in any state, territory or
possession of the United States, and a corporation organized under the laws of the
United States.

We note that in determining the number of beneficial owners for purposes of Section
3(c)(1), a "company"” (e.g., a partnership or corporation) that invests in a Section
3(c)(1) company generally is presumed to be a single beneficial owner. Under the
1996 Amendments, however, if the acquiring company (1) owns more than 10% of
the stock of the Section 3(c)(1) company and (2) is (or but for Section 3(c)(1) or
Section 3(c)(7) would be) an investment company itself, the Section 3(c)(1) company
is required to count the beneficial owners of the acquiring company towards the 100
beneficial owner limit. The staff has taken the position under Section 48(a) of the
Investment Company Act that if a "company" that invests in a private investment
company is simply a device for facilitating individual investment decisions of its
securityholders, then the company’s securityholders should be deemed to be the
beneficial owners of the company’s investment in the private investment company.
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(i) Offshore Investment Vehicles for U.S. Persons

Rule 902(0)(1)(viii) provides that the term U.S. person includes any partnership or
corporation organized under foreign law by a U.S. person "principally for the purpose of
investing” in unregistered securities, unless the partnership or corporation is organized and
owned by accredited investors (as that term is defined in Regulation D under the Securities
Act) that are not natural persons, estates or trusts.'® Subsection (1)(viii) is intended to
prevent the circumvention of the registration provisions of the Securities Act through the use
of an offshore entity formed for the purpose of purchasing securities in Reg. S offerings,
unless the entity is formed by sophisticated non-natural persons that can invest directly in
unregistered securities without the protections of the Securities Act.?

We believe that offshore entities that are deemed U.S. persons under Subsection
(1)(viii) should be treated as U.S. resident beneficial owners for purposes of Section 7(d).
We also believe that the offshore entities formed by U.S. accredited investors that are
excluded from the definition of U.S. person by Subsection (1)(viit) generally need not be
treated as U.S. resident beneficial owners for purposes of Section 7(d). To the extent,
however, that a Foreign Fund facilitates the use of an offshore entity by U.S. accredited
investors as a means to evade the requirements of Section 7(d), we believe that the Foreign
Fund would violate Section 48(a).*

See WR Investment Partners (pub. avail. Apr. 15, 1992) (limited partners deemed the
beneficial owners of the partnership’s interest in a Section 3(c)(1) company). In our
view, these principles should similarly apply in the context of a private U.S. offering
by a Foreign Fund relying on Touche Remnant.

Rule 501(a) of Regulation D defines the term "accredited investor" to include, among
others, a bank as defined in Section 3(a)(2) of the Securities Act, a savings and loan
association as defined in Section 3(a)(5)(A) of the Securities Act, a broker or dealer
tegistered under Section 15 of the Securities Exchange Act of 1934, any business
development company as defined in Section 2(a)(48) of the Investment Company Act,
an investment company registered under the Investment Company Act, and certain
employee benefit plans.

¥ See Securities Act Release No. 6863, supra note 2.

2l See supra note 15. We note that if a Foreign Fund deems an offshore entity covered
by Rule 902(0)(1)(viii) to be a U.S. resident beneficial owner for purposes of Section
7(d), to the extent that the entity meets the definition of qualified purchaser under
Section 2(a)(51) of the Investment Company Act, it may be treated as a qualified
purchaser by a Fund seeking to comply with the requirements of Section 3(c)(7). As
in the domestic context, however, the offshore entity may not be used as a vehicle for

evading the qualified purchaser requirement of Section 3(c)(7). The sponsor of the
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(iii) Foreign Agencies or Branches

Rule 902(0)(6) excludes from the definition of U.S. person any agency or branch of a
U.S. bank or insurance company located outside the United States if it: (1) operates for valid
business reasons; (2) is engaged in the banking or insurance business; and (3) is subject to
substantive banking or insurance regulation in the jurisdiction in which it is located. We see
no policy reason for treating these entities differently under Section 7(d). Therefore, for
purposes of Section 7(d), a Foreign Fund need not count as U.S. resident beneficial owners
any entity described in Rule 902(0)(6).*

C. Trusts, Estates, Discretionary and Non-Discretionary Accounts
) General Rule

Under Rule 902(0)(1)(iv) and (o)(1)(iii) of Reg. S, respectively, a trust or estate is a
U.S. person if any trustee, executor or administrator is a U.S. person. We believe that it is
consistent with the purpose of Section 7(d) for a Foreign Fund to look to this provision of
Reg. S in determining whether a trust or estate should be deemed a beneficial owner resident
in the United States for purposes of Section 7(d).*”

Rule 902(o0)(1)(vi) includes within the definition of U.S. person any non-discretionary
account or similar account (other than an estate or trust) held by a dealer or other fiduciary
for the benefit of a U.S. person. Rule 902(0)(vii) includes within the definition of U.S.
person any discretionary account (other than an estate or trust) that is held by a dealer or
other fiduciary organized, incorporated or resident in the United States. These provisions are
based on the principle that the person or entity that has the power to direct the investment of
an account’s assets should be deemed to be the buyer for purposes of determining the locus

Foreign Fund could not, for example, establish the offshore company solely for the
purpose of creating a qualified purchaser when the U.S. resident owners of the
offshore company could not meet the qualified purchaser requirement individually.
See H.R. Rep. 622, supra note 8 at 52 (“a promoter of a Section 3(c)(7) fund could
not organize a ‘sham’ Section 3(c)(1) fund to facilitate investment by non-qualified
purchasers in the Section 3(c)(7) fund™).

2 Any branch or agency of a foreign entity that is located in the United States would,

however, be a U.S. resident beneficial owner.

This treatment of trusts and estates differs from that reflected in earlier staff letters
relating to Section 7(d). See Merrill and G.T. Global, supra note 14 (requesters
relied on the “sourcing of income” rules under the Internal Revenue Code in
determining whether a foreign trust or estate was a "beneficial owner resident in the
United States"). In issuing this letter; the staff is not rescinding those previous
letters, which may continue to be relied upon.
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of an offering.”* The effect of these provisions is that an account managed by a U.S. person
will be deemed a U.S. person. We believe that the treatment of accounts under these
provisions is consistent with the requirements of Section 7(d), and the accounts covered by

these provisions should be treated as U.S. resident beneficial owners for purposes of Section
7(d).”

(i1 Exceptions

Rule 902(0)(2) provides an exception from the definition of U.S. person for
discretionary accounts held for the benefit of a non-U.S. person by a dealer or other
professional fiduciary organized, incorporated, or resident in the United States. Rule
902(0)(4) provides a similar exception for a trust having a U.S. person acting as a trustee if
(1) a trustee who is not a U.S. person has sole or shared investment discretion and (2) no
beneficiary of the trust (or settlor if the trust is revocable) is a U.S. person. Likewise, Rule
902(0)(3) provides that an estate having a U.S. professional fiduciary acting as administrator
or executor is not a U.S. person if: (1) an administrator or executor of the estate who is not
a U.S. person has sole or shared investment discretion with respect to the assets of the estate;
and (2) foreign law governs the estate. In adopting Reg. S, the Commission noted the
serious competitive disadvantages that U.S. professional fiduciaries, particularly smaller U.S.
advisers, might face if these exceptions were not made.*

We believe the treatment of accounts, trusts, or estates held for the benefit of non-
U.S. persons in Subsections (0)(2), (0)(4) or (0)(3) of Rule 902 is consistent with the purpose
of Section 7(d). Moreover, the staff has acknowledged that the same type of competitive
harm to U.S. trustees and professional fiduciaries that could result if these trusts, estates and
accounts are considered beneficial owners resident in the U.S. for purposes of Section

24

See Securities Act Release No. 6779 (Jun. 10, 1988) (proposing Reg. S).

¥ The release adopting Reg. S also stated that when a foreign fiduciary or other entity

has full investment discretion for the account of a U.S. person, that account is not
treated as a U.S. person. Securities Act Release No. 6863, supra note 2. Because
such an account is managed by a non-U.S. person, we generally agree with this
treatment for purposes of determining who is a U.S. resident under Section 7(d). To
the extent, however, that a Foreign Fund facilitates the use of foreign discretionary
accounts by U.S. persons as a means to evade the requirements of Section 7(d), we
believe that the Foreign Fund would violate Section 48(a). See supra note 15.

% See Securities Act Release No. 6863, supra note 2.

9



N

7(d).”” We believe, therefore, that Foreign Funds need not treat the entities covered by
these subsections as U.S. resident beneficial owners under Section 7(d).

d. Employee Benefit Plans

Under Rule 902(0)(5) of Reg. S, an employee benefit plan established and
administered in accordance with the law of a country other than the United States is not
deemed to be a U.S. person. We believe that an employee benefit plan that is established
and administered under the law of a country other than the United States ordinarily should
also not be deemed a U.S. resident beneficial owner under Section 7(d).?

e. International Organizations Operating in the United States

Rule 902(0)(7) excludes certain international organizations, their agencies, affiliates,
and pension plans from the definition of U.S. person. We believe that the entities covered
by Rule 902(0)(7) also need not be considered U.S. resident beneficial owners for purposes
of Section 7(d).

27

See Fiduciary Trust Global Fund (pub. avail. Aug. 2, 1995) (excluding discretionary
accounts held for the benefit of non-U.S. persons by brokers and other professional
fiduciaries organized in the United States (as defined in Rule 902(0)(2) of Reg. S)
from the 100 purchaser limit under Touche Remnant).

#  These employee benefit plans may be treated as non-U.S. residents notwithstanding
that there may be some U.S. residents who are participants. This represents a
modification of the position taken in Scimitar Global Pension Fund (pub. avail. Aug.
9, 1990) and Win Global Fund (pub. avail. May 14, 1991), in which the staff granted
no-action assurance to funds offering shares to pension plans of foreign subsidiaries of
large U.S. multi-national corporations, if both the plans’ administrators and any
participating employees who were U.S. citizens were located outside the United
States.

We note that Section 4(b)(4) of the Employee Retirement Income Security Act of
1974 (“ERISA™) provides a similar exception for employee benefit plans “maintained
outside the United States primarily for the benefit of persons substantially all of whom
are nonresident aliens....” A foreign employee benefit plan that has significant
participation by U.S. citizens or residents, however, likely will be subject to ERISA.
See, e.g., Department of Labor - Pension and Welfare Benefits Administration -
Advisory Opinions 80-5 (Jan. 28, 1980) (exemption not available when 1,900
participants (of a total of 25,277) were U.S. citizens); 78-26 (Nov. 27, 1978)
(exemption not available when 60 participants (out of a total 110) were U.S. citizens).
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IV. Integration of U.S. Private Offerings and Reg. S Offerings by Foreign Funds.

You maintain that a Foreign Fund should not be deemed to violate the provisions of
Section 7(d) if it sells its securities in a private offering in the United States at the same time
that it conducts an offshore public offering that complies with the provisions of Rule 903 of
Reg. S. You note that offers and sales by a foreign issuer” (including a Foreign Fund) that
does not have a "substantial U.S. market interest"*® need only satisfy two conditions to
comply with the Rule 903 safe harbor: (1) the offer and sale must be made in an "offshore
transaction"*! and (2) there may be no "directed selling efforts"** in the United States.

These conditions focus on the location of the offering activity and the location of the
prospective purchaser, but do not require an examination of the purchaser’s residence. Such
foreign issuers are not precluded by Reg. S from selling to U.S. persons in the offering,

¥ A foreign issuer is defined under Rule 902(f) to include, among other things, “a

corporation or other organization incorporated or organized under the laws of any
foreign country” unless the issuer has (1) more than 50% of its voting securities held
by record holders with a U.S. address and (2) either (A) the majority of the executive
officers or directors of the issuer are U.S. citizens or residents, (B) more than 50% of
the assets of the issuer are located in the United States, or (C) the business of the
issuer is administered principally in the United States.

¢ Substantial U.S. market interest for an equity security is defined under Rule 902(n) to

exist when (1) U.S. securities exchanges or inter-dealer quotation systems constitute
the largest market for the security, or (2) 20% or more of all trading of the security
takes place on or through the facilities of securities exchanges or inter-dealer
quotation systems in the United States and less than 55% of all trading of the security
takes place in any one single country.
3t Under Rule 902(i), an offer or sale is made in an "offshore transaction" if (1) the
offer is not made to a person in the United States, and (ii) either (A) at the time the
buy order is originated, the buyer is outside the United States (or the seller reasonably
believes the buyer is outside the United States) or (B) the sale is through the physical
trading floor of an established foreign securities exchange.

32

"Directed selling efforts” are defined in Rule 902(b) as activities undertaken for the
purpose of, or that could reasonably be expected to result in, conditioning of the
market in the United States for securities being offered (e.g., marketing efforts in the
United States designed to induce the purchase of the securities purportedly being
distributed abroad). Activities such as mailing printed material to U.S. investors,
conducting promotional seminars in the United States, or placing advertisements with
radio or television stations broadcasting into the United States or in publications with
a general circulation in the United States, which discuss the offering or could
reasonably be expected to condition the market for the securities being offered
abroad, would constitute directed selling efforts in the U.S.
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provided that the two conditions are met. Rule 903, therefore, would permit a Foreign Fund
with no substantial U.S. market interest, but that has made or proposes to make a private
U.S. offering, to make an offshore sale to a U.S. resident, without violating the registration
provisions of the Securities Act.

In Touche Remnant, the staff took the position that, generally, a Foreign Fund’s
private U.S. offering would be viewed as separate from the Fund’s simultaneous offshore
public offering. The staff took the position, therefore, that Section 7(d) does not prohibit a
Foreign Fund from conducting a private U.S. offering simultaneously with an offshore public
offering, provided that the Foreign Fund does not use U.S. jurisdictional means in
connection with the offshore offering.”® We believe that the same principle should apply in
the case of a Foreign Fund seeking to make a private offering in the United States under
Section 3(c)(7) at the same time that it is making a public offering outside the United States.
We believe, therefore, that Section 7(d) does not prohibit a Foreign Fund from conducting a
private U.S. offering in compliance with Section 3(c)(7) simultaneously with an offshore
public offering.

We note that, in our view, compliance of a Foreign Fund’s offshore offering with the
terms of Rule 903 does not necessarily mean that the offshore offering does not raise issues
with respect to the Fund’s private U.S. offering. As noted above, Rule 903 would permit a
Foreign Fund to make a sale to a U.S. person in an offshore transaction without requiring
the registration of the offering. Under the staff’s interpretation of Section 7(d) in Touche
Remnant and IFIC, a Foreign Fund must generally count as U.S. resident beneficial owners
all U.S. residents who have purchased directly or indirectly from the Foreign Fund, its
agents, affiliates, or intermediaries.> The staff also indicated in IFIC that when a Foreign
Fund, its agents, affiliates, or intermediaries had sold shares to a U.S. resident beneficial
owner in a transaction occurring outside the United States, it was appropriate to count that
U.S. resident towards the 100 person limit. The requirement of counting sales to U.S.
residents occurring outside the United States is intended to assure that the prohibitions of

33

See also KBS International Ltd. (pub. avail. Mar. 18, 1985). The staff has.
recognized an offshore offering that involves only incidental U.S. jurisdictional
contacts does not violate Section 7(d). See G.T. Global, supra note 14 (limited use of
U.S. mails for the sale of foreign investment company securities to non-resident aliens
through U.S. broker-dealers permitted under Section 7(d)).

*  As noted above, the staff stated in IFIC that a Foreign Fund need not count toward

the 100 purchaser limit U.S. resident beneficial owners who purchased shares (1)
directly from the Fund while residing abroad, or (2) in secondary market transactions
not involving the fund or its agents, affiliates, or intermediaries.
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Section 7(d) are not circumvented by purposefully structuring offers and sales of shares of
Foreign Funds to U.S. persons as offshore transactions.*

In our view, therefore, it would be inconsistent with the requirements of Section 7(d)
of the Investment Company Act to rely on Rule 903 to determine whether a Foreign Fund
has complied with the limits on private offerings required by Section 7(d). Rather, to the
extent that a Foreign Fund has sold securities to a U.S. person in an offshore transaction in
reliance on Rule 903, that U.S. person would be deemed a U.S. resident beneficial owner for
purposes of Section 7(d) and a Foreign Fund that makes a private offering in the United
States in reliance on Touche Remnant would have to count that U.S. person toward the 100
investor limit of Section 3(c)(1). Similarly, a Foreign Fund that was making a private
placement in the United States in reliance on Section 3(c)(7) would have to determine
whether the U.S. person was a qualified purchaser.

S. Gﬂlesp'%M

ie
Senior Counsel

% As noted above, supra note 13, a Foreign Fund that has never used U.S. jurisdictional

means in connection with the offer or sale of any of its securities is not subject to
Section 7(d), even if U.S. residents purchase the Fund’s securities in transactions that
occur outside the United States. If that Foreign Fund subsequently seeks to offer its
securities in the United States, however, it must count those U.S. residents to whom

it previously sold securities towards the U.S. beneficial owner limits imposed by
Section 7(d).
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COUNSELLORS AT LAW
EXCHANGE PLACE

BOSTON, MASSACHUSETTS 02109-288|

TELEPHONE (817} 5S70-10Q00

TELECOPRIER (817) 523-1231
GEOFFREYR.T. KENYON

(617)570-1167 .
Investment Company Act

of 1940--Section 7(d)

October 24, 1996

Office of Chief Counsel

Division of Investment Management
Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, DC 20549

Attention: John V. O’Hanlon, Assistant Chief Counsel
Ladies and Gentlemen:

We are seeking your interpretative advice on an issue of importance to investment
companies organized outside of the United States (“offshore funds”), including many of our
clients: the effect of the National Securities Markets Improvement Act of 1996 (the “1996
Improvement Act”) upon the Touche Remnant doctrine under Section 7(d) of the Investment
Company Act of 1940, as amended (the “1940 Act”). We are also asking that you clarify the
interrelationship between the Touche Remnant doctrine and Regulation S under the Securities
Act of 1933, as amended (the “1933 Act”).

Specifically, we ask you to confirm that, upon the effectiveness of Section 3(c)(7) of
the 1940 Act,! offshore funds may offer and sell their shares to U.S. residents in accordance
with the limitations imposed by either Section 3(c)(1) or Section 3(c)(7). Secondly, we ask
you to confirm that the definition of a U.S. person set forth in Rule 902(0) of Regulation S
may be used for purposes of determining who is a resident in the United States under the
Touche Remnant doctrine.? Finally, we ask you to confirm that a public offering outside of

! Pursuant to the 1996 Improvement Act, Section 3(c)(7) will take effect on the earlier of 180

days after its enactment or the date upon which rulemaking is completed to define the term “investments,” which
is a component of the term “qualified purchaser.”

2 The Staff has recently indicated that a U.S. investor who acquires shares in a secondary market

transaction without the direct or indirect involvement of the offshore fund, its affiliates, agents or intermediaries
and in compliance with certain other conditions will not be regarded as a U.S. resident for purposes of the Touche
Remnant doctrine. See note 13 to Investment Funds Institute of Canada (March 4, 1996). Accordingly, we
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the United States by an offshore fund relying upon the Touche Remnant doctrine will not be
integrated with a private placement inside the United States so long as the offshore offering is
conducted in compliance with Regulation S.

I. ~ THE TOUCHE REMNANT DOCTRINE.

In a series of no-action letters beginning with Touche, Remnant & Co. (August 27,
1984), the Staff has stated that it would not recommend that the Commission take any
enforcement action against offshore funds for failing to register under the 1940 Act, provided
that they do not publicly offer their securities in the United States and that they limit
ownership of their securities to no more than 100 beneficial owners resident in the U.S. This
position is sometimes referred to as the “Touche Remnant doctrine.” While the Touche
Remnant doctrine originated as a Staff no-action position, in 1990 it was endorsed by the
Commission in its release adopting Rule 144A under the 1933 Act.?

The Touche Remnant doctrine involves an interpretation of Section 7(d) of the 1940
Act. Section 7(d) provides in relevant part that “[n]o investment company, unless organized
or otherwise created under the laws of the United States or of a State . . . shall make use of
the mails or any means or instrumentality of interstate commerce, directly or indirectly, to
offer for sale, sell, or deliver after sale, in connection with a public offering, any security of
which such company is the issuer.” Thus, on its face Section 7(d) only prohibits an offshore
fund from making a U.S. public offering; the statute contains no express limitation on the
number of U.S. resident beneficial owners of an offshore fund. In Touche Remnant, the Staff
rejected a literal reading of Section 7(d). Instead, the Staff essentially adopted a bifurcated
approach to the regulation of offshore funds: as to any offering to U.S. residents, an offshore
fund would be subject to the same restrictions as a domestic private investment company;
however, the 1940 Act would not be deemed to restrict the scope of any offering to non-U.S.
- residents.

understand that, regardless of whether the Staff accepts the Regulation S definition, such secondary market
investors would not constitute U.S. residents for purposes of the Touche Remnant doctrine.

} See Resale of Restricted Securities; Changes to Method of Determining Holding Period of Restricted
Securities under Rules 144 and 145, Securities Act Release 6862 (April 23, 1990), Fed. Sec. L. Rep. (CCH) 184,523
at p. 80,648. The Commission’s formulation of the Touche Remnant doctrine referred to “100 beneficial owners who
are U.S. residents.”
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IL. APPLYING TOUCHE REMNANT UNDER 3(c)(7).

To date, domestic private investment companies have been required to comply with the
provisions of Section 3(c)(1) under the 1940 Act (“3(c)(1) funds”). As noted above, the 1996
Improvement Act contemplates a new type of private investment company under
Section 3(c)(7) of the 1940 Act (a “3(c)(7) fund”). A 3(c)(7) fund will be able to have an
unlimited number of security holders, provided that it does not make a public offering and that
its outstanding securities are owned exclusively by persons who, at the time of acquisition, are
“qualified purchasers,” as defined in the new Section 2(a)(51) of the 1940 Act. Upon
effectiveness of this portion of the 1996 Improvement Act, the 1940 Act will recognize two
types of domestic private investment companies, 3(c)(1) funds and 3(c)(7) funds.*

As noted above, the premises of the Touche Remnant doctrine are that in conducting
any offering to U.S. residents, an offshore fund should be subject to the same rules as a
domestic private investment company, but that the 1940 Act should not be deemed to restrict
the scope of any offering to non-U.S. residents. We respectfully submit that these premises
support an extension of the Touche Remnant doctrine. Accordingly, we ask you to confirm
that offshore funds will be permitted to offer and sell its shares without limitation to non-U.S.
residents, provided that, as to U.S. residents, they conduct their activities in accordance with
the limitations applicable to either 3(c)(1) funds or 3(c)(7) funds.

III. THE RELATIONSHIP BETWEEN TOUCHE REMNANT AND REGULATION S.

A. Regulation S. In 1990 the Commission adopted Regulation S to clarify the
extraterritorial application of the registration provisions of the 1933 Act.> Regulation S
provides generally that any offer or sale that occurs within the United States is subject to
Section 5 of the 1933 Act and any offer or sale that occurs outside the United States is not

4 The 1996 Improvement Act contemplates that Section 3(c)(1) will remain in effect, with some

modification to the “look through” provisions used for computing the number of beneficial owners of a fund’s
outstanding voting securities and the provisions affecting the relationship between Section 3(c)(1) and
Section 12(d)(1). Certain transition rules apply which enable existing 3(c)(1) funds to become 3(c}(7) funds.

s See Offshore Offers and Sales, - Securities Act Release 6863; Exchange Act Release 27942;
[nvestment Company Act Release No. 17458 (April 24, 1990) Fed. Sec. L. Rep. (CCH) 984,524 at p. 80,661
(hereinafter, the “Adopting Release”). Regulation S was initially proposed in Securities Act Release No. 6779 (June
10, 1988), Fed. Sec. L. Rep. (CCH) 984,426 at p. 80,209 (hereinafter the “Proposing Release™). It was re-proposed
in Offshore Offers and Sales, Securities Act Release No. 6838 (July 11, 1989), Fed. Sec. L. Rep. (CCH) {84,426,
at p. 80,209 (hereinafter the “Re-Proposing Release”).
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subject to Section 5. Additionally, Regulation S provides two “safe harbors” for specified
transactions. Offers and sales meeting all of the conditions of the applicable safe harbor are
deemed to be outside the United States and, therefore, not subject to Section 5 of the 1933
Act. ‘

The underlying principles of these safe harbors and of Regulation S generally are
comity® and a territorial approach to the application of Section 5 of the Securities Act.” This
approach focuses on protection of U.S. capital markets and protection of all investors
acquiring securities in such markets, without regard to the citizenship of such investors. The
Commission stated:

Principles of comity and reasonable expectations of participants
in the global markets justify reliance on laws applicable in
jurisdictions outside the United States to define disclosure
requirements for transactions effected offshore. The territorial
approach recognizes the primacy of the laws in which a market is
located. As investors choose their markets, they would choose
the disclosure requirements applicable to such markets.®

Consistent with this approach, certain transactions (including offers and sales by
foreign private issuers whose securities have no substantial U.S. market interest)® need satisfy

o6 “The doctrine of comity emphasizes restraint and tolerance to other nations in international affairs.

Among the values stressed by the doctrine of comity is ‘the limited application of sovereign powers to
extraterritorial events and persons.’” Proposing Release, note 61 at p. 89,128 (citations omitted).

7

Id.; see also Adopting Release at p. 80,662.

Proposing Release at p. 89,128. See also Adopting Release at p.80,665.
9 - “Substantial U.S. market interest” is defined under Rule 902(n) of Regulation S to exist, with respect
to a class of an issuer’s equity securities when “(i) [t]he securities exchanges and inter-dealer quotation systems in the
United States in the aggregate constituted the single largest market for such class of securities in the shorter of the
issuer’s prior fiscal year or the period since the issuer’s incorporation; or (ii) 20 percent or more of all trading in such
class of securities took place in, on or through the facilities of securities exchanges and inter-dealer quotation systems
in the United States and less than 55 percent of such trading took place in, on other through the facilities of securities
markets of a single foreign country in the shorter of the issuer’s prior fiscal year or the period since the issuer’s
incorporation.” The term “foreign issuer™ is defined in Rule 902(f) of Regulation S to include a corporation or other
organization incorporated or organized under the laws of any foreign country. In light of these definitions, it is
virtually certain that any offshore fund would be a foreign issuer whose securities have no substantial U.S. market
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only two conditions to comply with the safe harbor: that (a) the offer or sale be made in an
“offshore transaction”'® and (b) there be no “directed selling efforts”!! in the United States. !
“ These conditions focus on the location of the activity and of the prospective purchaser, but
generally do not require an examination of the purchaser’s nationality or permanent residence.
Such issuers are not specifically precluded from offering securities to U.S. persons or
obligated to bar resales to U.S. persons for any particular period of time.'?

Certain other transactions (including offers and sales by U.S. issuers which file reports
pursuant to the Securities Exchange Act of 1934) must satisfy additional requirements designed
to restrict the “flow back” of unregistered securities into the hands of persons whom the
United States has a strong regulatory interest in protecting.'* The definition of U.S. person in
Rule 902(0) of Regulation S is used primarily for purposes of these “flow back” restrictions.

interest for purposes of Regulation S.

10 An “offshore transaction” is defined under Rule 902(i) of Regulation S. An offer or sale is made
in an offshore transaction when, for example, the offer is not made to a person in the United States and at the time
the buy order is originated, the buyer is outside the United States.

i “Directed selling efforts” are defined as “any activity undertaken for the purpose of, or that could
reasonably be expected to have the effect of, conditioning the market in the United States for any of the securities
being offered in reliance on this Regulation S. Such activity includes placement of an advertisement in a publication
with a general circulation in the United States that refers to the offering of securities being made in reliance upon this
Regulation S.” Regulation S, Rule 902(b). In the Investment Funds Institute of Canada letter, the Staff stated that
it would generally look to the definition of “directed selling efforts” under Regulation S for purposes of determining
when an offshore fund was conditioning the U.S. market. Legitimate U.S. selling activities in connection with the
sale of securities in a private placement exempt under Section 4(2) or Rule 506 generally will not result in directed
selling efforts. See Adopting Release, note 64 at p. 80,670.

12 See Regulation S, Rule 903.
B Of course, Regulation S incorporates the general principle that the safe harbors are not available with
respect to any transaction or series of transactions that, although in technical compliance with the relevant rules, “is
part of a plan or scheme to evade the registration provisions of the {1933] Act.” Preliminary Note 2 to Regulation
S.

1 On June 27, 1995, the Commission published a release stating its views with respect to certain
problematic practices in connection with offers and sales under Regulation S. Securities Act Release No. 7130.
On October 10, 1996 the Commission adopted revisions to certain forms designed in part to address abusive
practices in connection with the sale of equity securities by domestic companies in purported Regulation S
offerings. Securities Exchange Act Release No. 37801. We do not believe that either of these developments has
any bearing on the interpretative advice sought by this letter.
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The Commission clearly intended that Regulation S would be available to registered
closed-end investment companies and investment companies that are not required to register
under the 1940 Act.”® Although, Regulation S, by its terms, only provides relief under the
1933 Act, the Staff has traditionally looked to 1933 Act concepts in determining whether any
offering to U.S. mvestors is a bona fide private placement for purposes of the Touche
Remnant doctrine.'s

B. The Definition of a “U.S. Resident” under Touche Remnant. As
noted above, the Staff in Touche Remnant referred to “100 beneficial owners resident in the
U.S.” The Commission’s formulation of the doctrine referred to “100 beneficial owners who
are U.S. residents.” Neither of these formulations provides guidance as to the status of
investors that are not natural ‘persons. At present, offshore funds seeking to comply with the

15

See Adopting Release at p. 80,664. Preliminary Note 8 to Regulation S provides, “[t]he provisions
of this Regulation S shall not apply to offers and sales of securities issued by open-end investment companies or unit
investment trusts registered or required to be registered or closed-end investment companies required to be registered,
but not registered, under the Investment Company Act of 1940.”

16 Neither the Adopting Release nor Regulation S itself addresses the Regulation’s interrelationship with
the Touche Remnant doctrine and existing no-action letters do not provide clear guidance.

In Alpha Finance Corporation Limited (July 27, 1990), the Staff granted no-action relief where the issuer
contemplated offering a class of “U.S. Notes” and a class of “Euro-notes.” U.S. Notes could not be held by more
than 100 beneficial owners. Euro-notes were not subject to any such numerical limitation, but would be sold in
compliance with Regulation S and could not be held by any U.S. person (as defined in Rule 902(0) of Regulation S).
However, in Win Global Fund (May 14, 1991), Alpha Finance was cited for the proposition that the Staff has not
expressed an opinion regarding the status of a foreign investment company under Section 7(d) making an offshore
offering in reliance upon Regulation S, thus raising a question about the meaning of Alpha Finance.

MEC Finance USA, Inc. (Oct. 25, 1991), although not involving the Touche Remnant doctrine, is of some
relevance. MEC Finance involved a proposal by a Delaware subsidiary of a Japanese corporation to sell medium term
notes in Europe in accordance with Rule 903 under Regulation S without registering as an investment company under
the 1940 Act in reliance upon Rule 3a-5 thereunder. The Staff stated, [B]ecause the Euro-Notes will be issued in a
public offering to persons outside the United States in accordance with Regulation S, we believe that the Euro Notes
are not securities ‘issued to or held by the public’. . . .”

Most recently, in Fiduciary Trust Global Fund (August 2, 1995), an [rish unit trust proposed to sell shares to
accounts established by non-U.S. persons with certain U.S. fiduciaries without counting such accounts toward the 100
U.S. shareholder limit under the Touche Remnant doctrine. In granting no-action relief, the Staff noted that such
accounts were excluded from the definition of U.S. person by Section 902(0)(2) of Regulation S.
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Touche Remnant doctrine have only two sources for guidance, the Regulation S definition of
U.S. person and language set forth in letters from a handful of applicants seeking no-action
relief in a period from 1984 through 1988."7

Given that offshore funds must limit their U.S. investors to avoid violating Section 7(d)
of the 1940 Act, we believe that it is critical that the industry have an objective standard that
provides detailed guidance for determining who is a U.S. investor. A subjective approach that
would require a fund to weigh the U.S. contacts of each shareholder on an on-going basis in
order to determine whether the fund is required to register under the 1940 Act would be
unworkable.'® Accordingly, we ask that the Staff confirm that offshore funds may rely upon
the Regulation S definition of U.S. person for this purpose.

C. Integration of Onshore and Offshore Transactions.  An important

predicate of the Touche Remnant doctrine is that a public offering by an offshore fund outside
of the United States will not be integrated with a private placement of securities within the
United States.!” When Regulation S was adopted, the Commission also amended Regulation D

17 See, e.g. Touche Remnant, Merrill Lynch & Co., Inc. (May 12, 1986), G.T. Global Financial
Services, Inc. (August 2, 1988), and Prudential-Bache Securities Inc. (August 17, 1987). In these letters, the Staff
appears to have implicitly accepted each applicant’s definition of a U.S. resident, but did not expressly approve any
such definition. These letters generally do not provide the same degree of precision as the Regulation S definition
and do not recite a uniform standard. We believe that a substantial number of offshore funds use the Regulation S
definition of U.S. person for purposes of establishing their restrictions upon U.S. investors.

8 [n Mercury Asset Management (Apr. 16, 1993), the Staff stated that the Regulation S definition of
U.S. person would generally, though not in all cases, be used in determining the extra-territorial reach of the
Investment Advisers Act of 1940. This approach seems to require an investment adviser to undertake some analysis
of the U.S. contacts of its clients. We note that an investment adviser is likely to have more information regarding
the clients for whom it provides advisory services than an offshore fund will have regarding its shareholders.

19 In Touche Remnant, the Staff based its conclusions in part on the premise that the offering to be
made in the United States was a private placement made in compliance with the provisions of Rule 506 under
Regulation D. One aspect of compliance with Rule 506 is determining whether offerings must be integrated in
accordance with Rule 502(a) under Regulation D.

While at least one early no-action letter under the Touche Remnant doctrine, KBS International Ltd. (March 18,
1985), stated that onshore and offshore offers would be integrated if U.S. jurisdictional means were used directly or
indirectly in connection with the offshore offer, the Staff subsequently granted no-action relief in numerous letters
involving limited use of U.S. jurisdictional means in connection with the foreign offering (e.g. Merrill Lynch). These
letters typically contemplated that certain procedures designed to preclude redistribution of the offshore funds’ shares
in the United States would be used. The applicant’s letter in G.T. Global provides a detailed description of such



GOODWIN, PROCTER & HOAR tLrpP

Securities and Exchange Commission
October 24, 1996
Page 8

to provide that, “[g]enerally, transactions otherwise meeting the requirements of an exemption
will not be integrated with simultaneous offerings being made outside the United States in
compliance with Regulation S.”* We believe that there is no doubt that for 1933 Act
purposes, offshore transactions complying with Regulation S will not be integrated with a U.S.
. private placement. However we believe that there is unnecessary ambiguity as to whether the
same principles are available to offshore funds for purposes of the Touche Remnant doctrine
and Section 7(d) of the 1940 Act.?! ’

In light of the foregoing, we ask the Staff to confirm our view that, in the absence of a
plan or scheme to evade applicable law, a public offering outside the United States by an
offshore fund relying upon the Touche Remnant doctrine will not be integrated with a private
placement inside the United States so long as the offshore offering is conducted in compliance
with Regulation S.

If you should have any questions concerning the above, please feel free to call me at
(617) 570-1167 or Elizabeth Shea Fries at (617) 570-1559.

Sincerely yours,

Geoffi .T. Kenyon

cc: Elizabeth Shea Fries, Esq.
250084.c9

procedures. In a number of letters, the applicants have cited 1933 Act Release No. 4708 (July 9, 1964) for the
proposition that the onshore and offshore offerings should not be integrated. See, e.g., G.T. Global. In the Regulation
S Adopting Release, the Commission stated, “reliance upon Securities Act Release 4708 . . . and the no-action and
interpretative letters relating thereto is not appropriate for offerings of securities commencing after the ninetieth day
following publication of this release in the Federal Register.” (Citation omitited.) This statement creates some
question as to the continuing validity of letters such as G.T. Global.

» See Note to Rule 502(a).
= This ambiguity arises primarily from Win Global, which stated that the Staff has not expressed
an opinion regarding the status of a foreign investment company under Section 7(d) making an offshore offering in
reliance upon Regulation S.
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The Securities Exchange Act of 1934 ("Exchange Act" or "Act") governs the way in which the nation's securities
markets and its brokers and dealers operate. We have prepared this guide to summarize some of the significant
provisions of the Act and its rules. You will find information about whether you need to register as a broker-dealer
and how you can register, as well as the standards of conduct and the financial responsibility rules that broker-
dealers must follow.

CAUTION — MAKE SURE YOU FOLLOW ALL LAWS AND RULES

Although this guide highlights certain provisions of the Act and our rules, it is not comprehensive.
Brokers and dealers, and their associated persons, must comply with all applicable requirements,
including those of the U.S. Securities and Exchange Commission ("SEC" or "Commission"), as well as the
requirements of any self-regulatory organizations to which the brokers and dealers belong, and not just
those summarized here.

The SEC staff stands ready to answer your questions and help you comply with our rules. After reading
this guide, if you have questions, please feel free to contact the Office of Interpretation and Guidance at
(202) 551-5777 (e-mail tradingandmarkets@sec.gov) or the Regional Office of the SEC in your area. You
will find a list of useful phone numbers at the end of this guide, or on the SEC's website at
www.sec.gov/contact.shtml.

You may wish to consult with a private lawyer who is familiar with the federal securities laws, to assure
that you comply with all laws and regulations. The SEC staff cannot act as an individual's or broker-
dealer's lawyer. While the staff attempts to provide guidance by telephone to individuals who are making
inquiries, the guidance is informal and not binding. Formal guidance may be sought through a written
inquiry that is consistent with the SEC's guidelines for no-action, interpretive, and exemptive requests.

11 WHO IS REQUIRED TO REGISTER

Most "brokers" and "dealers" must register with the SEC and join a "self-regulatory organization," or SRO. This
section covers the factors that determine whether a person is a broker or dealer. It also describes the types of
brokers and dealers that do not have to register with the SEC. Self-regulatory organizations are described in Part
11, below.

A note about banks: The Exchange Act also contains special provisions relating to brokerage and dealing activities
of banks. Please see Sections 3(a)(4)(B) and 3(a)(5)(C) and related provisions, and consult with counsel. Aspects
of bank dealer activity are discussed in a publication issued by the SEC's Division of Trading and Markets, entitled
"Staff Compliance Guide to Banks on Dealer Statutory Exceptions and Rules," which is available on the SEC's
website at: http://www.sec.gov/divisions/marketreg/bankdealerguide.htm. Bank brokerage activity is addressed in
Regulation R, which was adopted jointly by the Commission and the Board of Governors of the Federal Reserve
System. See Exchange Act Release No. 56501 (September 24, 2007) http://www.sec.gov/rules/final/2007/34-
56501.pdf.

A Whois a Broker
Section 3(a)(4)(A) of the Act generally defines a "broker" broadly as

any person engaged in the business of effecting transactions in securities for the account of
others.

Sometimes you can easily determine if someone is a broker. For instance, a person who executes transactions for
others on a securities exchange clearly is a broker. However, other situations are less clear. For example, each of
the following individuals and businesses may need to register as a broker, depending on a number of factors:

« "finders," "business brokers," and other individuals or entities that engage in the following ~~tiitine:
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o Finding investors or customers for, making referrals to, or splitting commissions with registered
broker-dealers, investment companies (or mutual funds, including hedge funds) or other securities
intermediaries;

o Finding investment banking clients for registered broker-dealers;
o Finding investors for "issuers" (entities issuing securities), even in a "consultant" capacity;

o Engaging in, or finding investors for, venture capital or "angel" financings, including private
placements;

o Finding buyers and sellers of businesses (i.e., activities relating to mergers and acquisitions where
securities are involved);
¢ investment advisers and financial consultants;
» foreign broker-dealers that cannot rely on Rule 15a-6 under the Act (discussed below);
« persons that operate or control electronic or other platforms to trade securities;

¢ persons that market real-estate investment interests, such as tenancy-in-common interests, that are
securities;

« persons that act as "placement agents" for private placements of securities;

« persons that market or effect transactions in insurance products that are securities, such as variable
annuities, or other investment products that are securities;

« persons that effect securities transactions for the account of others for a fee, even when those other people
are friends or family members;

¢ persons that provide support services to registered broker-dealers; and
« persons that act as "independent contractors," but are not "associated persons" of a broker-dealer (for

information on "associated persons," see below).

In order to determine whether any of these individuals (or any other person or business) is a broker, we look at the
activities that the person or business actually performs. You can find analyses of various activities in the decisions
of federal courts and our own no-action and interpretive letters. Here are some of the questions that you should
ask to determine whether you are acting as a broker:

« Do you participate in important parts of a securities transaction, including solicitation, negotiation, or
execution of the transaction?

+ Does your compensation for participation in the transaction depend upon, or is it related to, the outcome or
size of the transaction or deal? Do you receive trailing commissions, such as 12b-1 fees? Do you receive
any other transaction-related compensation?

* Are you otherwise engaged in the business of effecting or facilitating securities transactions?

+ Do you handle the securities or funds of others in connection with securities transactions?

A"yes" answer to any of these questions indicates that you may need to register as a broker.

Unlike a broker, who acts as agent, a dealer acts as principal. Section 3(a)(5)(A) of the Act generally defines a
"dealer" as:

any person engaged in the business of buying and selling securities for his own account, through
a broker or otherwise.

The definition of "dealer" does not include a "trader," that is, a person who buys and sells securities for his or her
own account, either individually or in a fiduciary capacity, but not as part of a regular business. [nAiridiinle wha hing
and sell securities for themselves generally are considered traders and not dealers.
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Sometimes you can easily tell if someone is a dealer. For example, a firm that advertises publicly that it makes a
market in securities is obviously a dealer. Other situations can be less clear. For instance, each of the following
individuals and businesses may need to register as a dealer, depending on a number of factors:

e a person who holds himself out as being willing to buy and sell a particular security on a continuous basis;

e a person who runs a matched book of repurchase agreements; or

e a person who issues or originates securities that he also buys and sells.
Here are some of the questions you should ask to determine whether you are acting as a dealer:

» Do you advertise or otherwise let others know that you are in the business of buying and selling securities?
¢ Do you do business with the public (either retail or institutional)?

« Do you make a market in, or quote prices for both purchases and sales of, one or more securities?

¢ Do you participate in a "selling group" or otherwise underwrite securities?

» Do you provide services to investors, such as handling money and securities, extending credit, or giving
investment advice?

« Do you write derivatives contracts that are securities?

A"yes" answer to any of these questions indicates that you may need to register as a dealer.

C. What To Do If You Think You May Be a Broker or a Dealer

If you are doing, or may do, any of the activities of a broker or dealer, you should find out whether you need to
register. Information on the broker-dealer registration process is provided below. If you are not certain, you may
want to review SEC interpretations, consult with private counsel, or ask for advice from the SEC's Division of
Trading and Markets by calling (202) 551-5777 or by sending an e-mail to tradingandmarkets@sec.gov. (Please
be sure to include your telephone number.)

Note: If you will be acting as a "broker" or "dealer," you must not engage in securities business until you
are properly registered. If you are already engaged in the business and are not yet registered, you should
cease all activities until you are properly registered. For further information, please see Part Il.D and Part
lll, below.

D. Brokers and Dealers Generally Must Register with the SEC

Section 15(a)(1) of the Act generally makes it unlawful for any broker or dealer to use the mails (or any other
means of interstate commerce, such as the telephone, facsimiles, or the Internet) to "effect any transactions in, or
to induce or attempt to induce the purchase or sale of, any security" unless that broker or dealer is registered with
the Commission in accordance with Section 15(b) of the Act. There are a few exceptions to this general rule that
we discuss below. In addition, we discuss the special registration requirements that apply to broker-dealers of
government and municipal securities, including repurchase agreements, below.

1. "Associated Persons’ of a Broker-Dealer

We call individuals who work for a registered broker-dealer "associated persons.” This is the case whether such
individuals are employees, independent contractors, or are otherwise working with a broker-dealer. These
individuals may also be called "stock brokers" or "registered representatives." Although associated persons usually
do not have to register separately with the SEC, they must be properly supervised by a currently registered broker-
dealer. They may also have to register with the self-regulatory organizations of which their employer is a member
— for example, the Financial Industry Regulatory Authority, Inc. ("FINRA") (f/k/a the National Association of
Securities Dealers, Inc. ("NASD")) or a national securities exchange. To the extent that associated persons engage
in securities activities outside of the supervision of their broker-dealer, they would have to register senaratelv as
broker-dealers. Part Ill, below, provides a discussion of how to register as a broker-dealer.
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We do not differentiate between employees and other associated persons for securities law purposes. Broker-
dealers must supervise the securities activities of their personnel regardless of whether they are considered
"employees" or "independent contractors" as defined under state law. See, for example, In the matter of William V.
Giordano, Securities Exchange Act Release No. 36742 (January 19, 1996).

The law also does not permit unregistered entities to receive commission income on behalf of a registered
representative. For example, associated persons cannot set up a separate entity to receive commission
checks. An unregistered entity that receives commission income in this situation must register as a broker-dealer.
See, for example, Wolff Juall Investments, LLC (May 17, 2005). Under certain circumstances, unregistered entities
may engage in payroll administration services involving broker-dealers. See, for example, letter re: ADP
TotalSource, Inc. (December 4, 2007). In those circumstances, the broker-dealer employer generally hires and
supervises all aspects of the employees' work and uses the payroll and benefits administrator merely as a means
to centralize personnel services.

2. Intrastate Broker-Dealers

A broker-dealer that conducts all of its business in one state does not have to register with the SEC. (State
registration is another matter. See Part Ill, below.) The exception provided for intrastate broker-dealer activity is
very narrow. To qualify, all aspects of all transactions must be done within the borders of one state. This means
that, without SEC registration, a broker-dealer cannot participate in any transaction executed on a national
securities exchange.

A broker-dealer that otherwise meets the requirements of the intrastate broker-dealer exemption would not cease
to qualify for the intrastate broker-dealer exemption solely because it has a website that may be viewed by out-of-
state persons, so long as the broker-dealer takes measures reasonably designed to ensure that its business
remains exclusively intrastate. These measures could include the use of disclaimers clearly indicating that the
broker-dealer's business is exclusively intrastate and that the broker-dealer can only act for or with, and provide
broker-dealer services to, a person in its state, as long as the broker-dealer does not provide broker-dealer
services to persons that indicate they are, or that the broker-dealer has reason to believe are, not within the
broker-dealer's state of residence.

These measures are not intended to be exclusive. A broker-dealer could adopt other measures reasonably
designed to ensure that it does not provide broker-dealer services to persons that are not within the same state as
the broker-dealer. However, an intermediary's business would not be "exclusively intrastate" if it sold securities or
provided any other broker-dealer services to a person that indicates that it is, or that the broker-dealer has reason
to believe is, not within the broker-dealer's state of residence.

For additional information regarding the use of the Internet by intrastate broker-dealers, see
https://lwww.sec.gov/rules/final/2016/33-10238.pdf.

A word about municipal and government securities. There is no intrastate exception from registration for municipal
securities dealers or government securities brokers and dealers.

3. Broker-Dealers that Limit their Business to Excluded and Exempted S¢

A broker-dealer that transacts business only in commercial paper, bankers' acceptances, and commercial bills
does not need to register with the SEC under Section 15(b) or any other section of the Act. On the other hand,
persons transacting business only in certain "exempted securities," as defined in Section 3(a)(12) of the Act, do not
have to register under Section 15(b), but may have to register under other provisions of the Act. For example,
some broker-dealers of government securities, which are "exempted securities," must register as government
securities brokers or dealers under Section 15C of the Act, as described in Part II.E, below.

4. Broker-Dealers

Must Register Before Selling Unregistered Securities - Including Private

Placements (or Regulation D offerings)
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A security sold in a transaction that is exempt from registration under the Securities Act of 1933 (the "1933 Act") is
not necessarily an "exempted security" under the Exchange Act. For example, a person who sells securities
that are exempt from registration under Regulation D of the 1933 Act must nevertheless register as a
broker-dealer. In other words, "placement agents" are not exempt from broker-dealer registration.

5. Issuer's

Exemption” and Associated Persons of Issuers (Rule 3a4-1)

Issuers generally are not "brokers" because they sell securities for their own accounts and not for the accounts of
others. Moreover, issuers generally are not "dealers" because they do not buy and sell their securities for their own
accounts as part of a regular business. Issuers whose activities go beyond selling their own securities, however,
need to consider whether they would need to register as broker-dealers. This includes issuers that purchase their
securities from investors, as well as issuers that effectively operate markets in their own securities or in securities
whose features or terms can change or be altered. The so-called issuer's exemption does not apply to the
personnel of a company who routinely engage in the business of effecting securities transactions for the company
or related companies (such as general partners seeking investors in limited partnerships). The employees and
other related persons of an issuer who assist in selling its securities may be "brokers," especially if they are paid
for selling these securities and have few other duties.

Exchange Act Rule 3a4-1 provides that an associated person (or employee) of an issuer who participates in the
sale of the issuer's securities would not have to register as a broker-dealer if that person, at the time of
participation: (1) is not subject to a "statutory disqualification,"” as defined in Section 3(a)(39) of the Act; (2) is not
compensated by payment of commissions or other remuneration based directly or indirectly on securities
transactions; (3) is not an associated person of a broker or dealer; and (4) limits its sales activities as set forth in
the rule.

Some issuers offer dividend reinvestment and stock purchase programs. Under certain conditions, an issuer may
purchase and sell its own securities through a dividend reinvestment or stock purchase program without
registering as a broker-dealer. These conditions, regarding solicitation, fees and expenses, and handling of
participants' funds and securities, are explained in Securities Exchange Act Release No. 35041 (December 1,
1994), 59 FR 63393 ("1994 STA Letter"). Although Regulation M? replaced Rule 10b-6 and superseded the 1994
STA Letter, the staff positions taken in this letter regarding the application of Section 15(a) of the Exchange Act
remain in effect. See 17 CFR 242.102(c) and Securities Exchange Act Release No. 38067 (December 20, 1996),
62 FR 520, 532 n.100 (January 3, 1997).

6. Foreign Broker-Dealer Exemption (Rule
The SEC generally uses a territorial approach in applying registration requirements to the international operations
of broker-dealers. Under this approach, all broker-dealers physically operating within the United States that induce
or attempt to induce securities transactions must register with the SEC, even if their activities are directed only to
foreign investors outside of the United States. In addition, foreign broker-dealers that, from outside of the United
States, induce or attempt to induce securities transactions by any person in the United States, or that use the
means or instrumentalities of interstate commerce of the United States for this purpose, also must register. This
includes the use of the internet to offer securities, solicit securities transactions, or advertise investment services to
U.S. persons. See Securities Exchange Act Release No. 39779 (March 23, 1998)
http://www.sec.gov/rules/interp/33-7516.htm.

Foreign broker-dealers that limit their activities to those permitted under Rule 15a-6 of the Act, however, may be
exempt from U.S. broker-dealer registration. Foreign broker-dealers that wish to rely on this exemption should
review Securities Exchange Act Release No. 27017 (effective August 15, 1989), 54 FR 30013, to determine
whether they meet the conditions of Rule 15a-6. See also letters re: Securities Activities of U.S.-Affiliated Foreign
Dealers (April 9 and April 28, 1997). In addition, in April 2005, the Division of Market Regulation staff issued
responses to frequently asked questions concerning Rule 15a-6 in relation to Regulation AC. See
http://www.sec.gov/divisions/marketreg/mregacfaq0803.htm#partb. (Regulation AC is discussec

below.)
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E. Requirements Regarding Brokers and Dealers of Government and Municipal
Securities, including Repurchase Agreements

Broker-dealers that limit their activity to government or municipal securities require specialized registration. Those
that limit their activity to government securities do not have to register as "general-purpose” broker-dealers under
Section 15(b) of the Act. General-purpose broker-dealers that conduct a government securities business, however,
must note this activity on their Form BD. (Form BD is discussed below.) All firms that are brokers or dealers in
government securities must comply with rules adopted by the Secretary of the Treasury, as well as SEC rules.

Firms that limit their securities business to buying and selling municipal securities for their own account (municipal
securities dealers) must register as general-purpose broker-dealers. If, however, these entities are banks or meet
the requirements of the intrastate exemption discussed in Part 11.D.2. above, they must register as municipal
securities dealers. Municipal securities brokers (other than banks) must register as general-purpose broker-dealers
unless they qualify for the intrastate exception. See Part 11.D.2 above.

Firms that run a matched book of repurchase agreements or other stock loans are considered dealers. Because a
"book running dealer" holds itself out as willing to buy and sell securities, and is thus engaged in the business of
buying and selling securities, it must register as a broker-dealer.

F Special Rules That Apply to Banks and Similar Financial Institutions

Note: Banks, thrifts, and other financial institutions should be aware that the Commission has adopted rules that
may affect them. See Regulation R, Securities Exchange Act Release No. 34-56501 (Sept. 24, 2007), 72 FR
56514 (Oct. 3, 2007), www.sec.gov/rules/final/2007/34-56501.pdf and Securities Exchange Act Release No. 34-
56502 (Sept. 24, 2007) 72 FR 56562 (Oct. 3, 2007), www.sec.gov/rules/final/2007/34-56502.pdf.

Banks. Prior to the enactment of the "Gramm-Leach-Bliley Act" ("GLBA") in 1999, U.S. banks were excepted from
the definitions of "broker" and "dealer" under the Act. The GLBA amended the Exchange Act, and banks now have
certain targeted exceptions and exemptions from broker-dealer registration. Currently, as a result of Commission
rulemaking, banks are undergoing a phase-in period for compliance with the new law. Since October 1, 2003,
banks that buy and sell securities must consider whether they are "dealers" under the federal securities laws. The
Division of Trading and Markets has issued a special compliance guide for banks, entitled "Staff Compliance Guide
to Banks on Dealer Statutory Exceptions and Rules," which is available on the SEC's website at:
http://www.sec.gov/divisions/marketreg/bankdealerguide.htm. Bank brokerage activity is addressed in Regulation
R, which was adopted jointly by the Commission and the Board of Governors of the Federal Reserve System. See
Exchange Act Release No. 56501 (September 24, 2007) (which can be found at
http://lwww.sec.gov/rules/final/2007/34-56501.pdf).

The bank exceptions and exemptions only apply to banks, and not to related entities. It is important to note that
exceptions applicable to banks under the Exchange Act, as amended by the GLBA, are not applicable to other
entities, including bank subsidiaries and affiliates, that are not themselves banks. As such, subsidiaries and
affiliates of banks that engage in broker-dealer activities are required to register as broker-dealers under the Act.
Also, banks that act as municipal securities dealers or as government securities brokers or dealers continue to be
required to register under the Act.

Thrifts. By statute, thrifts (savings associations) have the same status as banks, and may avail themselves of the
same targeted exceptions and exemptions from broker-dealer registration as banks. (For further information, See
the "Staff Compliance Guide to Banks on Dealer Statutory Exceptions and Rules," noted above.) As with banks, it
is important to note that exceptions and exemptions applicable to thrifts are not applicable to other entities,
including subsidiaries and affiliates that are not thrifts. As such, subsidiaries and affiliates of thrifts that engage in
broker-dealer activities are required to register as broker-dealers under the Act.

Credit Unions and Financial Institution "Networking" Arrangements. The exceptions and e-=—~*~~-
applicable to banks under the Exchange Act do not apply to other kinds of financial institutions,
unions. The SEC staff, however, has permitted certain financial institutions, such as credit unions, to make
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securities available to their customers without registering as broker-dealers. This is done through "networking”
arrangements, where an affiliated or third-party broker-dealer provides brokerage services for the financial
institution's customers, according to conditions stated in no-action letters and NASD Rule 2350.

Under a networking arrangement, financial institutions can share in the commissions generated by their referred
customers, under certain conditions. The financial institution engaging in such networking must be in strict
compliance with applicable law and Commission staff guidance. See, for example, letter re: Chubb Securities
Corporation (November 24, 1993) and NASD Rule 2350 (applicable to broker-dealers that enter into networking
arrangements with banks, thrifts, and credit unions).

G. Insurance Agency Networking

The SEC staff has permitted insurance agencies to make insurance products that are also securities (such as
variable annuities) available to their customers without registering as broker-dealers under certain conditions. This
again is done through "networking" arrangements, where an affiliated or third-party broker-dealer provides
brokerage services for the insurance agency's customers, according to conditions stated in no-action letters.
These arrangements are designed to address the difficulties of dual state and federal laws applicable to the sale of
these products. Through networking arrangements, insurance agencies can share in the commissions generated
by their referred customers under certain conditions. Insurance agencies engaging in such networking must be in
strict compliance with applicable law and Commission staff guidance. Insurance companies should consult the
letter re: First of America Brokerage Services, Inc. (September 28, 1995). Those interested in structuring such an
arrangement should contact private counsel or the SEC staff for further information.

Notably, insurance networking arrangements are limited to insurance products that are also securities. They do not
encompass sales of mutual funds and other securities that do not present the same regulatory difficulties. See
letter re: Lincoln Financial Advisors Corp. (February 20, 1998).

H. Real Estate Securities and Real Estate Brokers/Agents

The offer of real estate as such, without any collateral arrangements with the seller or others, does not involve the
offer of a security. When the real estate is offered in conjunction with certain services, however, it may constitute
an investment contract, and thus, a security. See generally, Securities Act Release No. 5347 (Jan. 4, 1973)
(providing guidelines as to the applicability of the federal securities laws to offers and sales of condominiums or
units in a real estate development).

There is no general exception from the broker-dealer registration requirements for licensed real estate brokers or
agents who engage in the business of effecting transactions in real estate securities. In the past, the Division staff
has granted no-action relief from the registration requirements to licensed real estate personnel that engage in
limited activities with respect to the sale of condominium units coupled with an offer or agreement to perform or
arrange certain rental or other services for the purchaser. The relief provided in these letters is limited solely to
their facts and should not be relied upon for activities relating to sales of other types of real estate securities,
including tenants-in-common interests in real property. See generally, NASD Notice to Members 05-18,
http://www.finra.org/sites/default/files/NoticeDocument/p013455.pdf (addressing tenants-in-common interests in
real property).

. Broker-Dealer Relationships with Affinity Groups

Broker-dealers may enter into arrangements to offer services to members of certain non-profit groups, including
civic organizations, charities, and educational institutions that rely upon private donations. These arrangements
are subject to certain conditions to ensure that the organizations, or "affinity groups," do not develop a salesman's
stake with respect to the sale of securities. See, for example, letter re: Attkisson, Carter & Akers (June 23, 1998).

1. HOW TO REGISTER AS A BROKER-DEALER

A broker-dealer may not begin business until:
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it has properly filed Form BD, and the SEC has granted its registration;
¢ it has become a member of an SRO;
« it has become a member of SIPC, the Securities Investor Protection Corporation;
« it complies with all applicable state requirements; and

» its "associated persons" have satisfied applicable qualification requirements.

A. Form BD
If a broker-dealer does not qualify for any of the exceptions or exemptions outlined in the sections above, it must
register with the Commission under Section 15(b) of the Act. Broker-dealers register by filing an application on

Form BD, which you may obtain from the SEC's webpage at http://www.sec.gov/about/forms/formbd.pdf or through
the SEC's Publications Office at (202) 551-4040. You also use Form BD to:

¢ apply for membership in an SRO, such as FINRA or a registered national securities exchange;
¢ give notice that you conduct government securities activities; or

« apply for broker-dealer registration with each state in which you plan to do business.

Form BD asks questions about the background of the broker-dealer and its principals, controlling persons, and
employees. The broker-dealer must meet the statutory requirements to engage in a business that involves high
professional standards, and quite often includes the more rigorous responsibilities of a fiduciary.

To apply for registration, you must file one executed copy of Form BD through the Central Registration Depository
("CRD"), which is operated by FINRA. (The only exception is for banks registering as municipal securities dealers,
which file Form MSD directly with the SEC and with their appropriate banking regulator.) Form BD contains
additional filing instructions. The SEC does not charge a filing fee, but the SROs and the states may. Applicants
that reside outside the U.S. must also appoint the SEC as agent for service of process using a standard form.
Incomplete applications are not considered "filed" and will be returned to the applicant for completion and re-
submission.

Within 45 days of filing a completed application, the SEC will either grant registration or begin proceedings to
determine whether it should deny registration. An SEC registration may be granted with the condition that SRO
membership must be obtained. The SROs have independent membership application procedures and are not
required to act within 45 days of the filing of a completed application. In addition, state registrations may be
required. A broker-dealer must comply with relevant state law as well as federal law and applicable SRO rules.
Timeframes for registration with individual states may differ from the federal and SRO timeframes. As such, when
deciding to register as a broker-dealer, it is important to plan for the time required for processing Federal, state,
and SRO registration or membership applications.

Duty to update Form BD. A registered broker-dealer must keep its Form BD current. Thus, it must promptly update
its Form BD by filing amendments whenever the information on file becomes inaccurate or incomplete for any
reason.

Prohibited Broker-Dealer Names. Title 18, Section 709 of the United States Code makes it a criminal
offense to use the words "National,” "Federal,” "United States,"” "Reserve," or "Deposit Insurance" in the
name of a person or organization in the brokerage business, unless otherwise allowed by federal law.
Further, a broker-dealer name that is otherwise materially misleading would become subject to scrutiny
under Exchange Act Section 10(b), and Rule 10b-5 thereunder, the general antifraud rules, and any other
applicable provisions.

B. SRO Membership (Section 15(0)(8) and Rule 15b9-1)

Before it begins doing business, a broker-dealer must become a member of an SRO. SROs assict tha QE( in
regulating the activities of broker-dealers. FINRA and the national securities exchanges are all ¢

dealer restricts its transactions to the national securities exchanges of which it is a member and meets certain
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other conditions, it may be required only to be a member of those exchanges. If a broker-dealer effects securities
transactions other than on a national securities exchange of which it is a member, however, including any over-the-
counter business, it must become a member of FINRA, unless it qualifies for the exemption in Rule 15b9-1.
FINRA's webpage at www.finra.org provides detailed information on the FINRA membership process. You may
also wish to consult the web pages of the individual exchanges for additional information.

Firms that engage in transactions in municipal securities must also comply with the rules of the Municipal
Securities Rulemaking Board, or MSRB. The MSRB is an SRO that makes rules governing transactions in
municipal securities, but, unlike other SROs, it does not enforce compliance with its rules. Compliance with MSRB
rules is monitored and enforced by FINRA and the SEC (in the case of broker-dealers), and the Federal bank
regulators and the SEC (in the case of banks). You may wish to consult the MSRB's website at www.msrb.org for
additional information, or you can call the MSRB at (703) 797-6600.

~

C. SIPC Membership

Every registered broker-dealer must be a member of the Securities Investor Protection Corporation, or SIPC,
unless its principal business is conducted outside of the United States or consists exclusively of the sale or
distribution of investment company shares, variable annuities, or insurance. Each SIPC member must pay an
annual fee to SIPC. SIPC insures that its members' customers receive back their cash and securities in the event
of a member's liquidation, up to $500,000 per customer for cash and securities. (Claims for cash are limited to
$100,000.) For further information, contact SIPC, 805 15th St., NW, Suite 800, Washington, DC 20005. Telephone:
(202) 371-8300, fax: (202) 371-6728, or visit SIPC's website at www.sipc.org.

D. State Requirements

Every state has its own requirements for a person conducting business as a broker-dealer within that state. Each
state's securities regulator can provide you with information about that state's requirements. You can obtain
contact information for these regulators from the North American Securities Administrators Association, Inc.
(NASAA), 750 First Street, NE, Suite 1140, Washington, DC 20002. Telephone: (202) 737-0900, or visit NASAA's
website at www.nasaa.org.

E. Associated Persons (Section 3(a)(18); Rule 15b7-1)

The Act defines an "associated person" of a broker-dealer as any partner, officer, director, branch manager, or
employee of the broker-dealer, any person performing similar functions, or any person controlling, controlled by, or
under common control with, the broker-dealer. A broker-dealer must file a Form U-4 with the applicable SRO for
each associated person who will effect transactions in securities when that person is hired or otherwise becomes
associated. Form U-4 is used to register individuals and to record these individuals' prior employment and
disciplinary history.

An associated person who effects or is involved in effecting securities transactions also must meet qualification
requirements. These include passing an SRO securities qualification examination. Many individuals take the
comprehensive "Series 7" exam. If individuals engage only in activities involving sales of particular types of
securities, such as municipal securities, direct participation programs (limited partnerships) or mutual funds, they
may wish to take a specialized examination focused on that type of security, instead of the general securities
examination. There is also a special exam for assistant representatives, whose activities are limited to accepting
unsolicited customer orders for execution by the firm. Supervisory personnel, and those who engage in specialized
activities such as options trading, must take additional exams that cover those areas. These examinations require
the Series 7 exam as a prerequisite.

You can obtain copies of Form U-4, as well as information on securities qualification examinations, from an SRO.
FINRA's website at www.finra.org contains detailed information and guidance for individuals who wish to obtain a
series license through FINRA. Also note that individual states have their own licensing and regis*-=*--
requirements, so you should consult with the applicable state securities regulators for further inf
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Note: If you hold a series license, you must be properly associated with a registered broker-dealer to
effect securities transactions. It is not sufficient merely to hold a series license when engaging in
securities business. If you hold a series license and wish to start an independent securities business, or
otherwise wish to effect securities transactions outside of an "associated person” relationship, you would
first need to register as a broker-dealer.

F Successor Broker-Dealer Registration (Rules 15b1-3, 16Ba2-4, and 15Ca2-3)

A successor broker-dealer assumes substantially all of the assets and liabilities, and continues the business, of a
registered predecessor broker-dealer. A successor broker-dealer must file a new Form BD (or, in special instances,
amend the predecessor broker-dealer's Form BD) within 30 days after such succession. The filing should indicate
that the applicant is a successor. See Securities Exchange Act Release No. 31661 (December 28, 1992), 58 FR 7,
which is available on the SEC's website at: http://www.sec.gov/rules/interp/1992/34-31661.pdf. See also, the
instructions to Form BD.

I /\/\

G. Withdrawal from Registration (Rule 15b6-1). Cancellation of Registration

When a registered broker-dealer stops doing business, it must file a Form BDW
(http://lwww.sec.gov/about/forms/formbdw.pdf) to withdraw its registration with the SEC and with the states and
SROs of which it is a member. This form requires the broker-dealer to disclose the amount of any funds or
securities it owes customers, and whether it is the subject of any proceedings, unsatisfied judgments, liens, or
customer claims. These disclosures help to ensure that a broker-dealer's business is concluded in an orderly
manner and that customers' funds and securities are protected. In most cases, a broker-dealer must also file a
final FOCUS report. Form BDW may also be used by a broker-dealer to withdraw from membership with particular
SROs, or to withdraw from registration with particular states, without withdrawing all of its registrations and
memberships.

Form BDW is not considered "filed" unless it is deemed complete by the SEC and the SRO that reviews the filing.
The SEC may also cancel a broker-dealer's registration if it finds that the firm is no longer in existence or has
ceased doing business as a broker-dealer.

V. SECURITY FUTURES

Security futures, which are contracts of sale for future delivery of a single security or a narrow-based security
index, are regulated as both securities by the SEC and as futures by the Commaodity Futures Trading Commission
("CFTC"). As a result, firms that conduct business in security futures must be registered with both the SEC and the
CFTC. Federal law permits firms already registered with either the SEC or the CFTC to register with the other
agency, for the limited purpose of trading security futures, by filing a notice. Specifically, firms registered as general
purpose broker-dealers under Section 15(b) of the Act may "notice" register with the CFTC. Likewise, futures
commission merchants and introducing brokers registered with the CFTC may notice register with the SEC.
(Section 15(b)(12) of the Act provides a limited exception to this notice registration requirement for certain natural
persons who are members of security futures exchanges). However, futures commission merchants or introducing
brokers that conduct a business in securities other than security futures must be registered as general-purpose
broker-dealers. For more information on this topic, See Exchange Act Release No. 44730 (effective August 27,
2001), 66 FR 45138, and 66 FR 43080 (effective September 17, 2001).

V. CONDUCT REGULATION OF BROKER-DEALERS

Broker-dealers, like other securities market participants, must comply with the general "antifraud" provisions of the
federal securities laws. Broker-dealers must also comply with many requirements that are designed to maintain
high industry standards. We discuss some of these provisions below.

A Antifrai i~ D sions (Sections o@) 10 ~ 4 [ /o))
A Antifraud Provisions (Sections 9(a), 10(b), and 15(c)(1) and (2))
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The "antifraud" provisions prohibit misstatements or misleading omissions of material facts, and fraudulent or
manipulative acts and practices, in connection with the purchase or sale of securities.®> While these provisions are
very broad, the Commission has adopted rules, issued interpretations, and brought enforcement actions that
define some of the activities we consider manipulative, deceptive, fraudulent, or otherwise unlawful.* Broker-
dealers must conduct their activities so as to avoid these kinds of practices.

1. Duty of Fair Dealing

Broker-dealers owe their customers a duty of fair dealing. This fundamental duty derives from the Act's antifraud
provisions mentioned above. Under the so-called "shingle" theory, by virtue of engaging in the brokerage
profession (e.g., hanging out the broker-dealer's business sign, or "shingle"), a broker-dealer represents to its
customers that it will deal fairly with them, consistent with the standards of the profession. Based on this important
representation, the SEC, through interpretive statements and enforcement actions, and the courts, through case
law, have set forth over time certain duties for broker-dealers. These include the duties to execute orders promptly,
disclose certain material information (i.e., information the customer would consider important as an investor),
charge prices reasonably related to the prevailing market, and fully disclose any conflict of interest.

SRO rules also reflect the importance of fair dealing. For example, FINRA members must comply with NASD's
Rules of Fair Practice. These rules generally require broker-dealers to observe high standards of commercial
honor and just and equitable principles of trade in conducting their business. The exchanges and the MSRB have
similar rules.

2. Suitability Requirements

Broker-dealers generally have an obligation to recommend only those specific investments or overall investment
strategies that are suitable for their customers. The concept of suitability appears in specific SRO rules such as
NASD Rule 2310 and has been interpreted as an obligation under the antifraud provisions of the federal securities
laws. Under suitability requirements, a broker-dealer must have an "adequate and reasonable basis" for any
recommendation that it makes. Reasonable basis suitability, or the reasonable basis test, relates to the particular
security or strategy recommended. Therefore, the broker-dealer has an obligation to investigate and obtain
adequate information about the security it is recommending.

A broker-dealer also has an obligation to determine customer-specific suitability. In particular, a broker-dealer must
make recommendations based on a customer's financial situation, needs, and other security holdings. This
requirement has been construed to impose a duty of inquiry on broker-dealers to obtain relevant information from
customers relating to their financial situations and to keep such information current. SROs consider
recommendations to be unsuitable when they are inconsistent with the customer's investment objectives.

3. Duty of Best Execution

The duty of best execution, which also stems from the Act's antifraud provisions, requires a broker-dealer to seek
to obtain the most favorable terms available under the circumstances for its customer orders. This applies whether
the broker-dealer is acting as agent or as principal.

The SRO rules also include a duty of best execution. For example, FINRA members must use "reasonable
diligence" to determine the best market for a security and buy or sell the security in that market, so that the price to
the customer is as favorable as possible under prevailing market conditions.

4. Customer Confirmation Rule (Rule 10b-10 and MSRB rule G-15)
A broker-dealer must provide its customers, at or before the completion of a transaction, with certain information,
including:

 the date, time, identity, price, and number of shares involved;

« its capacity (agent or principal) and its compensation (for agency trades, compensation i
commission and whether it receives payment for order flow;® and for principal trades, mz
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may be required);

« the source and amount of any third party remuneration it has received or will receive;®

« other information, both general (such as, if the broker-dealer is not a SIPC member) and transaction-
specific (such as the yield, in most transactions involving debt securities).

A broker-dealer may also be obligated under the antifraud provisions of the Act to disclose additional information to
the customer at the time of his or her investment decision.

5. Disclosure of Credit Terms (Rule 10b-16)

Broker-dealers must notify customers purchasing securities on credit about the credit terms and the status of their
accounts. A broker-dealer must establish procedures for disclosing this information before it extends credit to a
customer for the purchase of securities. A broker-dealer must give the customer this information at the time the
account is opened, and must also provide credit customers with account statements at least quarterly.

6. Restrictions on Short Sales ( on SHO)

A"short sale" is generally a sale of a security that the seller doesn't own or for which the seller delivers borrowed
shares. Regulation SHO was adopted in 2004 to update short sale regulation in light of numerous market
developments since short sale regulation was first adopted in 1938. Compliance with Regulation SHO began on
January 3, 2005. Some of the goals of Regulation SHO include:

» Establishing uniform "locate" and "close-out" requirements in order to address problems associated with
failures to deliver, including potentially abusive "naked" short selling.

Locate Requirement: Regulation SHO requires a broker-dealer to have reasonable grounds to believe that
the security can be borrowed so that it can be delivered on the date delivery is due before effecting a short
sale order in any equity security. This "locate" must be made and documented prior to effecting the short
sale. Market makers engaged in bona fide market making are exempted from the "locate" requirement.

"Close-out" Requirement: Regulation SHO imposes additional delivery requirements on broker-dealers for
securities in which there are a relatively substantial number of extended delivery failures at a registered
clearing agency ("threshold securities"). For instance, with limited exception, Regulation SHO requires
brokers and dealers that are participants of a registered clearing agency to take action to "close-out" failure-
to-deliver positions ("open fails") in threshold securities that have persisted for 13 consecutive settlement
days. Closing out requires the broker or dealer to purchase securities of like kind and quantity. Until the
position is closed out, the broker or dealer and any broker or dealer for which it clears transactions (for
example, an introducing broker) may not effect further short sales in that threshold security without
borrowing or entering into a bona fide agreement to borrow the security (known as the "pre-borrowing"
requirement).

e Creating uniform order marking requirements for sales of all equity securities. This means that a broker-
dealer must mark orders as "long" or "short."

For further information, please see the adopting release for Regulation SHO, as well as Frequently Asked
Questions, Key Points, and other related materials at http://www.sec.gov/spotlight/shortsales.htm.

7 Trading During an Offering (Regule

Regulation M is designed to protect the integrity of the securities trading market as an independent pricing
mechanism by governing the activities of underwriters, issuers, selling security holders, and other participants in
connection with a securities offering. These rules are aimed at preventing persons having an interest in an offering
from influencing the market price for the offered security in order to facilitate a distribution. The adopting release for
Regulation M is available at http://www.sec.gov/rules/final/34-38067 .txt.
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Rule 101 of Regulation M generally prohibits underwriters, broker-dealers and other distribution participants from
bidding for, purchasing, or attempting to induce any person to bid for or purchase, any security which is the subject
of a distribution until the applicable restricted period has ended. An offering's "restricted period" begins either one
or five business days (depending on the trading volume value of the offered security and the public float value of
the issuer) before the day of the offering's pricing and ends upon completion of the distribution.

Rule 101 contains various exceptions that are designed to permit an orderly distribution of securities and limit
disruption in the market for the securities being distributed. For example, underwriters can continue to trade in
actively-traded securities of larger issuers (securities with an average daily trading volume, or ADTV, value of $1
million or more and whose issuers have a public float value of at least $150 million). In addition, the following
activities, among others, may be excepted from Rule 101, if they meet specified conditions:

¢ disseminating research reports;
¢ making unsolicited purchases;
e purchasing a group, or "basket" of 20 or more securities;
e exercising options, warrants, rights, and convertible securities;
 effecting transactions that total less than 2% of the security's ADTV; and
» effecting transactions in securities sold to "qualified institutional buyers."
Rule 102 of Regulation M prohibits issuers, selling security holders, and their affiliated purchasers from bidding

for, purchasing, or attempting to induce any person to bid for or purchase, any security which is the subject of a
distribution until after the applicable restricted period.

Rule 103 of Regulation M governs passive market making by broker-dealers participating in an offering of a
Nasdaq security.

Rule 104 of Regulation M governs stabilization transactions, syndicate short covering activity, and penalty bids.

Rule 105 of Regulation M prevents manipulative short sales prior to pricing an offering by prohibiting the
purchase of offering securities if a person sold short the security that is the subject of the offering during the Rule
105 restricted period. The rule contains exceptions for bona fide purchases, separate accounts, and investment
companies.

For frequently asked questions about Regulation M, see Staff Legal Bulletin No. 9 at
http://www.sec.gov/interps/legal/mrsIb9.htm.

8 Restrictions on Insider Trading

The SEC and the courts interpret Section 10(b) and Rule 10b-5 under the Act to bar the use by any person of
material non-public information in the purchase or sale of securities, whenever that use violates a duty of trust and
confidence owed to a third party. Section 15(f) of the Act specifically requires broker-dealers to have and enforce
written policies and procedures reasonably designed to prevent their employees from misusing material non-public
information. Because employees in the investment banking operations of broker-dealers frequently have access to
material non-public information, firms need to create procedures designed to limit the flow of this information so
that their employees cannot use the information in the trading of securities. Broker-dealers can use these
information barriers as a defense to a claim of insider trading. Such procedures typically include:

¢ training to make employees aware of these restrictions;
¢ employee trading restrictions;

¢ physical barriers;

« isolation of certain departments; and

« limitations on investment bank proprietary trading.’
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0. Restrictions on Private Securities Transactions

NASD Rule 3040 provides that "no person associated with a member shall participate in any manner in a private
securities transaction" except in accordance with the provisions of the rule. To the extent that any such
transactions are permitted under the rule, prior to participating in any private securities transaction, the associated
person must provide written notice to the member firm as described in the rule. If compensation is involved, the
member firm must approve or disapprove the proposed transaction, record it in its books and records, and
supervise the transaction as if it were executed on behalf of the member firm. Other conditions may also apply. In
addition, private securities transactions of an associated person may be subject to an analysis under Exchange Act
Section 10(b) and Rule 10b-5, as well as the broker-dealer supervisory provisions of Section 15(f) (described in
Part V.A.8, above) and Section 15(b)(4)(E), and other relevant statutory or regulatory provisions.

B. Analysts and Regulation AC

Regulation AC (or Regulation Analyst Certification) requires brokers, dealers, and persons associated with brokers
or dealers that publish, distribute, or circulate research reports to include in those reports a certification that the
views expressed in the report accurately reflect the analyst's personal views. The report must also disclose
whether the analyst received compensation for the views expressed in the report. If the analyst has received
related compensation, the broker, dealer, or associated person must disclose its amount, source, and purpose.
Regulation AC applies to all brokers and dealers, as well as to those persons associated with a broker or dealer
that fall within the definition of "covered person." Regulation AC also requires that broker-dealers keep records of
analyst certifications relating to public appearances.

In addition to Commission rules, analyst conduct is governed by SRO rules, such as NASD Rule 2711 and NYSE
Rule 472. The SRO rules impose restrictions on analyst compensation, personal trading activities, and
involvement in investment banking activities. The SRO rules also include disclosure requirements for research
reports and public appearances.

For further information, including investor guidance, SEC releases, and SRO rules, see
http://www.sec.gov/divisions/marketreg/securitiesanalysts.htm. In addition, staff responses to frequently asked
questions are available at http://www.sec.gov/divisions/marketreg/mregacfaq0803.htm.

C. Trading by Members of Exchanges, Brokers and Dealers (Section 11(a))

Broker-dealers that are members of national securities exchanges are subject to additional regulations regarding
transactions they effect on exchanges. For example, except under certain conditions, they generally cannot effect
transactions on exchanges for their own accounts, the accounts of their associated persons, or accounts that they
or their associated persons manage. Exceptions from this general rule include transactions by market makers,
transactions routed through other members, and transactions that yield to other orders. Exchange members may
wish to seek guidance from their exchange regarding these provisions.

D. Extending Credit on New Issues; Disclosure of Capacity as Broker or Dealer (Section
11(d)

Section 11(d)(1) of the Act generally prohibits a broker-dealer that participates in the distribution of a new issue of
securities from extending credit to customers in connection with the new issue during the distribution period and for
30 days thereafter. Sales by a broker-dealer of mutual fund shares and variable insurance product units are
deemed to constitute participation in the distribution of a new issue. Therefore, purchase of mutual fund shares or
variable product units using credit extended or arranged by the broker-dealer during the distribution period is a
violation of Section 11(d)(1). However, Exchange Act Rule 11d1-2 permits a broker-dealer to extend credit to a
customer on newly sold mutual fund shares and variable insurance product units after the customer has owned the
shares or units for 30 days.

Section 11(d)(2) of the Act requires a broker-dealer to disclose in writing, at or before the compl:
transaction with a customer, whether the broker-dealer is acting in the capacity of broker or dealer witn regara 10
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the transaction.

E. Regulation NMS
Regulation NMS addresses four interrelated topics that are designed to modernize the regulatory structure of the
U.S. equity markets: (1) order protection, (2) intermarket access, (3) sub-penny pricing, and (4) market data.

1. The "Order Protection Rule" requires trading centers to establish, maintain, and enforce written policies
and procedures reasonably designed to prevent the execution of trades at prices inferior to protected
quotations displayed by other trading centers, subject to an applicable exception. To be protected, a
quotation must be immediately and automatically accessible.

2. The "Access Rule" requires fair and non-discriminatory access to quotations, establishes a limit on
access fees to harmonize the pricing of quotations across different trading centers, and requires each
national securities exchange and national securities association to adopt, maintain, and enforce written
rules that prohibit their members from engaging in a pattern or practice of displaying quotations that lock
or cross automated quotations.

3. The "Sub-Penny Rule" prohibits market participants from accepting, ranking, or displaying orders,
quotations, or indications of interest in a pricing increment smaller than a penny, except for orders,
quotations, or indications of interest that are priced at less than $1.00 per share.

4. The "Market Data Rules" update the requirements for consolidating, distributing, and displaying market
information. In addition, amendments to the joint industry plans for disseminating market information
modify the formulas for allocating plan revenues among the self-regulatory organizations and broaden
participation in plan governance.

Regulation NMS also updates and streamlines the existing Exchange Act rules governing the national market
system previously adopted under Section 11A of the Exchange Act, and consolidates them into a single regulation.

For additional details regarding Regulation NMS, see http://www.sec.gov/rules/final/34-51808fr.pdf and
http://www.sec.gov/spotlight/regnms.htm.

F Order Execution Obligations (Rules 602-604 of Regulation NMS)

Broker-dealers that are exchange specialists or Nasdaq market makers must comply with particular rules
regarding publishing quotes and handling customer orders. These two types of broker-dealers have special
functions in the securities markets, particularly because they trade for their own accounts while also handling
orders for customers. These rules, which include the "Quote Rule" and the "Limit Order Display Rule," increase the
information that is publicly available concerning the prices at which investors may buy and sell exchange-listed and
Nasdaq National Market System securities.

The Quote Rule requires specialists and market makers to provide quotation information to their self-regulatory
organization for dissemination to the public. The quote information that the specialist or market maker provides
must reflect the best prices at which he is willing to trade (the lowest price the dealer will accept from a customer to
sell the securities and the highest price the dealer will pay a customer to purchase the securities). A specialist or
market maker may still trade at better prices in certain private trading systems, called electronic communications
networks, or "ECNSs," without publishing an improved quote. This is true only when the ECN itself publishes the
improved prices and makes those prices available to the investing public. Thus, the Quote Rule ensures that the
public has access to the best prices at which specialists and market makers are willing to trade even if those prices
are in private trading systems.

Limit orders are orders to buy or sell securities at a specified price. The Limit Order Display Rule requires that
specialists and market makers publicly display certain limit orders they receive from customers. If the limit order is
for a price that is better than the specialist's or market maker's quote, the specialist or market maker must publicly
display it. The rule benefits investors because the publication of trading interest at prices that inr

and market makers' quotes present investors with improved pricing opportunities.
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G. Regulation ATS: Broker-Dealer Trading Systems

Regulation ATS (17 CFR 242.300 et seq.) provides a means for broker-dealers to operate automated trading
platforms, to collect and execute orders in securities electronically, without registering as a national securities
exchange under Section 6 of the Exchange Act or as an exempt exchange pursuant to Section 5 of the Act. For
purposes of the regulation, an alternative trading system or ATS is any organization, association, person, group of
persons, or system that constitutes, maintains, or provides a marketplace or facilities for bringing together
purchasers and sellers of securities or for otherwise performing with respect to securities the functions commonly
performed by a stock exchange as defined in Rule 3b-16 under the Exchange Act. See 17 CFR 242.300. Further,
for purposes of the regulation, an ATS may not set rules governing the conduct of subscribers (other than with
respect to the use of the particular trading system), or discipline subscribers other than by exclusion from trading.
To the extent that an ATS or the sponsoring broker-dealer seeks to establish conduct or disciplinary rules, the
entity may be required to register as a national securities exchange or obtain a Commission exemption from
exchange registration based on limited trading volume.

In order to acquire the status of an ATS, a firm must first be registered as a broker-dealer, and it must file an initial
operation report with respect to the trading system on Form ATS at least 20 days before commencing operation.
The initial operation report must be accurate and kept current. The Commission does not issue approval orders for
Form ATS filings; however, the Form ATS is not considered filed unless it complies with all applicable requirements
under the Regulation. Regulation ATS contains provisions concerning the system's operations, including: fair
access to the trading system; fees charged; the display of orders and the ability to execute orders; system
capacity, integrity and security; record keeping and reporting; and procedures to ensure the confidential treatment
of trading information.

An ATS must file with the Division of Trading and Markets quarterly reports regarding its operations on Form ATS-
R. An ATS must also comply with any applicable SRO rules and with state laws relating to alternative trading
systems and relating to the offer or sale of securities or the registration or regulation of persons or entities effecting
securities transactions.

Finally, an ATS may not use in its name the word "exchange," or terms similar to the word "exchange," such as the
term "stock market." See 17 CFR 242.301. For further information on the operation and regulation of alternative
trading systems, see the adopting release for Regulation ATS at http://www.sec.gov/rules/final/34-40760.txt.

9, Schedule 15G)

Most broker-dealers that effect transactions in "penny stocks" have certain enhanced suitability and disclosure
obligations to their customers.® A penny stock is generally defined as any equity security other than a security that:
(a) is an NMS stock (See Rule 600(b)(47)) listed on a "grandfathered" national securities exchange, (b) is an NMS
stock listed on a national securities exchange or an automated quotation system sponsored by a registered
national securities association (including Nasdaq) that satisfies certain minimum quantitative listing standards, (c)
has a transaction price of five dollars or more, (d) is issued by a registered investment company or by the Options
Clearing Corporation, (€) is a listed security futures product, or (f) is a security whose issuer has met certain net
tangible assets or average revenues (See Rule 3a51-1). Penny stocks include the equity securities of private
companies with no active trading market if they do not qualify for one of the exclusions from the definition of penny

H. Penny Stock Rules (Rules 15g-2 through 159

P
4
N

stock.

Before a broker-dealer that does not qualify for an exemption® may effect a solicited transaction in a penny stock
for or with the account of a customer it must: (1) provide the customer with a risk disclosure document, as set forth
in Schedule 15G, and receive a signed and dated acknowledgement of receipt of that document from the customer
(See Rule 15g-2); (2) approve the customer's account for transactions in penny stocks, provide the customer with
a suitability statement, and receive a signed a dated copy of that statement from the customer; and (3) receive the
customer's written agreement to the transaction (See Rule 15g-9). The broker-dealer also must wait at least two
business days after sending the customer the risk disclosure document and the suitability stater
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effecting the transaction. In addition, Exchange Act Rules 15g-3 through 15g-6 generally require a broker-dealer to
give each penny stock customer:
 information on market quotations and, where appropriate, offer and bid prices;

» the aggregate amount of any compensation received by the broker-dealer in connection with such
transaction;

« the aggregate amount of cash compensation that any associated person of the broker-dealer, who is a
natural person and who has communicated with the customer concerning the transaction at or prior to the
customer’s transaction order, other than a person whose function is solely clerical or ministerial, has
received or will receive from any source in connection with the transaction; and

« monthly account statements showing the market value of each penny stock held in the customer’s account.

. Privacy of Consumer Financial Information (Regulation &
Broker-dealers, including foreign broker-dealers registered with the Commission and unregistered broker-dealers
in the United States, must comply with Regulation S-P, (See 17 CFR Part 248) even if their consumers are non-
U.S. persons or if they conduct their activities through non-U.S. offices or branches.

Regulation SAP generally requires a broker-dealer to provide its customers with initial, annual and revised notices
containing specified information about the broker-dealer's privacy policies and practices. These notices must be
clear and conspicuous, and must accurately reflect the broker-dealer's policies and practices. See 17 CFR 248 .4,
248.5, 248.6 and 248.8. Before disclosing nonpublic personal information about a consumer to a nonaffiliated third
party, a broker-dealer must first give a consumer an opt-out notice and a reasonable opportunity to opt out of the
disclosure. See 17 CFR 248.7 and 248.10. There are exceptions from these notice and opt-out requirements for
disclosures to other financial institutions under joint marketing agreements and to certain service providers. See 17
CFR 248.13. There also are exceptions for disclosures made for purposes such as maintaining or servicing
accounts, and disclosures made with the consent or at the direction of a consumer, or for purposes such as
protecting against fraud, reporting to consumer reporting agencies, and providing information to law enforcement
agencies. See 17 CFR 248.14 and 248.15.

Regulation SAP also imposes limits on the re-disclosure and re-use of information, and on sharing account number
information with nonaffiliated third parties for use in telemarketing, direct mail marketing and email marketing. See
17 CFR 248.11 and 248.12. In addition, it includes a safeguards rule that requires a broker-dealer to adopt written
policies and procedures for administrative, technical, and physical safeguards to protect customer records and
information. See 17 CFR 248.30(a). Further, it includes a disposal rule that requires a broker-dealer (other than a
broker-dealer registered by notice with the Commission to engage solely in transactions in securities futures) that
maintains or possesses consumer report information for a business purpose to take reasonable measures to
protect against unauthorized access to or use of the information in connection with its disposal. See 17 CFR
248.30(b).

Recently proposed amendments which would further strengthen the privacy protections under Regulation S-P are
available at http://www.sec.gov/rules/proposed/2008/34-57427 .pdf.

J Investment Adviser Registration

Broker-dealers offering certain types of accounts and services may also be subject to regulation under the
Investment Advisers Act.’? (An investment adviser is defined as a person who receives compensation for providing
advice about securities as part of a regular business.) (See Section 202(a)(11) of the Investment Advisers Act .) In
general, a broker-dealer whose performance of advisory services is "solely incidental" to the conduct of its
business as a broker-dealer and that receives no "special compensation” is excepted from the definition of
investment adviser. Thus, for example, a broker-dealer that provides advice and offers fee-based accounts (i.e.,
accounts that charge an asset-based or fixed fee rather than a commission, mark-up, or mark-d=---=* = -=**---*
those accounts as advisory because an asset-based fee is considered "special compensation."

recently proposed rule, a broker-dealer would be required to treat (1) each account over which it exercises
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investment discretion as an advisory account, unless the investment discretion is granted by a customer on a
temporary or limited basis and (2) an account as advisory if the broker-dealer charges a separate fee for, or
separately contracts to provide, advisory services. (See http://www.sec.gov/rules/proposed/2007/ia-2652.pdf.)
Finally, under the same proposed rule, a broker-dealer that is registered under the Exchange Act and registered
under the Investment Advisers Act would be an investment adviser solely with respect to those accounts for which
it provides services that subject the broker-dealer to the Investment Advisers Act.

VI ARBITRATION

Pursuant to the rules of self-regulatory organizations, broker-dealers are required to arbitrate disputes with their
customers, if the customer chooses to arbitrate. See e.g., NASD Code of Arbitration Procedure for Customer
Disputes, Rule 12200; American Stock Exchange, Rule 600; and Chicago Board of Options Exchange, Rule 18.1.

VI FINANCIAL RESPONSIBILITY OF BROKER-DEALERS

Broker-dealers must meet certain financial responsibility requirements, including:

¢ maintaining minimum amounts of liquid assets, or net capital;
 taking certain steps to safeguard the customer funds and securities; and

¢ making and preserving accurate books and records.

A. Net Capital Rule (Rule 15¢3-1)

The purpose of this rule is to require a broker-dealer to have at all times enough liquid assets to promptly satisfy
the claims of customers if the broker-dealer goes out of business. Under this rule, broker-dealers must maintain
minimum net capital levels based upon the type of securities activities they conduct and based on certain financial
ratios. For example, broker-dealers that clear and carry customer accounts generally must maintain net capital
equal to the greater of $250,000 or two percent of aggregate debit items. Broker-dealers that do not clear and

carry customer accounts can operate with lower levels of net capital.

B. Use of Customer Balances (Rule 15c3-2)
Broker-dealers that use customers' free credit balances in their business must establish procedures to provide
specified information to those customers, including:

¢ the amount due to those customers;

« the fact that such funds are not segregated and may be used by the broker-dealer in its business; and

« the fact that such funds are payable on demand of the customer.

~ f ~)

C. Customer Protection Rule (Rule 15¢3-3)

This rule protects customer funds and securities held by broker-dealers. Under the rule, a broker-dealer must have
possession or control of all fully-paid or excess margin securities held for the account of customers, and determine
daily that it is in compliance with this requirement. The broker-dealer must also make periodic computations to
determine how much money it is holding that is either customer money or obtained from the use of customer
securities. If this amount exceeds the amount that it is owed by customers or by other broker-dealers relating to
customer transactions, the broker-dealer must deposit the excess into a special reserve bank account for the
exclusive benefit of customers. This rule thus prevents a broker-dealer from using customer funds to finance its
business.

D. Required Books, Records, and Reports (Rules 17a-3, 17a-4, 17a-5, 17a-11)"
Broker-dealers must make and keep current books and records detailing, among other things, securities
transactions, money balances, and securities positions. They also must keep records for require

furnish copies of those records to the SEC on request. These records include e-mail. Broker-de...... ... ... ...
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with the SEC periodic reports, including quarterly and annual financial statements. The annual statements
generally must be certified by an independent public accountant. In addition, broker-dealers must notify the SEC
and the appropriate SRO'? regarding net capital, recordkeeping, and other operational problems, and in some
cases file reports regarding those problems, within certain time periods. This gives us and the SROs early warning
of these problems.

E Risk Assessment Requirements (Rules 17h-17 and 17h-27)

Certain broker-dealers must maintain and preserve certain information regarding those affiliates, subsidiaries and
holding companies whose business activities are reasonably likely to have a material impact on their own financial
and operating condition (including the broker-dealer's net capital, liquidity, or ability to conduct or finance
operations). Broker-dealers must also file a quarterly summary of this information. This information is designed to
permit the SEC to assess the impact these entities may have on the broker-dealer.

VI OTHER REQUIREMENTS

In addition to the provisions discussed above, broker-dealers must comply with other requirements. These include:

e submitting to Commission and SRO examinations;

¢ participating in the lost and stolen securities program;

« complying with the fingerprinting requirement;

« maintaining and reporting information regarding their affiliates;

» following certain guidelines when using electronic media to deliver information; and

¢ maintaining an anti-money laundering program.

A. Examinations and Inspections (Rules 15b2-2 and 17d-1)

Broker-dealers are subject to examination by the SEC and the SROs. The appropriate SRO generally inspects
newly-registered broker-dealers for compliance with applicable financial responsibility rules within six months of
registration, and for compliance with all other regulatory requirements within twelve months of registration. A
broker-dealer must permit the SEC to inspect its books and records at any reasonable time.

B. Lost and Stolen Securities Program (Rule 1 7f-1)

In general, all broker-dealers must register in the lost and stolen securities program. The limited exceptions include
broker-dealers that effect securities transactions exclusively on the floor of a national securities exchange solely
for other exchange members and do not receive or hold customer securities, and broker-dealers whose business
does not involve handling securities certificates. Broker-dealers must report losses, thefts, and instances of
counterfeiting of securities certificates on Form X-17F-1A, and, in some cases, broker-dealers must make inquiries
regarding securities certificates coming into their possession. Broker-dealers must file these reports and inquiries
with the Securities Information Center (SIC), which operates the program for the SEC. A registration form can be
obtained from Securities Information Center, P.O. Box 55151, Boston, MA 02205-5151. For registration and
additional information, see the SIC's website at https://www.secic.com.

C. Fingerprinting Requirement (Rule 17f-2)

Generally, every partner, officer, director, or employee of a broker-dealer must be fingerprinted and submit his or
her fingerprints to the U.S. Attorney General. This requirement does not apply, however, to broker-dealers that sell
only certain securities that are not ordinarily evidenced by certificates (such as mutual funds and variable
annuities) or to persons who do not sell securities, have access to securities, money or original books and records,
and do not supervise persons engaged in such activities. A broker-dealer claiming an exemption must comply with
the notice requirements of Rule 17f-2. Broker-dealers may obtain fingerprint cards from their SF

submit completed fingerprint cards to the SRO for forwarding to the FBI on behalf of the Attorne
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D. Use of Electronic Media by Broker-Dealers
The Commission has issued two interpretive releases discussing the issues that broker-dealers should consider in
using electronic media for delivering information to customers. These issues include the following:

¢ Will the customer have notice of and access to the communication?

« Will there be evidence of delivery?

» Did the broker-dealer take reasonable precautions to ensure the integrity, confidentiality, and security of any
personal financial information?

See Securities Exchange Act Release No. 37182 (May 15, 1996), 61 FR 24644. See also, Securities Exchange
Act Release No. 39779 (March 23, 1998), 63 FR 14806 (http://www.sec.gov/rules/interp/33-7516.htm).

E. Electronic Signatures (E-SIGN)

Broker-dealers should also consider the impact, if any, that the Electronic Signatures in Global and National
Commerce Act (commonly known as E-SIGN), Pub. L. No. 106-229, 114 Stat. 464 (2000) [15 U.S.C. §7001], has
on their ability to deliver information to customers electronically.

F Anti-Money Laundering Program

Broker-dealers have broad obligations under the Bank Secrecy Act ("BSA")'® to guard against money laundering
and terrorist financing through their firms. The BSA, its implementing regulations, and Rule 17a-8 under the
Exchange Act require broker-dealers to file reports or retain records relating to suspicious transactions, customer
identity, large cash transactions, cross-border currency movement, foreign bank accounts and wire transfers,
among other things.

The BSA, as amended by the USA PATRIOT Act, as well as SRO rules (e.g., NASD Rule 3011 and NYSE Rule
445), also requires all broker-dealers to have anti-money laundering compliance programs in place. Firms must
develop and implement a written anti-money laundering compliance program, approved in writing by a member of
senior management, which is reasonably designed to achieve and monitor the member's ongoing compliance with
the requirements of the BSA and its implementing regulations. Under this obligation, firms must:

¢ establish and implement policies and procedures that can be reasonably expected to detect and cause the
reporting of suspicious transactions;

« establish and implement policies, procedures, and internal controls reasonably designed to achieve
compliance with the BSA and implementing regulations;

« provide for independent testing for compliance, to be conducted by member personnel or by a qualified
outside party;

» designate and identify to the SROs an individual or individuals responsible for implementing and monitoring
the day-to-day operations and internal controls of the program and provide prompt notification regarding
any change in such designation(s); and

« provide ongoing training for appropriate personnel.

For a compilation of key anti-money laundering laws, rules and guidance applicable to broker-dealers, see Anti-
Money Laundering Source Tool http://www.sec.gov/about/offices/ocie/amlsourcetool.htm; see also, FINRA Anti-
Money Laundering Issue Center http://www.finra.org/RulesRegulation/IssueCenter/Anti-
MoneyLaundering/index.htm. In addition, the Financial Crimes Enforcement Network ("FinCEN"), the division
within the Department of the Treasury that administers the BSA, provides useful information for helping financial
institutions, including broker-dealers, meet their BSA obligations. See FInCEN Web site http://fincen.gov/.

G. Office of Foreign Assets Control
Broker-dealers have an obligation to comply with the sanctions programs administered by the C
Treasury's Office of Foreign Assets Control (OFAC). OFAC administers and enforces economic ana traae
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sanctions based on US foreign policy and national security goals against targeted foreign countries, terrorists,
international narcotics traffickers, and those engaged in activities related to the proliferation of weapons of mass
destruction.’ OFAC acts under Presidential wartime and national emergency powers, as well as authority granted
by specific legislation, to impose controls on transactions and freeze foreign assets under US jurisdiction.

OFAC's sanctions programs are separate and distinct from, and in addition to, the anti-money laundering
requirements imposed under the BSA on broker-dealers.'® Unlike the BSA, OFAC programs apply to all U.S.
persons and are applicable across business lines. OFAC programs are also strict liability programs — there are no
safe harbors and no de minimis standards, although having a comprehensive compliance program in place could
act as a mitigating factor in any enforcement action. OFAC publishes regulations implementing each of its
programs, which include trade restrictions and asset blockings against particular countries and parties tied to
terrorism, narcotics trafficking, proliferation of weapons of mass destruction, as well as a number of programs
targeting members of certain foreign jurisdictions. As part of its efforts to implement these programs, OFAC
publishes a list of Specially Designated Nationals, which is frequently updated on an as-needed basis.'® In
general, OFAC regulations require you to do the following:

¢ block accounts and other property of specified countries, entities, and individuals;

« prohibit or reject unlicensed trade and financial transactions with specified countries, entities, and
individuals; and

« report all blockings and rejections of prohibited transactions to OFAC within ten days of the occurrence and
annually.'’

OFAC has the authority to impose civil penalties of over $1,000,000 per count for violations of its sanctions
programs. OFAC has stated that it will take into account the adequacy of your OFAC compliance program when it
evaluates whether to impose a penalty if an OFAC violation occurs. To guard against engaging in OFAC prohibited
transactions, you should generally follow a best practice of "screening against" the OFAC lists.'® Consistent with
this best practice, you should take care to screen all new accounts, existing accounts, customers and relationships
against the OFAC lists, including any updates to the lists. This screening should include originators or recipients of
wire and securities transfers.?

H. Business Continuity Planning

The Commission, Federal Reserve Board, and Comptroller of the Currency published an interagency White Paper
emphasizing the importance of core clearing and settlement organizations and establishing guidelines for their
capacity and ability to restore operations within a short time of a wide-scale disruption.?® Separately, the
Commission also published a Policy Statement urging the organized securities markets to improve their business
continuity arrangements,?’ and encouraging SRO-operated markets and electronic communications networks, or
ECNs to establish plans to enable the restoration of trading no later than the business day following a wide-scale
disruption.

In 2004, NASD and the NYSE adopted rules requiring every member to establish and maintain a business
continuity plan, with elements as specified in the rules, and to provide the respective SROs with emergency
contact information. See NASD Rule 3510 and NYSE Rule 446. See also, http://www.sec.gov/rules/sro/nasd/34-
49537 .pdf.

X WHERE TO GET FURTHER INFORMATION

For general questions regarding broker-dealer registration and regulation:

Office of Interpretation and Guidance
Division of Trading and Markets

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549
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(202) 551-5777
e-mail: tradingandmarkets@sec.gov

For additional information about how to obtain official publications of SEC rules and regulations, and for on-line
access to SEC rules:

Superintendent of Documents
Government Printing Office
Washington, DC 20402-9325
WWW.gp0.goV

For copies of SEC forms and recent SEC releases,
See www.sec.gov, or contact:

Publications Section

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

(202) 551-4040

Other useful addresses, telephone numbers, and websites:

SEC's website: www.sec.gov
The SEC's website contains contact numbers for SEC offices in Washington and for the SEC's regional offices:
http://www.sec.gov/contact/addresses.htm.

Financial Industry Regulatory Authority

9509 Key West Avenue

Rockville, MD 20850

(301) 590-6500 (call center)

(800) 289-9999 (to check on the registration status of a firm or individual)
www.finra.org

New York Stock Exchange, Inc.
20 Broad Street

New York, NY 10005

(212) 656-3000

www.nyse.com

North American Securities Administrators Association, Inc.
750 First Street, NE, Suite 1140

Washington, DC 20002

(202) 737-0900

www.nhasaa.org

Municipal Securities Rulemaking Board
>1900 Duke Street, Suite 600
Alexandria, VA 22314

(703) 797-6600

www.msrb.org

Securities Investor Protection Corporation
805 15th Street, N.W. Suite 800
Washington, D.C. 20005-2215
(202)371-8300
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Www.sipc.org
e-mail: asksipc@sipc.org

We wish to stress that we have published this guide as an introduction to the federal securities laws that
apply to brokers and dealers. It only highlights and summarizes certain provisions, and does not relieve
anyone from complying with all applicable regulatory requirements. You should not rely on this guide
without referring to the actual statutes, rules, regulations, and interpretations.

Endnotes

" The Division of Trading and Markets was known as the Division of Market Regulation from August 7, 1972, until
November 14, 2007.

2 The treatment of dividend (or interest) reinvestment and stock purchase plans is addressed in Rule 102(c) of
Regulation M. (See Part V.A.7.)

3 Section 9(a) prohibits particular manipulative practices regarding securities registered on a national securities
exchange. Section 10(b) is a broad "catch-all" provision that prohibits the use of "any manipulative or deceptive
device or contrivance” in connection with the purchase or sale of any security. Sections 15(c)(1) and 15(c)(2) apply
to the over-the-counter markets. Section 15(c)(1) prohibits broker-dealers from effecting transactions in, or
inducing the purchase or sale of, any security by means of "any manipulative, deceptive or other fraudulent
device," and Section 15(c)(2) prohibits a broker-dealer from making fictitious quotes.

4 These include Rules 10b-1 through 10b-18, 15¢1-1 through 15¢1-9, 15¢2-1 through 15¢2-11, and Regulation M.

5 In addition, Rule 11Ac1-3 requires broker-dealers to inform their customers, upon opening a new account and
annually thereafter, of their policies regarding payment for order flow and for determining where to route a
customer's order.

6 The purpose of this disclosure is to inform the customer of the nature and extent of a broker-dealer's conflict of
interest. Broker-dealers are neither required to disclose the precise amount of these payments nor any formula
that would allow a customer to calculate this amount. Nevertheless, Rule 10b-10 is not a safe harbor from the anti-
fraud provisions. Recent enforcement actions have indicated that failures to disclose the nature and extent of the
conflict of interest may violate Section 17(a)(2) of the 1933 Act. See Edward D. Jones & Co., L.P., Securities
Exchange Act Release No. 50910 (Dec. 22, 2004); Morgan Stanley DW, Inc., Securities Exchange Act Release
No. 48789 (Nov. 17, 2003).

" SEC, Report by Division of Market Regulation, Broker-Dealer Policies and Procedures Designed to Segment the
Flow and Prevent the Misuse of Material Non-Public Information, [1989-1990 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 84,520 at p. 80, 620-25 (March, 1990).

8 Rule 15g-1(a)(1) establishes a transaction exemption for brokers or dealers whose commission equivalents,
mark-ups, and mark-downs from transactions in penny stocks during each of the immediately preceding three
months and during eleven or more of the preceding twelve months, or during the immediately preceding six
months, did not exceed five percent of its total commissions, commission equivalents, mark-ups, and mark-downs
from transactions in securities during those months.

9 Exemptions from the requirements of Exchange Act Rules 15g-2 through 15g-6 are provided for non-
recommended transactions, broker-dealers doing a minimal business in penny stocks, trades with institutional
investors, and private placements. See Rule 15g-1. Rule 15g-9(c) exempts certain transactions <~ *--
requirements of Rule 15g-9.
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10 See Certain Broker-Dealers Deemed Not To Be Investment Advisers, Exchange Act Release No. 51523 (April
12, 2005).

"' Rules 17a-2, 17a-7, 17a-8, 17a-10 and 17a-13 contain additional recordkeeping and reporting requirements that
apply to broker-dealers.

2 When a broker-dealer is a member of more than one SRO, the SEC designates the SRO responsible for
examining such broker-dealer for compliance with financial responsibility rules (the "designated examining
authority").

'3 The Currency and Foreign Transactions Reporting Act of 1970 (commonly referred to as the "Bank Secrecy
Act") is codified at 31 U.S.C. 5311, et seq. The regulations implementing the Bank Secrecy Act are located at 31
CFR Part 103.

4 Alist of countries subject to OFAC sanctions, as well as a list of individuals and companies owned or controlled
by, or acting for or on behalf of, targeted counties (collectively called Specially Designated Nationals (SDNs)), is
available on the OFAC website: www.treas.gov/ofac.

A summary of OFAC regulations as they apply to the securities industry can be found at the following link:
www.treas.gov/offices/enforcement/ofac/regulations/t11facsc.pdf

See also Federal Financial Institutions Examination Council Bank Secrecy Act/Anti-Money Laundering
Examination Manual ("FFIEC Manual"), at pages 137-145 (8/24/2007). The FFIEC Manual contains an entire
section outlining best practices for OFAC Compliance, including risk matrices. Although that manual is written for
the banking community, it provides information which may be useful to broker-dealers.

15 See also FinCEN Interpretive Release No. 2004-02 "Unitary Filing of Suspicious Activity and Blocking Reports,
69 Fed. Reg. 76847 (Dec. 23, 2004).

6 OFAC offers a RISS feed service as well as an email notice system which pushes out digital information about
its programs, including updates to its SDN List. See www.treas.gov/ofac. These may be especially helpful to
smaller firms whose OFAC compliance programs are more manual in nature.

7 You will find forms for blocking and rejection reports on OFAC's website using the following links:

Voluntary blocking report:
www.treas.gov/offices/enforcement/ofac/legal/forms/e_blockreport1.pdf.

Annual blocking report:
www.treas.gov/offices/enforcement/ofac/legal/forms/td902250.pdf.

Voluntary rejection report:
www.treas.gov/offices/enforcement/ofac/legal/forms/e_recjectreport1.pdf

'8 The Financial Industry Regulatory Authority (FINRA) offers a tool that assists firms to search for names on
OFAC lists: http://apps.finra.org/RulesRegulation/OFAC/1/Default.aspx.

9 See also FFIEC Manual at 140 ("[t]he extent to which the bank includes account parties other than
accountholders (e.g., beneficiaries, guarantors, principals, beneficial owners, nominee shareholders, directors,
signatories, and powers of attorney) in the initial OFAC review during the account opening process, and during
subsequent database reviews of existing accounts, will depend on the bank's risk profile and available
technology.").

20 Interagency Paper on Sound Practices to Strengthen the Resilience of the U.S. Financial Systems, Securities
Exchange Act Release No. 47638 (April 7, 2003), 68 FR 17809 (April 11, 2003),
http://www.sec.gov/news/studies/34-47638.htm.

21 Policy Statement: Business Continuity Planning for Trading Markets, Securities Exchange Ac
48545 (September 25, 2003), 68 FR 56656 (October 1, 2003), http://www.sec.gov/rules/policy/34-4s545.ntm.
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Press Release

SEC Proposes Conditional Exemption for
-inders Assisting small Businesses with
Capital Raising

FOR IMMEDIATE RELEASE
2020-248

Washington D.C., Oct. 7, 2020 — The Securities and Exchange Commission today voted to propose a new
limited, conditional exemption from broker registration requirements for “finders” who assist issuers with raising
capital in private markets from accredited investors. If adopted, the proposed exemption would permit natural
persons to engage in certain limited activities involving accredited investors without registering with the
Commission as brokers. The proposed exemption seeks to assist small businesses to raise capital and to provide
regulatory clarity to investors, issuers, and the finders who assist them.

The proposal would create two classes of finders, Tier | Finders and Tier Il Finders, that would be subject to
conditions tailored to the scope of their respective activities. The proposed exemption would establish clear lanes
for both registered broker activity and limited activity by finders that would be exempt from registration.

“Many small businesses face difficulties raising the capital that they need to grow and thrive, particularly when they
are located in places that lack established, robust capital raising networks,” said Chairman Jay Clayton.
“Particularly in these ecosystems, finders may play an important role in facilitating capital formation for smaller
issuers. There has been significant uncertainty for years, however, about finders’ regulatory status, leading to
many calls for Commission action, including from small business advocates, SEC advisory committees and the
Department of the Treasury. If adopted, the proposed relief will bring clarity to finders’ regulatory status in a
tailored manner that addresses the capital formation needs of certain smaller issuers while preserving investor
protections.”

FACT SHEET
Proposed Exemption from Broker-Dealer Registration for Finders
October 7, 2020

The Commission is proposing to grant a conditional exemption from the broker registration requirements of Section
15(a) of the Exchange Act to permit natural persons to engage in certain limited capital raising activities involving
accredited investors. The proposed exemption would create two classes of exempt Finders, Tier | Finders and Tier
Il Finders, that would be subject to conditions tailored to the scope of their respective activities. Tier | and Tier Il
Finders would both be permitted to accept transaction-based compensation under the terms of the proposed
exemption.

Tier | Finders

A Tier | Finder would be limited to providing contact information of potential investors in connection with only a
single capital raising transaction by a single issuer in a 12 month period. A Tier | Finder could not have any contact
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with a potential investor about the issuer.
Tier Il Finders

A Tier Il Finder could solicit investors on behalf of an issuer, but the solicitation-related activities would be limited
to: (i) identifying, screening, and contacting potential investors; (ii) distributing issuer offering materials to investors;
(iii) discussing issuer information included in any offering materials, provided that the Tier Il Finder does not
provide advice as to the valuation or advisability of the investment; and (iv) arranging or participating in meetings
with the issuer and investor.

Conditions for Both Tier | and Tier Il Finders

Both Tier | and Tier Il Finders would be subject to certain conditions. The proposed exemption for Tier | and Tier Il
Finders would be available only where:

» the issuer is not required to file reports under Section 13 or Section 15(d) of the Exchange Act;

» the issuer is seeking to conduct the securities offering in reliance on an applicable exemption from
registration under the Securities Act;

» the Finder does not engage in general solicitation;

« the potential investor is an “accredited investor” as defined in Rule 501 of Regulation D or the Finder has a
reasonable belief that the potential investor is an “accredited investor”;

¢ the Finder provides services pursuant to a written agreement with the issuer that includes a description of
the services provided and associated compensation;

» the Finder is not an associated person of a broker-dealer; and

« the Finder is not subject to statutory disqualification, as that term is defined in Section 3(a)(39) of the
Exchange Act, at the time of his or her participation.

A Finder could not rely on this proposed exemption to engage in broker activity beyond the scope of the proposed
exemption. Among other things, a Finder could not rely on this proposed exemption to facilitate a registered
offering, a resale of securities, or the sale of securities to investors that are not accredited investors or that the
Finder does not have a reasonable belief are accredited investors.

Further, a Finder could not (i) be involved in structuring the transaction or negotiating the terms of the offering; (ii)
handle customer funds or securities or bind the issuer or investor; (iii) participate in the preparation of any sales
materials; (iv) perform any independent analysis of the sale; (v) engage in any “due diligence” activities; (vi) assist
or provide financing for such purchases; or (vii) provide advice as to the valuation or financial advisability of the
investment.

Additional Conditions for Tier Il Finders

Because Tier Il Finders could participate in a wider range of activity and have the potential to engage in more
offerings with issuers and investors, the Commission has proposed additional, heightened requirements. A Tier Il
Finder wishing to rely on the proposed exemption would need to satisfy certain disclosure requirements and other
conditions. These disclosure requirements, which include a requirement that the Tier |l Finder provide appropriate
disclosures of the Tier Il Finder’s role and compensation, must be made prior to or at the time of the solicitation.
Further, the Tier Il Finder must obtain from the investor, prior to or at the time of any investment in the issuer’s
securities, a dated written acknowledgment of receipt of the required disclosures.

For More Information

The Office of the Advocate for Small Business Capital Formation has prepared a video and a chart showing a
comparison of some of the permissible activities, requirements and limitations for Tier | Finders, Tier Il Finders, and
registered brokers.

What’s Next?

https://lwww.sec.gov/news/press-release/2020-248 2/3


https://www.sec.gov/page/oasb-videos
https://www.sec.gov/files/overview-chart-of-finders.pdf

7/26/2021 SEC.gov | SEC Proposes Conditional Exemption for Finders Assisting Small Businesses with Capital Raising

There will be a 30-day comment period for the proposed exemption following publication in the Federal Register.

HitH

Related Materials

¢ Proposed Exemptive Order

e Educational Resources on Finders
Proposed Exemptive Order
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Finders: Is the SEC Finally Ready to Clarify this Cloudy
Issue for Startups and Other Private Companies?

47 crowdfundinsider.com/2021/04/174470-finders-is-the-sec-finally-ready-to-clarify-this-cloudy-issue-for-startups-and-
other-private-companies/

April 22, 2021 @ 11:30 am
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In an effort to address an issue that has frustrated the business community for years,
including startups, tech companies, and “finders,” the U.S. Securities and Exchange
Commission (SEC) published a proposed conditional exemption for finders on October 7,
2020. Under the proposal, people (i.e., finders) seeking to assist companies or issuers in
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raising capital — for a fee — will have a non-exclusive safe-harbor from the broker-dealer
registration requirement under Section 15(a) of the Securities Exchange Act of 1934, as
amended.

Since then, however, a new U.S. president has brought in a new leadership team, and the
SEC has received a mix of positive and negative comments with respect to the proposal.
How Biden’s recently confirmed SEC Chair Gary Gensler approaches the proposal is a key
issue to watch in the coming months.

Background

The Honorable Gensler

MIT Sioan School of Managemen!

The question of whether a finder must register as a broker-dealer has been a difficult issue to
navigate. As indicated in the new proposal, companies, particularly small businesses, often
encounter challenges raising capital. This challenge has provided an opening for finders to
help these issuers by introducing them to potential investors. Section 3(a)(4) of the
Exchange Act generally defines a broker as “any person engaged in the business of effecting
transactions in securities for the account of others.” Section 15(a)(1) of the Exchange Act
makes it unlawful, generally, for a broker to use any means of interstate commerce to “effect
any transactions in, or to induce or attempt to induce the purchase or sale of, any security,”
unless the broker is registered under the Exchange Act.

As such, the Exchange Act, as a general matter, presents a potential roadblock for finders,
that are not registered as broker-dealers, to be compensated for introducing issuers to
investors that invest in their private offerings. The uncertainty relates to the fact that the
Exchange Act does not provide guidance as to what it means to be “engaged in the
business” or “effecting transactions.” As such, the SEC has attempted to tackle this issue
over the years through a series of no-action letters, which are based on the facts and
circumstances associated with each particular letter. The SEC has attempted to provide
guidance through these letters by identifying activities and factors, particularly involving the
finder’s ability to receive transaction-based compensation, that are deemed to be broker-
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dealer activities. Although the SEC has, in very limited circumstances, granted relief to
finders in these letters, it has not provided a set of rules or guidance that provides a uniform
answer to the conundrum of whether the finder must be registered as a broker-dealer under
the Exchange Act.

“Gray Market” and Potential Penalties

This resultant “gray market,” where companies consider utilizing finders that are not
registered broker-dealers, can lead to potential penalties for both the issuer and the finder.
As to finders who are engaged in certain activities but not properly registered as a broker-
dealer, they can be subject to both civil and criminal penalties. With respect to the issuer
utilizing a finder who is not registered as a broker-dealer, it can potentially lose the
exemption it relied upon to conduct the private offering, and it can potentially be required to
conduct a rescission offering, which could be disastrous.

The SEC’s Exemption Proposal

Under its new proposal, the SEC proposes to exempt two (2) classes of finders, “Tier |
Finders” and “Tier 2 Finders.” The exemptions for Tier | Finders and Tier Il Finders would be
available only where:

e The finder is a natural person;

o The issuer is not required to file reports under Sections 13 and 15(d) of the Exchange
Act;

e The issuer is seeking to conduct a securities offering in reliance upon an applicable
exemption from registration under the Securities Act of 1933, as amended;

o The finder does not engage in general solicitation;

o The potential investor is an “accredited investor” as defined in Rule 501 of Regulation
D or the finder has a reasonable belief that the potential investor is an “accredited
investor”;

o The finder provides services pursuant to a written agreement with the issuer that
includes a description of the services provided and associated compensation;

e The finder is not an associated person of a broker-dealer; and

o The finder is not subject to statutory disqualification as defined in Section 3(a)(9) of the
Exchange Act, at the time of its participation.

Tier | Finders

Tier | Finders are defined as those finders who meet the general conditions referenced
above and whose activity is limited to providing contact information for potential investors in
connection with only one capital-raising transaction or offering by a single issuer within a 12-
month period. However, the Tier | Finders cannot have any direct contact with the potential
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investors about the issuer. The proposal would allow Tier | Finders to provide issuers with
investor contact information, which may include, among other things, their names, telephone
numbers, email addresses, and social media information.

Tier Il Finders

Tier Il Finders are defined as finders who meet the general conditions referenced above and
who engage in additional solicitation-related activities, on behalf of the issuer, that are limited
to: (1) identifying, screening and contacting potential investors; (2) distributing issuer offering
materials to investors; (3) discussing issuer information included in any offering documents
as long as the Tier Il Finder does not provide advice as to the valuation or advisability of the
investment; and (4) arranging or participating in meetings with the issuer and the investor.
Tier Il Finders may participate in more than one capital-raising transaction or offering within a
12-month period.

Tier Il Finders that seek to rely upon the proposed exemption would need to provide a
potential investor, either prior to or at the time of solicitation, disclosure that includes: (1) the
Tier Il Finder’s name; (2) the issuer’s name; (3) certain information about the relationship
between the issuer and the Tier Il Finder; (4) a statement that the Tier Il Finder will be
compensated for the solicitation activities by the issuer and the terms of such compensation
arrangement; (5) any material conflicts of interest resulting from the arrangement or
relationship between the Tier Il Finder and the issuer and (6) an affirmative written statement
acknowledging that the Tier Il Finder is acting as an agent of the issuer, is not acting as an
associated person of a broker-dealer and is not undertaking a role to act in the investor’s
best interest.

Under the proposal, the Tier Il Finder may deliver such information orally, provided that the
oral disclosure is supplemented by written disclosure satisfying the requirements set forth
above. Additionally, the Tier Il Finder must obtain from the investor, prior to or at the time of
any investment in the issuer’s securities, a dated written acknowledgment that the investor
has received such disclosures.

Tier | Finders and Tier Il Finders that comply with the exemption’s conditions may receive
transaction-based compensation for the limited services described above without registering
as a broker under the Exchange Act.

Prohibited Activities

To further limit the scope of the exemption, the proposal prohibits finders (both Tier | Finders
and Tier Il Finders) from: (1) being involved in structuring the transaction or negotiating the
terms of the offering; (2) handling customer funds or securities; (3) binding the issuer or
investor, (4) participating in the preparation of any sales materials; (5) performing any
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independent analysis of the sale; (6) engaging in any “due diligence” activities; (7) assisting
or providing financing for such purchases or (8) providing advice as to the valuation or
financial advisability of the investment.

What Will the Biden Administration Do?

\

The SEC received more than 90 comments by the close of the commenting period and, as
expected, they reflected a wide variety of opinions. Some commenters praised the proposal
for providing regulatory clarity while others criticized it for allowing unregistered finders to
conduct broker activities without sufficient investor protection mechanisms.

Given that the proposal was not adopted by the SEC before the end of the Trump
administration, it now sits on the Biden administration’s to-do (or not-to-do) list. President
Biden’s new SEC Chair Gary Gensler has not expressed a particular view with respect to the
proposal. Nevertheless, from a policy perspective, it's worth noting that during his testimony
before the Senate Banking Committee, Mr. Gensler emphasized both the importance of
protecting investors and having “clear rules of the road.” Despite this uncertainty, our
contacts at the SEC indicate that the proposal is still in play and that they are still looking
closely at the issue.

Conclusion

While the outcome of the proposal is uncertain, the fact that the SEC is looking closely at the
“finder” issue is definitely a step in the right direction. The practical implications of the
proposal are far-reaching as this is not an exercise with respect to some esoteric concept
but, instead, it is an issue that companies, finders, and the legal community address on a
constant basis.

As is generally the case, the SEC is attempting to determine whether this proposed construct
not only enhances an issuer’s ability to raise capital but whether it also provides adequate
shareholder protections. These are legitimate considerations the SEC must weigh, but the
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mere acknowledgment that this issue needs to be addressed is a positive. So, we will
continue to keep a close eye on this very important proposal.

Alonzo Llorens and Olivia Daly are attorneys at Parker Poe. Alonzo is based in Atlanta,
Georgia, and has substantial experience in corporate law and represents clients ranging
from startups to Fortune 500 companies. His legal career started with the federal
government, as he worked as an attorney in the U.S. Department of the Treasury’s Honors
Program and later with the U.S. Securities and Exchange Commission in its Division of
Corporation Finance. Olivia is based in Greenville, South Carolina, where she practices

primarily in the areas of mergers and acquisitions, general corporate law, corporate finance,
and commercial lending.

They can be reached at [email protected] and [email protected].
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> Title 17 - Commodity and Securities Exchanges

> CHAPTER II - SECURITIES AND EXCHANGE COMMISSION

> PART 240 - GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE ACT OF
1934

> Registration of Brokers and Dealers

> § 240.15a-6 Exemption of certain foreign brokers or dealers.

17 CFR § 240.15a-6 - Exemption of certain foreign
brokers or dealers.

CFR Table of Popular Names

§ 240.15a-6 Exemption of certain foreign brokers or
dealers.

(a) A foreign broker or dealer shall be exempt from the registration

the foreign broker or dealer:

(1) Effects transactions in securities with or for persons that have not
been solicited by the foreign broker or dealer; or

(2) Furnishes research reports to major U.S. institutional investors, and
effects transactions in the securities discussed in the research reports
with or for those major U.S. institutional investors, provided that:

(i) The research reports do not recommend the use of the foreign

(ii) The foreign broker or dealer does not initiate contact with those
major U.S. institutional investors to follow up on the research reports,
and does not otherwise induce or attempt to induce the purchase or
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securities discussed in the research reports are effected only through
that registered broker or dealer, pursuant to the provisions of

(iv) The foreign broker or dealer does not provide research to U.S.
persons pursuant to any express or implied understanding that those
U.S. persons will direct commission income to the foreign broker or
dealer; or

(i) The foreign broker or dealer:

(A) Effects any resulting transactions with or for the U.S. institutional
broker or dealer in the manner described by paragraph (a)(3)(iii) of
this section; and

(B) Provides the Commission (upon request or pursuant to
agreements reached between any foreign securities authority,

persons, and any assistance in taking the evidence of other persons,
wherever located, that the Commission requests and that relates to

after the foreign broker or dealer has exercised its best efforts to
provide the information, documents, testimony, or assistance,
including requesting the appropriate governmental body and, if legally
permit the foreign broker or dealer to provide the information,
documents, testimony, or assistance to the Commission, the foreign
broker or dealer is prohibited from providing this information,
documents, testimony, or assistance by applicable foreign law or

https://www.law.cornell.edu/cfr/text/17/240.15a-6
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regulations, then this paragraph (a)(3)(i)(B) shall not apply and the
foreign broker or dealer will be subject to paragraph (c) of this

effecting transactions with the U.S. institutional investor or the major
U.S. institutional investor:

(A) Conducts all securities activities from outside the U.S., except

institutional investors and major U.S. institutional investors within the
United States, provided that:

with the U.S. institutional investor or the major U.S institutional
investor; and

(2) Transactions in any securities discussed during the visit by the

3(a)(39) of the Act, or any substantially equivalent foreign
(i) Expulsion or suspension from membership,
(ii) Bar or suspension from association,
(iii) Denial of trading privileges,

(iv) Order denying, suspending, or revoking registration or
barring or suspending association, or

(v) Finding with respect to causing any such effective foreign
suspension, expulsion, or order;

(2) Not to have been convicted of any foreign offense, enjoined
from any foreign act, conduct, or practice, or found to have
committed any foreign act substantially equivalent to any of those
listed in sections 15(b)(4) (B), (C), (D), or (E) of the Act; and

(3) Not to have been found to have made or caused to be made
any false foreign statement or omission substantially equivalent to
any of those listed in section 3(a)(39)(E) of the Act; and

https://www.law.cornell.edu/cfr/text/17/240.15a-6
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(iii) The registered broker or dealer through which the transaction with
the U.S. institutional investor or the major U.S. institutional investor is
effected:

(A) Is responsible for:

(1) Effecting the transactions conducted under paragraph (a)(3) of

(2) Issuing all required confirmations and statements to the U.S.
institutional investor or the major U.S. institutional investor;

institutional investor in connection with the transactions;

(4) Maintaining required books and records relating to the
transactions, including those required by Rules 17a-3 and 17a-4
under the Act (17 CFR 2410.17a-3 and |7a-4);

(5) Complying with Rule 15¢c3-1 under the Act (17 CFR 240.15c3-1)
with respect to the transactions; and

(6) Receiving, delivering, and safeguarding funds and securities in
connection with the transactions on behalf of the U.S. institutional
investor or the major U.S. institutional investor in compliance with
Rule 15¢c3-3 under the Act (17 CFR 240.15c3-3);

institutional investor, other than a major U.S. institutional investor;

(C) Has obtained from the foreign broker or dealer, with respect to
Rule I7a-3(a)(12) under the Act (17 CFR 240.17a-3(a)(12)), provided
that the information required by paragraph (a)(12)(d) of that Rule
shall include sanctions imposed by foreign securities authorities,
exchanges, or associations, including without limitation those

https://www.law.cornell.edu/cfr/text/17/240.15a-6 4/8


https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=ccf2481e08ce051e8831f26870255d1b&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=173a7921097964a53368c5594b93546a&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=ccf2481e08ce051e8831f26870255d1b&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=7fc26a46e1c4182b3cec2dad5fe006fb&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/cfr/text/17/2410.17a-3
https://www.law.cornell.edu/cfr/text/17/240.15c3-1
https://www.law.cornell.edu/cfr/text/17/240.15c3-3
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=35eb895fe38830252e27d03f93427a75&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=35eb895fe38830252e27d03f93427a75&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=35eb895fe38830252e27d03f93427a75&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/cfr/text/17/240.17a-3
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=173a7921097964a53368c5594b93546a&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=35eb895fe38830252e27d03f93427a75&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=7601890efdfc96f4fd96aef27c8f1236&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=7622d798fc40489af89faadc065c9894&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=ce41f473962bedcfc30936b98ce3e6ef&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6
https://www.law.cornell.edu/definitions/index.php?width=840&height=800&iframe=true&def_id=173a7921097964a53368c5594b93546a&term_occur=999&term_src=Title:17:Chapter:II:Part:240:Subjgrp:96:240.15a-6

7/26/2021

17 CFR § 240.15a-6 - Exemption of certain foreign brokers or dealers. | CFR | US Law | LIl / Legal Information Institute

registered broker or dealer in the manner set forth on the registered
broker's or dealer's current Form BD; and

(E) Maintains a written record of the information and consents

records in connection with trading activities of the U.S. institutional
investor or the major U.S. institutional investor involving the foreign

pursuant to Rule 17a-7(a) under the Act (17 CFR 240.17a-7(a))), and
makes these records available to the Commission upon request; or

(4) Effects transactions in securities with or for, or induces or attempts to

3(a)(5)(C) of the Act (15 U.S.C. 78c(a)(4)(B), 15 U.S.C. 78c(a)(4)(E),
or 15 U.S.C. 78c(a)(5)(C)) or the rules thereunder;

(ii) The African Development Bank, the Asian Development Bank, the
Inter-American Development Bank, the International Bank for
Reconstruction and Development, the International Monetary Fund, the
United Nations, and their agencies, affiliates, and pension funds;

(iii) A foreign person temporarily present in the United States, with
whom the foreign broker or dealer had a bona fide, pre-existing
relationship before the foreign person entered the United States;

(iv) Any agency or branch of a U.S. person permanently located outside
the United States, provided that the transactions occur outside the
United States; or

(v) U.S. citizens resident outside the United States, provided that the
transactions occur outside the United States, and that the foreign
broker or dealer does not direct its selling efforts toward identifiable
groups of U.S. citizens resident abroad.

(b) When used in this rule,

(1) The term family of investment companies shall mean:

https://www.law.cornell.edu/cfr/text/17/240.15a-6
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(i) Except for insurance company separate accounts, any two or more
Company Act of 1940 that share the same investment adviser or
principal underwriter and hold themselves out to investors as related
companies for purposes of investment and investor services; and

(ii) With respect to insurance company separate accounts, any two or

Company Act of 1940 that share the same investment adviser or
principal underwriter and function under operational or accounting or

(3) The term foreign broker or dealer shall mean any non-U.S.
resident person (including any U.S. person engaged in business as a
broker or dealer entirely outside the United States, except as otherwise
permitted by this rule) that is not an office or branch of, or a natural

(4) The term major U.S. institutional investor shall mean a person
that is:

(i) A U.S. institutional investor that has, or has under management,
total assets in excess of $100 million; provided, however, that for
purposes of determining the total assets of an investment company
under this rule, the investment company may include the assets of any
family of investment companies of which it is a part; or

(ii) An investment adviser registered with the Commission under
section 203 of the Investment Advisers Act of 1940 that has total assets

under management in excess of $100 million.

(5) The term registered broker or dealer shall mean a person that is

15C(a)(2) of the Act.
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(6) The term United States shall mean the United States of America,
including the States and any territories and other areas subject to its
jurisdiction.

(7) The term U.S. institutional investor shall mean a person that is:

(i) An investment company registered with the Commission under

development company, small business investment company, or
employee benefit plan defined in Rule 501(a)(1) of Regulation D under

Revenue Code, as defined in Rule 501(a)(3) (17 CFR 230.501(a)(3)); or
a trust defined in Rule 501(a)(7) (17 CFR 230.501(a)(7)).

(c) The Commission, by order after notice and opportunity for hearing, may

respect to the subsequent activities of a foreign broker or dealer or class of
foreign brokers or dealers conducted from a foreign country, if the
Commission finds that the laws or regulations of that foreign country have
prohibited the foreign broker or dealer, or one of a class of foreign brokers
or dealers, from providing, in response to a request from the Commission,

[54 FR 30031, July 18, 1989, as amended at 72 FR 56568, Oct. 3, 2007]
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Moreover, if the registered broker-dealer
1ignores indications of irregularity that
should alert the registered broker-dealer
to the likelihood that the foreign broker-
dealer 18 taking advantage of U.S.
customers or otherwise violating U.S,
securities laws, and the registered
broker-dealer nevertheless continues to
effect questionable transactions on
behalf of the foreign broker-dealer or its
customers, the registered broker-dealer’s
role in the trades may give rise to
possible violations of the federal
securities laws, 153

Finally, Rule 15a-8 as adopted does
not allow banks to serve as the
mntermediary 1n transactions between
U.S. mstitutional investors or major U.S.
nstitutional investors and foreign
broker-dealers. Despite the views
expressed by several banks,154 the
Commssion does not believe that it
would be appropnate to permit any
unregistered entity to perform this
function, since this entity would not be
subject to the Commission’s extensive
statutory authority to regulate, examne,
and discipline registered broker-
dealers, 158

(2) Comments on U.S. nstitutional
mvestor classifications. Proposed Rule
15a-6 would have allowed unregistered
foreign broker-dealers to contact certain
classes of U.S. institutional investors,
which were limited to U.S. persons
described 1n Rule 501(a) (1), (2), or (3} of
Regulation D under the Securities
Act 158 that, with the exception
of registered broker-dealers,
had total assets in excess of $100
million. These investors mncluded
domestic banks, savings and loan
associations, brokers or dealers

163 Cf. Merrill Lynch, Pierce, Fenner & Smith,
Inc., Securities Exchange Act Release No. 19070
(Sept. 21, 1982), 28 SEC Docket 254 (continued
execution of orders placed by investment adviser
with discretion over account may subject broker-
dealer to aiding and abetting liability, if broker-
dealer has knowledge of improprieties m adviser's
handling of account and adviser commits primary
violation of securities laws).

'8¢ The Canadian Bankers Association, the
Institute of International Bankers, and the Bank of
America expressed the view that domestic banks
should be permitted to serve as the U.S.
intermediary for affiliated foreign broker-dealers.
They claimed that, although U.S. banks are not
registered with the Commission and thus, as ponted
out by the ABA, are not subject to the Commission's
regulatory, supervisory, or disciplinary autharity,
supervision by banking regulatory authorities would
be an adequate substitute for Commuission
regulation.

185 Ag explained below, however, the
Commission has decided to include banks acting in

broker or dealer capacity (including acting as
municipal or government securities broker or
dealer) n the category of persons with or for whom
a foreign-broker-dealer could effect, induce, or
attempt to induce transactions and still qualify for
an exemption from registration under the Rule.

186 17 CFR 230.501(a) (1), (2}, or (3).

registered under section 15(b) of the
Exchange Act,'%7 insurance companies,
registered investment companies, small
business investment companies,
employee benefit plans, private business
development companies, and certain
section 501(c)(3) organizations under the
Internal Revenue Code.!%8 Registered
investment advisers were included as
U.S. institutional investors within the
rule if they had 1n excess of $100 million
in assets under management. Further, if
a registered investment company itself
did not have total assets in excess of
$100 million, it qualified as a U.S.
institutional investor if it was part of a
family of investment compames (as
defined 1n the rule) that had total assets
n excess of $100 million.

The expanded rule allowed direct
contact with specified institutional
investors, using the structure set out in
the Chase Capital Markets U.S.
letter.159 Under the expanded rule, a
foreign broker-dealer either could
contact these institutional investors with
the participation of an associated person
supervised by a U.S. registered broker-
dealer, or could contact major
mstitutional investors directly. Similar
conditions applied to both alternatives.

Six commenters opined that the
definition of U.S. institutional investor
should be expanded to include all
accredited investors under Regulation D,
regardless of assets.189 In particular, the
claim was made that persons qualifying
as accredited investors under Regulation
D, but with less than $100 million 1n
assets, possessed adequate
sophistication and judgment 1n financial
matters to deal directly with foreign
broker-dealers, consistent with their
ability to make investment decisions
without the dis¢losure afforded by the
registration requirements of the
Securities Act. It was averred that an
asset test did not necessarily correlate
with the degree of sophistication
required to deal with unregistered
foreign broker-dealers. Other
commenters expressed a somewhat
narrower view, asserting that the
definition of U.S. institutional investor
should be limited to institutional
accredited investors.16?

15715 U.S.C. 780(b).

188 26 U.S.C 501(c)(3).

169 Supra note 130.

160 CREF Continental Bank, the PSA, Westpac
Banking Corporation, Chase Manhattan
Government Securities, and Debevoise & Plimpton.

16! The ABA, Sullivan & Cromwell, and Merrill
Lynch. Continental Bank urged the Commussion to
adopt this approach if the Rule was not made
applicable to all accredited investors.

Alternatively, some commenters
proposed other asset tests for major
ingtitutional investors, ranging from $1
million to 25 million 1n assets.!82
Anocther commenter suggested that, after
a one-year tnal period, the Commission
consider broadening the definition of
major U.S. institutional investor to
include more nstitutions.?®3 Finally,
two commenters specifically said that
the definition of U.S. institutional
mvestor should include U.S. branches or
agenctes of foreign banks. 164

As discussed 1n the Concept Release,
the Commisston recognizes that
substantial institutional investors often
have greater financial sophistication
than individual investors. At the same
time, the Commission does not believe
that sophistication 1s 1n all
circumstances an effective substitute for
broker-dealer regulation. For example,
systemic safeguards flowing from
broker-dealer registration, such as
financial responsibility requirements,
are benefits that can be assured more
effectively through governmental
regulation.165

After considering the comments, the
Commussion has decided to retain the
proposed rule’s $100 million asset test
for foreagn broker-dealers contacting
major U.S. institutional investors
without an associated person of a
registered broker-dealer participating in
the contact.16® As the Commission

162 Security Paciflc, the Institute of International
Bankers, and the Toronto Stock Exchange.

163 The NYSBA.

184 The Institute of International Bankers and the
NYSBA. In proposing Rule 15a-8, the Commission
noted that accredited mstitutional investors under
Regulation D included only domestic banks. Release
34-25801, 53 FR at 23654. But see note 168 iafra.

165 Similarly, in proposing Rule 144A, which
would provide a safe-harbor exemption from the
registration requirements of the Securities Act for
resales of securities to institutional investors, the
Commission sought to define a limited class of
institutional investors that it could be *“confident

have extensive experience” in the market.
Securities Act Release No. 8806 (Oct. 25, 1988}, 53
FR 44016, 44028 (“Release 33-8808"). The
Commussion proposed to permit only a subset of
nstitutions, those with over $100 million mn assets,
to resell securities free of resale restnctions.
Release 33-6808, 53 FR at 44027-29. All comments
received on proposed Rule 144A, together with a
comment summary, are publicly available in File
No. §7-23-88.

166 Some commenters on proposed Rule 144A,
supra note 165, suggested that the rule, if adopted,
permit only those nstitutions with over $100 million
in investment securities to resell securities free of
resale restrictions. The staff is giving this suggestion
serious consideration, n addition to considering
other changes to the definition in Rule 144A of
institutional investor including the scope of the term
“family of investment companies that also appears
in the Rule. If the Commission incorporates these
changes into Rule 144A, then the Commission also
will consider whether to incorporate similar
standards into Rule 15a-6.
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Cleary, Gottlieb, Steen & Hamilton
1752 N Street, N.W.

Washington, D.C. 20036-2806

Re: Securities .Activities of U.S.-Affiliated Foreign Dealers

Dear Mr. Prezioso:

This letter responds to your letter dated March 24, 1997, on behalf of nine U.S.
registered broker—de.alers (the "Firms")' in which you request assurances that the staff will
not recommend enforcement action to the Cbmmission against any of the Firms or any
foreign broker or dealer affiliated with any of the Firms (a "U.S.-Affiliated Foreign Dealer")
if any of the U.S.-Affiliated Foreign Dealers engages in the securities activities described in
your letter without registering as a "broker" or "dealer" under Section 15 of the Securities
Exchange Act of 1934 ("Exchange Act") in reliance on the exemption from broker-dealer
registration in Exchange Act Rule 15a-6.

As you note in your letter, in the years since the Commission adopted Rule 15a-6,
internationalization of the securities markets has continued to accelerate. One result is that
U.S. and foreign securities firms compete with one another to offer a wide range of financial
products and services to their customers. In addition, institutional investors have taken a

global approach in formulating their investment strategies. Moreover, the expanded use of

! The Firms are Bear Stearns & Co. Inc.; Credit Suisse First Boston Corporation; CSFP
Capital, Inc.; Goldman, Sachs & Co.; Lehman Brothers Inc.: Merrill Lynch, Pierce, Fenner &
Smith, Incorporated; Morgan Stanley & Co. Incorporated; Salomon Brothers Inc; and Smith
Barney Inc.
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electronic communication technology has facilitated the dissemination of securities-related
information and cross border trading activity, further developing the interrelationship
between U.S. and foreign markets. You request relief from the staff on a number of specific
aspects of Rule 15a-6 that you believe pose significant obstacles to the effective operation of

international securities activities by U.S. broker-dealers and their foreign affiliates.?

I. " Expanded Definition of "Major U.S. Institutional Investor"

Rule 15a-6, among other things, permits foreign broker-dealers to conduct certain
securities activities with "U.S. institutional investors" and "major U.S. institutional
investors," as those terms are defined in the Rule, provided that those foreign broker-dealers
conduct those activities in conformity with the provisions of Rule 15a-6. These definitions
do not include U.S. business corporations and partnerships, nor do they permit investment
funds to qualify as major U..S. institutional investors if they are advised by investment
managers that are exempt from registration under the Investment Advisers Act of 1940. It is
your belief that these investors may have financial wherewithal comparable to that of
institutional investors covered by the Rule, and that the Rule’s failure to include these
investors within the definitional criteria set forth in the Rule severely constrains the utility of
the Rule 15a-6 exemption.

As a result, you request the staff to provide no-action relief that will permit U.S.-
Affiliated Foreign Dealers to expand the range of U.S. investors with which they may enter .
into securities transactions in reliance on paragraph (a)(3) of Rule 15a-6. Specifically, you

request that the staff grant no-action relief that will permit, on the same basis as permitted

2 You note that comparable issues arise in connection with the registration requirements
for foreign government securities brokers or dealers under the Government Securities Act of
1986, codified at Section 15C of the Exchange Act. The Department of the Treasury, pursuant
to its authority under Exchange Act Section 15C(a)(5), has adopted an exemptive rule that
largely parallels Rule 15a-6. See 17 C.F.R. § 401.9. Accordingly, pursuant to 17 C.F.R. §
400.2(d), you request that any no-action or interpretive relief granted by the staff in response
to this request with respect to the application of Section 15(a) of the Exchange Act and Rule 15a-
6 also apply equally with respect to the entities that are subject to 17 C.F.R. § 401.9.
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for transactions with "major U.S. institutional investors" under Rule 15a-6, a U.S.-Affiliated
Foreign Dealer to enter into transactions with any entity, including any investment adviser
(whether or not registered under the Investment Advisers Act), that owns or controls (or, in
the case of an investment adviser, has under management) in excess of $100 million in
aggregate financial assets (i.e., cash, money-market instruments, securities of unaffiliated

issuers, futures and options on futures and other derivative instruments).’

II. Direct Transfer of Funds and Securities Between U.S. Investors and U.S.-
Affiliated Foreign Dealers

You also request relief from a provision of Rule 15a-6(a)(3) that requires a U.S.
registered broker-dealer to intermediate transactions between U.S.-Affiliated Foreign Dealers
and U.S. institutional investors and major U.S. institutional investors. In particular, you
note that paragraph (a)(3)(iii)(A)(6) of Rule 152-6 requires that a U.S. broker-dealer
intermediary be responsible for receiving, delivering, and safeguarding funds and securities
in connection with transactions between U.S.-Afﬁliated Foreign Dealers and U.S.
institutional investors and major U.S. institutional investors in compliance with Rule 15¢3-3
under the Exchange Act. It is your contention that Rule 15a-6(a)(3)(iii)(A)(6) is unclear in
circumstances where a U.S. investor and a foreign broker-dealer wish to settle a securities
transaction intermediated by a U.S. broker-dealer involving the direct transfer of funds and
securities. In particular, you note that questions have arisen regarding whether, under the
Rule, the clearance and settlement of all such transfers must be effected through the accounts
of the U.S. broker-dealer intermediating the transaction.

Interposition of a U.S. broker-dealer in the clearance and settlement process, you
contend, causes a significant duplication of functions by the U.S. broker-dealer and foreign

broker-dealef, including effecting duplicate transfers of funds and securities. You argue that

3 You note that the asset test would be calculated on a gross basis, without deduction for
liabilities of the institution, based on the balance sheet or comparable financial statement of the_
institution prepared in the ordinary course of its business. You also note that the requested relief
in this context would apply to transactions in U.S. and foreign securities.
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this duplication of functions is inefficient and increases the risk of operational errors and
settlement failure. As a result, you ask the staff to confirm that in transaétions involving
foreign securities* or U.S. Government securities intermediated by a U.S. broker-dealer
under Rule .15a'-6, clearance and settlement may occur through the direct transfer of funds
and securities between a U.S. investor and a foreign broker-dealer in situations where the
foreign broker-dealer is not acting as custodian of the funds or securities of the U.s.
investor. For such transactions in such securities the U.S. investor or its custodian could
transfer funds or such securities directly to the foreign broker-dealer or 1ts agent and the
foreign broker-dealer or its agent could transfer any funds or such securities directly to the
U.S. investor or its custodian. This requested relief would apply only in circumstances
where (1) the foreign broker-dealer agrees to make available to the intermediating 'U..S.
broker-dealer clearance and settlement information relating to such transfers and (2) the
foreign broker-dealer is not in default to any counterparty on any material financial market
transaction. Moreover, the requested relief would apply solely to the operational issue .of the
transfer of funds and securities between a foreign broker-dealer and a U.S. institutional
investor or major U.S. institutional investor (including those investors with which a U.S.-
Affiliated Foreign Dealer would be able to enter into transactions pursuant to the relief you
request in Part II.A of your letter) in the context of clearancé and settlement of transactions
in foreign securities or U.S. Government securities between that foreign broker-dealer and
that U.S. investor where the foreign broker-dealer is not acting as custodian for the U.S.
investor.

You note that the granting of such relief should not be construed to suggest that the
staff has made any implicit or explicit determinations regarding the permissibility of any
particular transaction or custodial arrangement related to such a transfer. In this regard you

acknowledge that the foreign broker-dealer would continue to be required to ensure that each

4 You use the term "foreign securities” as defined in your previous correspondence relating

to Rule 15a-6. See Cleary, Gottlicb, Steen & Hamilton (November 22, 1995, revised January
30, 1996).
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such transaction and any custodial arrangement qualifies in all other respects for exemption
under the Rule, even though the direct transfer of funds and securities would be permitted to
occur as described above. Finally, you note that the intermediating U.S. broker-dealer
would fulfill all of the other enumerated duties under paragraph (a)(3)(iii)(A) of the,Rule,.
including effecting the transactions, issuing required confirmations and ma'mtaihing required

books and records relating to the transactions.

I11. Permissible Contacts with U.S. Investors by Foreign Associated Persons of
U.S.-Affiliated Foreign Dealers

You also request relief from the provisions of Rule 15a-6 that require an associated
person of a U.S. broker-dealer intermediary to participate in certain communications between
foreign associated persons of a foreign broker-dealer and certain U.S. investors. In
particular, you note that paragraph (a)(3)(iil)(B) of Rule 15a-6 requires that an associated
person of the U.S. broker-dealer mtermedxary participate in all oral communications between
foreign associated persons and U. S. institutional investors other than major U.S. institutional
investors, and that paragraph (@)(3)(ii)(A)(1) of Rule 15a-6 requires participation by an
associated person of the U.S. broker-dealer intermediary in connection with visits in the
United States by a foreign associated person with both U.S. institutional investors and major
U.S. institutional investors.

1. Chaperoning Requirements

You argue that these "chaperoning” requirements have proven awkward to implement
in practice, particularly in the context of those markets that are separated from the U.S. by a
iarge number of time zones. You contend that they also provide only slight policy benefits
in light of the experience and capabilities of the U.S. institufional investors eligible to enter
into transactions under paragraph (a)(3) of Rule 15a-6 and the other investor protections
provided by the Rule, such as the requirement that the foreign associated person not be
subject to a statutory disqualification as defined in Section 3(a)(39) of the Exchange Act.

Accordingly, you request that the staff grant no- -action relief that would permit foreign

associated persons of a U.S.-Affiliated Foreign Dealer, without the participation of an
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associated person of an affiliated Firm,® to: (1) engage in oral communications from outside
the United States with U.S. institutional investors where such communications take place
outside of the trading hours of the New York Stock Exchange (i.e., at present, 9:30 a.m. to
4:00 p.m. New York Time), so long as the foreign associated persons do not accept orders
to effect transactions other than those involving foreign securities (as defined in note 5 of
your letter) and (2) have in-person contacts during visits to the United States with major U.S.
institutional investors (including those investors with which a U.S.-Affiliated Foreign Dealer
would be able to enter into transactions pursuant to the relief requested in Part II.A of your
letter), so long as the number of days on which such in-person contacts occur does not
exceed 30 per year and the foreign associated persons engaged in such in-person contacts do
not accept orders to effect securities transactions while in the United States.®

2. Electronic Quotation Systems

In addition, you seek relief with respect to the U.S. distribution of foreign broker-
dealers’ quotations. In the release adopting. Rule 15a-6, the Commission indicated that the
Rule "generally would permit the U.S. dis_tribution of foreign broker-dealers’ quotations by
third party systems...that distributed these quotations primarily in foreign countries" provided

that the third-party systems did not allow securities transactions to be executed between the

5 As you note, foreign associated persons of the U.S.-Affiliated Foreign Dealers could
continue to have "unchaperoned” contacts with U.S. persons at any time if they are dually
employed or "two-hatted" (i.e., also qualified as registered representatives acting on behalf of
and under the supervision of an affiliated Firm under U.S. self-regulatory organization
guidelines).

6 As you request, the staff is clarifying that the limitations set forth in paragraph (a)(2)(ii)
of Rule 15a-6 would not prohibit a foreign broker-dealer from initiating follow-up contacts with
major U.S. institutional investors (including those entities qualifying pursuant to the relief you
request in Part II.A of your letter) to which it has furnished research reports, if such follow-up
contacts occur in the context of a relationship between a foreign broker-dealer and a U.S.
intermediary broker-dealer under the Rule.
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foreign broker-dealer and persons in the U.S. through the systems.” In other words, in the
absence of other contacts with U.S. investors initiated by the third party systems, distribution
of such quotes by such systems would not be considered to be a form of solicitation.®
Because third-party quotation services have become increasingly global in scope since Rule
15a-6 was adopted, it is ydur view that the distinction betweén systems that distribute
quotations primarily in the U.S. and those that distribute quotations primarily in foreign
countries is no longer a useful regulatory dividing line. As a result, as you request, the staff
is clarifying that the interpretive portions of the Adopting Release requiring operation of
quotation systems by third parties that primarily distribute foreign broker-dealers’ quotations
(including prices and other trade-reporting information input directly by foreign broker-
dealers) in foreign countries no longer apply. |

With respect to proprietary quotation systems, you highlight a passage from the
Adopting Release where the Commission noted that "the direct dissemination of a foreign
market maker’s quotations to U.S. investors, such as throughb a private quote system
controlled by a foreign broker-dealer would not be appropriate without registration, because
the dissemination of these quotations would be a direct, exclusive inducement to trade with
that foreign broker-dealer." You note, however, that there is no express indication that the
Commission’s position in the Adopting Release is intended to preclude a foreign broker-
dealer from directly inducing U.S. investors to trade with the foreign brokér-dealer via a
quotation system where the U.S. investdr subscribes to the quotation system through a U.S.
broker-dealer, the U.S. broker-dealer has continuing access t0 the quotation system, and the -

foreign broker-dealer’s other contacts with U.S. investors are permissible under Rule 15a-6.

7 See Exchange Act Release No. 27017 (July 11, 1989), 54 FR 30,013 (July 18, 1989)
("Adopting Release").

8 As the Commission stated in the Adopting Release, however, foreign broker-dealers
whose quotes were distributed through such systems would not be allowed to initiate contacts
with U.S. persons "beyond those exempted under the Rule, without registration or further
exemptive rulemaking."
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In this regard, as you request, the staff is confirming that providing U.S. investors with
access to screen-based quotation systems that supply quotations, prices and other trade-
reporting information input directly by foreign broker-dealers will not constitute an
impermissible contact with a foreign broker—dealer, so long as any transactions between the
U.S. investor and the foreign broker—dealer are mtermedlated in accordance with the
requirements of Rule 15a-6. As you note, a foreign broker-dealer that directs quotations to
U.S. investors through a proprietary system (as distinct from a third-party system) would be
viewed as having "solicited" any resulting transactions (and thus could not rely on the
exemption in paragraph (a)(1) of Rule 15a-6), although it would continue to be allowed to

effect transactions in reliance on other available provisions of the Rule.

Response:
While not necessarily agreeing or disagreeing with the reasoning contained in your

letter, based on the facts and representations presented, the staff of the Division of Market
Regulatlon will not recommend enforcement action to the Commission under Section 15(a) of
the Exchange Act against any of the Firms (or a similarly situated U.S. registered broker-
dealer), any U.S.-Affiliated Foreign Dealer (or a similarly situated foreign broker-dealer) if
any of the U.S.-Affiliated Foreign Dealers (or a similarly situated foreign broker-dealer)
engages in the securities activities described in your letter without registering as a "broker"
or "dealer" under Section 15 of the Exchange Act.®

This letter represents the views of the Division based on our understanding of the
proposed activities of the U.S. -Affiliated Foreign Dealers as discussed in your letter. This
staff position concerns enforcement action only and does not represent a legal conclus1on
regarding the apphcablhty of the statutory or regulatory provxswns of the federal securmes

laws. Moreover, this position is based solely on the representations that you have made, and

9 Consultations with staff of the Department of the Treasury have affirmed that this relief
applies equally with respect to those entities that are subject to 17 C.F.R. § 401.9. See note 2
above.
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any different facts or conditions might require a different response.

Sincerely,

Richard R. Lindsey
Director

cc: Roger Anderson
Deputy Assistant Secretary for Federal Finance
Department of the Treasury
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Division of Market Regulati-

Re: Request for No-Action and Interpretive Relief Relating to Certain
Securities Activities of U.S.-Affiliated Foreign Deal

Dear Mr. Lindsey:

We are writing on behalf of our clients, listed in note 1 of this letter,l
to request your advice that the staff would not recommend that the Securities and Exchange
Commission (the “Commission”) take any enforcement action against any of the Firms or any

Goldman, Sachs & Co.; Lehman Brothers Inc.; Merrill Lynch, Pierce, Fenner &
Smith, Incorporated; Morgan Stanley & Co. Incorporated; Salomon Brothers Inc; and
Smith Barney Inc. (hereinafter referred to as the “Firms”).

Bear, Stearns & Co. Inc.; Credit Suisse First Boston Corporation; CSFP Capital, Inc.;
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foreign broker or dealer affiliated with any of the Firms (a “U.S.-Affiliated Foreign Dealer”)
in the event that a U.S.-Affiliated Foreign Dealer engages in the securities activities described
in Parts I1.A through II.C of this letter without registering as a “broker” or “dealer” under
Section 15 of the Securities Exchange Act of 1934, as amended (the “Exchange Act”).

I Background

In light of the growing internationalization of financial markets, the
Commission provided securities firms in the late 1980’s with significant guidance - first
through a series of no-action letters® and then through the adoption of Rule 15a-6 -- regarding
the circumstances in which a foreign broker-dealer may engage in securities activities with
U.S. persons without having to register under Section 15 of the Exchange ‘Act.® In the years
since adoption of Rule 15a-6, the internationalization of the securities markets has continued to
accelerate. U.S. and foreign securities firms increasingly compete directly with one another to
offer a comprehensive and cost-effective range of financial products and related services to
their customers. At the same time, institutional inivestors have broadly come to consider it
essential to take a global approach in formulating their investment strategy. In addition, the
widespread availability of computer-based and related communication technologies has led to
greater dissemination of securities-related information and trading activity across borders, and
has heightened the interrelationship between U.S. and foreign markets.

Several aspects of the current U.S. regulatory regime unnecessarily restrict and
hamper the global competitiveness of U.S. broker-dealers by severely limiting their ability to
provide U.S. investors with access to securities products and local market expertise offered by
foreign broker-dealers. In particular, Rule 15a-6 imposes a number of restrictions on both (i)
the categories of institutional investors with which foreign broker-dealers may have contacts
and (ii) the specific regulatory and procedural functions that must be performed by a U.S.

See, e.g., National Westminster Bank PLC (July 7, 1988); Security Pacific Corporation
(April 1, 1988); Chase Capital Markets U.S. (July 28, 1987).

Comparable issues arise in connection with the registration requirements for foreign
government securities brokers or dealers under the Government Securities Act of 1986,
codified at Section 15C of the Exchange Act. In this regard, the Department of the
Treasury, pursuant to its authority under Section 15C(a)(5), has adopted an exemptive
rule that largely parallels Rule 15a-6. See 17 C.F.R. § 401.9. Accordingly, pursuant
to 17 C.F.R. § 400.2(d), the Firms request that any no-action or interpretive relief
granted by the staff in response to this request with respect to the application of Section
15(a) of the Exchange Act and Rule 15a-6 also apply equally with respect to the entities
that are subject to 17 C.F.R. § 401.9.
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broker-dealer intermediating transactions between foreign broker-dealers and U.S. institutional
investors. These restrictions have, in light of experience with the Rule and the evolution of
the financial markets, proven unduly burdensome in many respects - frequently in
circumstances where they do not appear to achieve any clear offsetting regulatory benefits.

Accordingly, as a policy matter, the Firms strongly encourage the Commission
to evaluate broad reforms to the U.S. regulatory regime that would enhance the
competitiveness of U.S. securities firms and eliminate practical barriers to participation by
their foreign affiliates in U.S. markets, while maintaining high standards of investor protection
and market integrity in the United States and abroad. Moreover, a number of specific aspects
of Rule 15a-6 pose significant obstacles to the effective conduct of international securities
activities by U.S. broker-dealers and their foreign affiliates. In the Firms’ view, the
elimination of these obstacles requires especially prompt attention from the Commission that
should not wait for the adoption of needed broader reforms. The Firms have therefore sought
to identify, in Parts II.A through II.C below, those areas in which prompt interpretive or no-
action relief from the staff would provide substantial benefits without compromising investor
protection.

II.  Proposed Relief

A. Expanded Definition of “Major U.S. Institutional Investor” in
Rule 153-6

Currently, the definitions of “major U.S. institutional investor” and “U.S.
institutional investor” set forth in paragraphs (b)(4) and (b)(7) of Rule 15a-6, respectively,
exclude a number of important categories of large and experienced institutional investors,
thereby preventing foreign broker-dealers from effecting transactions with such investors in
reliance on the exemption provided by paragraph (a)(3) of the Rule. Because direct contacts
by a foreign broker-dealer with U.S. investors are permitted only if the investors meet these
definitional criteria, the limitations under the current rule on eligible counterparties severely
constrain the utility of that exemption.

At present, even the largest U.S. business corporations and partnerships do not
qualify under the definitions of “U.S. institutional investor” and “major U.S. institutional
investor.” These business enterprises have a strong interest in obtaining direct access to
foreign broker-dealers and form an important component of the investor base for which U.S.
broker-dealers and their affiliates compete internationally. Moreover, these investors have the
financial wherewithal and experience necessary to evaluate the potential rewards and risks of
entering into transactions involving foreign broker-dealers.

In addition, a number of the most important institutional participants in the
world financial markets are organized as investment funds advised by investment managers
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exempt from registration under the Investment Advisers Act of 1940 (the “Investment
Advisers Act”) (typically because of the small number of clients that they advise). Because
paragraph (b)(4) of Rule 15a-6 is never available for an unreglstered adviser, the funds and
other clients advised by these managers currently cannot qualify as “major U.S. institutional

investors,” despite their extensive experience in international markets and their substantial
assets. "

Accordingly, the Firms request that the Commission provide no-action relief
that would expand the range of U.S. investors with which U.S.-Affiliated Foreign Dealers
may enter into securities transactions in reliance on paragraph (a)(3) of Rule 152-6.
Specifically, the Firms request that the staff grant no-action relief that would permit, on the
same basis as permitted for transactions with “major U.S. institutional investors” under Rule
15a-6, a U.S.-Affiliated Forexgn Dealer to enter into transactions with any entity, including
any investment adviser (whether or not registered under the Investment Advisers Act), that
owns or controls (or, in the case of an investment adviser, has under management) in excess of
$100 million in aggregate financial assets (i.e., cash, money-market instruments, securmes of
unaffiliated issuers, futures, options on futures and other derivative instruments).*

The requested relief would substantially enhance the utility of the paragraph
(a)(3) exemption by extending its availability to transactions with important additional
categories of investors whose experience and capabilities as to investment matters are
comparable to those of “major U.S. institutional investors” that currently qualify under the
Rule. In the Firms’ view, no policy objective appears to be served by continuing to exclude
such investors from the range of counterparties with which a U.S.-Affiliated Foreign Dealer
may engage in transactions under the paragraph (a)(3) exemption, especially in light of the
participation of a U.S. broker-dealer intermediary and the other protections afforded in
transactions effected in reliance on that exemption.

We understand that the asset test would be calculated on a gross basis, without deduction
for liabilities of the institution, based on the balance sheet or comparable financial
statement of the institution prepared in the ordinary course of its business. We also

understand that the requested relief would apply to transactions in U.S. and foreign
securities.
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B. Direct Transfer of Funds and Securities Between U.S. Investors and U.S.-
Affiliated Foreign Dealers

Rule 15a-6(a)(3) explicitly requires that a U.S. registered broker-dealer
intermediating transactions between U.S. investors and a foreign broker-dealer assume
responsibility for certain regulatory requirements. Specifically, paragraph (a)(3)(iii)(A)(6) of
Rule 15a-6 requires that a U.S. broker-dealer intermediary be responsible for “receiving,
delivering, and safeguarding funds and securities in connection with the transactions on behalf
of the U.S. institutional investor or the major U.S. institutional investor in compliance with
Rule 15¢3-3” under the Exchange Act.

The application of paragraph (a)(3)(1ii)(A)(6) is not entirely clear in
circumstances where a U.S. investor and a foreign broker-dealer wish to settle a securities
transaction intermediated by a U.S. broker-dealer involving the direct transfer of funds and
securities. In particular, questions have arisen regarding whether, under the Rule, the
clearance and settlement of all such transfers must be effected through the accounts of the U.S.
broker-dealer intermediating the transaction.

In the Firms’ view, a U.S. broker-dealer should not be required to interpose
itself in the mechanical process of settling securities transactions effected pursuant to
paragraph (a)(3). Interposition of a U.S. broker-dealer in the clearance and settlement process
causes a significant duplication of functions by the U.S. and foreign broker-dealer (e.g.,
maintaining duplicate custody arrangements and bank accounts, and effecting duplicate
transfers of funds and securities). This duplication of functions not only is inefficient from a
cost perspective, but also increases the risk of operational errors and settlement failure (since
twice the number of bookkeeping entries and transfers must occur). Moreover, entities
qualifying as "U.S. institutional investors” and "major U.S. institutional investors” frequently
elect (and may, in some cases, be required by law) to engage foreign custodians directly to
hold, receive and deliver their foreign securities and local currency (including in circumstances
where a foreign jurisdiction prohibits U.S. broker-dealers from holding securities or currency
for customers). In this context, the current rule appears to provide little benefit to U.S.
institutional investors and imposes a significant barrier to efficient settlement of international
transactions. '

" Thus, the Firms request that the staff provide guidance confirming that, in
transactions involving foreign securities’ or U.S. Government securities intermediated by a

For purposes of this request, we use the term "foreign securities" as defined in our
previous correspondence relating to Rule 15a-6. See Cleary, Gottlieb, Steen &
Hamilton (November 22, 1995, revised January 30, 1996).
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U.S. broker-dealer under Rule 15a-6, clearance and settlement may occur through the direct
transfer of funds and securities between the U.S. investor and the foreign broker-dealer in
situations where the foreign broker-dealer is not acting as custodian of the funds or securities
of the U.S. investor.® This guidance would confirm that for such transactions in such
situations the U.S. investor or its custodian could transfer funds or such securities directly to
the foreign broker-dealer or its agent and the foreign broker-dealer or its agent could transfer
any funds or such securities directly to the U.S. investor or its custodian. We understand that
this guidance would be applicable only in circumstances where (i) the foreign broker-dealer
agrees to make available to the intermediating U.S. broker-dealer clearance and settlement
information relating to such transfers and (ii) the foreign broker-dealer is not in default on any
material financial market transactions.

This interpretive relief would enhance the ability of U.S. investors to enter into
securities transactions with foreign broker-dealers without detracting significantly from the
Commission’s investor protection mandate under the Exchange Act. Although certain
mechanical aspects of clearing and settling transactions would not be performed by the U.S.
broker-dealer intermediary, U.S. investors would continue to benefit from the other
protections provided by Rule 152-6. In particular, the U.S. broker-dealer would fulfill all of
the other enumerated duties under paragraph (a)(3)(iii)(A), including effecting the transactions,
issuing required confirmations and maintaining required books and records relating to the
transactions.

In general, the difficulties described above relate primarily to transactions in foreign
securities and U.S. Government securities and thus the Firms do not, at present,
request that the staff address the issues that would be posed more generally by
transactions involving U.S. securities, although it may be appropriate to do so in the
context of anticipated rulemaking in this area.

The inability of a foreign broker-dealer to receive and safeguard securities for
customers in transactions effected under Rule 15a-6 presents a hindrance to the
effective provision of cross-border securities services to U.S. investors. The laws of
several foreign jurisdictions effectively prohibit a U.S. broker-dealer from clearing and
settling transactions for its customers in those jurisdictions. In light of the obstacles
that local legal, tax and similar restrictions may pose to the ability of a U.S. broker-
dealer to provide safekeeping services to U.S. customers investing in a foreign country,
we understand that the Commission staff has been and would continue to be willing to
provide individual firms with prompt assistance addressing these concerns on a case-
by-case basis through the no-action process. See Morgan Stanley India Securities Pvt.
Ld. (December 20, 1996).
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The requested relief would apply solely to the operational issue of the transfer
of funds and securities between a foreign broker-dealer and a U.S. institutional investor or a
major U.S. institutional investor (including an entity qualifying pursuant to the relief requested
in Part II. A of this letter) in the context of clearance and settlement of transactions in foreign
securities or U.S. Government securities between that foreign broker-dealer and that U.S.
investor where the foreign broker-dealer is not acting as custodian for the U.S. investor. We
understand that the granting of such relief should not be construed to suggest that the staff has
made any implicit or explicit determination regarding the permissibility of any particular '
transaction or custodial arrangement related to such a transfer. In other words, the foreign
broker-dealer would continue to be required to ensure that each such transaction and any
custodial arrangement qualifies in all other respects for exemption under the Rule, even though
the direct transfer of funds and securities would be permitted to occur as described above.

C. Permissible Contacts with U.S. Investors by Foreign Associated Persons
of U.S.-Affiliated Foreign Dealers

Paragraph (a)(3) of Rule 15a-6 requires that an associated person of aU.S.
broker-dealer intermediary participate in certain communications between foreign associated
persons of a foreign broker-dealer and U.S. investors. Specifically, paragraph (a)(3)(iii)(B)
requires that an associated person of the U.S. broker-dealer intermediary participate in any
oral communications between foreign associated persons and U.S. institutional investors that
are not “major U.S. institutional investors,” and paragraph (a)(3)(ii)(A)(1) requires
participation by an associated person of the U.S. broker-dealer intermediary in connection with
visits in the United States by a foreign associated person with both U.S. institutional investors
and major U.S. institutional investors.

1. Chaperoning Requirements

The “chaperoning” requirements prescribed by paragraph (a)(3) of Rule 15a-6
have proven awkward to implement in practice, particularly in the context of Asian markets
separated from the United States by a large number of time zones. Moreover, “chaperoning”
provides only slight policy benefits given the experience and capabilities of the U.S.
institutional investors eligible to enter into transactions under paragraph (a)(3) and the other
investor protections provided under that exemption, including in particular the requirement
that any foreign associated person not be subject to a “statutory disqualification” as defined in
Section 3(a)(39) of the Exchange Act. In addition, the apparent absence of significant abuses
in the context of major U.S. institutional investors (for whom “chaperoning” of oral
communications generally is not required) since the adoption of Rule 15a-6 further confirms
the appropriateness of limiting the scope of the chaperoning requirement for all U.S.
institutional investors eligible to have direct contacts with foreign broker-dealers under the
Rule.
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Accordingly, the Firms request that the staff grant no-action relief that would
permit foreign associated persons of a U.S.-Affiliated Foreign Dealer, without the
participation of an associated person of an affiliated Firm,® to (i) engage in oral
communications from outside the United States with U.S. institutional investors where such
communications take place outside of the trading hours of the New York Stock Exchange (L&.,
at present, 9:30 a.m. to 4:00 p.m. New York Time), so long as the foreign associated persons
do not accept orders to effect transactions other than those involving foreign securities (as
defined in note 5 above) and, (ii) have in-person contacts during visits to the United States
with major U.S. institutional investors (including those investors with which a U.S.-Affiliated -
Foreign Dealer would be able to enter into transactions pursuant to the relief requested in Part
IL.A of this letter), so long as the number of days on which such in-person contacts occur does
not exceed 30 per year and the foreign associated persons engaged in such in-person contacts
do not accept orders while in the United States to effect securities transactions.

2. Electronic Quotation Systems

In the adopting release for Rule 152-6,° the Commission directed a number of
comments to the application of the broker-dealer registration requirement to foreign broker-
dealers whose quotations are distributed to investors through electronic systems. Specifically,
the Adopting Release sets forth the interpretive position that Rule 15a-6 "generally would
permit the U.S. distribution of foreign broker-dealers’' quotations by third party systems . . .
that distributed these quotations primarily in foreign countries,” but indicated that this position

We understand that foreign associated persons of the U.S.-Affiliated Foreign Dealers
would continue to be able to have “unchaperoned” contacts with U.S. persons at any
time if they are “two-hatted” (Le., also qualified as registered representatives acting on
behalf of and under the supervision of an affiliated Firm under U.S. self-regulatory
organization guidelines).

In addition to the specific relief relating to “chaperoned” contacts described above, the
Firms request clarification from the staff that the limitations set forth in paragraph
(2)(2)(ii) of Rule 15a-6 would not prohibit a foreign broker-dealer from initiating
follow-up contacts with major U.S. institutional investors (including those entities
qualifying pursuant to the relief requested in Part II.A of this letter) to which it has
furnished research reports, if such follow-up contacts occur in the context of a
relationship between a foreign broker-dealer and a U.S. intermediary broker-dealer
under the Rule.

10 Release No. 27017 (July 11, 1989), 54 Fed. Reg. 30,013 (July 18, 1989) (the

"Adopting Release").
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would be available "only to third-party systems that did not allow securities transactions to be
executed between the foreign broker-dealer and persons in the U.S. through the systems." "
In the Firms' view, because third-party quotation services have become increasingly global in
scope since the time of the adoption of Rule 15a-6, this distinction between systems that
distribute quotations primarily in the U.S. and systems that distribute quotations “primarily in
foreign countries” can no longer, in practice, serve as a useful dividing line for achieving the
" Commission’s regulatory objectives.

With respect to proprietary quotation systems, the Adopting Release noted that
«direct dissemination of a foreign market maker's quotations to U.S. investors, such as
through a private quote system controlled by a foreign broker-dealer” would not be
appropriate because the dissemination of such quotations would constitute a direct inducement
to trade with that foreign broker-dealer.’? There is no express indication, however, that the
Commission’s position in the Adopting Release is intended to preclude a foreign broker-dealer
from directly "inducing” U.S. investors to trade with the foreign broker-dealer via a quotation
system where the U.S. investor subscribes to the quotation system through a U.S. broker-
dealer, the U.S. broker-dealer has continuing access to the quotation system, and the foreign
broker-dealer's other contacts with U.S. investors are permissible under Rule 15a-6.

Where a U.S. institutional investor effects transactions through a U.S. broker-
dealer intermediary, no customer protection or other policy objective would seem to be served
by denying the institutional investor direct electronic access to the quotations of a foreign
broker-dealer -- especially since Rule 15a-6 currently provides clear authority for the
quotations to be conveyed orally (if inconveniently) through a registered representative
associated with the U.S. broker-dealer. In the Firms’ view, the availability of improved
technologies for providing investors with quotations should not be restricted merely because it
is impossible to “chaperone” a data transmission.

Accordingly, the Firms request the staff's advice clarifying that, in light of this
technological evolution, the interpretive portions of the Adopting Release requiring operation
of quotation systems by third parties that primarily distribute quotations in foreign countries no

1 The Commission stated, however, that foreign broker-dealers whose quotes were

distributed through such systems would not be allowed to initiate contacts with U.S.
persons "beyond those exempted under [Rule 152-6], without registration or further
exemptive rulemaking.” Adopting Release, 54 Fed. Reg. at 30,018.

1 Adopting Release, 54 Fed. Reg. at 30,019.
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longer apply.13 In this connection, the Firms specifically request confirmation by the staff that
providing U.S. investors with access to proprietary and third-party screen-based quotation
systems that supply quotations, prices and other trade-reporting information input directly by
foreign broker-dealers will not constitute an impermissible “contact” with a foreign broker-
dealer, so long as any transactions between the U.S. investor and the foreign broker-dealer are
intermediated in accordance with the requirements of Rule 152-6."* In addition, we understand
that the staff would be willing to provide individual firms with prompt additional guidance
regarding the execution of such intermediated transactions through an automated trading
system operated by the registered U.S. broker-dealer intermediary.

M. Conclusion

Based on the foregoing, we request your advice that the staff would not
recommend that the Commission take any enforcement action against any of the Firms or any
U.S.-Affiliated Foreign Dealer in the event that a U.S.-Affiliated Foreign Dealer engages in
the securities activities described in Parts II.A through II.C above without registering as a
“broker” or “dealer” under Section 15 of the Exchange Act.

1 In addition to providing the specific clarification requested herein with regard to

screen-based information systems, the Firms additionally encourage the Commission to
continue its more general evaluation of issues under the Exchange Act and other federal
securities laws relating to the impact of emerging technologies on the U.S. regulatory
regime, including issues relating to electronic trading systems.

" We recognize in this connection, however, that a foreign broker-dealer that directs

quotations to U.S. investors through a proprietary system (as distinct from a third-party
system) would be viewed as having “solicited” any resulting transactions (and thus
could not rely on the exemption in paragraph (a)(1) of Rule 15a-6), although it would
continue to be allowed to effect transactions in reliance on other available provisions of
the Rule.
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We would appreciate consideration of these matters as promptly as practicable.
If for any reason the staff.is not disposed to grant the requested no-action relief, we would also
appreciate an opportunity to discuss the situation with the staff prior to the issuance of any
formal letters. Questions regarding this no-action request should be directed to the

undersigned (at 202-728-2758).
Sipcerely yours, {
T}

!‘ I N/ )
vaanni P. Prezioso

cc:  Mr. Robert L.D. Colby
Deputy Director
Division of Market Regulation

Ms. Catherine McGuire
Chief Counsel
Division of Market Regulation
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retirement, thrift, savings, incentive, stock purchase, stock
ownership, stock appreciation, stock option, dividend reinvestment or

included within one rule 415 registration.
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of the following activities:

(A) Preparing any written communication or delivering such
communication through the mails or other means that does not
purchaser; Provided, however, that the content of such
communication is approved by a partner, officer or director of the

(B) Responding to inquiries of a potential purchaser in a
communication initiated by the potential purchaser; Provided,
however, That the content of such responses are limited to
information contained in a registration statement filed under the
Securities Act of 1933 or other offering document; or

(C) Performing ministerial and clerical work involved in effecting any
transaction.

(c) Definitions. When used in this section:

(1) The term associated person of an issuer means any natural

(2) The term associated person of a broker or dealer means any
partner, officer, director, or branch manager of such broker or dealer (or
any person occupying a similar status or performing similar functions),
any person directly or indirectly controlling, controlled by, or under
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dealer whose functions are solely clerical or ministerial and any person
who is required under the laws of any State to register as a broker or

[50 FR 27946, July 9, 1985]
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Regulation of Investment Advisers by the
U.S. Securities and Exchange Commission

Introduction

Money managers, investment consultants, and financial planners are regulated in the
United States as “investment advisers” under the U.S. Investment Advisers Act of 1940
(“Advisers Act” or “Act”) or similar state statutes. This outline describes the regulation
of investment advisers by the U.S. Securities and Exchange Commission (“SEC”).

The Advisers Act is the last in a series of federal statutes intended to eliminate abuses in
the securities industry that Congress believed contributed to the stock market crash of
1929 and the depression of the 1930s. The Act is based on a congressionally-mandated
study of investment companies, including consideration of investment counsel and
investment advisory services, carried out by the SEC during the 1930s.! The SEC’s
report traced the history and growth of investment advisers and reflected the position
that investment advisers could not properly perform their function unless all conflicts of
interest between them and their clients were removed. The report stressed that a
significant problem in the industry was the existence, either consciously or, more likely,
unconsciously, of a prejudice by advisers in favor of their own financial interests.

The SEC’s report culminated in the introduction of a bill that, with some changes,
became the Advisers Act. The Act, as adopted, reflects congressional recognition of the
delicate fiduciary nature of the advisory relationship, as well as Congress’ desire to
eliminate, or at least expose, all conflicts of interest that might cause advisers, either
consciously or unconsciously, to render advice that is not disinterested.?

The outline that follows is divided into five sections, each of which addresses a
different question: Who is an “investment adviser?” Which investment advisers must
register with the SEC? Who must register under the Act? How does an investment
adviser register under the Act? What are the requirements applicable to an investment
adviser registered under the Act?

The U.S. Securities and Exchange Commission, as a matter of policy, disclaims responsibility for any
private publication or statement by any of its employees. The views expressed in this outline are those
of the staff of the Investment Adviser Regulation Office, and do not necessarily reflect the views of the
U.S. Securities and Exchange Commission or others on the staff of the U.S. Securities and Exchange
Commission. The Investment Adviser Regulation Office would like to thank Robert E. Plaze, the
original author of this outline, for his substantial contribution.

See Investment Trusts and Investment Companies, Report of the Securities and Exchange Commission,
Pursuant to Section 30 of the Public Utility Holding Company Act of 1935, on Investment Counsel,
Investment Management, Investment Supervisory and Investment Advisory Services, H.R. Doc. No.
477, 76" Cong., 2d Sess. (1939).

SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 189, 191-192 (1963).



Who is an Investment Adviser?

A. Definition of Investment Adviser

Section 202(a)(11) of the Act defines an investment adviser as any person or firm
that:

*  for compensation;
* isengaged in the business of;
®  providing advice to others or issuing reports or analyses regarding securities.

A person must satisfy all three elements to fall within the definition of
“investment adviser,” which the SEC staff has addressed in an extensive
interpretive release explaining how the Act applies to financial planners, pension
consultants and other persons who, as a part of some other financially related
services, provide investment advice.® Published in 1987, Investment Advisers Act
Release No. 1092 represents the views of the Division of Investment
Management, which is primarily responsible for administering the Act.

1.  Compensation. The term “compensation” has been broadly construed.
Generally, the receipt of any economic benefit, whether in the form of an
advisory fee, some other fee relating to the total services rendered, a
commission, or some combination, satisfies this element.* The person
receiving the advice or another person may pay the compensation.

2. Engaged in the Business. A person must be engaged in the business of
providing advice. This does not have to be the sole or even the primary
activity of the person. Factors used to evaluate whether a person is engaged
are: (i) whether the person holds himself out as an investment adviser; (ii)
whether the person receives compensation that represents a clearly definable
charge for providing investment advice; and (iii) the frequency and
specificity of the investment advice provided.®> Generally, a person
providing advice about specific securities will be “engaged in the business”
unless specific advice is rendered only on a rare or isolated occasion.®

Applicability of the Investment Advisers Act of 1940 to Financial Planners, Pension Consultants, and
Other Persons Who Provide Others with Investment Advice as a Component of Other Financial
Services, Investment Advisers Act Release No. 1092 (Oct. 8, 1987) (“Release 1092”).

Id.; see also Kenisa Oil Company, SEC Staff No-Action Letter (May 6, 1982); SEC v. Fife, 311 F. 3d
1 (1st Cir. 2002) (a person provides advice “for compensation” if it understands that successful
investment will yield it a commission); In the Matter of Alexander V. Stein, Investment Advisers Act
Release. No. 1497 (June 8, 1995) (a person receives “compensation” if it fraudulently converts client
funds to its own use).

Zinn v. Parish, 644 F.2d 360 (7th Cir. 1981); Release 1092, supra note 3.

For instance, the SEC staff would not view an employer providing advice to an employee in connection
with an employer-sponsored employee benefit program to be in the business of providing advice, see
Letter to Olena Berg, Assistant Secretary, Department of Labor, from Jack W. Murphy, Chief Counsel,
Division of Investment Management, SEC (Feb. 22, 1996). See also Zinn, supra note 5 at 364
(“isolated transactions with a client as an incident to the main purpose of his management contract to
negotiate football contracts do not constitute engaging in the business of advising others on investment
securities.”).



3. Advising Others about Securities

a.  Advice about Securities. A person clearly meets the third element of
the statutory test if he provides advice to others about specific
securities, such as stocks, bonds, mutual funds, limited partnerships,
and commaodity pools. The SEC staff has stated that advice about real
estate, coins, precious metals, or commodities is not advice about
securities.” The more difficult questions arise with less specific
advice, or advice that is only indirectly about securities. The SEC staff
has stated in this regard:

(i) advice about market trends is advice about securities;®

(if) advice about the selection and retention of other advisers is
advice about securities;’

(iii) advice about the advantages of investing in securities versus
other types of investments (e.g., coins or real estate) is advice
about securities; ™

(iv) providing a selective list of securities is advice about securities
even if no advice is provided as to any one security;** and

(v) asset allocation advice is advice about securities.*?

b.  Advising Others. Questions about whether a person advises “others”
usually arise when a client is not a natural person. The SEC staff
generally looks to the substance of the arrangement rather than its
form:

(1) A general partner of a limited partnership that provides advice
with respect to the investments of partnership assets is advising
others (the limited partners) even where the general partner may
have legal title to these assets.™

Robert R. Champion, SEC Staff No-Action Letter (Sept. 22, 1986).

Dow Theory Forecasts, SEC Staff No-Action Letter (Feb. 2, 1978). Thus, market-timing advice is
advice about securities. See Maratta Advisory, Inc., SEC Staff No-Action Letter (July 16, 1981).

Release 1092, supra note 3; FPC Securities Corp., SEC Staff No-Action Letter (Dec. 1, 1974). See
also SEC v. Bolla, 401 F.Supp. 43 (D.D.C. 2005), aff’d. in relevant part, SEC v. Washington
Investment Network, 475 F.3d 392 (D.C. Cir. 2007) (person selecting investment advisers for clients
meets the Advisers Act’s definition of “investment adviser”).

Release 1092, supra note 3.

RDM Infodustries, Inc., SEC Staff No-Action Letter (Mar. 25, 1996). The SEC staff takes the position
that providing information about securities in a report does not constitute providing advice about the
securities if: (i) the information is readily available to the public in its raw state; (ii) the categories of
information presented are not highly selective; and (iii) the information is not organized or presented in
a manner that suggests the purchase, holding, or sale of any security. See id.

Maratta Advisory, Inc., supra, note 8. See also SEC v. Bolla, supra, note 9.

Abrahamson v. Fleschner, 566 F.2d 862, 870 (2d Cir. 1977), cert. denied, 436 U.S. 913 (1978); SEC v.
Haligiannis, 470 F. Supp. 2d 373, 383 (S.D.N.Y. 2007).



(i) A wholly-owned corporate subsidiary exclusively advising the
parent or another wholly owned corporate subsidiary would not
generally be considered advising “others.”**

c. Investment Banking. The SEC staff does not believe that the Act
applies to persons whose activities are limited to advising issuers
concerning the structuring of their securities offerings (although such
advice may technically be about securities)."

d.  Non-U.S. Clients. The Act is silent regarding whether the clients must
be U.S. persons. The SEC takes the position that a U.S. person
providing advice exclusively to non-U.S. persons would still be subject
to the Act.'®

Exclusions from Definition

There are several exclusions from the investment adviser definition available to
persons who presumably (or at least arguably) satisfy all three elements of the
definition. A person eligible for one of the exclusions is not subject to any
provisions of the Act.

1.  Banks and Bank Holding Companies. This exclusion is generally limited to
U.S. banks and bank holding companies.” The SEC staff has stated that the
exclusion is unavailable to non-U.S. banks,*® credit unions, and investment
adviser subsidiaries of banks or bank holding companies.™

2. Lawyers, Accountants, Engineers, and Teachers. The professional exclusion
is available only to those professionals listed, and only if the advice given is
incidental to the practice of their profession. Factors considered by staff to
evaluate whether advice is incidental to a profession are: (i) whether the
professional holds himself out as an investment adviser; (ii) whether the
advice is reasonably related to the professional services provided; and (iii)
whether the charge for advisory services is based on the same factors that
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See Zenkyoren Asset Management of America Inc., SEC Staff No-Action Letter (June 30, 2011).

See, e.g., The Applicability of the Investment Advisers Act of 1940 to Financial Advisors to Municipal
Bond Issuers, Division of Investment Management, SEC Staff Legal Bulletin No. 11 (Sept. 19, 2000),
available at http://www.sec.gov/interps/legal.shtml.

See Release 3221, infra note 46, at n.76.

The term “bank” is defined in section 202(a)(2) of the Act. In 2001, the Act’s definition of
“investment adviser” was amended so that banks and bank holding companies are not eligible for this
exclusion to the extent that they serve or act as an investment adviser to a registered investment
company. However, if, in the case of a bank, such services or actions are performed through a
separately identifiable department or division, the department or division, and not the bank itself, is
deemed to be the investment adviser. The term “separately identifiable department or division” is
defined in section 202(a)(26).

Letter to Rep. William J. Hughes from Stanley B. Judd, Deputy Chief Counsel, Division of Investment
Management, SEC (June 4, 1980).

First Commerce Investors, Inc., SEC Staff No-Action Letter (Jan. 31, 1991); Southwest Corporate
Federal Credit Union, SEC Staff No-Action Letter (May 31, 1983).



determine the professional’s usual charge.?

3. Brokers and Dealers. A broker or dealer that is registered with the SEC
under the Securities and Exchange Act of 1934 (“Exchange Act”) is
excluded from the Act if the advice given is: (i) solely incidental to the
conduct of its business as broker or dealer, and (ii) it does not receive any
“special compensation” for providing investment advice.

a.  Solely Incidental. The SEC has stated that investment advice is “solely
incidental” to brokerage services when the advisory services rendered
are “in connection with and reasonably related to the brokerage
services provided.”?! If advice is not “solely incidental,” a broker-
dealer is subject to the Advisers Act regardless of the form of
compensation it receives.

b.  Special Compensation. Generally, to avoid receiving “special
compensation,” a broker or dealer relying on this exclusion must
receive only commissions, markups, and markdowns.?*

Bundled Fees. The SEC has stated a broker or dealer that receives a
fee based on a percentage of assets that compensates the broker or
dealer for both advisory and brokerage services receives “special
compensation.”?®

Separate or Identifiable Charge. The SEC has stated that a broker-
dealer charges “special compensation” when it charges its customer a
separate fee for investment advice, or when it charges its customers
different commission rates, one with advice and one without, because
the difference represents a clearly definable charge for investment
advice.?

Broker-Dealer Agents. The SEC staff has stated that a registered
representative of a broker-dealer can rely on the exclusion if she is: (i)
giving advice within the scope of her employment with the broker-
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Release 1092, supra note 3; Henry S. Miller Companies of Dallas, Texas, SEC Staff No-Action Letter
(Feb. 21, 1975).

Certain Broker-Dealers Deemed Not To Be Investment Advisers, Investment Advisers Act Release No.
2376 (Apr. 12, 2005) (“Release 2376”), available at http://www.sec.gov/rules/final/34-51523.pdf.

Section 202(a)(11)(C). See S. Rep. No. 76-1775 at 22; H.R. Rep. No. 76-2639 at 28 (the term
“investment adviser” was “so defined as specifically to exclude . . . brokers (insofar as their advice is
merely incidental to brokerage transactions for which they receive only brokerage commissions.”)).

In Release 2376, the SEC adopted a rule that, among other things, deemed brokers charging asset-
based brokerage fees (rather than commissions, mark-ups, or mark-downs) not to be investment
advisers based solely on their receipt of special compensation. The rule was vacated for other reasons
by a federal court in March 2007. Financial Planning Association v. SEC, 482 F.3d (D.C. Cir. 2007).
See also National Regulatory Services, SEC Staff No-Action Letter (Dec 2, 1992) at n.3.

Final Extension of Temporary Exemption from the Investment Advisers Act for Certain Brokers and
Dealers, Investment Advisers Act Release No. 626 (Apr. 27, 1978) (“Release 626). See also, Opinion
of the General Counsel Relating to Section 203(b)(3)of the Investment Advisers Act of 1940,
Investment Advisers Act No. 2 (Oct. 28, 1940). The Commission proposed to codify this
interpretation in a rule. See Interpretive Rule under the Advisers Act Affecting Broker-Dealers,
Investment Advisers Act Release No. 2652 (Sept. 24, 2007).



dealer; (ii) the advice is incidental to her employer’s brokerage
activities; and (iii) she receives no special compensation for her
advice.?

Brokerage Customers. The SEC has stated that a broker-dealer does
not have to treat its brokerage customers to whom it provides
investment advice as advisory clients simply because it is registered
under the Advisers Act. It must treat as an advisory client only those
accounts for which it provides advice (i.e., non-incidental advice) or
receives compensation (i.e., special compensation) that subjects the
broker-dealer to the Advisers Act.?

4.  Publishers. Publishers are excluded from the Act, but only if a publication:
(i) provides only impersonal advice (i.e., advice not tailored to the individual
needs of a specific client);?’ (ii) is “bona fide,” (containing disinterested
commentary and analysis rather than promotional material disseminated by
someone touting particular securities); and (iii) is of general and regular
circulation (rather than issued from time to time in response to episodic
market activity).?®

5. Government Securities Advisers. This exclusion is available to persons and
firms whose advice is limited to certain securities issued by or guaranteed by
the U.S. government.”

6.  Credit Rating Agencies. This exclusion is available to any rating agency
regulated under section 15E of the Exchange Act as a “nationally recognized
statistical rating organization.”*

25

26

27

28

29

30

Institute of Certified Financial Planners, SEC Staff No-Action Letter (Jan. 21, 1986).

Release 626, supra note 24. The Commission has proposed to codify this interpretation in a rule. See
Interpretive Rule under the Advisers Act Affecting Broker-Dealers, supra note 24.

See Weiss Research, Inc., et al, Investment Advisers Act Release No. 2525 (June 22, 2006) (newsletter
publisher deemed to be an investment adviser providing personalized investment advice whose “auto-
trading” program sent signals to broker-dealer, which automatically traded subscriber/customer
securities consistent with signals).

Section 202(a)(11)(D). See Lowe v. SEC, 472 U.S. 181 (1985); SEC v. Gun Soo Oh Park, A/K/A Tokyo
Joe, and Tokyo Joe’s Societe Anonyme Corp., 99 F. Supp. 2d 889 (N.D. Ill. 2000). If a publisher is
required to register as a result of some other advisory activity, the adviser is subject to all of the
provisions of the Act and SEC rules with respect to the publication. See Investment Advisers Act
Release No. 870 (July 15, 1983)(“Release 870”).

Section 202(a)(11)(E). The scope of the exception includes persons whose advice is limited to:

(i) direct obligations of the Federal government (e.g., U.S. Treasury obligations); (ii) securities subject
to guarantees from the Federal government; and (iii) securities issued by or guaranteed by corporations
whose securities are designated by the Secretary of the Treasury as exempt from the Exchange Act.
The SEC staff has stated that advice about repurchase agreements collateralized by U.S. government
securities does not fall within the exception. J.Y. Barry Arbitrage Management, Inc., SEC Staff No-
Action Letter (Oct. 18, 1989). See also In the Matter of Rauscher Pierce Refsnes, Inc., et al.,
Investment Advisers Act Release No. 1863 (Apr. 6, 2000) (“Because Rauscher’s advice was not
limited to Treasury securities or other government securities as described in section 202(a)(11)(E), that
provision did not operate to exclude Rauscher from the definition of investment adviser.”).

Section 202(a)(11)(F), containing this exclusion for rating agencies, was added to the Act by the Credit
Rating Agency Reform Act of 2006. Pub. L. No. 109-291, 120 Stat. 1327 (Sept. 29, 2006).



7. Family Offices. A family office that manages the wealth and other affairs of
a single family is excluded from the investment adviser definition if it: (i)
provides investment advice only to family clients; (ii) is wholly owned by
family clients and exclusively controlled by family members and/or certain
family entities; and (iii) does not hold itself out® to the public as an
investment adviser. >

a.  Family Members. A family office’s “family members” include all
lineal descendants (including adopted children, stepchildren, foster
children, and, in some cases, persons who were minors when a family
member became their legal guardian) of a common ancestor (no more
than 10 generations removed from the youngest generation of family
members), and such lineal descendants’ spouses or spousal
equivalents.®

b.  Family Clients. The family office’s clients generally may include
family members; key employees; any non-profit or charitable
organization funded exclusively by family clients; any estate of a
family member, former family member, key employee, or subject to
certain conditions, a former key employee; certain family client trusts;
and any company wholly owned by and operated for the sole benefit of
family clients.*

8.  Governments and Political Subdivisions. The Act does not apply to the U.S.
government, state governments and their political subdivisions, and their
agencies or instrumentalities, including their officers, agents, or employees
acting in their official capacities.®

9.  Non-U.S. Advisers. There is no exemption for non-U.S. advisers. Non-U.S.
persons advising U.S. persons are subject to the Act and must register under
the Act® unless eligible for one of the exemptions discussed below (e.g., the
“foreign private adviser” registration exemption).®” The SEC does not
accept “home state registration” of non-U.S. advisers in lieu of SEC
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See infra notes 69 to 72 and accompanying text for discussion of “holding out.”

Rule 202(a)(11)(G)-1(b)(defining “family office” for purpose of section 202(a)(11)(G), which was
added to the Act by the Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, 124 Stat. 1376 (2010) (“Dodd-Frank Act™)). Family offices that do not meet these conditions
must register with the SEC unless another exemption is available. Rule 202(a)(11)(G)-1(e)(2).

Rule 202(a)(11)(G)-1(d)(6).

Rule 202(a)(11)(G)-1(d)(4). Key employees include executive officers, directors, trustees, general
partners, or any person serving in a similar capacity for the family office or its affiliated family office,
and certain employees who have participated in the investment activities of the family office or its
affiliated family office for at least 12 months. Rule 202(a)(11)(G)-1(d)(8).

Section 202(b).

In the Matter of Banco Espirito Santo S.A., Investment Advisers Act Release No. 3304 (Oct. 24, 2011)
(The SEC brought an enforcement action against a commercial bank headquartered in Portugal for
violating section 203(a) by marketing its portfolio of financial services, including offering securities
and providing advice regarding those securities, to U.S. residents who were primarily Portuguese
immigrants without registering with the Commission.).

See Section 1. B. 3 of this outline for discussion of the foreign private adviser exemption.



registration.®

The SEC has authority to designate, by rule or order, other persons who are not
within the intent of the definition of investment adviser.*

Which Investment Advisers Must Register Under the Advisers Act?

A firm that falls within the definition of “investment adviser” (and is not eligible for
one of the exclusions) must register under the Advisers Act, unless it (i) is prohibited
from registering under the Act because it is a smaller firm regulated by one or more of
the states or (ii) qualifies for an exception from the Act’s registration requirement.*® All
advisers, registered or not, are subject to the Act’s anti-fraud provisions.

A. Prohibitions from Registration

Until 1996, most investment advisers were subject to regulation by both the SEC
and one or more state regulatory agencies. The Act was amended in 1996 and
again in 2010 to allocate regulatory responsibility between the SEC and the
states.** Today, most small advisers and “mid-sized advisers” are subject to state
regulation of advisers and are prohibited from registering with the SEC.** Most
large advisers (unless an exemption is available) must register with the SEC, and
state adviser laws are preempted for these advisers.*
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On June 12, 2007, the SEC held a “roundtable discussion” at which the possibility of revising its
approach to mutual recognition was discussed. The SEC press release concerning the roundtable stated
that “selective mutual recognition would involve the SEC permitting certain types of foreign financial
intermediaries to provide services to U.S. investors under an abbreviated registration system, provided
those entities are supervised in a foreign jurisdiction under a securities regulatory regime substantially
comparable (but not necessarily identical) to that in the United States.” See
http://www.sec.gov/spotlight/mutualrecognition.htm.

Section 202(a)(11)(H). See, e.g., International Bank for Reconstruction and Development and
International Development, Investment Advisers Act Release Nos. 1971 (Sept. 4, 2001) (notice) and
1955 (July 27, 2001) (order) (declaring World Bank instrumentalities not to be investment advisers
under the Act). Section 202(a)(11)(H) had been designated as section 202(a)(11)(F) until 2006, and as
202(a)(11)(G) until 2011, when it was re-designated by the Dodd-Frank Act.

Section 203(a).

National Securities Markets Improvements Act of 1996 (“NSMIA”), Pub. L. No. 104-290, 110 Stat.
3416 (1996); Dodd-Frank Act, supra note 32. Most of the provisions amending the Advisers Act to
allocate regulatory responsibilities between the SEC and state governments have been codified in
section 203A.

Section 203A(a). Section 203A creates a prohibition, not an exemption. See In the Matter of Matthew
P. Brady, Investment Advisers Act Release No. 2178 (Sept. 30, 2003); In the Matter of Warwick
Capital Management Inc., Initial Decision Release No. 327 (Feb. 15, 2007); Credit Agricole Asset
Management Alternative Investments, Inc., SEC Staff No-Action Letter (Aug. 7, 2006). See also In the
Matter of Royal Oak Capital Management, LLC, Investment advisers Act Release No. 3354 (Jan. 17,
2012) (cancelling the registration of an adviser that did not have required amount of assets under
management to remain registered with the SEC).

See Sections 203(a) (registration required) and 203A(b) (preemption of state law).



1.  Operation of Section 203A of the Advisers Act

a.  Small Advisers. Advisers with less than $25 million of assets under
management are regulated by one or more states unless the state in
which the adviser has its principal office and place of business has not
enacted a statute regulating advisers.** Thus, unless an exemption is
available (discussed below), only a small adviser with its principal
office and place of business in Wyoming (which has not enacted a
statute regulating advisers) may register with the SEC.

b.  Mid-Sized Advisers. Generally advisers with between $25 million and
$100 million of assets under management™® are regulated by one or
more states if (i) the adviser is registered with the state where it has its
principal office and place of business (e.g., it cannot take advantage of
an exemption from state registration), and (ii) the adviser is “subject to
examination” by that state securities authority.*® Unless an exemption
is available, a mid-sized adviser with its principal office and place of
business in New York or Wyoming is not “subject to examination” and
must register with the SEC."’

c.  Non-U.S. Advisers. Advisers whose principal office and place of
business is outside the United States are not prohibited from
registering with the SEC and thus are not subject to the assets under
management thresholds.*® A non-U.S. adviser giving advice to U.S.
persons*® must register with the SEC (and thus may avoid registration
with state regulators), unless an exemption from registration is
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Section 203A(a)(1) prohibits any adviser from registering with the SEC that is regulated or is required
to be regulated in the state in which it maintains its principal office and place of business. The SEC
interprets this provision to mean the prohibition applies only to an adviser that maintains its principal
office and place of business in a state that has enacted an investment adviser statute. Rules
Implementing Amendments to the Investment Advisers Act of 1940, Investment Advisers Act Release
No. 1633 (May 15, 1997) (“Release 1633") at n.83 and accompanying text.

The Dodd-Frank Act raised the threshold for advisers to register with the SEC to $100 million of assets
under management. See section 410 of Dodd-Frank Act. A mid-sized adviser may register when it
acquires $100 million of assets under management and must register once it obtains $110 million of
assets under management, unless some other exemption is available. Rule 203A-1(a)(1). Once
registered with the SEC, a mid-sized adviser is not required to withdraw from SEC registration and
register with the states until the adviser has less than $90 million of assets under management. Id.

Section 203A(a)(2) prohibits a mid-sized adviser from registering with the SEC if the adviser is
required to be registered as an adviser in the state where it has its principal office and place of business
and is subject to examination by that state. See Rule Implementing Amendments to the Investment
Advisers Act of 1940, Investment Advisers Act Release No. 3221 (June 22, 2011) (“Release 3221").

See Instructions for Item 2 of Part 1A of Form ADV; Division of Investment Management: Frequently
Asked Questions Regarding Mid-Sized Advisers, available at
www.sec.gov/divisions/investment/midsizedadviserinfo.htm. New York and Wyoming did not advise
the SEC staff that advisers registered with them are subject to examination. See Release 3221 at n.152,
supra note 46.

See Release 1633, supra note 44 at Section Il. E. An adviser with a principal office and place of
business in another country does not have a principal office and place of business in a U.S. state that
regulates investment advisers.

See infra note 64 for discussions of the definition of a “U.S. person.”



available (in which case it may be subject to state registration
requirements).*

2.  Exceptions to Prohibition. Section 203A and SEC rules carve out several
exceptions from the assets under management tests.

a.  Advisers to Investment Companies. Advisers to investment companies
registered under the Investment Company Act of 1940 (the
“Investment Company Act”) must register with the SEC.** The
exception is not available to an adviser that simply gives advice about
investing in investment companies.*

b.  Advisers to Business Development Companies. Advisers with at least
$25 million of assets under management that advise a company which
has elected to be a business development company pursuant to section
54 of the Investment Company Act must register with the SEC.>

c.  Pension Consultants. Advisers providing advisory services to
employee benefit plans having at least $200M of assets may register
with the SEC (even though the consultant does not itself have those
assets under management).>*

d. Related Advisers. Advisers that control, are controlled by, or are under
common control of an SEC-registered adviser may register with the
SEC, but only if they have the same principal office and place of
business.>

e.  Newly-Formed Advisers. Advisers that are not registered, and have a
reasonable expectation that they will be eligible for SEC registration
within 120 days of registering, may register with the SEC.>®
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See Section I11. A. 3 of this outline for discussion of exemption from registration for foreign private
advisers.

Sections 203A(a)(1)(B); 203A(a)(2)(A).
See Instructions for Item 2 of Part 1A of Form ADV.
Section 203A(a)(2)(A). See also Item 2.A.(6) of Part 1A of Form ADV.

Rule 203(A)-2(a). In June 2011, the SEC increased the plan assets threshold required for pension
consultants from $50 million to $200 million. See Release 3221, supra note 46. In May 2005, the SEC
staff published a report detailing concerns with conflicts of pension fund consultants who help pension
managers evaluate money managers. See Staff Report Concerning Staff Examinations of Certain Select
Pension Fund Consultants, available at www.sec.gov/news/studies/pensionexamstudy.pdf. The SEC
settled an administrative proceeding with a pension consultant that breached its fiduciary obligations by
failing to disclose conflicts of interest. In the Matter of Yanni Partners, Inc., Investment Advisers Act
Release No. 2643 (Sept. 4, 2007) (pension consultant held itself out to be “independent” of money
managers sold subscriptions to data base to money managers it was evaluating).

Rule 203A-2(b).

Rule 203A-2(c). An adviser relying on this exception must file an amendment to its Form ADV at the
end of the 120 days indicating whether it has become eligible for SEC registration, or must withdraw
its SEC registration. An adviser that expects to be eligible for SEC registration because of the amount
of its assets under management must have $100M or more of assets under management no later than
120 days after its registration is declared effective. See Instructions for Item 2 of Part 1A of Form
ADV.
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f. Multi-State Advisers. Advisers that would otherwise be obligated to
register with 15 or more states may register with the SEC.*’

g. Internet Advisers. Certain advisers who provide advice though an
interactive web site may register with the SEC.®

3. State Law Still Applicable to SEC-Registered Advisers. Although state
investment adviser statutes do not apply to SEC-registered advisers, other
state laws, including other state securities laws, do apply. In addition, state
laws may (and most state laws continue to) require an SEC-registered
adviser to:

a.  comply with state anti-fraud prohibitions;
b.  provide the state regulator with a copy of its SEC registration;
c.  pay state licensing and renewal fees; and

d. license persons giving advice on behalf of the adviser, but only if the
person has a place of business in the state.*

4.  Federal Anti-Fraud Law Still Applicable to State-Registered Advisers. The
SEC continues to institute enforcement actions against state-registered
advisers charging violations of section 206 of the Act.®

Exemptions from Registration

The Advisers Act provides several exemptions from registration. The exemptions
are voluntary; advisers eligible for them can nonetheless register with the SEC.%*

1. Intrastate Advisers. Available to an adviser (i) all of whose clients are
residents of the state in which the adviser maintains its principal office and
place of business and (ii) that does not give advice about securities on any
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Section 203A(a)(2)(A); Rule 203A-2(d).

Rule 203A-2(e). Exemption for Certain Investment Advisers Operating Through the Internet,
Investment Advisers Act Release No. 2091 (Dec. 12, 2002), available at
http://www.sec.gov/rules/final/finalarchive/finalarchive2002.shtml.

SEC-registered advisers can comply with state requirements that they provide states with a copy of
their registration (so-called “notice filings”), pay state registration fees, and license advisory personnel
(in most states) through the electronic filing system (IARD) discussed below.

See, e.¢., In the Matter of James William Fuller, Investment Advisers Act Release No. 1842 (Oct. 4,
1999); In the Matter of Robert Radano, Investment Advisers Act Release No. 2750 (June 30, 2008);
SEC v. Aaron Donald Vallett and A.D. Vallett & Co., LLC, Litigation Release No. 21557 (June 16,
2010). Most of the anti-fraud rules adopted by the SEC pursuant to its authority under section 206(4)
of the Act (and discussed below) are not applicable to state-registered advisers. States have, however,
adopted similar rules in many cases.

Persons who voluntarily register under the Advisers Act, in circumstances where their registration may
not be required, are subject to all of the provisions and rules under the Advisers Act applicable to
persons required to register. See Release 870, supra note 28. State regulatory law is not preempted for
an adviser taking advantage of one of the exceptions from registration and thus the adviser may be
required to register with one or more state securities regulators. See discussion of state preemption in
Section I11. A. of this outline.
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national exchange.®

Updated 2.  Advisers to Insurance Companies. Available to an adviser whose only

clients are insurance companies.®

3. Foreign Private Advisers. Available to an adviser that (i) has no place of
business in the United States; (ii) has, in total, fewer than 15 clients in the
United States and investors in the United States in private funds advised by
the adviser; (iii) has aggregate assets under management attributable to these
clients and investors of less than $25 million; and (iv) does not hold itself
out generally to the public in the United States as an investment adviser.®*

The exemption for foreign private advisers was added by the Dodd-Frank
Act and replaces the private adviser exemption (i.e., an exemption for any
adviser with fewer than 15 clients) previously provided by the same section
of the Act, which was repealed. The SEC incorporated many of the rules
from ““old”” section 203(b)(3).

a.  Counting Clients

(1)  Multiple Persons as a Single Client. Rule 202(a)(30)-1 provides
that the following can be considered a single client:®

(A) anatural person and (i) any minor child of the natural person;
(i) any relative, spouse, spousal equivalent, or relative of the
spouse or of the spousal equivalent of the natural person with
the same principal residence; and (iii) all accounts or trusts of
which the persons described above are the only primary
beneficiaries; or

(B) acorporation, general or limited partnership, limited liability
company, trusts or other legal organization that receives
investment advice based on its investment objectives (rather
than the individual investment objectives of its owners),®
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Section 203(b)(1). The SEC staff takes the position that advice regarding investment companies
involves advice about “listed securities” if the investment company invests in listed securities. Roy
Heybrock, SEC Staff No-Action Letter (Apr. 5, 1992).

Section 203(b)(2). See also TACT Asset Mgmt., Inc., SEC Staff No-Action Letter (Oct. 24, 2012)
(stating that the staff would not recommend enforcement proceedings if a U.S. investment adviser
whose only client is a foreign insurance company does not register with the SEC).

Section 203(b)(3) (exempting “any investment adviser that is a foreign private adviser”); Section
202(a)(30) (defining a “foreign private adviser”). Rule 202(a)(30)-1 defines the term “in the United
States” by reference to the definitions of a “U.S. person” and the “United States” in Regulation S under
the Securities Act, except that the rule treats as “in the United States” any discretionary account owned
by a U.S. person and managed by a non-U.S. affiliate of the adviser. An adviser must assess whether a
person is “in the United States” at the time the person becomes a client or, in the case of an investor in
a private fund, each time the investor acquires securities issued by the fund. See rule 202(a)(30)-1, at
note to paragraph (c)(3)(i).

Rule 202(a)(30)-1. The rule provides a non-exclusive safe harbor for counting clients for purposes of
section 203(b)(3). See rule 202(a)(30)-1, at note to paragraphs (a) and (b).

An adviser must count an owner (e.g., a limited partner) as a client if it provides advice to that owner
“separate and apart” from the advice provided to the entity. Rule 202(a)(30)-1(b)(1). Cf. Latham &
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and two or more of these entities that have identical owners.

(i)  “Look through’ private funds. An adviser must count both its
direct clients and each investor in any “private fund” it advises.

No Double Counting. An adviser may treat as a single investor
any person who is an investor in two or more of the adviser’s
private funds.®’

Nominal Holders. An adviser may be required to also “look
through” persons who are nominal holders of a security issued by
a private fund to count the investors in the nominal holder when
determining if the adviser qualifies for the exemption. For
example, holders of the securities of any feeder fund in a master-
feeder arrangement may be deemed to be the investors of the
master fund.®®

b. Holding Out. The SEC staff views a person as holding himself out as
an adviser if he advertises as an investment adviser or financial
planner, uses letterhead indicating activity as an investment adviser, or
maintains a telephone listing or otherwise lets it be known that he will
accept new advisory clients,® or hires a person to solicit clients on his
behalf.”

(i) Participation in Non-Public Offerings. Foreign private advisers
will not be deemed to be holding themselves out generally to the
public in the United States as an investment adviser solely
because they participate in a non-public offering in the United
States of securities issued by a private fund pursuant to an
exemption from registration under the Securities Act of 1933.”

(i) Use of the Internet. An adviser using the Internet to provide
information about itself ordinarily would be “holding itself out”
as an adviser. However, the SEC has stated that it will not
consider a non-U.S. adviser, including foreign private advisers, to
be holding itself out as an adviser if:

(A) Prominent Disclaimer. The adviser’s web site includes a
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Watkins, SEC Staff No-Action Letter (Aug. 24, 1998); Burr, Egan, Deleage & Co., Inc., SEC Staff
No-Action Letter (Apr. 27, 1987).

Rule 202(a)(30)-1, at note to paragraph (c)(2).

Exemptions for Advisers to Venture Capital Funds, Private Fund Advisers With Less Than $150
Million in Assets Under Management, and Foreign Private Advisers, Investment Advisers Act Release
N0.3222 (June 22, 2011)(“Release 3222”) at Section I1.C.2.

See, e.g., William Bloor, SEC Staff No-Action Letter (Feb. 15, 1980); Richard J. Shaker, SEC Staff
No-Action Letter (Aug. 1, 1977); Al O’Brien Associates, SEC Staff No-Action Letter (Oct. 6, 1973).

Investment Advisers Act Release No. 688 (July 15, 1979) at n.9. See also Lamp Technologies, Inc.,
SEC Staff No-Action Letter (May 29, 1997) (investment adviser not “holding itself out generally to the
public as an investment adviser” solely by virtue of posting information about certain private funds
(e.g., hedge funds) on a password-protected web site that is accessible only by accredited investors).

Rule 202(a)(30)-1(d).
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prominent disclaimer making it clear that its web site
materials are not directed to U.S. persons; and

(B) Procedures. The adviser implements procedures reasonably
designed to guard against directing information about its
advisory services to U.S. persons (e.g., obtaining residency
information before sending further information).”

4.  Charitable Organizations and Plans. Available to an adviser that is a
charitable organization or a charitable organization’s employee benefit plan,
including a trustee, officer, employee, or volunteer of the organization or
plan to the extent that the person is acting within the scope of his
employment or duties.”

5. Commodity Trading Advisors

a.  Generally. Available to any adviser that is registered with the U.S.
Commodity Futures Trading Commission (“CFTC”) as a commodity
trading advisor and whose business does not consist primarily of acting
as an investment adviser and that does not advise a registered
investment company or a business development company.’

b.  Commodity Trading Advisors to Private Funds. Available to any
adviser registered with the CFTC as a commaodity trading advisor that
advises a private fund, provided that the adviser must register with the
SEC if its business becomes predominantly the provision of securities-
related advice.”

6.  Private Fund Advisers. Available to an adviser solely to private funds that
has less than $150 million in assets under management in the United
States.”® An adviser that has any other type of client is not eligible for the
exemption.”’
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7

Statement of the Commission Regarding Use of Internet Web Sites to Offer Securities, Solicit Securities
Transactions or Advertise Investment Services Offshore, Investment Advisers Act Release No. 1710
(Mar. 23, 1998) section VI, available at
http://www.sec.gov/rules/interp/interparchive/interparch1998.shtml.

Sections 203(b)(4) and (5) were added by the Philanthropy Protection Act of 1995, Pub. L. No. 104-62,
109 Stat. 682 (1995). See also Sisters of Mercy, SEC Staff No-Action Letter (Oct. 1, 2009).

Section 203(b)(6) (re-designated as 203(b)(6)(A) by Dodd-Frank Act) was added by the Commodity
Futures Modernization Act of 2000, Pub. L. No. 106-554, 114 Stat. 2763 (2000), which also amended
the Act’s definition of “security” in section 202(a)(18) of the Act to include certain “securities futures.”
The Act repealed the ban on single stock or narrow-based stock index futures and established a
framework for shared jurisdiction over the trading of these instruments and market participants. See
Exchange Act Release No. 44288 (May 9, 2001), available at http://www.sec.gov/rules/proposed/34-
44288.htm.

Section 203(b)(6)(B) of the Advisers Act (added by the Dodd-Frank Act).

Section 203(m) of the Advisers Act (added by the Dodd-Frank Act). The SEC adopted rule 203(m)-1
on June 22, 2011 to implement the section. See Release 3222, supra note 68.

Two nominally separate but related advisers may be considered to be one adviser (and their assets
aggregated) if they do not operate sufficiently independent of one another.
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a. Private Funds. A “private fund” is an issuer of securities that would be
an investment company “but for” the exceptions provided for in
section 3(c)(1) or 3(c)(7) of the Investment Company Act.”®

(1)  Section 3(c)(1) is available to a fund that does not publicly offer its
securities and has 100 or fewer beneficial owners of its
outstanding securities.

(i)  Section 3(c)(7) is available to a fund that does not publicly offer its
securities and limits its owners to qualified purchasers.”

b. Calculating Private Fund Assets

(i) Method of Calculation. Generally, advisers must include the
value of all private funds managed, including the value of any
uncalled capital commitments.®® Value is based on market value
of those assets, or the fair value of those assets where market
value is unavailable, and must calculate the assets on a gross
basis, i.e., without deducting liabilities, such as accrued fees and
expenses or the amount of any borrowing.

(i)  Annual Assessment. An adviser must assess annually whether it
has $150 million or more of private fund assets under
management. An adviser that meets or exceeds the $150
threshold must register with the Commission.*

c. Non-U.S. Advisers. An adviser with a principal office and place of
business outside the United States may exclude consideration of non-
U.S. clients, i.e., it may rely on the exemption if (a) all of its clients
that are United States persons® are qualifying private funds; and (b)
any management at a U.S. place of business by the adviser is solely
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Section 202(a)(29) of the Advisers Act.
The term “qualified purchasers” is defined in section 2(a)(51) of the Investment Company Act.

Form ADV: Instructions for Part 1A, instr. 5.b.(4). Proprietary assets, i.e, those of the adviser or its
principals may not be excluded. Form ADV: Instructions for Part1A, instr. 5.b.(1).

Id. The SEC has recognized that, although many advisers will calculate the fair value of their private
fund assets in accordance with Generally Accepted Accounting Principles (“GAAP”) or another
international accounting standard, other advisers acting consistently and in good faith may utilize
another fair valuation standard. Release 3222, supra note 68 at nn.364-365 and accompanying text.
Consistent with this good faith requirement, the SEC expects that an adviser that calculates fair value in
accordance with GAAP or another basis of accounting for financial reporting purposes will also use
that same basis for purposes of determining the fair value of its regulatory assets under management.
Id. at n.365.

Rule 203(m)-1(c). A private fund adviser that had complied with all SEC reporting requirements
applicable to an exempt reporting adviser, but reported in its annual updating amendment that fund
assets exceeded $150 million, has up to 90 days after filing the annual updating amendment to apply
for SEC registration, and may continue doing business as a private fund adviser during this time.
General Instruction 15 to Form ADV.

Similar to the foreign private adviser exemption, a “United States person” generally is a “U.S. person,”
as defined in Regulation S under the Securities Act, except that a discretionary or other fiduciary
account also is a “United States person” if the account is held for the benefit of a United States person
by a non-U.S. fiduciary who is a related person of the adviser. Rule 203(m)-1(d)(8).
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attributed to $150 million of private fund assets.®

d.  Annual Report. An adviser relying on the private fund adviser
exemption must annually file a report on Form ADV to the SEC ® and
is subject to examination. Other provisions of the Act and SEC rules
applicable only to registered advisers do not apply. The SEC refers to
these advisers as “exempt reporting advisers.”

7. Venture Capital Advisers. Available to an adviser that solely advises one or
more “venture capital funds” as defined by SEC rule (regardless of the
amount of assets managed).®

a.  Definition. To qualify as a “venture capital fund,” a fund must be a
“private fund”®’ that;

(i) represents to investors that the fund pursues a venture capital
strategy;®

(i) does not provide investors with redemption rights;®

(ii1) holds no more than 20% of the fund’s assets in non-*“qualifying
investments” (excluding cash and certain short-term holdings)

Qualifying investment means generally directly acquired
investments in equity securities of private companies (generally,
companies that at the time of investment have not made a public
offering) and that do not incur leverage or borrow in connection
with the venture capital fund investment and distribute proceeds
of such borrowing to the fund (i.e., have not been acquired in a
leveraged buy-out transaction); and

(iv) does not borrow (or otherwise incur leverage) more than 15% of
the fund’s assets, and then only on a short-term basis (i.e., for no
more than 120-days).*
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Rule 203(m)-1(b)(1) and (2). The term “place of business” has the same meaning as in the exemption
for foreign private advisers, discussed above. See Section Ill. B. 3. of this outline. Rule 203(m)-

1(d)(2).

Rule 204-2. The report must be filed within 60 days of relying on the private fund adviser exemption.
Only portions of Form ADV must be completed. General Instruction 13 to Form ADV. An exempt
reporting adviser is not required to deliver a brochure to its clients. General Instruction 3 to Form
ADV.

Section 203(l) of the Advisers Act (added by the Dodd-Frank Act). The SEC adopted rule 203(l)-1 on
June 22, 2011 to implement the section. See Release 3222, supra note 68.

Rule 203(1)-1(a)(5). In addition, the fund cannot be registered under the Investment Company Act or
have elected to be treated as a business development company as defined by that Act. Rule 203(l)-

1(3)(5).
Rule 203(1)-1(a)(1).
Rule 203(1)-1(a)(4) (the rule permits exceptions in extraordinary circumstances).

Rule 203(1)-1 contains a grandfathering provision for certain private funds that have sold their initial
interests in the fund by December 31, 2010, provided that they have represented to their investors that
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b.  Non-U.S. Advisers. The exemption is available to a non-U.S. adviser,
but (unlike the private fund adviser exception) such an adviser may not
disregard its non-U.S. advisory activities.” Thus, all of an adviser’s
clients, including non-U.S. clients, must be venture capital funds.

c.  Annual Reporting. An adviser relying on the venture capital adviser
exemption must annually file a report on Form ADV to the SEC, * and
is subject to examination. Other provisions of the Act and SEC rules
applicable only to registered advisers do not apply. The SEC also
refers to these advisers as “exempt reporting advisers.”

8. Advisers to Small Business Investment Companies (“SBICs”). SBICs,
licensed by the Small Business Administration, are privately owned and
managed investment firms that provide venture capital to small businesses
from the SBIC’s own capital and from funds the SBIC is able to borrow at
favorable rates through the federal government.®*

IV. Who Must Register Under the Advisers Act?

A.

The Advisory Firm

Although many individuals who are employed by advisers fall within the
definition of “investment adviser,” the SEC generally does not require those
individuals to register as advisers with the SEC. Instead, the advisory firm must
register with the SEC. The adviser’s registration covers its employees and other
persons under its control, provided that their advisory activities are undertaken on
the adviser’s behalf.*

Affiliates

1. Integration. The SEC staff takes the view that advisers and their affiliates
cannot circumvent the disclosure and other requirements of the Act by
separately registering under the Act if they are operationally integrated, e.g.,
have the same personnel, capital structures, and investment decision-making
functions.®
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they pursue a venture capital strategy and that they do not issue any interests to any person after July
21, 2011.

Release 3222, supra note 68.

Rule 203(l)-1 contains a note the effect of which is to permit a non-U.S. adviser to treat a foreign fund
it advises as a “private fund” even if the fund does not meet the Act’s definition of a private fund
because it is not relying on a statutory exemption from the Investment Company Act, but is rather
relying on the lack of jurisdiction of the U.S. Release 3222, supra note 68.

Rule 204-2. See supra note 85 for a summary of reporting requirements.
Section 203(b)(7) (added by the Dodd-Frank Act).

Investment Advisers Act Release No. 688 (July 12, 1979) (persons associated with registered
adviser need not separately register as investment advisers solely as a result of their activities
as associated persons). See also Kevin J. Hughes, SEC Staff No-Action Letter (Dec. 7, 1983).

The determination of whether an advisory business of two separately formed affiliates may be required
to be integrated is based on the facts and circumstances. Release 3222, supra note 68. See Richard
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For example, an adviser managing $200 million of private fund assets could
not simply reorganize as two separate advisers each of which purported to
rely on the private fund adviser exemption from registration.®’

2.  Participating Non-U.S. Affiliates. The SEC staff takes the view that, under
certain conditions, a non-U.S. adviser (a “participating affiliate”) does not
have to register under the Act if it provides advice to U.S. persons through a
registered affiliate.”® The conditions that must be satisfied include the
following:

a.  anunregistered adviser and its registered affiliate must be separately
organized,

b.  the registered affiliate must be staffed with personnel (located in the
U.S. or abroad) who are capable of providing investment advice;

c.  all personnel of the participating affiliate involved in U.S. advisory
activities must be deemed “associated persons”® of the registered
affiliate; and

d. the SEC must have adequate access to trading and other records of the
unregistered adviser and to its personnel to the extent necessary to
enable the SEC to monitor and police conduct that may harm U.S.
clients or markets. %

The Commission affirmed these staff positions in the context of the private
adviser exemptions.*™

3. Joint Registration of Affiliates.

a.  Special Purpose Vehicles. The SEC staff takes the position that a
special purpose vehicle (“SPV”) set up by a registered investment
adviser to serve as the general partner of a pooled investment vehicle
(e.g., a hedge fund) does not have to separately register as an
investment adviser if all of the activities of the SPV are subject to the
registered adviser’s supervision and control,'* its employees are
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Ellis, SEC Staff No-Action Letter (Sept. 17, 1981); Kenneth Levanthal, SEC Staff No-Action Letter
(Feb. 7, 1983). See also Price Waterhouse, SEC Staff No-Action Letter (Nov. 22, 1988).

Release 3222, supra note 68, at Section 11.D.

See Uniao de Bancos de Brasilerios, S.A., SEC Staff No-Action Letter (July 28, 1992); Mercury Asset
Management, SEC Staff No-Action Letter (Apr. 16, 1993); Kleinwort Benson Investment Management
Ltd., SEC Staff No-Action Letter (Dec. 15, 1993); Murray Johnston Holdings Ltd., SEC Staff No-
Action Letter (Oct. 7, 1994). See also Section Il. C. of Release 3222 and Section Ill. B. 3 of this
outline regarding the exemption for foreign private advisers.

See Section V. A. 1 of this outline for the definition of “person associated with an investment adviser.”
See id.
Release 3222, supra note 68, at Section 11.D.

For guidance regarding application of the staff’s position with respect to directors of an SPV that are
independent of the investment adviser, see American Bar Association Subcommittee on Hedge Funds,
SEC Staff Letter (Jan. 18, 2012) (“ABA Letter 2012”), Question 3, available at
http://www.sec.gov/divisions/investment/noaction/2012/aba011812.htm.
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treated as “supervised persons” of the registered adviser and reported
as such on its Form ADV, and the SPV is subject to examination by
the SEC.'% The SEC staff takes the view that this analysis is not
limited to a registered adviser with a single SPV.**

b.  Multiple Entities in Control Relationships. The SEC staff has taken
the position that an investment adviser may file (or amend) a single
Form ADV on behalf of itself and each other adviser that is under
common control with the filing adviser where the filing adviser and
each relying adviser collectively conduct a “single advisory
business.”'*

V. How Does an Investment Adviser Register Under the Advisers Act?

A. Procedure

Applicants for registration under the Act must file Form ADV with the SEC.
Within 45 days the SEC must grant registration or institute an administrative
proceeding to determine whether registration should be denied.

1.  Denial of Registration. The SEC may deny registration if the adviser is
subject to a “Statutory Disqualification,” that is, if the adviser or any “person
associated with the adviser” makes false or misleading statements in its
registration application, has within the past 10 years been convicted of a
felony, or if it has been convicted by a court or found by the SEC to have
violated a securities-related statute or rule, or have been the subject of a
securities-related injunction, or similar legal action.'%

Person Associated with An Investment Adviser. These include employees
(other than clerical employees) of the advisers as well as any persons who
directly or indirectly control the investment adviser or are controlled by the
adviser.’” The SEC can deny registration if, for example, the parent
company of an adviser has been convicted of securities fraud even if the
adviser and its employees have not.

Non-U.S. Based Offenses. Statutory Disqualifications include convictions in
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American Bar Association Subcommittee on Private Entities, SEC Staff Letter (Dec. 8, 2005) (“ABA
Letter 2005”), Question G1, available at
http://www.sec.gov/divisions/investment/noaction/abal20805.htm.

ABA Letter 2012, Question 2. Similarly, under certain circumstances, the staff has indicated that an
exempt reporting adviser to which a private fund’s day-to-day management responsibility has been
delegated may satisfy the Form ADV reporting obligations of one or more special purpose entities. See
“FAQs” regarding Reporting to the SEC as an Exempt Reporting Adviser (“ERA FAQs”) available at
http://www.sec.gov/divisions/investment/iard/iardfag.shtml#exemptreportingadviser.

See id. Question 4 (outlining the circumstances under which a filing adviser and one or more relying
advisers would, in the staff’s view, collectively conduct a single advisory business absent other factors
suggesting that they conduct different businesses). Likewise, under certain circumstances, the staff has
indicated that an exempt reporting adviser may satisfy the Form ADV reporting obligations of one or
more special purpose entities under its control. See ERA FAQs.

Sections 203(c)(2) and (e).
Section 202(a)(17).
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non-U.S. courts, and by findings of violations by “foreign financial
regulatory authorities” enforcing non-U.S. laws.'%

2. Qualifications. There are no “fit and proper” or educational requirements
for registration as an investment adviser, although certain employees of the
adviser may have to pass securities examinations in the states in which they
have a principal place of business. Instead, advisers must disclose to clients
the background and qualifications of certain of their personnel.**

Form ADV

Form ADV sets forth the information that the SEC requires advisers to provide in
an application for registration. Once registered, an adviser must update the form
at least once a year, and more frequently if required by instructions to the form.**°
Form ADV consists of two parts.™*

1. Partl. Partlisprimarily for SEC use. It requires information about the
adviser’s business, ownership, clients, employees, business practices
(especially those involving potential conflicts with clients), and any
disciplinary events of the adviser or its employees. The SEC uses
information from this part of the form to make its registration determination
and to manage its regulatory and examination programs. Part 1 is organized
in a check-the-box, fill-in-the-blank format.

On June 22, 2011, the SEC amended Part 1A to expand the information
collected, primarily from advisers to hedge funds and other private funds in
order to improve the SEC’s ability to oversee registered advisers. Amended
Part 1A requires advisers to provide additional information about three areas
of their operations: (i) additional information about private funds they
advise; (ii) expanded data provided by advisers about their advisory business
(including the types of clients they have, their employees, and their advisory
activities), as well as about their business practices that may present
significant conflicts of interest; (iii) additional information about advisers’
non-advisory activities and their financial industry affiliations.™?

2. Part2. Amended in 2010, Part 2 is divided into Part 2A and Part 2B and
sets forth information required in client brochures and brochure
supplements.**®
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Sections 203(c)(2) and (e). Non-U.S. based offenses were added to section 203(e) in 1990 by the
International Securities Enforcement Cooperation Act of 1990, Pub. L. No. 101-550, 104 Stat. 2713
(Nov. 15, 1990).

Form ADV, Part 2B.
Rule 204-1(a).

Both Part 1 and Part 2A of the Form ADV are filed by registered advisers through the IARD system
and are available to the public on the Investment Adviser Public Disclosure Website at
http://www.adviserinfo.sec.gov/(S(hdgosw4svnoutoxsmgo4mizx))/IAPD/Content/lapdMain/iapd_Site
Map.aspx.

Release 3221, supra note 46.

On July 28, 2010, the SEC adopted amendments to Part 2 of Form ADV. Investment Advisers Act
Release No. 3060 (July, 2010), available at http://www.sec.gov/rules/final/2010/ia-3060.pdf (“Part 2
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Brochure Part 2A requires an adviser to prepare a narrative “brochure” that
includes plain English disclosures of, among other things, the adviser’s
business practices, investment strategies, fees, conflicts of interest, and
disciplinary information.™™* Part 2B requires an adviser to prepare a
“brochure supplement” that contains information about each advisory
employee that provides investment advice to its clients, including her
educational background, business experience, other business activities, and
disciplinary history. To satisfy the “brochure rule” (discussed below),**
the adviser must deliver the brochure (and updates to that brochure) to its
clients annually and the brochure supplement about a supervisory employee
to a client at the time the employee begins to provide advisory services to
that client.*® In addition, the adviser must file its brochure, but not its
brochure supplement, with the SEC to satisfy its registration
requirements.**’

Electronic Filing

All applications for registration as an adviser with the SEC must be submitted
electronically through an Internet-based filing system called the Investment
Adviser Registration Depository (“IARD”).**® The IARD is operated by the
Financial Industry Regulatory Authority (“FINRA”), the broker-dealer self-
regulator (formerly, NASD).**

Public Availability

All current information from advisers’ Form ADVs filed with the SEC is publicly
available through an SEC web-site: www.adviserinfo.sec.gov.

Withdrawal of Registration

Advisers withdraw from registration by filing Form ADV-W.'?° An adviser may
withdraw from registration because it: (i) ceases to be an investment adviser; (ii)
is entitled to an exception from the registration requirements; or (iii) no longer is
eligible for SEC registration (e.g., it no longer has the requisite amount of assets
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Adopting Release™). For staff responses to frequently asked questions about the amended Part 2, visit
the SEC’s website at http://www.sec.gov/divisions/investment/form-adv-part-2-fag.htm (“Part 2
FAQs”).

Prior to the 2010 amendments, Part 11 of Form ADV was in a check-the-box, fill-in-the-blank format.
Rule 204-3.

Rule 204-3(b)(3). For specific delivery requirements under the brochure rule, see Section VI. B. 12
below.

Rule 203-1(a); Rule 204-1(b)(1).

Rule 203-1(b). FINRA charges advisers filing fees to defray the cost of maintaining and operating the
IARD. To pay the fees, advisers must establish and fund an account with FINRA before making a
filing. A fee schedule is available at www.sec.gov/divisions/investment/iard/iardfee.shtml.

Rule 204-1(b). For information about electronic filing by advisers, see www.sec.gov/iard. FINRA
does not act as a self-regulatory organization with respect to investment advisers.

Rule 203-2. Form ADV-W filings are made electronically through the IARD, and are effective
immediately. There are no filing fees for Form ADV-W.
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VI.

under management).*?! The SEC also has the authority under section 203(f) of the
Advisers Act to revoke the registration of an adviser under certain enumerated
circumstances.

F.  Successor Reqistrations

An unregistered person that assumes and continues the business of a registered
investment adviser (which then ceases to do business) may rely on the registration
of the investment adviser by filing an application for registration within 30 days of
the succession.'??

What Are the Requirements Applicable to a Registered Investment Adviser?

The Advisers Act does not provide a comprehensive regulatory regime for advisers, but
rather imposes on them a broad fiduciary duty to act in the best interest of their clients.

As the Commission explained:

Unlike the laws of many other countries, the U.S. federal securities laws do not
prescribe minimum experience or qualification requirements for persons providing
investment advice. They do not establish maximum fees that advisers may
charge. Nor do they preclude advisers from having substantial conflicts of interest
that might adversely affect the objectivity of the advice they provide. Rather,
investors have the responsibility, based on disclosure they receive, for selecting
their own advisers, negotiating their own fee arrangements, and evaluating their
advisers’ conflicts.'?®

There are five types of requirements on an adviser: (i) fiduciary duties to clients; (ii)
substantive prohibitions and requirements; (iii) contractual requirements;

(iv) recordkeeping requirements; and (v) administrative oversight by the SEC, primarily
by inspection.

A.

Fiduciary Duties to Clients

Fundamental to the Act is the notion that an adviser is a fiduciary. As a fiduciary,
an adviser must avoid conflicts of interest with clients and is prohibited from
overreaching or taking unfair advantage of a client’s trust. A fiduciary owes its
clients more than mere honesty and good faith alone. A fiduciary must be
sensitive to the conscious and unconscious possibility of providing less than
disinterested advice, and it may be faulted even when it does not intend to injure a
client and even if the client does not suffer a monetary loss.” The landmark
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Before withdrawing from registration, an adviser must arrange for the preservation of records it is
required to keep under the Act. Rule 204-2(f).

Section 203(g). See Instruction 4 to Part 1A of Form ADV; Registration of Successors to Broker-
Dealers and Investment Advisers, Investment Advisers Act Release No. 1357 (Dec. 28, 1992) (the
provision in rule 203-1 referred to in Release 1357 that addressed successions was moved by the SEC
to Instruction 4 to Form ADV in 2000). A succession resulting from a change in the place or form of
organization, or composition of a partnership, i.e., a succession that does not involve a change of
control, may be completed by amending the predecessor’s Form ADV promptly after the succession.
Id.

See Amendments to Form ADV, Investment Advisers Act Release No. 2711 (Mar. 3, 2008).
SEC v. Capital Gains Research Bureau, supra note 2, at 191-192.
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court decision defining the duties of a fiduciary is Justice Cardozo’s opinion in
Meinhard v. Salmon, in which he explains that:

Many forms of conduct permissible in the workaday world for those acting
at arm’s length are forbidden by those bound by fiduciary ties. A fiduciary
is held to something stricter than the morals of the marketplace. Not honesty
alone, but the punctilio of an honor the most sensitive, is then the standard of
behavior.'®

These concepts are embodied in the anti-fraud provisions of the Advisers Act. As
the Supreme Court stated in SEC v. Capital Gains Research Bureau, Inc., its
seminal decision on the fiduciary duties of an adviser under the Act:

[t]he Investment Advisers Act of 1940 reflects a congressional recognition
of the delicate fiduciary nature of an investment advisory relationship as
well as a congressional intent to eliminate, or at least to expose, all conflicts
of interest which might incline an investment adviser—consciously or
unconsciously—to render advice which was not disinterested.*?°

The duty is not specifically set forth in the Act, established by SEC rules, or a
result of a contract between the adviser and the client (and thus it cannot be
negotiated away). Rather, fiduciary duties are imposed on an adviser by operation
of law because of the nature of the relationship between the two parties.*?” It is
made enforceable by section 206 of the Act,?® which contains the Act’s anti-fraud
provisions, and incorporated indirectly into the Act in various provisions and
disclosure requirements discussed below.**°

Several obligations flow from an adviser’s fiduciary duties.

1. Full Disclosure of Material Facts. Under the Act, an adviser has an
affirmative obligation of utmost good faith and full and fair disclosure of all
facts material to the client’s engagement of the adviser to its clients, as well
as a duty to avoid misleading them.** Accordingly, the duty of an
investment adviser to refrain from fraudulent conduct includes an obligation
to disclose material facts to its clients whenever failure to do so would
defraud or operate as a fraud or deceit upon any client.

Conflicts of Interest. This disclosure of material facts is particularly
pertinent whenever the adviser is faced with a conflict—or a potential
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164 N.E. 545, 546 (N.Y. 1928).
SEC v. Capital Gains Research Bureau, supra note 2, at 190-192.
See In the Matter of Arleen W. Hughes, Exchange Act Release No. 4048 (Feb 18, 1948).

Transamerica Mortgage Advisors v. Lewis, 444 U.S. 11 (1979) (“[T]he Act’s legislative history leaves
no doubt that Congress intended to impose enforceable fiduciary obligations.”).

See Morris v. Wachovia Securities, Inc., 277 F. Supp. 2d 622 (E.D. Va. 2003) (“8206(2) is more than
an anti-fraud provision because it establishes fiduciary duties for investment advisers.”). The scope of
the fiduciary duties is determined by reference to federal court and administrative decisions rather than
state common law analogies. Laird v. Integrated Resources, Inc., 897 F.2d 826 (5" Cir. 1990)
(“[BJecause state law is not considered, uniformity is promoted.”).

See In the Matter of Arleen W. Hughes, supra note 127.
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conflict— of interest with a client. As a general matter, the SEC has stated
that the adviser must disclose all material facts regarding the conflict so that
the client can make an informed decision whether to enter into or continue
an advisory relationship with the adviser, or take some action to protect
himself or herself against the conflict.**

Disciplinary Events and Precarious Financial Condition. The SEC requires
a registered adviser to disclose to clients and prospective clients material
facts about:

a.  afinancial condition of the adviser that is reasonably likely to impair
the adviser’s ability to meet contractual commitments to clients;*** and

b.  certain disciplinary events of the adviser (and certain of its officers)
occurring within the past 10 years, which are presumptively
material.*®

2.  Suitable Advice. Advisers owe their clients a duty to provide only suitable
investment advice. This duty generally requires an adviser to make a
reasonable inquiry into the client’s financial situation, investment experience
and investment objectives, and to make a reasonable determination that the
advice is suitable in light of the client’s situation, experience and
objectives.™**

3. Reasonable Basis for Recommendations. An adviser must have a
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Part 2 Adopting Release, supra note 113. See also SEC v. Capital Gains Research Bureau, supra note
2, at 191-192 (“The Investment Advisers Act of 1940 thus reflects a congressional recognition of the
delicate fiduciary nature of an investment advisory relationship, as well as a congressional intent to
eliminate, or at least to expose, all conflicts of interest which might incline an investment adviser—
consciously or unconsciously—to render advice which was not disinterested.”).

Item 18 of Part 1A, Form ADV. This requirement is applicable to advisers that have discretionary
authority with client accounts, or have custody of client assets, or require or solicit prepayment of more
than $1,200 in fees per client, six months or more in advance.

Form ADV: Item 11 of Part 1A; Item 9 of Part 2A, and Item 3 of Part 2B.

See Suitability of Investment Advice Provided by Investment Advisers, Investment Advisers Act Release
No. 1406 (Mar. 16, 1994). In that release, the SEC proposed a rule under the Act’s anti-fraud
provisions requiring advisers give clients only suitable advice. Although the rule was never adopted,
SEC staff believes that the rule would have codified existing suitability obligations of advisers and, as a
result, the proposed rule reflects the current obligation of advisers under the Act. Suitability
obligations do not apply to impersonal investment advice, and compliance with the obligation is
evaluated in the context of a client’s overall portfolio. 1d. “Thus, inclusion of some risky securities in
the portfolio of a risk-averse client may not necessarily be unsuitable.” 1d. The SEC has instituted
enforcement actions against advisers that provided unsuitable investment advice. See In the Matter of
George E. Brooks & Associates, Inc., Investment Advisers Act Release No. 1746 (Aug. 17, 1998)
(adviser failed to appropriately diversify, and effected unsuitable trades of speculative high risk stocks
in, the discretionary accounts of customers with conservative investment objectives, many of whom
were elderly and had little investment experience); In the Matter of Philip A. Lehman, Investment
Advisers Act Release No. 1831 (Sept. 22, 1999) (alleging adviser recommended risky investment for
customer’s individual retirement account, despite customer’s conservative investment objective and

age).
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reasonable, independent basis for its recommendations.*

4.  Best Execution. Where an adviser has responsibility to direct client
brokerage, it has an obligation to seek best execution of clients’ securities
transactions.*® In meeting this obligation, an adviser must seek to obtain
the execution of transactions for clients in such a manner that the client’s
total cost or proceeds in each transaction is the most favorable under the
circumstances.®” In assessing whether this standard is met, an adviser
should consider the full range and quality of a broker’s services when
placing brokerage, including, among other things, execution capability,
commission rate, financial responsibility, responsiveness to the adviser, and
the value of any research provided.'*®

Interpositioning. An adviser will generally not obtain best execution if it
interposes a broker that does not make a market in the security when it could
have avoided the unnecessary commission payments by dealing directly
with market makers.*®

Directed Trades. An adviser is relieved of this obligation when a client
directs the adviser to use a particular broker. An adviser may, however, be
required to make additional disclosure to clients when it receives some
benefit from the direction of the trade.*
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In the Matter of Alfred C. Rizzo, Investment Advisers Act Release No. 897 (Jan 11, 1984) (investment
adviser lacked a reasonable basis for advice and could not rely on “incredible claims” of issuer); In the
Matter of Baskin Planning Consultants, Ltd., Investment Advisers Act Release 1297 (Dec. 19, 1991)
(adviser failed adequately to investigate recommendations to clients).

In the Matter of Kidder Peabody & Co., Inc., Investment Advisers Act Release No. 232 (Oct. 16,
1968). See also rule 206(3)-2(c) (acknowledging adviser’s duty of best execution of client
transactions).

This obligation is different from a broker-dealer’s best execution obligation, which typically focuses on
the price at which an order is executed and does not consider the broker’s compensation, whereas an
adviser’s duty requires it to consider the total transaction cost to its client. The SEC has brought
enforcement actions against advisers alleging failure to seek best execution. See, e.g., In the Matter of
Renberg Capital Management, Inc., Investment Advisers Act Release No. 2064 (Oct 1, 2002); In the
Matter of Portfolio Advisory Services, LLC, Investment Advisers Act Release. No. 2038 (June 30,
2002).

See Interpretive Release Concerning the Scope of Section 28(e) of the Securities Exchange Act of 1934
and Related Matters, Exchange Act Release No. 23170 (Apr. 23, 1986) (“1986 Soft Dollar Release™).
To fulfill this duty, an investment adviser should “periodically and systematically” evaluate the
execution it is receiving for clients. Id. The scope of the duty evolves as changes occur in the market
that give rise to improved execution, including opportunities to trade at more reasonable prices. See,
e.g., Newton v. Merrill, Lynch, Pierce, Fenner & Smith, Inc., 135 F.3d 266, 270-271 (3d Cir. 1998).
See also, In the Matter of Jamison, Eaton & Wood, Inc., Investment Advisers Act Release No. 2129
(May 15, 2003); In the Matter of Portfolio Advisory Services, LLC, supra note 137.

In the Matter of Delaware Management Company, Inc., Securities Exchange Act Release No. 8128
(July 19, 1967).

See In the Matter of Mark Bailey & Co., Investment Advisers Act Release No. 1105 (Feb. 24, 1988)
(adviser failed to disclose that it did not negotiate commissions on directed trades, and failed to
disclose that the adviser would be in a better position to negotiate commissions in bunched transactions
for non-directed trades, and violated anti-fraud provisions of Advisers Act); Jamison, Eaton & Wood,
Inc., supra note 138.
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Use of Brokerage Affiliate. The Act does not prohibit advisers from using
an affiliated broker to execute client trades. However, use of an affiliate
involves a conflict of interest that must be disclosed to client.*** For
example, use of an affiliated broker may give the adviser incentive to
“churn” the account.

Soft Dollars. Section 28(e) of the Exchange Act provides a safe harbor from
liability for breach of fiduciary duties when advisers purchase brokerage and
research products and services with client commission dollars under
specified circumstances. In July 2006, the SEC issued a revised
interpretation as to the scope of the safe harbor.*

Under section 28(e), an adviser that exercises investment discretion may
lawfully pay commissions to a broker at rates higher than those offered by
other brokers, as long as the services provided to the adviser by the broker-
dealer: (i) are limited to “research” or “brokerage;” (ii) constitute lawful and
appropriate assistance to the adviser in the performance of its investment
decision-making responsibilities, and (iii) the adviser determines in good
faith that the commission payments are reasonable in light of the value of
the brokerage and research services received.

a.  Research Services. “Research” services generally include the
furnishing of advice, analyses, or reports concerning securities,
portfolio strategy and the performance of accounts, which means the
research must reflect the expression of reasoning or knowledge
relating to the statutory subject matter bearing on the investment
decision-making of the adviser. The SEC does not believe that
products or services with “inherently tangible or physical attributes”
meet this test.

(i)  Products or services generally falling within the safe harbor
include traditional research reports, market data, discussions with
research analysts, meetings with corporate executives, software
that provides analysis of securities, and publications (other than
mass-marketed publications).
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Folger Nolan Fleming Douglas Capital Management, Inc., Investment Advisers Act Release No. 2639
(Aug. 23, 2007) (adviser entered into agreements with clients to direct trades to affiliated broker
without disclosing commission rates were twice as high as non-directed trades). See also Investment
Advisers Act Release 1092, supra note 3 (if an investment adviser recommends that a client effect
transactions through its broker-dealer employer, the anti-fraud provisions of the Advisers Act require
that the adviser make full disclosure of the nature and extent of all adverse interests, including the
amount of any compensation the advisers will receive from its broker-dealer employer in connection
such transactions); Don P. Matheson, SEC Staff No-Action Letter (Aug. 2, 1976) (investment advisers
that are also broker-dealers or registered representatives have a duty to inform their investment
advisory clients of their ability to seek executions of transactions recommended through other broker-
dealers firms); David P. Atkinson, SEC Staff No-Action Letter (Aug. 1, 1977).

Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities
Exchange Act of 1934, Exchange Act Release No. 34-54165 (July 18, 2006) (“2006 Soft Dollar
Release”), available at http://www.sec.gov/rules/interp/2006/34-54165.pdf. The release superseded
parts (but not all) of the 1986 Soft Dollar Release. In particular, the 2006 Soft Dollar Release does not
replace Section IV of the 1986 Release, which discusses an investment adviser’s disclosure obligations.
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(i)  Products or services not within the safe harbor include computer
hardware, telephone lines, peripherals; salaries, rent, travel,
entertainment, and meals; software used for accounting,
recordkeeping, client reporting, or other administrative functions;
and marketing seminars and other marketing costs.

(i)  Where a product or service has uses both inside and outside the
safe harbor, the SEC believes that an adviser should make a
reasonable allocation of the cost of the product or service
according to its use and keep adequate books and records
concerning allocations so as to be able to make the required good
faith showing.**

b.  Brokerage Services. “Brokerage” generally includes activities related
to effecting securities transactions and incidental functions. According
to the SEC, brokerage begins when the order is transmitted to the
broker-dealer and ends when funds or securities are delivered to the
client account.***

c.  Commissions. The SEC interprets the safe harbor of section 28(e) as
being available for research obtained in relation to commissions on
agency transactions, and certain riskless principal transactions.'*

d.  Disclosure Obligations. Advisers are required to disclose to clients
any soft dollar arrangements, regardless of whether the arrangements
fall within the section 28(e) safe harbor.**® Failure to disclose the
receipt of products or services purchased with client commission
dollars may constitute a breach of fiduciary duties and/or violation of
specific provisions of the Advisers Act and other federal laws.**’
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See id., at Section F, n. 148.
Id.

Exchange Act Release No. 45194 (Dec. 27, 2001) (“Release No. 45194”), available at
http://www.sec.gov/rules/interp/interparchive/interparch2001.shtml. In Release No. 45194, the SEC
concluded with respect to riskless principal transactions that “[t]he term ‘commission’ in Section 28(e)
... include[s] a markup, markdown, commission equivalent or other fee paid by a managed account to
a dealer for executing a transaction where the fee and transaction price are fully and separately
disclosed on the confirmation and the transaction is reported under conditions that provide independent
and objective verification of the transaction prices subject to self-requlatory oversight.” The SEC staff
had previously interpreted the safe harbor as being available only to agency transactions. Letter to
Charles Lerner, Esg., Director of Enforcement, Pension and Welfare Benefit Administration, U.S.
Department of Labor, from Richard Ketchum, Director, Division of Market Regulation, SEC (July 25,
1990).

Form ADV, the registration form for advisers, requires that advisers disclose soft dollar arrangements.
See Form ADV, Part 1A, Item 8; Part 2A, Item 12A.1. See also SEC Inspection Report on the Soft
Dollar Practices of Broker-Dealers, Investment Advisers and Mutual Funds (Sept. 22, 1998), available
at http://www.sec.gov/news/studies/softdolr.htm.

See, e.¢., In the Matter of S Squared Technology Corporation, Investment Advisers Act Release No.
1575 (Aug. 7, 1996) (adviser’s failure to disclose its receipt of benefits in exchange for benefits
received in exchange for direction of client brokerage violated section 206 of the Act); In the Matter of
Schultze Asset Management, Investment Advisers Act Release No. 2633 (Aug. 15, 2007) (adviser
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5. Proxy Voting. The SEC has stated that an adviser delegated authority to
vote client proxies has a fiduciary duty to clients to vote the proxies in the
best interest of its clients and cannot subrogate the client’s interests to its

148
own.

Substantive Requirements

The Act contains other, more specific prohibitions designed to prevent fraud. In
addition, the SEC has adopted several anti-fraud rules, which apply to advisers
registered with the SEC.

1. Client Transactions

a.  Principal Transactions. Section 206(3) of the Act prohibits an adviser,
acting as principal for its own account, from knowingly selling any
security to or purchasing any security from a client for its own
account, without disclosing to the client in writing the capacity in
which it (or an affiliate'*) is acting and obtaining the client’s consent
before the completion of the transaction.™® The SEC staff has stated
that notification and consent must be obtained separately for each
transaction, i.e., a blanket consent for transactions is not sufficient.***
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misrepresented to clients that it would restrict its use of soft dollars to cover only those expenses
covered by section 28(e) when it used them to pay for operating expenses).

Proxy Voting by Investment Advisers, Investment Advisers Act Release No. 2106 (Jan. 31, 2003),
available at http://www.sec.gov/rules/final/ia-2106.htm. In this release, the SEC adopted rule 206(4)-
6, which requires, among other things, each registered investment adviser that has voting authority over
client securities to adopt and implement policies and procedures reasonably designed to ensure that
client securities are voted in the best interest of clients. The SEC has instituted enforcement action
against an adviser that failed to disclose to clients its conflicts before voting their shares in a hotly
contested proxy fight. In the Matter of Deutsche Asset Management, Inc., Investment Advisers Act
Release No. 2160 (Aug. 19, 2003). See also Section VI. B. 6 of this outline.

The SEC has applied section 206(3) not only to principal transactions engaged in or effected by any
adviser, but also when an adviser causes a client to enter into a principal transaction that is effected by
a broker-dealer that controls, is controlled by, or is under common control with, the adviser.
Interpretation of Section 206(3) of the Investment Advisers Act of 1940, Investment Advisers Act
Release No. 1732 (July 17, 1998)(“Release 1732”), at n.3, available at
http://www.sec.gov/rules/interp/interparchive/interparch1998.shtml. The SEC has instituted
enforcement actions when advisers have effected principal transactions through affiliates without
complying with section 206(3), see, e.g., In the Matter of Calamos Asset Management, Investment
Advisers Act Release No. 1589 (Sept. 30, 1996), including “riskless principal” transactions; In the
Matter of Rothschild Investment Corporation, Investment Advisers Act Release No. 1714 (Apr. 13,
1998); In the Matter of Concord Investment Co., Investment Advisers Act Release No. 1585 (Sept. 27,
1996).

Section 206(3). The SEC interprets “completion of the transaction” to mean by settlement of the
transaction. Release 1732, supra note 149, available at http://www.sec.gov/rules/interp/ia-1732.htm.
But the SEC believes that, in order for post-execution, pre-settlement consent to comply with section
206(3), the adviser must provide both sufficient disclosure for a client to make an informed decision,
and the opportunity for the client to withhold consent. Id. While the notice must be in writing, the
SEC staff has stated that oral consent is sufficient under the Act. Dillon, Reed & Co., SEC Staff No-
Action Letter (Aug. 6, 1975). The notice and consent provisions of section 206(3) do not apply if the
adviser is giving only impersonal advisory services. Rule 206(3)-1.

Opinion of Director of Trading and Exchange Division, Investment Advisers Act Release No. 40 (Jan.
5, 1945). The SEC has instituted enforcement actions against investment advisers for violating section
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Pooled Investment Vehicles. The SEC staff has stated that section
206(3) may apply to client transactions with a pooled investment
vehicle in which the adviser or its personnel may have interests
depending on the facts and circumstances, including the extent of the
interests held by the adviser and its affiliates.”™>* The SEC staff,
however, believes that section 206(3) does not apply to a transaction
between a client account and a pooled investment vehicle of which the
investment adviser and/or its controlling persons, in the aggregate, own
25% or less. ™

Statutory Exception. The restrictions on principal transactions do not
apply to transactions by a client where the adviser (or an affiliate) is
also a broker-dealer, but “is not acting as an investment adviser with
respect to the trade,” e.g., it has not given the advice to buy or sell the
security.***

Updated - Rule 206(3)-3T. The SEC has adopted a temporary rule, set to expire

on December 31, 2014, that permits advisers that are also registered
with the SEC as broker-dealers to comply with section 206(3) by
providing oral (instead of written) notice of principal transactions so
long as certain conditions are met.*>> Specifically, rule 206(3)-3T
permits an adviser, with respect to a non-discretionary advisory
account, to comply with section 206(3) of the Act by, among other
things:

(i) providing written prospective disclosure regarding the conflicts
arising from principal trades;

(i) obtaining written, revocable consent from the client prospectively
authorizing the adviser to enter into principal transactions;

(iii) making certain disclosures either orally or in writing and
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206(3) when they entered into principal transactions with their clients using only prior blanket
disclosures and consents. See In the Matter of Stephens, Inc., Investment Advisers Act Release No.
1666 (Sept. 16, 1997); In the Matter of Clariden Asset Management (New York) Inc., Investment
Advisers Act Release No. 1504 (July 10, 1995).

ABA Letter 2005, supra note 103 at 11.A.1. The SEC has instituted enforcement actions based on
claims of violations of section 206(3) against advisers and their principals when the advisers effected
transactions between their advisory clients and accounts in which the principals of the advisers held
significant ownership interests. See In the Matter of SEC v. Beacon Hill Asset Management, LLC, et
al., Litigation Release No. 18950 (Oct. 28, 2004); In the Matter of Gintel Asset Management, et al.,
Investment Advisers Act Release No. 2079 (Nov. 8, 2002).

Gardner Russo & Gardner, SEC Staff No-Action Letter (June 7, 2006).

Section 206(3) provides that the section’s “prohibitions...shall not apply to any transaction with a
customer of a broker or dealer if such broker or dealer is not acting as an investment adviser in relation
to such transaction.”

Rule 206(3)-3T. Temporary Rule Regarding Principal Trades with Certain Advisory Clients,
Investment Advisers Act Release No. 2653 (Sep. 24, 2007) (adopting rule 206(3)-3T), available at
http://www.sec.gov/rules/final/2007/ia-2653.pdf; Temporary Rule Regarding Principal Trades with
Certain Advisory Clients, Investment Advisers Act Release 3522 (Dec. 20, 2012) (extending expiration
date to Dec. 31, 2014), available at http://www.sec.gov/rules/final/2012/ia-3522.pdf.
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obtaining the client’s consent before each principal transaction;

(iv) sending to the client confirmation statements disclosing the
capacity in which the adviser has acted and disclosing that the
adviser informed the client that it may act in a principal capacity
and that the client authorized the transaction; and

(v) delivering to the client an annual report itemizing the principal
transactions.

With certain limited exceptions (for non-convertible investment-grade
debt securities underwritten by the adviser or a person who controls, is
controlled by, or is under common control with the adviser (a “control
person”)), the rule generally is not available for principal trades of
securities issued or underwritten by the investment adviser or a control
person of the adviser.™

Fiduciary Obligations. Compliance with the disclosure and consent
provisions of section 206(3) or rule 206(3)-3T alone does not satisfy an
adviser’s fiduciary obligations with respect to a principal trade. The
SEC has expressed the view that section 206(3) must be read together
with sections 206(1) and (2) of the Act to require that the adviser
disclose additional facts necessary to alert the client to the adviser’s
potential conflict of interest in the principal trade.™’

Agency Cross Transactions. Section 206(3) also prohibits an adviser
from knowingly acting as broker for both its advisory client and the
party on the other side of the transaction without obtaining its client’s
consent before each transaction.*®

Rule 206(3)-2. The SEC has adopted a rule permitting these “agency
cross-transactions” without transaction-by-transaction disclosure if,
among other things:

(i) the client has executed a written blanket consent after receiving
full disclosure of the conflicts involved, which must be renewed
each year;

(ii) the adviser provides a written confirmation to the client before
the completion of each transaction providing, among other
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The rule also requires that each account for which the adviser relies on the rule be a brokerage account
subject to the Exchange Act, and the rules thereunder, and the rules of the self-regulatory
organization(s) of which it is a member.

Release 1732, supra note 149. See also Rocky Mountain Financial Planning, Inc., SEC Staff No-
Action Letter (Feb. 24, 1983) (“While section 206(3) of the Investment Advisers Act of 1940 requires
disclosure of such interest and the client’s consent to enter into the transaction with knowledge of such
interest, the adviser’s fiduciary duties are not discharged merely by such disclosure and consent. The
adviser must have a reasonable belief that the entry of the client into the transaction is in the client’s

interest.”).

Section 206(3). The SEC staff has expressed the view that the provisions of section 206(3) do not
apply when the adviser/broker effects the trade without charging a commission or other fee. Release
No. 1732, supra note 149.
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things, the source and amount of any remuneration it received,;
and

(iii) the disclosure document and each confirmation conspicuously
disclose that consent may be revoked at any time.**®

c.  Cross-Trades. Effecting cross-trades between clients (where a third-
party broker is used) is not specifically addressed by the Act, but is
subject to the anti-fraud provisions of the Act.*®® Cross-trades involve
potential conflicts of interest (because the adviser could favor one
client over another), and thus many advisers follow the methodology
required by a rule under the Investment Company Act when one of the
clients is an investment company.'®*

d.  Aggregation of Client Orders. The SEC staff has stated that in
directing orders for the purchase or sale of securities, an adviser may
aggregate or “bunch” those orders on behalf of two or more of its
accounts, so long as the bunching is done for the purpose of achieving
best execution, and no client is systematically advantaged or
disadvantaged by the bunching.*®?

Advisers that aggregate orders of securities face conflicts when they
disaggregate the orders to client accounts since, for example, not all
securities may have been acquired at the same price. Advisers should
have procedures in place that are designed to ensure that the trades are
allocated in such a manner that all clients are treated fairly and
equitably.'®® For example, advisers can allocate orders based on a pro
rata, rotational, or random basis.
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Rule 206(3)-2. The rule does not apply to a transaction when the adviser has discretionary authority to
act for the purchaser and seller. Paragraph (c) of the rule admonishes advisers that the rule does not
relieve them of the duty to act in the best interests of their clients, including the duty to obtain best
price and execution for any transaction. See Agency Cross Transactions for Advisory Clients,
Investment Advisers Act Release No. 589 (May 31, 1977) (adopting rule 206(3)-2).

See In the Matter of Renberg Capital Management, Inc. and Daniel H. Renberg, Investment Advisers
Act Release No. 2064 (Oct. 1, 2002).

Rule 17a-7. Merely following the procedures set forth in rule 17a-7 may not satisfy an adviser’s
fiduciary obligations to clients. The staff has explained that it must be in the interest of both clients to
enter into a cross trade and thus, for example, an adviser should not cause a client to enter into a cross-
trade if it could obtain a better price in the markets. Federated Municipal Funds, SEC No-Action
Letter (Nov. 20, 2006).

Pretzel & Stouffer, SEC Staff No-Action Letter (Dec. 1, 1995).

The SEC has instituted numerous enforcement actions against advisers that unfairly allocated client
trades without making adequate disclosure. See In the Matter of John McStay Investment Counsel, L.P,
Investment Advisers Act Release No. 2153 (July 31, 2003) (adviser failed to disclose change in its
method of allocating initial public offerings among accounts to a method that favored mutual fund
account); In the Matter of McKenzie Walker Investment Management, Inc., et al., Investment Advisers
Act Release No. 1571 (1996) (adviser allocated profitable trades to accounts charged a performance-
based fee); In the Matter of Nicholas-Applegate Capital Management, Investment Advisers Act
Release No. 1741 (Aug. 12, 1998) (adviser failed to supervise trader who allocated profitable trades to
own personal account); In the Matter of Ark Asset Management Co., Inc., Investment Advisers Act
Release No. 2962 (Dec. 14, 2009) (adviser allocated profitable trades to the proprietary hedge fund
accounts at the expense of the client accounts without disclosing this practice).

31



2. Advertising. The anti-fraud provisions of the Act apply with respect to both
clients and prospective clients. The SEC has adopted rule 206(4)-1, which
prohibits any adviser registered with the SEC from using any advertisement
that contains any untrue statement of material fact or is otherwise
misleading.'®*

Specific Restrictions. An advertisement may not:

a.  use or refer to testimonials, which staff views as including any
statement of a client’s experience with, or endorsement of, an
adviser;®

b.  refer to past specific recommendations made by the adviser, unless the
advertisement sets out a list of all recommendations made by the
adviser during the preceding year;

c.  represents that any graph, chart, or formula can, in and of itself, be
used to determine which securities to buy or sell; and

d.  refer to any report, analysis, or service as free, unless it really is.

Performance Advertising. Advertisements containing information about the
performance of client accounts must not be misleading. The SEC staff
considers an advertisement containing performance information misleading
if it implies, or if a reader would infer from it, something about an adviser’s
competence or possible future investment results that would be unwarranted
if the reader knew all of the facts.'®® Advisers registered with the SEC must
maintain records substantiating any performance claimed in an
advertisement.*®’

Definition of Advertisement. While no communications to clients may be
misleading, the specific restrictions discussed above apply only to
“advertisements” by advisers, which the SEC defines generally as
communications (in writing or electronic form) to more than one person that
offer advisory services.'®® The SEC staff does not believe that a written
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Rule 206(4)-1. See also SEC v. C.R. Richmond & Co., 565 F.2d 1101, 1104 (9th Cir. 1977) (an
adviser’s advertising “must be measured from the viewpoint of a person unskilled and unsophisticated
in investment matters™); In the Matter of Jesse Rosenblum, Investment Advisers Act Release No. 913
(May 17, 1984) (an investment adviser’s advertisement that contained materially misleading statements
was “not cured by the disclaimers buried in the [smaller print] text [of the advertisement]”).

For further discussion, see DALBAR, Inc., SEC Staff No-Action Letter (Mar. 24, 1997).

Edward F. O’Keefe, SEC Staff No-Action Letter (Apr. 13, 1978); Anametrics Investment Management,
SEC Staff No-Action Letter (May 5, 1977). See also Clover Capital Management, Inc., SEC Staff No-
Action Letter (Oct. 28, 1986).

Rule 204-2(a)(16). See In the Matter of Warwick Capital Management, Inc., Initial Decision Release
No. 327 (Feb. 15, 2007). (“Respondent blamed a series of dubious calamities for their inability to
produce records that would support the inflated numbers and created after-the-fact documents
concerning the inflated numbers.”).

Rule 206(4)-1(b) defines advertisement for purposes of the rule as “[a]ny notice circular, letter or other
written communication addressed to more than one person, or any notice or other announcement in any
publication or by radio or television, which offers (1) any analysis, report or publication concerning

securities, or (2) any graph, chart, formula or other device to be used in making any determination as to
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communication by an adviser that does no more than respond to an
unsolicited request by a client is an advertisement even if it received
multiple requests for the same information, e.g., in multiple RFPs.*®®

Use of Social Media. Use of social media to communicate with clients and
prospective clients may implicate rule 206(4)-1.*"

3. Custody of Client Assets. A registered adviser with custody of client funds
or securities (“client assets”) is required by rule 206(4)-2 to take a number of
steps designed to safeguard those client assets.'”* These requirements were
amended in December 2009.%"2

a.  Definition of Custody. Custody means “holding, directly or indirectly,
client funds or securities, or having any authority to obtain possession
of them.” An adviser has custody if an affiliate has custody of its
client funds or securities in connection with advisory services it
provides to clients.

Custody includes:
()  Possession of client funds or securities;

(i)  Any arrangement under which an adviser is permitted or
authorized to withdraw client funds or securities (such as check-
writing authority or the ability to deduct fees from client assets),
and

(iii) Any capacity that gives an adviser or its supervised person legal
ownership of or access to client funds or securities (such as
acting as general partner or trustee of a pooled investment
vehicle).'”

b.  Qualified Custodians. An adviser with custody must maintain client
funds and securities with “qualified custodians” either under the
client’s name or under the adviser’s name as agent or trustee for its
clients. Qualified custodians are:
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when to buy or sell any security, or which security to buy or sell, or (3) any other investment advisory
service with regard to securities.” A communication covered by the rule may be made to new clients or
to existing clients where the purpose is to induce them to renew their advisory contract or subscription.
Spear & Staff, 42 S.E.C. 549 (1965).

Investment Counsel Association of America, SEC Staff Letter (Mar. 1, 2004).

The SEC staff has made observations regarding advisers’ use of social media. Investment Adviser Use
of Social Media, National Examination Risk Alert, VVol. 11, Issue 1 (Jan. 4, 2012), available at
http://www.sec.gov/about/offices/ocie/riskalert-socialmedia.pdf.

Rule 206(4)-2. The staff of the SEC’s Division of Investment Management has published responses to
“FAQs” (frequently asked questions) on the custody rule (“Custody Rule FAQs™), available at
http://www.sec.gov/divisions/investment/custody_faq_030510.htm.

See Custody of Funds or Securities of Clients by Investment Advisers, Investment Advisers Act Release
No. 2968 (Dec. 30, 2009) (“Release 2968”), available at http://www.sec.gov/rules/final/2009/ia-
2968.pdf.

Rule 206(4)-2(d)(2).
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(1)  broker-dealers, banks, savings associations, futures commission
merchants, and

(i) non-U.S. financial institutions that customarily hold financial
assets for their customers, if the institutions keep the advisory
assets separate from their own.

c.  Quarterly Account Statements. The adviser must have a reasonable
basis, after due inquiry, for believing that the qualified custodian sends
quarterly account statements directly to the client.*”*

d.  Notification. The adviser must notify the client as to where and how
the funds or securities will be maintained, promptly after opening an
account for the client and following any changes to this information.*"
If the adviser also sends its own account statements to clients, this
notice and subsequent account statements from the adviser must
contain a statement urging the client to compare account statements
from the custodian with those from the adviser.*”

e.  Surprise Examinations. An adviser that has custody of client assets
generally must undergo an annual surprise examination by an
independent public accountant to verify the client’s funds and
securities.'”” One exception from this requirement is if it has custody
solely because it has authority to deduct advisory fees directly from
client accounts.'”®

Updated - f.  Pooled Investment Vehicles. If the adviser is the general partner of a

limited partnership (or holds a similar position with another form of
pooled investment vehicle such as a hedge fund)*":

(i) the adviser is deemed to have complied with the annual surprise
examination requirement and need not form a reasonable belief
regarding delivery of account statements if the pool’s financial
statements are audited by an independent public accountant that
is registered with, and subject to regular inspection by, the Public
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A common method of forming a reasonable belief acceptable to the SEC is receipt of a copy of an
account statement sent to the client. Release No. 2968, supra note 172.

Notice need not be given if the client opens the account himself.
Rule 206(4)-2(a)(2).

The timing of exams must be irregular from year to year. Rule 206(4)-2(a)(4). See also, In the Matter
of Kaufman, Bernstein, et al., Investment Advisers Act Release No. 2194 (Nov. 20, 2003) (independent
auditor began examination the same date each year). The accountant conducting the examination must
file a certificate on Form ADV-E within 120 days of the time chosen by the accountant for the
examination. Rule 206(4)-2(a)(4)(i). The SEC has issued guidance for accountants performing an
examination pursuant to this rule. See Commission Guidance Regarding Independent Public
Accountant Engagements Performed Pursuant to Rule 206(4)-2 Under the Investment Advisers Act of
1940, Investment Advisers Act Release No. 2969 (Dec. 30, 2009).

Rule 206(4)-2(b)(3).

The SEC staff takes the position that a state-created 529 plan may be treated as a pooled investment
vehicle for these purposes. See Investment Company Institute, SEC Staff No-Action Letter (Sept. 5,
2012).
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Company Accounting Oversight Board (“PCAOB™),*° a?Boll the

audited statements are distributed to the pool’s investors; ™" or

(if)  the qualified custodian must send quarterly account statements to
each investor in the pool and the adviser must obtain a surprise
examination of the pool’s assets. %

g.  Adviser or “Related Person” as Custodian.*® If the adviser or its
related person maintains client assets as the qualified custodian in
connection with the adviser’s advisory services, the adviser must:

(i) bhave an independent public accountant that is registered with,
and subject to regular inspection by, the PCAOB perform the
required annual surprise examination, unless the related person is
“operationally independent” of the adviser;*** and

(if)  obtain, or receive from the affiliate, an annual report of the
internal controls relating to the custody of client assets prepared
by an independent public accountant that is registered with, and
subject to regular inspection by, the PCAOB.*™®

4.  Use of Solicitors. An adviser generally is prohibited by rule 206(4)-3 from
paying a cash fee, directly or indirectly, to a third party (a “solicitor”) unless
it meets the requirements of the rule:

a.  Registered. The adviser must be registered under the Act.

b.  Not Disqualified. An adviser may not pay solicitation fees to a
solicitor that would itself be subject to Statutory Disqualification as an
investment adviser.*®
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The audited financial statements must be prepared according to, or reconciled to, U.S. GAAP.

The audited financial statements must be distributed to investors within 120 days after the close of the
pool’s fiscal year. In 2006, the Division of Investment Management issued a letter indicating that it
would not recommend enforcement action to the Commission under section 206(4) of the Act or rule
206(4)-2 against an adviser of a “fund of funds” relying on the annual audit provision of rule 206(4)-2
if the audited financial statements of the fund of funds are distributed to investors in the fund of funds
within 180 days of the end of its fiscal year. See ABA Committee on Private Investment Entities, SEC
Staff Letter (Aug. 10, 2006); Release 2968, supra note 172, at n. 45. See also Custody Rule FAQs,
supra note 171.

Rule 206(4)-2(a)(5) and (a)(4).

A “related person” includes any person, directly or indirectly, controlling or controlled by the adviser,
and any person that is under common control.

The surprise examination is not required of the adviser if it can demonstrate that the related person
acting as qualified custodian is operationally independent. This determination is made by examining
the relationship between the adviser and the related person, including whether there are common
employees, shared premises, and common supervision. See rule 206(4)-2(d)(5).

Rule 206(4)-2(a)(6).

See supra notes 106-108 and accompanying text. Through a series of no-action letters, however, the
SEC staff expressed the view that statutorily disqualified persons may act as solicitors if the
disqualifying conduct is disclosed in a separate written document to be given to each solicited person
(i) at least 48 hours before such solicited person enters into an advisory contract, or (ii) at the time the
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c.  Written Agreement. The solicitation fee must be paid pursuant to a
written agreement that:

(i)  describes the solicitation activities and the compensation to be
paid;

(if)  contains an undertaking by the solicitor to perform his duties
according to the agreement and in compliance with the Act; and

(iii) requires the solicitor to provide a prospective client a copy of:
(A) the adviser’s disclosure statement (brochure), and

(B) aseparate disclosure statement describing the terms of the
solicitation arrangement, including that the solicitor is being
compensated by the adviser.'®’

Solicitors. The rule defines a solicitor as anyone who, directly or indirectly,
solicits any client for, or refers any client to, an investment adviser. The
Commission believes that a solicitor would be a “person associated with an
adviser” under the Act. The adviser has an obligation to supervise the
activities of solicitors.*®®

Client Referrals. Rule 206(4)-3 does not apply to the direction of brokerage
in return for client referrals. But the adviser directing brokerage to brokers
referring clients to it has a significant conflict of interest. Accordingly, an
adviser may be obligated to disclose to clients material information
regarding conflicts arising from the arrangement, including any affect on the
adviser’s ability to obtain best execution.*®

Pooled Investment Vehicles. The SEC staff has stated that the rule does not
apply to payments by an adviser to solicit investments in a pooled
investment vehicle sponsored by the adviser.*®
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solicited person enters into the advisory contract, if the solicited person has the right to terminate the
advisory contract within five days. Accordingly, the staff no longer issues no-action letters of this type,
except if the facts raise novel or unusual circumstances. See Dougherty & Company LLC, SEC Staff
No-Action Letter (July 3, 2003).

If the solicitor is an employee of the adviser, however, the solicitor is not required to provide
prospective clients a copy of the adviser’s brochure or the separate disclosure statement.

For discussion of an adviser’s obligation to supervise cash solicitors acting on its behalf, see
Requirements Governing Payments of Cash Referral Fees by Investment Advisers, Investment Advisers
Act Release No. 615 (Feb. 2, 1978) (proposing release); Requirements Governing Payments of Cash
Referral Fees by Investment Advisers, Investment Advisers Act Release No. 688 (July 12, 1979)
(adopting release).

In the Matter of Jamison, Eaton and Wood, Inc., supra note 138; In the Matter of Portfolio Advisory
Services LLC, supra note 137; In the Matter of Founders Asset Management, Investment Advisers Act
Release No. 1953 (July 20, 2001); In the Matter of Fleet Investment Advisers, Inc. (successor to
Shawmut Investment Advisers, Inc.), Investment Advisers Act Release No. 1821 (Sept. 9, 1999).

Mayer Brown, LLP, SEC Staff No-Action Letter (July 15, 2008). In its response, however, the staff
noted that the solicitor may itself be an adviser subject to the antifraud provisions of the Act. The
staff’s response was amended on July 28, 2008 but indicates that the response letter should be deemed
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5. Payto Play Rule. On July 1, 2010, the Commission adopted rule 206(4)-5
to address so-called "pay to play" practices in which investment advisers
make campaign contributions to elected officials of state or municipal
governments in order to influence the award of contracts to manage public
pension plan assets and other government investment accounts.®* The rule
applies to SEC-registered investment advisers, certain exempt reporting
advisers, and foreign private advisers, who provide investment advisory
services, or are seeking to provide investment advisory services, to state and
municipal government entities. %

a.  Prohibitions. The rule contains three main prohibitions:

(1)  Two-Year Time Out. An investment adviser is prohibited from
receiving compensation for providing advice to a government
entity, either directly or through a “covered investment pool”,
within two years after a contribution by the adviser, or by any of
its “covered associates” (which include the adviser’s general
partner or managing member, executive officers or other
individuals with a similar status or function, solicitors, and
political action committees they control) to an official of that
government entity who can influence the award of advisory
business.'%?

(i)  Third Party Solicitor Ban. Neither an investment adviser nor
any of its covered associates may provide or agree to provide,
directly or indirectly, payment to any third party to solicit
government clients for the adviser unless such person is a
“regulated person.”*%*
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to have been issued on July 15. See also rule 206(4)-5 and Section V1. B. 5 of this outline regarding
solicitation of government clients.

Political Contributions by Certain Investment Advisers, Investment Advisers Act Release No. 3043
(July 1, 2010)(“Pay to Play Release™), available at http://www.sec.gov/rules/final/2010/ia-3043.pdf.
For staff responses to frequently asked questions about the rule, visit the SEC’s website at
http://www.sec.gov/divisions/investment/pay-to-play-fag.htm.

Rule 206(4)-5(a).

Rule 206(4)-5(a)(1). An adviser subject to the rule is not prohibited from providing advisory services
to a government client, even after triggering the two-year time out. Instead, an adviser is prohibited
from receiving compensation for providing advisory services to such client during the time out. This
enables an adviser to act consistently with its fiduciary obligations and provide uncompensated
advisory services for a reasonable period of time to allow the government client to replace the adviser.
See also Section VI. B. 4 regarding the cash solicitation rule that applies to all SEC-registered advisers.

Rule 206(4)-5(a)(2)(i). “Regulated persons” include (i) SEC-registered investment advisers that have
not, and whose covered associates have not, within two years of soliciting a government entity, made a
contribution to an official of that government entity; or bundled any contribution to an official or
payment to a political party of a state or locality where the adviser is providing or seeking to provide
investment advisory services to a government entity; (ii) registered broker-dealers that are subject to a
pay to play rule adopted by the Financial Industry Regulatory Authority that the Commission, by order,
finds substantially equivalent or more stringent than rule 206(4)-5; and (iii) a “municipal adviser”
registered with the Commission and subject to rules adopted by the Municipal Securities Rulemaking
Board that the Commission, by order, finds substantially equivalent or more stringent than rule 206(4)-
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(iti) Bundling Ban. Rule 206(4)-5 prohibits an adviser and its
covered associates from “bundling” others’ contributions -- i.e.
coordinating or soliciting any person or political action
committee to make (A) any contribution to an official of a
government entity to which the adviser is providing or seeking to
provide investment advisory services; or (B) any payment to a
political party of a state or locality where the investment adviser
is providing or seeking to provide investment advisory services
to a government entity.'*®

Catch-All Provision. Rule 206(4)-5(d) prohibits acts done indirectly,
which, if done directly, would violate the rule.

Covered Investment Pools. Rule 206(4)-5 includes a provision that
applies each of the prohibitions of the rule to an adviser that manages
assets of a government entity through a “covered investment pool”
defined as (i) any investment company registered under the Investment
Company Act that is an investment option of a plan or program of a
government entity;*® or (ii) any company that would be an investment
company under section 3(a) of the Investment Company Act but for
the exclusions from that definition provided by section 3(c)(1), section
3(c)(7) or section 3(c)(11) of that Act.**’

Recordkeeping. Rule 204-2 was amended to require registered
advisers that provide investment advisory services to a government
entity, or to a covered investment pool in which a government entity is
an investor, to make and keep certain records related to the pay to play
rule.

Proxy Voting. A registered adviser that exercises voting authority over
client securities is required to vote them in the best interest of the client and
not in its own interest. Rule 206(4)-6 requires advisers with voting authority
over client securities to:

a.

adopt and implement written policies and procedures that are
reasonably designed to ensure that the adviser votes in the clients’ best
interests, and which must specifically address conflicts of interest that
may arise between the adviser and its clients;

describe their voting policies and procedures to clients, deliver a copy
of the policies and procedures to clients upon request, and inform
clients how they can obtain information on how the adviser voted their
securities; and
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5. This prohibition is limited to third-party solicitors. Thus, the prohibition does not apply to any of the
adviser’s employees, general partners, managing members, or executive.

Rule 206(4)-5(2)(2)(ii).

A plan or a program of a government entity includes participant-directed plans, such as college savings
plans like 529 plans and retirement plans like 403(b) and 457 plans.

Rule 206(4)-5()(3).
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c.  keep certain records relating to voting of client securities.**®

7. Supervision. An adviser has a continuing responsibility to supervise all
persons acting on its behalf.*® The SEC may sanction an adviser that “has
failed reasonably to supervise, with a view to preventing violations of the
provisions of such statutes, rules, and regulations, another person who
commits such a violation, if such other person is subject to his
supervision.”#®

a.  Supervisor. Whether a person has responsibility as a “supervisor”
depends on whether, under the facts and circumstances of a particular
case, the person has a requisite degree of responsibility, ability or
authority to affect the conduct of the employee whose behavior is at
issue.”™

b.  Safe Harbor. Under the Act, a person (e.g., an adviser or an officer of
the adviser) will not be deemed to have failed to supervise a person if
(i) the adviser had established procedures and a system for applying
such procedures that are reasonably expected to prevent and detect the
conduct, and (ii) the person reasonably discharged his supervisory
duties and had no reasonable cause to believe that the procedures were
not being complied with.?*

8.  Compliance Program. Under rule 206(4)-7 each registered adviser must
establish an internal compliance program that addresses the adviser’s
performance of its fiduciary and substantive obligations under the Act.

a.  Chief Compliance Officer. Each adviser must designate a chief

See also Section VI. A. 5 of this outline.

The SEC has stated that the “delicate fiduciary relationship” between an investment adviser and a client
imposes an obligation on an adviser to review and to monitor its activities and the activities of its
employees. Shearson Lehman Brothers, Inc. and Stein Roe & Farnham, Exchange Act Release No.
23640 (Sept. 24, 1986). The Commission has repeatedly emphasized that the duty to supervise is a
critical component of the federal regulatory scheme. See In re Rhumbline Advisers, Investment
Advisers Act Release. No. 1765 (Sept. 29, 1998); In re Scudder Kemper Investments, Inc., Investment
Advisers Act Release. No. 1848 (Dec. 22, 1999) (adviser failed reasonably to supervise employee and
did not have policies and procedures designed to detect and prevent employees’ unauthorized trading in
client accounts); In re Nicholas-Applegate Capital Management, Investment Advisers Act Release. No.
1741 (Aug. 12, 1998) (adviser failed reasonably to supervise employee and did not have policies and
procedures designed to detect and prevent employees from engaging in improper personal trading); In
re Van Kampen American Capital Asset Management, Inc., Investment Advisers Act Release. No.
1525 (Sep. 29, 1995) (adviser failed reasonably to supervise employee and did not have policies and
procedures designed to detect and prevent employees from mispricing fund securities). Both registered
and unregistered advisers have an obligation to supervise persons acting on their behalf. In the Matter
of Wilfred Mickel and Robert A. Littell, Investment Advisers Act Release No. 2203 (Dec. 15, 2003).
See also In the Matter of Western Asset Management Co. and Legg Mason Fund Adviser, Inc.,
Investment Advisers Act Release No. 1980 (Sept. 28, 2001) (adviser has a duty to supervise a sub-
adviser); TBA Financial Corporation, SEC Staff No-Action Letter (Nov. 7, 1983) (duty to supervise
employees who are also “registered representatives”).

Section 203(e)(6).
See In re John H. Gutfreund, 51 S.E.C. 93, 113 (1992).
Section 203(e)(6).
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compliance officer (“CCO”).%* The CCO must be knowledgeable
about the Act and have the authority to develop and enforce
appropriate compliance policies and procedures for the adviser. The
CCO need not be an employee who does not have other duties.?*

b.  Policies and Procedures. Each adviser must also adopt and implement
written policies and procedures reasonably designed to prevent the
adviser or its personnel from violating the Act.””®> The SEC explained
that each adviser, in designing its policies and procedures, should
identify conflicts and other compliance factors creating risk exposure
for the firm and its clients in light of the firm's particular operations,
and then design policies and procedures that address those risks.?*
The SEC has stated that these policies and procedures should cover, at
a minimum, the following areas to the extent applicable to the adviser:

(i) Portfolio management processes, including allocation of
investment opportunities among clients and consistency of
portfolios with clients' investment objectives, disclosures by the
adviser, and applicable regulatory restrictions;

(i) Trading practices, including procedures by which the adviser
satisfies its best execution obligation, uses client brokerage to
obtain research and other services (“soft dollar arrangements”),
and allocates aggregated trades among clients;

(iii) Proprietary trading of the adviser and personal trading activities
of supervised persons;
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Rule 206(4)-7(c). The Commission has stated that having the title of chief compliance officer does
not, in and of itself, carry supervisory responsibilities so that an adviser’s chief compliance officer
would not necessarily be subject to a sanction for failure to supervise other advisory personnel.
Investment Advisers Act Release No. 2204 (Dec. 17, 2003) (“Release 2204™) at n. 73 available at
http://www.sec.gov/rules/final/finalarchive/finalarchive2003.shtml.

Release 2204, supra note 203 at Section 1. C. However, the SEC recently settled an enforcement
action alleging that a dually-registered broker-dealer and investment adviser violated section 206(4) of
the Advisers Act and rule 206(4)-7 thereunder by failing to adopt and implement compliance policies
and procedures specific to its advisory business when its CCO spent about 95% of his time on
compliance-related issues for the firm’s brokerage business and only about 5% of his time on
compliance-related issues for the advisory business. In the Matter of Feltl & Company, Inc.,
Investment Advisers Act Release No. 3325 (Nov. 28, 2011).

Rule 206(4)-7(a). The SEC has brought enforcement actions against advisers for failing to adopt and
implement adequate policies and procedures as required by rule 206(4)-7. See, e.g., In the Matter of
OMNI Investment Advisors Inc. and Gary R. Beynon, Investment Advisers Act Release No. 3323 (Nov.
28, 2011); In the Matter of The Buckingham Research Group, Inc., Buckingham Capital Management,
Inc., and Lloyd R. Karp, Investment Advisers Act Release No. 3109 (Nov. 17, 2010); In the Matter of
Consulting Services Group, LLC, and Joe D. Meals, Investment Advisers Act Release No. 2669 (Oct.
4, 2007).

The SEC has settled an enforcement action against an adviser that adopted a “pre-packaged” policies
and procedures manual that failed to reflect the risk factors or conflicts of interest of the adviser; the
SEC found that the adviser violated rule 206(4)-7 by failing to adopt and implement written policies
and procedures reasonably designed to prevent violations of the Advisers Act by that adviser’s
supervised persons. In the Matter of Consulting Services Group, LLC, and Joe D. Meals, supra note
205.
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(iv) The accuracy of disclosures made to investors, clients, and
regulators, including account statements and advertisements;

(v) Safeguarding of client assets from conversion or inappropriate
use by advisory personnel;

(vi) The accurate creation of required records and their maintenance
in a manner that secures them from unauthorized alteration or use
and protects them from untimely destruction;

(vii) Marketing advisory services, including the use of solicitors;

(viii) Processes to value client holdings and assess fees based on those
valuations;

(ix) Safeguards for the privacy protection of client records and
information; and

(x) Business continuity plans.?’

c.  Annual Review. The adviser must review the adequacy and
effectiveness of its policies at least annually.?®

9.  Code of Ethics. All advisers registered with the SEC must adopt and enforce
a written code of ethics reflecting the adviser’s fiduciary duties to its
clients.?”® At a minimum, the adviser’s code of ethics must:

a.  Standards of Conduct. Set forth a minimum standard of conduct for
all supervised persons;

b.  Compliance with Federal Securities Laws. Require supervised persons
to comply with federal securities laws;

c.  Personal Securities Transactions. Require each of an adviser’s access
persons®*® to report his securities holdings at the time that the person
becomes an access person and at least once annually thereafter and to
make a report at least once quarterly of all personal securities
transactions in reportable securities to the adviser’s CCO or other

designated person;
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Release 2204, supra note 203.
Rule 206(4)-7(b).

Rule 204A-1. See also, In the Matter of Consulting Services Group, LLC, and Joe D. Meals, supra
note 205 (adviser failed to timely adopt and accurately document ethics code).

Rule 204A-1(e)(1) defines “access person.” Generally, an access person is a supervised person who
has access to non-public information regarding clients’ securities purchase or sale of securities.

Rule 204A-1(b) (1) (holdings reports), and (2) (transaction reports). Access persons do not have to
report holdings of or transactions in: (i) direct obligations in of the U.S. government; (ii) certain bank
instruments, commercial paper, and agreements; (iii) shares of money market funds; (iv) shares in
open-end investment companies (mutual funds) that are not advised by either the adviser or an entity in
a control relationship with the adviser); and (v) shares of a (US) unit investment trust that invests
exclusively in an unaffiliated mutual fund. See rule 204A-1(j). See also, M&G Investment
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d.  Pre-approval of Certain Securities Transactions. Require the CCO or
other designated persons to pre-approve investments by the access
persons in IPOs or limited offerings;

e.  Reporting Violations. Require all supervised persons to promptly
report any violations of the code to the adviser’s CCO or other
designated person;

f. Distribution and Acknowledgment. Require the adviser to provide
each supervised person with a copy of the code, and any amendments,
and to obtain a written acknowledgment from each supervised person
of his receipt of a copy of the code; and

g. Recordkeeping. Require the adviser to keep copies of the code,
records of violations of the code and of any actions taken against
violators of the code, and copies of each supervised person’s
acknowledgement of receipt of a copy of the code.

10. Fraud Against Investors in Pooled Investment Vehicles. Rule 206(4)-8
prohibits advisers from defrauding investors and prospective investors in
pooled investment vehicles they advise.?*? The anti-fraud provisions of the
Act (section 206(1) and (2)) prohibit advisers from defrauding “clients.” A
2006 court decision created doubt about whether an investor in a pooled
investment vehicle (e.g., a hedge fund) advised by an adviser is a “client,”
and thus whether the SEC could enforce these provisions against an adviser
that defrauds the investors, but not the fund.*?

a.  Pronhibition on False or Misleading Statements. Rule 206(4)-8
prohibits advisers to pooled investment vehicles from making any
materially false or misleading statements to investors or prospective
investors in those pools.

b.  Prohibition of Other Frauds. In addition, the rule prohibits advisers to
pooled investment vehicles from otherwise defrauding the investors or
prospective investors in those pools. This provision is designed to
apply more broadly to fraudulent conduct that may not involve
statements.
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Management Ltd., SEC Staff No-Action Letter (Mar. 1, 2007) (permitting access persons of U.K.-
based registered adviser to exclude from reports certain analogous instruments).

Rule 206(4)-8. See Prohibition of Fraud by Advisers to Certain Pooled Investment Vehicles,
Investment Advisers Act Release No. 2628 (Aug. 3, 2007), available at
http://www.sec.gov/rules/final/2007/ia-2628.pdf. See also, SEC v. Rabinovich & Associates, LP, Alex
Rabinovich and Joseph Lovaglio, 07 Civ. 10547(GEL) (S.D.N.Y.) (Nov. 17, 2008); SEC v. Moises
Pacheco, et al., Civil Action No. 09-CV-1355-W-RBB (Nov. 19, 2009) (discussed in In the Matter of
Moises Pacheco, Investment Advisers Act Release No. 2960 (Dec. 11, 2009)); SEC v. Thomas J.
Petters, et al, Civil Action No. 09 SC 1750 ADM/JSM (D. Minn.) (Oct. 5, 2010) (discussed in SEC v.
Thomas J. Petters, et al, Litigation Release No. 21687 (Oct. 18, 2010)); SEC v. Donald Anthony
Walker Young, et al, Civil Action No. 09-1634 (E.D. Penn.)(Apr. 12, 2011); SEC. v. Imperium
Investment Advisors, LLC, et al, 8:10-CV-02859-JDW-MAP (M.D.F.L) (June30, 2011) (discussed in
In the Matter of Imperium Investment Advisors, LLC, Administrative Proceeding File No. 3-14471
(July 20, 2011)).

Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006).
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c.  No Fiduciary Duty. Rule 206(4)-8 does not create a fiduciary duty to
investors or potential investors in a pooled investment vehicle not
otherwise imposed by law, nor does it alter any duty or obligation an
adviser has under the Advisers Act, or any state law or requirement to
investors in a pooled vehicle.?* In adopting the rule, the SEC
explained that rule 206(4)-8 would, however, permit the SEC to
enforce an adviser’s fiduciary duty created by other law if the adviser
fails to fulfill that duty by negligently or deliberately failing to make
the required disclosure.

d.  Pooled Investment Vehicles. Pooled investment vehicles include
hedge funds, private equity funds, venture capital funds, and other
types of privately offered pools that invest in securities as well as
investment companies that are registered with the SEC under the
Investment Company Act.?*

11. Insider Trading. Section 204A of the Act requires advisers to establish,
maintain, and enforce written policies and procedures reasonably designed
to prevent the misuse of material, non-public information by the adviser or
any of its associated persons,?'® including the misuse of material, non-public
information about the adviser’s securities recommendations and client
securities holdings and transactions.?'’

12. Brochure Rule.

a.  Firm Brochure. Rule 204-3, as amended in 2010, requires a registered
adviser to prepare and deliver to clients a plain English, narrative
brochure that contains all information required by Part 2A of Form
ADV, including, among other things, the adviser’s business practices,
investment strategies, fees, conflicts of interest, and disciplinary
information.**® The adviser must deliver the brochure to a client before
or at the time of entering into an advisory contract with the client, and
must annually deliver to the client an updated brochure which contains
or is accompanied by a summary of material changes, or a summary of
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An adviser to a hedge fund may have a separate relationship with an investor in a hedge fund that it
advises that gives rise to fiduciary obligations. U.S. v. Lay, 566 F. Supp. 2d 652 (N.D. Ohio May 13,
2008).

Rule 206(4)-8(b) provides that a “pooled investment vehicle” means any investment company as
defined in section 3(a) of the Investment Company Act or any company that would be an investment
company under section 3(a) of that Act but for the exclusion provided from that definition by either
Section 3(c)(1) or section 3(c)(7) of that Act.

The SEC has brought enforcement proceedings against advisers for violating section 204A. See, e.g.,
In the Matter of Gabelli & Co. Inc., Investment Advisers Act Release No. 1457 (Dec. 8, 1994).

See also, Investment Adviser Code of Ethics, Investment Advisers Act Release No. 2256 (July 2, 2004),
available at http://www.sec.gov/rules/final/finalarchive/finalarchive2004.shtml (“We ... remind
advisers that they must maintain and enforce policies and procedures to prevent the misuse of material,
non-public information, which we believe includes misuse of material, non-public information about
the adviser’s securities recommendations, and client securities holdings and transaction.”).

As stated in Section V.B.2, the adviser must also file with the SEC the brochure that it delivered to its
client to satisfy its registration requirements under rules 203-1 and 204-1.
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material changes with an offer to deliver the updated brochure upon
request. 2

(i)  Non-Required Information. Delivery of a brochure meeting the
requirements of Part 2A does not necessarily satisfy an adviser’s
full disclosure obligation under the anti-fraud rules.?*
Accordingly, many advisers include additional information in
their brochures.

(i) Exceptions to Delivery. Advisers are not required to deliver a
brochure to investment company clients or to clients for whom
they provide only impersonal services for less than $500.%%

(iii) Electronic Delivery. Advisers may deliver brochures
electronically with client consent.“??

Brochure Supplement. Rule 204-3 also requires the adviser to deliver
a brochure supplement that contains information about an advisory
employee, including the employee’s educational background, business
experience, other business activities, and disciplinary history, to a
client before or at the time the employee begins to provide advisory
services to that client.?*®

(i) Covered employees. An employee must deliver a brochure
supplement to clients, if the employee formulates investment
advice for the client and has direct client contact; or makes
discretionary investment decisions for the client even if the
employee has no direct client contact.??

(i)  Exceptions to delivery. Advisers are not required to deliver a
brochure supplement to a client: (i) to whom the adviser is not
required to deliver a brochure; (ii) who receives only impersonal
service; or (iii) who is an officer, employee or other persons
related to the adviser that would be “qualified client” under rule
205-3(d)(1).7%

(iii) Electronic Delivery. Advisers may deliver brochure supplements
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Rule 204-3(b)(1) and (2).
See Part 2 Adopting Release, supra note 113, at n. 7.

Rule 204-3(c).

Use of Electronic

Media by Broker-Dealers, Transfer Agents, and Investment Advisers for Delivery of

Information, Investment Advisers Act Release No. 1562 (May 9, 1996) (publishing Commission
interpretive guidance with respect to use of electronic media to fulfill investment advisers’ disclosure
delivery obligations).

Rule 204-3(b)(3).

Id. Note that if the investment advice is provided by a team comprised of more than 5 employees, only
the 5 employees that have the most significant responsibility for the day-to-day advice to a client need
to provide brochure supplements to that client. For more information, see Part 2 FAQs, supra note

113.
Rule 204-3(c)(2).

44



13.

electronically with client consent.

Systemic Risk Reporting on Form PF. In October 2011, the SEC adopted
rule 204(b)-1 requiring registered advisers with at least $150 million in
private fund assets under management to submit regular reports on new
Form PF. Advisers must file Form PF electronically on a confidential basis.
Form PF is designed, among other things, to assist the Financial Stability
Oversight Council in its assessment of systemic risk in the U.S. financial
system.?%

a.

Smaller private fund advisers. Advisers that manage at least $150
million of private fund assets, but less than the amounts that make
them “large private fund advisers,” complete only section 1 of Form
PF. They file annually within 120 days of the end of their fiscal year.

Section 1 requires, for each private fund, limited information about the
size, leverage, investor types, investor concentration, liquidity and fund
performance. This section also requires information regarding
strategy, counterparty exposures, and use of trading and clearing
mechanisms for each private fund that is a hedge fund.

Larger Private Funds Advisers. Three types of “Large Private Fund
Advisers” that meet certain thresholds for assets under management
based on investment strategy type are required to complete additional
sections of Form PF.%’

(i) Large Hedge Fund Advisers. Advisers managing at least $1.5
billion in hedge fund assets must file quarterly within 60 days of
their quarter end and, in addition to Section 1, must complete
Section 2 of Form PF.

Section 2a requires information about aggregate hedge fund
assets the adviser manages, such as the value of investments in
different types of assets, the duration of fixed income holdings,
the value of turnover for certain asset classes and the
geographical breakdown of investments. Section 2b requires, for
each hedge fund that has net assets of at least $500 million, more
granular information about the fund’s exposures, leverage, risk
profile and liquidity.

(i) Large Private Equity Fund Advisers. Advisers managing at least
$2 billion in private equity fund assets must file annually within
120 days of the end of their fiscal year (same as smaller advisers)
and, in addition to Section 1, must complete section 4 of Form
PF.

226

227

Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and
Commodity Trading Advisors on Form PF. Investment Advisers Act Release No. 3308 (Oct. 2011),
available at http://www.sec.gov/rules/final/2011/ia-3308.pdf (“Form PF Adopting Release™). The staff
of the Division of Investment Management has published responses to frequently asked questions on
Form PF, available at http://www.sec.gov/divisions/investment/pfrd.pfrdfag.shtml.

Form PF Adopting Release, supra note 226, at 21.
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Section 4 requires information about the extent of leverage
incurred by funds’ portfolio companies, use of bridge financing,
funds’ investments in financial institutions, and geographical and
industry breakdowns of funds’ investments in portfolio
companies.

(iii) Large Liquidity Fund Advisers. Advisers managing at least $1
billion in combined unregistered and registered money market
fund assets must file quarterly within 15 days of their quarter end
and, in addition to Section 1, must complete section 3 of Form PF

Item 3 requires information about each liquidity fund’s portfolio,
certain information relevant to the risk profile of the fund and the
extent to which the fund has a policy of complying with all or
aspects of rule 2a-7 under the Investment Company Act.

c.  Non-US. Advisers. A registered adviser with a principal office and
place of business outside the U.S. may omit reporting of any private
fund that, during the preceding fiscal year: (i) was not organized in the
U.S.; (ii) was not beneficially owned by one or more U.S. persons; and
(iii) was not offered in the U.S.?

14. Privacy Rules. Title V of the Gramm-Leach-Bliley Act protects the privacy
interests of consumers of financial services, including clients of SEC-
registered investment advisers.””® SEC rules implementing the statute
protect only individuals’ personal privacy interests, and not those of
businesses or individuals who seek to obtain the services of an adviser for
business purposes.?*°

a.  Notices. An adviser must provide clients an initial and an annual
notice of the adviser’s privacy policies. The initial notice must be
provided no later than when the client enters into an advisory
contract.®

Content of Notice. Notices must be clear and conspicuous, i.e.,
reasonably understandable and designed to call attention to the nature
and significance of the notice. They must include, among other things:
(i) categories of non-public personal information the adviser collects;
(ii) categories of information the adviser shares; (iii) categories of
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General Instruction 1 (last paragraph) to Form PF.
Title V is not codified as part of the Advisers Act. It is codified at 15 U.S.C. 6801-6827.

See rule 248.3(g)(1). The SEC’s implementing rules can be found at 17 CFR Part 248 (“Regulation
S-P”). The rules apply to SEC-registered advisers. Rule 248.1(b). Advisers that are unregistered or
are registered only with the states are subject to privacy regulations overseen by the Consumer
Financial Products Board. Regulation S-P was adopted under the Securities Exchange Act, the
Investment Company Act, and the Advisers Act; therefore the SEC has the remedies available under
those statutes as applicable in enforcing the privacy rules. The SEC staff has posted responses to
frequently asked questions about Regulation S-P at
www.sec.gov/divisions/investment/guidance/regs2ga.htm.

Rules 248.4(a), 248.5(a).
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affiliates and non-affiliates with which the adviser shares the
information; and (iv) the adviser’s policies and practices for protecting
the confidentiality and security of information.

Model Form. The SEC has adopted a model form that advisers may
choose to use to satisfy the initial and annual notice disclosure
requirements. Use of the form provides advisers with a “safe harbor”
for the content of the required notice under the privacy rules.?*

b.  Opt-Out. An adviser must provide clients with an opportunity to “opt
out” or block the adviser from sharing “non-public” personal financial
information with nonaffiliated third parties.?*

Exceptions. An adviser does not have to provide an opt-out right in
three circumstances:

(i) the information is provided to an affiliate;***

(i1)  the adviser shares the information in the course of providing
advisory services to the client (e.g., with a broker, transfer agent,
or lawyer) with the client’s consent, or as required by law;?* or

(iii) the adviser shares the information with a nonaffiliate that
performs services, including marketing, for the adviser, but the
adviser must have entered into a contract with the nonaffiliate
that prohibits the nonaffiliate from using the information except
for the purpose for which it received it.**®

c.  Safeguarding and Properly Disposing of Client Information.’ An
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17 CFR 248.2, adopted in, Final Model Privacy Form under the Gramm-Leach-Bliley Act, Investment
Advisers Act Release No. 2950 (Nov. 16, 2009), available at http://www.sec.gov/rules/final/2009/34-
61003.pdf.

Rule 248.10.

Subpart B of Regulation S-P governs the use of certain information received by affiliates. This
subpart, Regulation S-AM, allows a consumer, in certain limited situations, to block affiliates of
advisers from soliciting the consumer, if the solicitation is derived from certain private information that
the adviser has shared with an affiliate. Subpart B (Regulation S-AM) differs from Subpart A of
Regulation S-P in that it does not restrict the sharing of certain information, only the actual use of the
information to solicit. See Regulation S-AM: Limitations on Affiliate Marketing, Investment Advisers
Act Release No. 2911 (August, 4, 2009) available at http://www.sec.gov/rules/final/2009/34-
60423.pdf.

Rules 248.14, 248.15.
Rule 248.13.

The SEC has proposed additional amendments to its privacy rules. In 2012, the SEC proposed rules,
including those that could require certain advisers who have custody or client assets or that otherwise
qualify as financial institutions to (i) develop a program to identify “red flags” associated with identity
theft, and (ii) have policies and procedure designed to prevent and mitigate identity theft in connection
with its consumer accounts. Identity Theft Red Flags Rules, Investment Company Act Release No.
29969 (Feb. 28, 2012) available at http://www.sec.gov/rules/proposed/2012/ic-29969.pdf.  In 2008,
the SEC proposed amendments to its rules, including (i) a requirement that individuals be notified
under certain circumstances in the event of a breach of security, (ii) additional guidance as to
information that must be included in the safeguard and disposal polices, and (iii) a limited exception to
the notice and opt-out requirements to allow a departing registered representative to take certain client
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adviser must adopt written procedures reasonably designed to protect
client records and information and to dispose of consumer report
information properly.?®

d.  “Non-public personal information” includes “personally identifiable
financial information” (a defined term) and any list, description, or
other grouping of clients derived using “personally identifiable
financial information” (e.g., a client list):**°

(i)  “Personally identifiable financial information” includes
information a client provides an adviser, information that results
from services the adviser provides to the client, and information
an adviser otherwise obtains about the client in connection with
providing advisory services.?*

(i)  “Non-public personal information” does not include “publicly
available information”— i.e., information the adviser reasonably
believes is lawfully made available to the general public from
government records, widely distributed media, or disclosures to
the general public required by law.***

15. Form 13F Disclosure. An SEC-registered investment adviser that exercises
investment discretion over at least $100 million in “section 13(f) securities”
must periodically file Form 13F with the SEC.?** This requirement was
designed “to create a central depository of historical and current data about
the investment activities of institutional investment managers” to assist
investors and regulators.?*®

“Section 13(f) securities” generally include equity securities that trade on an
exchange (including the NASDAQ National Market System).?** Form 13F
must be filed electronically, via the SEC’s Electronic Data Gathering,
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information when leaving a firm. Regulation S-P: Privacy of Consumer Financial Information and
Safeguarding Personal Information, Investment Advisers Act Release No. 2712 (Mar. 4, 2008).

Rule 248.30(a); 248.30(b). The SEC has settled an enforcement action against an investment adviser
that failed to adopt procedures reasonably designed to protect client records and information. See In
the Matter of LPL Financial Corporation, Investment Advisers Act Release No. 2775 (Sept. 11, 2008).

Rule 248.3(t)(1).
Rule 248.3(u)(1).
Rule 248.3(t)(2).

Section 13(f) of the Exchange Act; rule 13f-1(a) under the Exchange Act. See In the Matter of Quattro
Global Capital, LLC., Investment Advisers Act Release No. 2634 (Aug. 15, 2007) (adviser failed to
File Form 13F); In the Matter of Cabot Money Management Inc., Investment Advisers Act Release No.
1577 (Aug. 15, 1996).

S. Rep. No. 94-75, 94™ Cong., 2d Sess. 82-85 (1975). Each quarter, the SEC publishes a list of section
13(f) securities to assist institutional investment managers in the preparation of their Form 13F filings,
available at http://www.sec.gov/divisions/investment/13flists.htm.

“Section 13(f) securities” also include certain equity options and warrants, shares of closed-end
investment companies, and some convertible securities. Shares of open-end investment companies are
not “section 13(f) securities.” Rule 13f-1(c). The SEC publishes an official list of section 13(f)
securities, available at http://www.sec.gov/divisions/investment/13flists.htm.
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Analysis and Retrieval (“EDGAR?”) system, within 45 days after the end of
the March, June, September, and December calendar quarters. Form 13F
reports must identify, among other things: (i) the name of the issuer; (ii) the
number of shares owned; and (iii) the fair market value, as of the end of the
quarterly filing period, of the reported securities.?*

Non-U.S. Advisers. Non-US investment advisers must file Form 13F if they
(i) use any means or instrumentality of United States interstate commerce in
the course of their business; and (ii) exercise investment discretion over
$100 million or more in section 13(f) securities.?*

16. Large Trader Reporting. An investment adviser that qualifies as a “large
trader” must obtain a large trader identification number from the SEC, file
and periodically update Form 13H, and disclose to each SEC