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l. Introduction

Money managers, investment consultants, and financial planners are regulated
in the United States as “investment advisers” under the federal Investment
Advisers Act of 1940 (“Advisers Act” or “Act”) or similar state statutes. This
outline describes the federal regulation of investment advisers.

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 Securities and Exchange Commission (“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 Securities and Exchange Commission, as a matter of policy, disclaims responsibility for
any private publication of any of its employees. The views expressed in this outline are those
of the author, and do not necessarily reflect the views of the Securities and Exchange
Commission or of the author’s colleagues on the staff of the Securities and Exchange
Commission. Portions of this outline have been included in outlines used by members of the
Division of Investment Management. The author would like to thank Jennifer Sawin,
Penelope Saltzman, and Vivien Liu of the SEC staff for their assistance.



1. 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;

Is engaged 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 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.

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 for providing investment
advice; and (iii) the frequency and specificity of the advice
provided.® Generally, a person providing advice about specific
securities will be considered “engaged in the business” unless
specific advice is rendered only on a rare or isolated occasion.®

Advice about Securities. A person clearly meets the third
element of the statutory test if he provides advice about
specific securities, such as stocks, bonds, mutual funds, limited
partnerships, and commodity pools. 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:

a. Advice about market trends is advice about securities;®

b. Advice about the selection and retention of other
advisers is advice about securities;®

C. Advice about the advantages of investing in securities
versus other types of investments (e.g., coins or real
estate) is advice about securities;*

d. Providing a selective list of securities is advice about
securities even if no advice is provided as to any one
security;' and

e. Asset allocation advice is advice about securities.*
The SEC staff does not believe, however, that the Act applies

to persons whose activities are limited to advising issuers
concerning the structuring of their securities offerings.”

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 of the provisions of the Act.

1.

Banks and Bank Holding Companies. This exclusion is
generally limited to U.S. banks and bank holding companies,
and (as of 2006) federal savings association.** Non-U.S.
banks,™ credit unions, and investment adviser subsidiaries of
banks or bank holding companies™ cannot use the exception.

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 used 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 determine the professional’s
usual charge.



Brokers and Dealers. Brokers and dealers that are registered
with the SEC under the Securities and Exchange Act of 1934
(“Exchange Act”) are excluded from the Act if the advice
given is (i) solely incidental to the conduct of their business as
brokers or dealers, and (ii) they do not receive any “special
compensation.”

a.

Special Compensation. Generally, to avoid receiving
“special compensation,” a broker relying on this
exclusion must receive only commissions, markups,
and markdowns.*®

Wrap Fee Programs. The SEC staff has stated a
broker-dealer that receives a “wrap fee,” i.e., a fee
based on a percentage of assets that compensates the
broker-dealer for both advisory and brokerage services,
will receive “special compensation.”*

Fee-Based Brokerage Accounts. The SEC has recently
issued a rule under which broker-dealers charging
asset-based brokerage fees (rather than commissions,
mark-ups, or mark-downs) are not deemed to be
investment advisers based solely on receipt of special
compensation, so long as: (i) the broker-dealers do not
exercise investment discretion over the accounts; (ii)
any advice provided by the broker-dealers with respect
to the accounts is incidental to the brokerage services
provided to those accounts; (iii) and prominent
disclosure is made regarding the fact that the account is
a brokerage account and not an advisory account.?

Solely Incidental. The SEC believes 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. The SEC has
adopted a rule identifying three (non-exclusive)
circumstances in which advice is not solely incidental
to brokerage services.

Separate Contract or Fee. A broker-dealer that
separately contracts with a customer for investment
advice is not providing advice that is solely incidental
to brokerage services.



Discretionary Accounts. A broker-dealer that exercises
discretionary authority over a client account must treat
the account as an advisory account.?

Financial Planning. A broker-dealer does not provide
advice solely incidental to brokerage services if it
provides advice as part of a “financial plan” and (i)
holds itself out as a financial planner, (ii) delivers to a
customer a financial plan, or (iii) represents to the
customer that he is receiving financial planning.?

Broker-Dealer Agents. The SEC staff has stated that a
registered representative of a broker-dealer can rely on
the exception if she is: (i) giving advice within the
scope of her employment with the broker-dealer; (ii) the
advice is incidental to her employer’s brokerage
activities; and (iii) she receives no special
compensation for her advice.*

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 or 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.”’

7. 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.”®

In addition, 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” (but is not
eligible for one of the exclusions) must register under the Advisers Act, unless
it (i) qualifies for an exception from the Act’s registration requirement® or (ii)
is prohibited from registering under the Act because it is a smaller firm
regulated by one or more of the states. An unregistered investment adviser is
not subject to the Act’s recordkeeping rules or SEC examination, but is
subject to the Act’s anti-fraud provisions.

A. Exemptions from Registration

Section 203(b) of the 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 listed on any national exchange.*

2. Advisers to Insurance Companies. Available to an adviser
whose only clients are insurance companies.*

3. Private Investment Advisers. Available to an adviser that
during the previous twelve months (i) has had fewer than
fifteen clients during the preceding twelve months, (ii) does not
hold itself out generally to the public as an investment adviser,
and (iii) is not an adviser to a registered investment company.*

a. Counting Clients

Q) Integration. Advisers under common control
that are not operated separately, each of which
may have fewer than fifteen clients, cannot rely
on the private investment adviser exemption.®

(i) Rule 203(b)(3)-1. The SEC has adopted a rule
that provides that the following can be
considered a single client:®

(A) A natural person; any minor child of the
natural person; any relative, spouse, or
relative of the natural person’s spouse
with the same principal residence; and



all accounts or trusts of which natural
persons (and/or persons described
above) are the only primary
beneficiaries; or

(B) A corporation, general or limited
partnership, limited liability company,
trust or other legal organization that
receives investment advice based on its
investment objectives (rather than the
individual investment objectives of its
owners),* and where two or more of
these entities have identical owners, they
are to be counted as a single client.

(iii)  Additional rules.

(A)  U.S. advisers must count both non-U.S.
and U.S. clients for purposes of the
private investment adviser exemption.®

(B)  Non-U.S. advisers must count only
clients that are U.S. residents — and need
not count foreign clients — for purposes
of the exemption.*

(C)  Advisers need count only paying
clients.”

(iv)  Rule 203(b)(3)-2, Hedge Fund Advisers. In this
2004 rule the SEC attempted to identify
circumstances in which an adviser must “look
through” certain pooled investment vehicles and
count the investors in the fund to determine its
eligibility for the private investment adviser
exemption. In 2006, A Court of Appeals vacated the
rule, opining that it was unreasonable to view the
investors in a hedge fund as “clients” of the
adviser.”!

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 their behalf.*®



Non-U.S. Advisers and 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 to be holding itself out as an adviser
if:

Q) Prominent Disclaimer. The adviser’s web site
includes a prominent disclaimer making it clear
that its web site materials are not directed to
U.S. persons; and

(i) 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. Available to any adviser that is
registered with the U.S. Commodity Futures Trading
Commission 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.*

Prohibitions from Registration

Until 1996, the SEC and one or more state regulatory agencies
regulated most advisers. In 1996, the Act was amended to allocate
regulatory responsibility between the SEC and the states.*” Today,
most small advisers (generally those with less than $25M of assets
under management) are subject to state regulation of advisers and are
prohibited from registering with the SEC.*® Most large advisers
(generally those with more than $25M of assets under management)
are subject to federal regulation of advisers and must register with the
SEC. State investment adviser laws have been preempted for these
advisers.*



Exceptions to Prohibition. Section 203A and SEC rules carve
out several exceptions from the $25M of assets under
management test:

a.

Advisers to Investment Companies. Advisers to investment
companies registered under the Investment Company Act
of 1940 must register with the SEC.*® The exception is not
available to an adviser that simply gives advice about
investing in investment companies.™

Wyoming Advisers. Advisers that have a principal office
and place of business in a state that does not regulate
advisers must register with the SEC regardless of the
amount of assets under management.®* Currently,
Wyoming is the only state that does not regulate advisers.

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.>® A non-U.S.
adviser giving advice to residents of the U.S. must register
with the SEC, unless an exemption from registration is
available.

Ratings Agencies. Ratings agencies, such as S&P and
Moody’s, may register with the SEC.*

Pension Consultants. Advisers providing advisory services
to employee benefit plans having at least $50M of assets
may register with the SEC (even though the consultant does
not itself have those assets under management).*

Affiliated 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.*®

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.*’

Multi-State Advisers. Advisers that would otherwise be
obligated to register with 30 or more states may register
with the SEC.*®



I. Internet Advisers. Certain advisers who provide advice
though an interactive web site may register with the SEC.*

State Law Still Applicable to SEC-Registered Advisers.
Although state investment adviser statutes no longer apply to
SEC-registered advisers, other state laws, including other state
securities laws, still 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.*®

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.**

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 have the same personnel, capital structures, and
investment decision-making functions.®
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V.

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. An unregistered 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.®

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 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 Commission.®

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. The SEC can deny registration if the adviser makes false or
misleading statements in its application, has been convicted of a
felony, or if it or any of its related persons has any securities-related
convictions, injunctions, or similar disciplinary events.®’
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There are no qualification requirements for an applicant for investment
adviser registration, although certain employees of the adviser may
have to pass securities examinations in the states in which they have a
principal place of business. Advisers are required to 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. Part 1. Part 1 is primarily 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.

2. Part 1. Part Il, which can be given to clients to satisfy the
“brochure rule” (discussed below), is primarily for client use.
It contains information such as the types of advisory services
offered, the adviser’s fee schedule, and the educational and
business background of management and key advisory
personnel of the adviser; it also contains information about
arrangements that the adviser has that involve conflicts, such as
when the adviser uses an affiliate to execute client
transactions.”

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 NASD (the broker-dealer self-regulator).’

Public Availability

All current information from advisers” Form ADVs submitted to the
SEC is publicly available through an SEC web-site:
www.adviserinfo.sec.gov.
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VI.

Withdrawal of Reqistration

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 $25M of assets under management).”

Successor Registrations

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 law governing SEC-registered advisers imposes five types of
requirements on an adviser: (i) a fiduciary duty 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 Duty 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 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.”
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These concepts are embodied in the anti-fraud provisions of the
Advisers Act. As the Supreme Court stated in Securities and
Exchange Commission v. Capital Gains Research Bureau, Inc., its
seminal decision on the fiduciary duty 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, a fiduciary duty is imposed
on an adviser by operation of law because of the nature of the
relationship between the two parties.” It is made enforceable by the
anti-fraud provisions of the Act (Section 206),” and incorporated
indirectly into the Act in various provisions and disclosure
requirements discussed below.®

Several obligations flow from an adviser’s fiduciary duty:

1. Full Disclosure of Conflicts of Interest. An adviser must act
solely for the benefit of its client and must not place itself in a
position of conflict with its client. An exception is made,
however, when the adviser makes full disclosure to its client
and obtains the client’s informed consent. Under the Act, an
adviser has an affirmative obligation of utmost good faith and
full and fair disclosure of all material facts to its clients, as well
as a duty to avoid misleading them.®

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 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
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clients’ transactions.* In meeting this obligation, an adviser
must seek to obtain the execution of securities 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.®

Soft Dollars. Section 28(e) of the Exchange Act provides a
safe harbor from liability for breach of fiduciary duty 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.

Q) 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

15



B.

publications (other than mass-marketed
publications).

(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.

(iii)  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
duty and/or violation of specific provisions of the
Advisers Act and other federal laws.*

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 own.”

Substantive Requirements
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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. 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.* Notification
and consent must be obtained separately for each
transaction, i.e., a blanket consent for transactions is not
permitted.®®

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.®

Pooled Investment Vehicles. Section 206(3) may apply
to client transactions with a pooled investment vehicle
in which the adviser or its personnel may have interests
in depending on the facts and circumstances, including
the extent of the interests held by the adviser and its
affiliates.”” The staff has, however, stated that it
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.”

b. Agency Cross Transactions. The Act 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.” The SEC has adopted a rule
permitting these “agency cross-transactions” without
transaction-by-transaction disclosure if the client has
given blanket consent in writing and certain other
conditions are met.'®
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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 of 1940 when one of the
clients is an investment company.'®

Aggregation of Client Orders. 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 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.'

Advertising. The anti-fraud provisions of the Act apply with
respect to both clients and prospective clients. The SEC has
adopted a rule that 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 include any
statement of a client’s experience with, or endorsement
of, an adviser;*®

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;

Represents that any graph, chart, or formula can, in and
of itself, be used to determine which securities to buy or
sell; and

Refer to any report, analysis, or service as free, unless it
really is.
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