F I NANCIAL VOICE OF INDEPENDENT
s E RV I C ES FINANCIAL SERVICES

FIRMS AND INDEPENDENT

INSTITUTE FINANCIAL ADVISORS

VIA ELECTRONIC MAIL
May 8, 2023

Secretary

Securities and Exchange Commission
100 F Street NE

Washington, DC 20549

Re: File Number $7-04-23: Safeguarding Advisory Client Assets
Dear Secretary:

On February 15, 2023, the Securities and Exchange Commission (“SEC” or “Commission”)
proposed to amend and redesignate Rule 206(4)-2 (“Custody Rule”) under the Investment
Adpvisers Act of 1940 (“Advisers Act”) as Rule 223-1 under the Advisers Act (“Proposed Rule”)
and retitled “Safeguarding Client Assets”, as well as companion amendments to Rule 204-2 under
the Advisers Act (the “Recordkeeping Rule”) and Form ADV under the Advisers Act (collectively,
the “Safeguarding Proposal”). The Proposed Rule was published in the Federal Register on March
9, 2023." The Financial Services Institute (“FSI”) appreciates the opportunity to comment on the
Safeguarding Proposal.

Background on FSI Members

FSI is an industry group comprised of members from the independent financial services
industry. The independent financial services community has been an important and active part of
the lives of American investors for more than 40 years. In the US, there are more than 160,000
independent financial advisors, which account for approximately 53 percent of all producing
registered representatives.2 These financial advisors are self-employed independent contractors,
rather than employees of the Independent Broker-Dealers (“IBD”).2 FSI’s IBD member firms
provide business support to independent financial advisors in addition to supervising their business
practices and arranging for the execution and clearing of customer transactions. The majority of
FSI's IBD member firms have affiliated Registered Investment Advisors (“RIAs”) and are thus dually
registered. FSI also has some Independent RIA members as well. FSI members make substantial
contributions to our nation’s economy.

According to Oxford Economics, FSI members nationwide generate $35.7 billion in
economic activity. This activity, in turn, supports 408,743 jobs including direct employees, those
employed in the FSI supply chain, and those supported in the broader economy. In addition, FSI
members contribute nearly $7.2 billion annually to federal, state, and local government taxes.4

! Safeguarding Advisory Client Assets, Investment Advisers Act Rel. No. 6240 (Feb. 15, 2023), 88 FR 14672 (Mar. 9,
2023) (File No. S7-04-2023) (available at https://www.govinfo.gov/content/pkg /FR-2023-03-09 /pdf/2023-
03681 .pdf) (“Proposing Release”).

2 Cerulli Associates, Advisor Headcount 201 6.

3 The use of the term “financial advisor” or “advisor” in this letter is a reference to an individual who is a dually
registered representative of a broker-dealer and an investment adviser representative of a registered investment
adviser firm. The use of the term “investment adviser” or “adviser” in this letter is a reference to a firm or individual
registered with the Securities and Exchange Commission (SEC) or state securities division as an investment adviser.

4 Oxford Economics for the Financial Services Institute, The Economic Impact of FSI's Members (2020).
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Independent financial advisors are small-business owners and job creators with strong ties
to their communities. These financial advisors provide comprehensive and affordable financial
services that help millions of individuals, families, small businesses, associations, organizations, and
retirement plans. Their services include financial education, planning, implementation, and
investment monitoring. Due to their unique business model, FSI members and their affiliated
financial advisors are especially well positioned to provide Main Street Americans with the
affordable financial advice, products, and services necessary to achieve their investment goals.

Summary of the Proposed Amendments

While the SEC’s treatment of digital assets in the Safeguarding Proposal has attracted much
of the public’s focus, the Safeguarding Proposal would have far broader impacts on registered
investment advisers, custodians and auditors if enacted. Among other things, the Safeguarding
Proposal would:

e expand the scope of assets subject to the Proposed Rule to encompass all assets
regardless of whether they are funds or securities, including crypto assets, derivatives and
physical assets;

e greatly increase the number of investment advisers deemed to have custody of client
assets by treating discretionary authority as a form of custody;

® require investment advisers to enter into contracts with qualified custodians holding their
clients’ assets (“qualified custodians”) that include various specified terms;

® require investment advisers to obtain “reasonable assurances” in writing that qualified
custodians will provide for certain “minimum investor protection elements” for their clients;

e require client custodians to obtain internal control reports from independent auditors
annually (regardless of whether they have related person custody) and provide them to
the investment advisers who have custody of the client assets they maintain;

e narrow the scope of the Custody Rule’s exemption for so-called “privately offered
securities,” but also expand its scope so that physical assets can qualify;

® require investment advisers to maintain a host of new records relating to the custody of
their clients’ assets pursuant to certain amendments to Rule 204-2 under the Advisers Act;
and

e require advisers to disclose additional information on Form ADV relating to their custody
practices, including, among other things, their basis for having custody of client assets.

Discussion

FSI's comments focus squarely on whether there is a true necessity for the Safeguarding
Proposal given that this proposal does not provide significant investor protection benefits. Without
providing necessary additional investor protection benefits, the Safeguarding Proposal’s
anticipated substantial burden and cost for investment advisers to come into compliance with it
are detrimental. FSI's letter focuses on four specific areas which are summarized below. Our
members believe each of these areas deserve further examination.

e The expansion of the definition of custody to include discretionary authority does not
provide any necessary additional investor protection benefits. The Safeguarding
Proposal’s new custodial protection requirements would apply not only to assets over
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which an adviser has discretionary authority, but also to assets over which an adviser may
deduct fees or has a standing letter of authorization.

e The increased obligations that would apply to advisers and custodians with respect to
assets subject to the Proposed Rule, together with the expansion of the definition of
custody to include discretionary authority, would also significantly increase costs for
adyvisers and custodians, including our members. We expect that a significant percentage
of these costs would be passed on to our members’ clients.

e The economic analysis conducted by the SEC is flawed. We believe the Safeguarding
Proposal would result in substantial burdens on SEC-registered investment advisers and
custodians without a corresponding investor protection benefit.

e If adopted, the SEC should provide an 18 to 24-month compliance and transition period.

I. Expanding the Definition of Custody to Encompass Discretionary Authority Provides
No Necessary Additional Investor Protection Benefits.

A relatively limited number of our members have custody of client assets by virtue of
possessing client assets. Far more of our members are deemed to have custody of client assets by
virtue of their authority to make withdrawals from client accounts to pay their advisory fees. If the
Proposed Rule is adopted, even more of our members will be deemed to have custody because
they possess discretionary authority — the authority granted to them by their clients to decide
which assets to purchase and sell on their behalf. The Proposed Rule would exempt an investment
adviser with discretionary authority from its surprise audit requirements in connection with client
assets over which the adviser has discretionary authority, but which settle on a delivery-versus-
payment (“DVP”) basis. However, the Proposed Rule would still apply its other custody
requirements to advisers with discretionary authority.

The SEC justifies this expansion of the definition of custody by arguing that:

[Dliscretionary authority presents the types of risks the rule is designed to address.
The adviser, for instance, could use its discretionary authority over a client’s assets
to instruct an issuer’s transfer agent or administrator (e.g., the administrator for a
loan syndicate) to sell its client’s interest and to direct the cash proceeds of the sale
to an account that the adviser owns and controls, thereby depriving the client of
ownership, unbeknownst to the client or its qualified custodian.®

We disagree with the SEC’s view of the possible risks that discretionary authority presents.
We note that, as Congress considered the legislation that eventually was enacted as Section 411
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”)$, it cited
the written testimony of Professor John Coffee submitted to the Senate Banking Committee:

5 Proposing Release, supra note 1, 88 FR at 14680.

6 Section 411 of Dodd-Frank added Section 223 to the Advisers Act. That section gives the SEC authority to adopt
rules requiring registered investment advisers to take steps to safeguard all client assets, not just funds and securities,
over which an adviser has custody. Id., 88 FR at 14674.
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[T]he custodian requirement largely removes the ability of an investment adviser to
pay the proceeds invested by new investors to old investors. The custodian will
take the instructions to buy or sell securities, but not to remit the proceeds of sales
to the adviser or to others (except in return for share redemptions by investors). At
a stroke, this requirement eliminates the ability of the manager to recycle’ funds
from new to old investors.”

We agree with Professor Coffee that an independent custodian prevents an investment
adviser from converting the proceeds of client securities sales to its own use or diverting the
proceeds to other parties. We believe that the Proposing Release’s examples implicitly endorse
Professor Coffee’s views, because they involve situations in which a custodian does not safekeep a
security.

Moreover, the scenarios set forth in the Proposing Release are unlikely to be remedied by
the Proposed Rule, precisely because they involve situations in which assets are not held by an
independent custodian. The Proposed Rule would continue to permit shares of an open-end
investment company (“Open-End Fund”)8 to be custodied with the Open-End Fund’s transfer agent
rather than a qualified custodian. Thus, an adviser with discretionary authority over Open-End
Fund shares could continue to issue instructions to the Open-End Fund’s transfer agent without the
knowledge of the client or its qualified custodian. Similarly, as the SEC acknowledges elsewhere
in the Proposing Release, loan participation interests may not involve a qualified custodian.? To
the extent that such interests would continue to qualify for the privately offered securities
exception, an adviser with discretionary authority over loan participation interests could continue
to issue instructions to the loan syndicate administrator without the knowledge of the client or its
qualified custodian.

Outside of these scenarios, we believe that instances in which an adviser could use its
discretionary authority to sell its client’s interest and to direct the cash proceeds of the sale to an
account that the adviser owns and controls would be limited to scenarios in which the adviser has
custody of client assets by virtue of possessing client assets (or having a general power of
attorney over the client assets). If an adviser does not actually possess client assets (or have a
general power of attorney over the assets), it would not be able to utilize its discretionary
authority to cause the cash proceeds of a sale of client assets to be diverted to its own control or
the control of another party. Because the Proposed Rule would not prevent the practices
identified by the SEC as concerns, and is unnecessary to prevent assets (other than Open-End
Funds or privately offered securities) for which an adviser has discretionary authority from being
sold and having the proceeds unlawfully converted, we urge the SEC not to adopt this proposal.

7 Madoff Investment Securities Fraud: Regulatory and Oversight Concerns and the Need for Reform: Testimony before
the U.S. Senate Committee on Banking, Housing, and Urban Affairs, 111th Congress, 1st session, pp. 8,10 (2009)
(Testimony of Professor John Coffee).

8 While the rule defines such companies as mutual funds, an open-end company is not so limited, and would include
shares of exchange-traded funds registered as open-end companies.

9 Proposing Release, supra note 1, 88 FR at 14677.
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Il. The Increased Obligations that Would Apply to Advisers and Custodians with Respect
to Custodied Assets, Together with the Expansion of the Definition of Custody to
Include Discretionary Authority, Would Also Significantly Increase Costs for Advisers
and Custodians, and Ultimately, Clients.

One of the most significant changes in the Proposed Rule is the proposed requirement that
investment advisers maintain their clients’ assets with a qualified custodian pursuant to a written
agreement with the custodian. This would also represent a departure from current market
practice, where advisers often are not parties to the custody agreements between the custodian
and the investment adviser’s clients. Moreover, while the current Custody Rule and the guidance
promulgated thereunder does not address required provisions in custody agreements, the
Proposed Rule would require that custody agreements contain at least the following four
provisions:

® a requirement that the custodian “provide promptly, upon request, records relating to the
clients’ assets held in the account at the qualified custodian” to the SEC or auditors
conducting examinations in keeping with the Proposed Rule;

e a specification regarding the investment adviser’s level of authority to effectuate
transactions in its client’s account;

® a requirement that the custodian provide account statements to both the investment adviser
and its client on whose behalf the custodial account is kept; and

® a requirement that the custodian annually obtain and provide to the adviser a written
internal control report containing the opinion of an independent public accountant
regarding the adequacy of the custodian’s controls.

The Proposed Rule would also require the investment adviser to arrive at a reasonable belief
that the qualified custodian has implemented these provisions from the required agreement.

Beyond these provisions, the Proposed Rule would also require an investment adviser to obtain
from the qualified custodian “reasonable assurances” in writing, and maintain an ongoing
reasonable belief of compliance with such reasonable assurances, that the qualified custodian
responsible for maintaining the client’s assets will provide for certain “minimum investor protection
elements” for advisory clients, including that the custodian will:

e exercise due care (in accordance with reasonable commercial standards) in discharging its
duty as custodian, and implement appropriate measures to safeguard client assets from
theft, misuse, misappropriation, or other, similar types of losses;

e indemnify the client against losses caused by the qualified custodian’s negligence,
recklessness, or willful misconduct;

e not be excused from its obligations to the client as a result of any sub-custodial or other
similar arrangement;

e clearly identify and segregate client assets from the custodian’s assets and liabilities;

e not subject client assets to any right, charge, security interest, lien, or claim in favor of the
qualified custodian or its related persons or creditors, except to the extent agreed upon
or authorized by the client in writing; and

e keep records related to the client’s assets.
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We note that these requirements would apply not only to advisers who are deemed to have
custody of client assets under the current Custody Rule, but would also apply to advisers who
would be deemed to have custody by virtue of their discretionary authority. Collectively, the
above provisions and requirements will present many practical challenges without adding any
meaningful investor protection, especially for investment advisers newly captured by the custody
rule based on discretionary authority alone. It will be challenging, especially for smaller
investment advisers, to compel custodians to include these provisions in a written agreement. These
requirements may, vltimately, also result in fewer qualified custodians.

In some instances, our members do not recommend, request, or require that a client contract
with a particular custodian. The SEC staff has previously taken the position that “[a]n adviser that
does not have a copy of a client’s custodial agreement, and does not know, or have reason to
know whether the agreement would give the adviser [custody that the adviser did not intend to
have (‘Inadvertent Custody’)], need not comply with the custody rule with respect to that client’s
account if Inadvertent Custody would be the sole basis for custody.”'0 This position reflects the
SEC staff’s recognition that, in these instances, the relationship between a client and its custodian is
separate and independent from the relationship between the client and the adviser. Similarly, the
SEC takes the position that:

Under [Rule 206(4)-1 under the Advisers Act], presentation of “net performance”
in an advertisement may exclude custodian fees paid to a bank or other third-
party organization for safekeeping funds and securities, as proposed. We
understand that advisory clients commonly select and directly pay custodians, and
in such cases, advisers may not have knowledge of the amount of such custodian
fees to deduct for purposes of establishing net performance.!!

Yet, the Proposed Rule would require investment advisers to insert themselves into the
middle of these relationships and impose obligations and requirements that clients — many of
whom are quite sophisticated — neither ask for nor desire. A client may determine, for example,
that it is willing to forgo indemnification in cases where a custodian is negligent, and permit a
custodian to be excused from its obligations in some instances due to the actions or omissions of a
sub-custodian. For example, a client may determine that it would rather pay a lower custody fee
in exchange for more limited indemnification provisions. Similarly, a client may wish to invest in
markets with less robust custodial practices than those prevailing in the United States, and no
reputable custodian would be willing to assume the same obligations with respect to a sub-
custodian in that market as it would in the United States.

Even in instances where our members may recommend, request, or require the custodian
with which a client contracts, we view the proposal to be unnecessary. First, as we note above, this
proposal would apply to advisers who would be deemed to have custody solely by virtue of their
discretionary authority. It is difficult to ascertain a tangible investor protection benefit by
requiring these custody agreements and the array of reasonable assurances when an adviser
would not have custody for any reason other than discretionary trading authority. Moreover, even
in instances in which an adviser may have custody under the Custody Rule, these requirements
would represent a sea change in business practices, which is likely to create increased expenses

10 Staff Responses to Questions about the Custody Rule (“Custody Rule FAQs”), at Question Il.11 (available at
https: / /www.sec.gov/divisions /investment /custody fag 030510.htm).

' Investment Adviser Marketing, Investment Advisers Act Rel. No. 5563 (Dec. 22, 2020), 86 FR 13024, 13071
(citations omitted).
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for investment advisers and custodians, who, in turn, are likely to pass expenses on to clients. And
while it may be desirable in theory for custodians to enter into an agreement with investment
adyvisers that would include the four proposed required provisions and for advisers to obtain the
requisite reasonable assurances from custodians, the SEC has failed to provide any empirical
evidence that demonstrates actual, tangible harm to clients because these protections were not in
place.

The SEC also appears not to have contemplated the possibility that, in instances in which a
custodian’s primary regulator is not the SEC, the primary regulator may be unwilling to permit the
custodian to agree to these provisions, or may impose its own added restrictions on custodians
that do agree to these provisions and reasonable assurances. For example, a primary regulator
that is concerned with the safety and soundness of a custodian may determine that the liability
standards that the SEC seeks to impose would require the custodian to hold additional regulatory
capital by virtue of its increased contingent liabilities.

In addition, the proposed requirements would represent a significant time and cost burden
upon our members (and the custodians that their clients employ) while delivering minimal investor
protection benefits relative to current practice. We further expect that advisers (and custodians)
will need to cover these new expenses by passing on a significant amount of these costs to clients,
given already tight margins.

We urge the SEC not to adopt this proposal because it would: 1) interfere in relationships
between clients and their custodians; 2) apply even in instances where an adviser’s custody is
limited to discretionary authority; 3) create conflict with custodian’s primary regulators; and 4)
result in significant extra cost. In addition, the SEC has not provided evidence or support to
demonstrate abuses that have taken place that these new protections would address.

lll. The Economic Analysis Conducted by the SEC is Flawed.

The SEC’s economic analysis and related Paperwork Reduction Act estimates materially
understate both the amount of time and the related costs of the proposed amendments. The
understatements begin with the SEC’s estimate of the number of qualified custodians that would
be required to enter into agreements with advisers. The Proposing Release states that “[b]Jased on
the information currently reported by advisers about qualified custodians on in Item 9.F of Form
ADV, we estimate that each adviser would enter into approximately 4 written agreements.” 12
The SEC justifies the estimate by stating that:

This estimate is based on responses to Form ADV, Part 1A, ltem 9.F, which requires
adyvisers to report the number of persons acting as qualified custodian. For all
advisers responding to this question, the average number of persons acting as
qualified custodians amounted to 4. We believe that it is possible that the
proposed rule could result in advisers entering into agreements with a greater
number of qualified custodians for custody services related to assets that advisers
may not currently maintain with a custodian. At the same time, we believe that it is
possible that current custodians will expand their services in order to provide
custody services for asset types that they do not currently maintain for advisers. As

12 Proposing Release, supra note 1, 88 FR at 14763.
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a result, for the purposes of this analysis, we will rely on the average obtained
from Form ADV Part 1A, ltem 9.F. data.!3

Yet, this estimate fails to take into account the increased numbers of investment advisers
who will become subject to the Proposed Rule solely by virtue of their discretionary authority.
Moreover, it does not consider the likelihood that the expansion of the definition of custody to
encompass discretionary authority will markedly increase the number of custodians per investment
adviser.

Similarly, the SEC's estimate of the total number of initial agreements between advisers
and custodians that would be required under the Proposed Rule is flawed. The SEC estimates that
“initially, advisers would enter into a total of 55,776 written agreements.”'4 The SEC arrives at
this estimate by multiplying the number of investment advisers who report on Form ADV, Part 1A
that they or a related person have discretionary authority to determine the securities to be bought
or sold for a client’s account — 13,944 — by the number of primary custodians per adviser
currently reported on Form ADV, Part 1A — a population that would exclude advisers that would
be subject to the Proposed Rule solely because they have discretionary authority.'> Nowhere
does the SEC explain — or even attempt to explain — why advisers with discretionary authority
should be presumed to have the same average number of primary custodians as advisers who
are deemed to have custody under the current rule.

Moreover, the estimate is flawed because it fails to take into account the number of
advisers that have custody under the current Custody Rule but who do not currently have
agreements with their clients’ primary custodians. This population would also be required to enter
into initial agreements with their primary custodians. Nor does the estimate take into account the
number of advisers who currently have custody under the current Custody Rule and who have
agreements with primary custodians, but would have to amend their agreements to bring those
agreements into conformity with the Proposed Rule.

The estimates with respect to the Proposed Rule’s requirements that advisers obtain
reasonable assurances in writing from each qualified custodian regarding certain client
protections and that advisers, and that advisers notify its client in writing promptly upon opening
an account with a qualified custodian on its behalf, which notification includes the custodial
account number, are similarly flawed. Each of those estimates, like the agreement estimate, takes
into account only the advisers who would be deemed to have custody under the Proposed Rule by
virtue of their discretionary authority.'® The account opening estimate is further flawed because it
assumes that all advisers that would be subject to its provisions are already subject to the account
opening notice requirements under the current Custody Rule.'” But that cannot be the case given
the number of advisers who are not subject to the requirements of the current Custody Rule who
would become subject to the Proposed Rule solely by virtue of their discretionary authority.

Furthermore, we believe that the estimate that each investment adviser and each qualified
custodian that enters into an agreement would incur an internal burden of only one hour each to
prepare the written agreement is a gross underestimate of the time that it would take to

13 |d., 88 FR at 14763 n. 590.

14 1d., 88 FR at 14763.

15 See id.

16 See id., 88 FR at 14764 nn. 619, 624.
171d., 88 FR at 14764.
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negotiate these agreements. By contrast, we note that when the SEC adopted Rule 22¢-2 under
the Investment Company Act of 1940, it estimated that all mutual funds would be required to
modify their agreements or contracts with intermediaries in order to comply with that Rule’s
requirement that funds and intermediaries enter into written agreements under which the
intermediary agrees to provide certain shareholder identity and transaction information upon
request by the fund.'® The SEC later modified the requirement, and noted that “industry
representatives are working together to develop a uniform set of model terms, and anticipate
that such model terms may significantly reduce the costs related to developing individualized
agreement terms for each fund and intermediary.”'? Even with the uniform set of model terms, the
SEC estimated that it would take an average fund complex five hours to prepare the model
agreement, or provisions modifying a preexisting agreement, between the fund and the
intermediaries.?® By contrast, there is no evidence that industry representatives are collaborating
to develop a uniform set of model terms for these agreements. Yet the SEC estimates that
negotiating bespoke agreements between an adviser and a primary custodian will take less time
than negotiating uniform agreements with model terms. We would assert that it will take far
longer for advisers and custodians to negotiate bespoke agreements than it took fund complexes
and intermediaries to negotiate uniform agreements with model terms.

IV. If Adopted, the SEC Should Allow an 18-24 Month Transition Period.

The Proposing Release would require advisers to comply with the Proposed Rule starting one
year following the rules’ effective dates, which would be sixty days after the date of publication
of the final rules in the Federal Register for advisers with more than $1 billion in regulatory assets
under management (“RAUM™). For advisers with up to $1 billion in RAUM, the SEC proposes the
compliance date of any adoption of the proposal to be 18 months following the rules’ effective
dates. The SEC requested comment in the Proposing Release on whether this transition period is
appropriate.

Given the substantial impact that the Proposed Rule would have on advisers’ relationships with
their clients’ custodians, FSI strongly believes that the SEC should consider a more reasonable, and
practical, 18 to 24-month compliance period. This would allow advisers to, among other things,
include the resulting costs in their annual budgets, develop necessary compliance programs, hire
necessary personnel, and train their staff.

In addition to providing ample time for advisers to include the costs of compliance in their
annual budgets, there are practical considerations for FSI's request that the SEC consider a longer
compliance period. As noted above, there appears to be no effort to develop a uniform
agreement with model provisions. Given the resulting need to negotiate unique agreements with
each custodian, to determine how each such agreement differs from one another, and to ensure
compliance with one-off provisions of each such agreement, a longer compliance period would
allow an adviser to negotiate the individual contracts and implement measures necessary to
ensure compliance with each such agreement.

For the reasons outlined above, we encourage the SEC to withdraw this proposal. However,
should the SEC advance the proposal, to lessen the compliance burden on advisers and primary
custodians (and to realistically implement a compliance period shorter than 18 to 24 months), FSI

18 Mutual Fund Redemption Fees, Investment Company Act Rel. No. 26782 (Mar. 11, 2005), 70 FR 13328, 13339.
19 Mutual Fund Redemption Fees, Investment Company Act Rel. No. 27504 (Sept. 27, 2006), 71 FR 58257, 58265.
20 Id., 71 FR at 58268.
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suggests that the SEC could consider encouraging industry representatives to undertake a project
similar to what occurred with respect to Rule 22¢-2 — the development of model terms for the
newly-required agreements.

V. Conclusion
FSI is committed to constructive engagement in the regulatory process and welcomes the
opportunity to work with the SEC on this and other regulatory efforts. Thank you for considering

FSI's comments. Should you have any questions, please contact me at (202) 803-6061.

Respectfully submitted,

David T. Bellaire, Esq.
Executive Vice President & General Counsel



