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Overview

The Committee supports the Commission’s opposition to “‘pay to play” practices.
Political contributions by an investment adviser to government officials in an effort to
influence the award of public pension plan advisory contracts are unethical and compromise
the adviser’s fiduciary responsibility. We also believe that these practices are inconsistent
with the fiduciary obligations and the anti-fraud provisions under the Advisers Act.

Although we strongly oppose pay to play practices, we believe that the Commission’s
efforts should seek to prohibit these practices without having the unintended consequence of
affecting or prohibiting conduct not related to pay to play practices. In addition, any
sanctions imposed for violations should be commensurate with the nature of such violations.
We are concerned, therefore, that in certain respects the Commission’s proposal is overly
restrictive and the sanctions are overly harsh. We believe that the Commission can achieve
its important goals with a more appropriately tailored regulatory structure. With these policy
goals in mind, we offer the following recommendations, which are discussed in greater detail
below:

Adopt a more tailored regulatory model. Pay to play prohibitions should be incorporated
into an investment adviser’s code of ethics requirements. The Commission should suggest an
appropriate range of sanctions based on the nature and character of the actual wrongdoing.
The sanctions could, for example, range from fines for an individual who makes
inappropriate contributions to the imposition of a two-year time out penalty for an adviser
that has engaged in egregious violations of the prohibition. In this regard, an adviser’s
actions under its code of ethics would be subject to Commission oversight through the
Commission’s examination and enforcement programs.

Tailor “covered associate” definition to policy goals. We suggest that the Commission
consider adopting a “municipal financial professional” (“MFP”)/non-MFP executive officer
type distinction similar to that contained in MSRB Rule G-37. The Commission should
consider limiting the application of the proposed Rule to individuals who actually participate
in or supervise the solicitation of business from government entities. Alternatively, the Rule
could exclude from its prohibitions individuals and supervisors responsible for products and
services that are not marketed to government entities.

Withdraw the proposed ban on third-party intermediaries. A total ban is unnecessary.
Among other things, if solicitors offer interests in pooled investment accounts, they are
brokers subject to registration with the Commission and would be required to be members of
FINRA. The Commission also has adequate authority to regulate the conduct of solicitors of
clients for separate-account investment advisory management. Advisers who use such
solicitors should supplement their codes of ethics to cover monitoring of third-party solicitors
as well as covered associates.
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Regulatory Model and Sanctions

Proposed Rule 206(4)-5 would prohibit investment advisers from providing advice
for compensation to a government entity within two years after a contribution to an official
of the government entity has been made by the investment adviser or by any of its covered
associates. The Commission states in the Proposing Release that it has “proposed that the
time out be two years long because the duration needs to be sufficiently long to have a
deterrent effect.” The Commission has requested comment on whether two years is an
appropriate length of time.

The Commission’s proposal for advisers is modeled after the rules for municipal
dealers (MSRB Rules G-37 and G-38). Municipal securities dealers, however, have a
fundamentally different type of business relationship with public entities than investment
advisers do with public pension plans. The underwriting transactions in which municipal
securities dealers are involved are periodic and transactional in nature, whereas an
investment adviser’s business relationship with a public pension plan is ongoing and may be
long-term. For municipal dealers, a ban on obtaining new business is not difficult to
implement or harsh to impose following the completion of the underwriting transaction. This
situation contrast sharply with an investment adviser’s relationship with a pension plan,
where the Commission’s proposal for a termination of the adviser’s money management
services would interfere with a possibly beneficial continuing business relationship and lead
to potential transition issues for the public pension plan.

Similar to the concerns we pointed out in connection with the 1999 Proposal, the
proposed Rule would impose a single remedy — a two-year time out — on all violations,
regardless of the circumstances of the violation: whether the violation was calculated or
inadvertent, or directly linked to the advisory activity or remote. The imposition of a
restriction on receiving fees for two years would likely have the draconian effect of
terminating the subject advisory relationship, and would constitute an overly harsh
punishment in all but the most egregious cases. As proposed, the two-year time out could
apply to inadvertent and minor violations. Consider, for example, the situation where a
covered associate makes a $100 political contribution to an official for whom the covered
associate is not entitled to vote — without any intent to obtain government business. If the
adviser does not discover this minor violation within four months, the adviser will either be
subject to the two-year time out or face an uncertain and expensive exemptive process.
Although some remedy may be appropriate in this situation, the remedies prescribed are non-
scaled and could have unnecessarily harsh effects.

Code of Ethics Alternative

We recommend that the Commission adopt a more tailored regulatory approach to
achieving the Commission’s important goals. We believe the Commission should require the
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