Securities and Exchange Commission Exam Preparation for Investment Advisers
By:  John Clark

{The following remarks represent the views of John Clark and are not necessarily the views of Merrill Lynch Trust Company, FSB or any of its affiliates.  The information is not intended as legal advice which often depends on specific facts and circumstances.  Readers should seek specific legal advice before acting with regard to subjects mentioned herein.}
The Security and Exchange Commission’s (“SEC”) release entitled “Final Rule: Compliance Programs of Investment Companies and Investment Advisers” includes commentary that an investment company chief compliance officer who fails to fully inform the funds board of a material compliance failure, or who fails to aggressively pursue non-compliance within the service provider, would risk her position.  She would also risk her career, because it would be unlikely for another board of directors to approve such a person as a chief compliance officer.  A footnote further states that if such a person were approved by another fund, the SEC would enhance its scrutiny of the fund accordingly
.  It is obvious the SEC is very serious about the qualifications and effectiveness of chief compliance officers of investment companies.  Although this presentation is not specifically designed to address investment company compliance officers, the aforementioned comments certainly cause investment adviser compliance professionals to pause and take notice.  There is good news, however.  It is reported that senior officials of the SEC are reassuring chief compliance officers that the SEC is not viewing them as having a bull’s eye painted on their back.  “We are not looking to sue compliance officers,” said Ari Gabinet, district administrator for the SEC’s Philadelphia regional office at the IA Week’s fall compliance conference.  Reportedly chief compliance officers might only be named in an enforcement case if they participate, facilitate or cover-up a fraud or compliance violation.
  This is good news for sure, but enforcement action or no, it is obvious good compliance is in the forefront for the SEC.
The topics addressed below are designed to promote awareness and provide helpful information for compliance professionals, whether they supervise a registered investment adviser or not.
Overview of the Investment Advisers Act of 1940 – Key Rules, Provisions, etc.
Early in the twentieth century, a person giving advice with respect to investing in securities would have been subject to little, if any, systematic regulation.  However, in the 1930s, during the apogee of the New Deal’s commitment to expanded regulation and in the wake of the 1929 stock market crash and well-publicized stock market scandals, Congress determined that the investment advisory industry, along with most other sectors of the securities markets, warranted additional scrutiny and oversight.  The result was the Investment Advisers Act of 1940 (“Act”), the primary federal statute regulating investment advisers.  During this period, and in the years since, states also determined to bring investment advisers under increasing regulations
.
There are 18 key provisions of the Act as follows.
Registration, Section 202a:  The Act is applicable to any person who, for compensation, engages in the business of advising others, either directly or through publications or writings, as to the value of securities or as to the advisability of investing in, purchasing, or selling securities, or who for compensation and as part of a regular business, issues or promulgates analyses or reports concerning securities.  To be considered an investment adviser under the Act generally depends on three things:  1) the type of advice offered, 2) the method of compensation, and 3) whether or not a significant portion of the adviser’s income comes from proffering investment advice.  The Act specifically exempts any lawyer, accountant, engineer, or teacher whose performance of such services is solely incidental to the practice of his profession.  Also excluded are newspaper publishers and banks, unless the bank serves as an adviser to a registered investment company.  Bank subsidiaries and thrifts are not exempt from the Act.  Broker/dealers are exempt if their advisory services are incidental to the conduct of their business and the do not receive any special compensation for their advisory services.  More about this exemption is found below.
Anti-Fraud, Section 206:  This section prohibits misstatements or misleading omissions of material facts and other fraudulent acts and practices in connection with the conduct of an investment advisory business.
Disclosure, Brochure Rule, Section 204-3:  The “brochure rule” requires every registered adviser to deliver to each prospective advisory client a written disclosure statement describing the adviser either i) at least 48 hours before entering into any written or oral contract with the client, or ii) at the time of entering into the contract if the contract permits the client to terminate the contract without penalty within five business days.  The rule also requires the registered adviser to offer to deliver the disclosure statement to existing clients on an annual basis.
Disclosure, Other, Section 206(4)-4:  Every registered adviser that has custody or discretionary authority over client funds or securities, or that requires prepayment six months or more in advance of more than $500 of advisory fees must disclose promptly to the clients and prospective clients the financial conditions of the adviser that are reasonably likely to impair the ability of the adviser to meet contractual commitments to clients.

Books and Records, Section 204:  This section requires every registered adviser to keep and preserve specified books and records and to make them available to SEC examiners during an examination.  Examples of such required books and records include advertisement material, client correspondence, account lists, statements, transaction records, electronic communications, etc.
Contractual Assignment Provisions, Section 205(a)(2):  This section requires each investment advisory contract to include a provision that the contract may not be assigned without the client’s consent.

Prohibition on Performance Fees, Section 205(a)(1):  Investment advisers are prohibited from receiving any type of advisory fee calculated as a percentage of capital gains or appreciation in the client’s account.

Advertising Restriction, Section 206(4)-1:  Advisers are prohibited from using any advertisement that contains any untrue statement of material fat or that is otherwise misleading.  For example, registered advisers cannot use testimonials in advertising or state that a report, analysis or other service is free of charge, unless such information or service is provided without any obligation whatsoever.

Suitability Requirements, IAA Release No. 1406:  As fiduciaries, investment advisers owe their clients a duty to provide only suitable investment advice.  This duty generally requires an investment adviser to determine that the investment advice it gives to a client is suitable for the client, taking into consideration the client’s financial situation, investment experience, and investment objectives.
Custody Requirements, Section 204(4)-2:  An adviser is deemed to have custody of client securities if it directly or indirectly holds clients funds or securities, has any authority to obtain possession of them, or has the ability to appropriate them.  The Act details how client funds and securities in the possession of the adviser must be held and requires a registered adviser to provide specific information to clients.
Restriction on Payment of Referral Fees, Section 206(4)-3:  A registered adviser may not pay a cash fee, directly or indirectly, to a third party for referring clients to the adviser unless the arrangement complies with a number of requirements found in the rules.  All solicitors must be subject to a written agreement, including very specific provisions, with the adviser.  The adviser must receive a signed and dated acknowledgement from the client that the client received the adviser’s disclosure and a solicitor’s disclosure document (which describes the cash payment to the solicitor) no later than the date of entering into an advisory contract with the client.
Customer Privacy, Regulations S-P:  Registered advisers must comply with rules that implement the privacy requirements contained in the sweeping financial modernization and banking legislation adopted in November 1999 (17 CFR 248).  Registered advisers must adopt policies and procedures to protect various records and information of customers, and provide a “privacy notice” to prospective and existing clients, as required.

Code of Ethics, Section 204A-1:  Registered advisers must have a code of ethics, outlining its standard of business conduct, that is provided to all employees annually and receipt is acknowledged in writing by the employees.  The code of ethics must be described in the ADV Brochure and made available to clients upon request.  Access persons (Directors, Officers and Partners that provide investment advice) must submit annual holdings reports and quarterly transaction reports on their personal securities accounts.  Access persons must get pre-approval from the adviser to purchase any security in an initial public offering or limited offering.
Wrap Fee Program Requirements, Section 204-3(f):  When a registered adviser offers a wrap fee program, full disclosure must be provided in a “wrap fee brochure” that provides, in narrative form, a full explanation of the program and its sponsor, and is delivered to wrap fee clients.  A “wrap fee program” for the purposes of the rule is a program under which investment advisory and brokerage execution services are provide for a single “wrapped” fee that is not based on transactions in the client’s account.  Rule 3a-4 of the Investment Company Act of 1940 provides a non-exclusive safe harbor from the definition of an investment company for advisory programs (such as wrap fee programs) that meet certain requirements.
Duty of Best Execution, Exchange Act Release No. 23170:  The adviser, as a fiduciary, has an obligation to obtain “best execution” for clients’ transactions.  The adviser must execute securities transactions for clients in such a manner that the clients’ total cost or proceeds in each transaction is the most favorable under the circumstances, considering the range of the broker’s services, execution capability, commission rate, financial responsibility, responsiveness to the adviser, and the value of research services provided.
Aggregation of Client Orders:  In directing orders for the purchase or sale of securities to a broker-dealer for execution, 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 purposes of achieving best execution, and no client is systematically advantaged or disadvantaged by the bunching.  An adviser may include accounts in which it or its officers or employees have an interest in a bunched order.  Advisers must 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.
Principal Transactions and Agency Cross Transactions, Section 206(3):  An adviser is prohibited from knowingly selling any security to or purchasing any security from a client (“principal transaction”), without notifying the client in writing, and obtaining the client’s consent before the completion of the transaction.  An adviser is permitted to act as broker for both its advisory client and the party on the other side of the brokerage transaction (“agency cross transaction”) without obtaining the client’s prior consent to each transaction, provided that the adviser obtains a prior consent for these types of transactions from the client and complies with other, enumerated conditions.  The rule does not relieve the advisers of their duty to obtain best execution and best price for any transaction.  A principal or agency cross transaction executed by an affiliate of an adviser is deemed to have been executed by the adviser.
Insider Trading Procedures and Duty of Supervision, Section 204A:  Advisers must establish, maintain, and enforce written policies and procedures reasonably designed to prevent the misuse of material, nonpublic information by the investment adviser or any of its associated persons.  Investment advisers also have a duty to supervise persons associated with the investment adviser with respect to activities performed on the adviser’s behalf.
Withdrawal and Cancellation of Registration:  If an adviser reports on its Schedule I to Form ADV that it is no longer eligible to maintain its registration with the SEC, it must withdraw its registration by filing Form ADV-W, Notice of Withdrawal from Registration, within 180 days after the end of its fiscal year.  Additionally, if a registered investment adviser ceases to conduct business as an investment adviser, the adviser must withdraw its registration by filing a Form ADV-W
.
A Brief History and Description of the Types and Nature of SEC Exams, Inspections, etc.
Obviously, examinations (aka inspections) have always been a very significant component to the SEC’s ability to enforce federal securities laws and regulations.  The SEC’s Office of Compliance Inspections and Examinations (“Exam Division”) is responsible for all examinations and their stated goal is to detect fraud and abuse, foster a strong compliance and risk management culture in the securities industry, and provide the SEC with useful information on the capital markets and industry business and practices to assist in informed decision-making
.  In addition to the examination of RIAs, the Exam Division is responsible for the examination of investment companies, self-regulatory organizations, broker-dealers, transfer agents, and clearing agencies.
There are three basic types of SEC examinations:

Cause Exam:  These exams are the result of complaints, tips, media reports, or SEC risk assessments that identify specific advisers that have a high probability of problematic activities such as making misleading disclosures, using false performance information to lure clients, misappropriating investment opportunities belonging to clients, or theft of client assets.  Conducting these exams has the highest priority in the Exam Division and they focus on the questionable conduct that led the SEC to the adviser.  Often these exams are on a “surprise” basis.
Routine Exam:  The Exam Division designates each adviser to have either a high risk profile or a low risk profile.  Such risk profiles are based on 1) the amount of assets under management, 2) responses found in Form ADV, 3) the prior exam risk assessment, 4) business activity, and 5) the existence of a weak compliance environment.  The Exam Division will not share its internal risk assessment with the adviser.  The Exam Division will conduct routine exams of high risk profile advisers every three years.  For the remaining low risk profile advisers, the Exam Division will randomly select a sample from this population each year for a routine examination.  Any low risk adviser is subject to being selected for an exam in any year.  A pre-exam letter will give the adviser advance notice of a routine exam.
Risk Targeted Sweep Exams:  These exams are designed to probe areas of emerging or resurgent risks that examiners identify.  Such risks may be identified through the SEC’s internal risk assessment process or during routine exams.  The results of each sweep are reported to the SEC and occasionally a public report is issued.  Where appropriate, the SEC intends to summarize observations from a sweep in a new publication called the CCObserver that will be created for adviser and fund CCOs
.
At the conclusion of the examination, there are three possible outcomes.  The examiners issue a deficiency letter, refer the exam issues to the SEC Division of Enforcement, or issue a “no further action” letter.
Deficiency Letters:  As a senior official in the Exam Division stated recently, examinations often conclude with a “deficiency letter”.  When a deficiency letter is called for, the Exam Division’s goal is to issue it within 90 days of the conclusion of the exam.  Deficiency letters discuss the findings from the exam and ask for the investment adviser to respond in writing, usually within 30 days.
  Although deficiency letters are not made public, David Tittsworth, executive director of the Investment Adviser Association in Washington, recently indicated in an article that there is the possibility clients or consultants acting as gateways for clients, may demand to see them.  Mr. Tittsworth noted, “in the real world, it’s the sort of thing that you have to be mindful of.”

Referral to the Division of Enforcement:   In examinations where the findings are quite serious, such as when the examiners find indications of fraud or intentional misconduct, the issues are referred to the SEC’s Division of Enforcement.  Enforcement actions include the following:  Cease and Desist Order, Suspension or Revocation, Censure, Ban, Civil Money Restitution, Disgorgement, and/or Criminal Action.  When determining whether or not to send a matter to the Division of Enforcement, examiners consider:  1) Is this the adviser’s first exam? 2) Have clients been harmed? 3) Was the activity intentional?  4) Is this a technical violation?  5) Has the adviser tried to fix the violation? 6) Was there adequate supervision? 7) What is the culture of the firm?
  Enforcement actions are generally made public.  
“No Further Action” Letter:  This letter tells the adviser that the exam work has been completed and there are no outstanding issues that the staff needs to bring to the firm’s attention.  The letter does not say or imply the adviser has no compliance issues, but only there are no such issues that the exam team is aware of that need to be brought to the adviser’s attention for remedial action at that time.
  “No Further Action” letters may not be advertised or communicated to clients or the public in any way per Section 208(a) of the Act.
As indicated in the below statistics, the odds of getting a “No Further Action” letter are not very high.
On March 10, 2004, an official of the SEC Examination Division made the following observations.

“During the period 1998 to 2003, examinations of each type were performed as follows:


Investment Companies:


Investment Advisers:


1304 Routine Examinations (85%)

8117 Routine Examinations (92%)


  155 Cause Examinations (10%)

  549 Cause Examinations (6%)


    67 Sweep Examinations (4%)

   116 Sweep Examinations (1%)

…During this period, examinations concluded with the following primary outcomes:

Investment Companies


Investment Advisers


1303  Deficiency Letters (85%)

7931  Deficiency Letters (90%)


   88   Enforcement Referrals (6%)

316 Enforcement Referrals (4%)


  135  Closed Without Findings (9%) 
535 Closed Without Findings (6%)”

There is no indication the trends in examination results are getting any better for investment advisers and investment companies.  In the US Securities and Exchange Commission 2005 Performance and Accountability Report, Exhibits 2.1, 2.18 and 2.19 indicate that out of 2,057 investment advisers and companies examined in 2005, 37% had “significant” deficiencies and 19% were referred to the Division of Enforcement from the Exam Division.  Note, the Division of Enforcement referral rate is up significantly from the 4% (Advisers) and 6% (Investment Companies) noted in 2003.
Discussion of Various SEC Exam Preparation/Facilitation Tips and Thoughts
Obviously, when preparing for any exam it is always wise to focus on the desired outcome.  As discussed above, the ideal exam result is to receive a “no further action” letter.  With that in mind, assuming adequate compliance controls are in place and are routinely tested, the following tips should prove to be quite helpful both to your institution and the SEC during the examination.
· Always designate a legal, compliance or other competent officer as a “point person” for the examination.

· Determine early if the exam is “routine”, or a “cause” or “sweep” examination.

· Have the 1st day letter completed on the day the examiners arrive.  Organize the material in a comprehensive response binder with exhibits.  Also, material provided in electronic format on CDs is also well received.
· Senior management should greet the examiners the first week which helps to set a “tone at the top”.

· Try to initiate contact with the examination staff prior to the examination start.  Find out if other information will be needed during the course of the examination.  Try to ascertain definitive time frames.

· Inform management and all staff of the upcoming exam and set expectations.

· Begin working early with key affiliate partners that must be relied upon to provided examination information and support (e.g. delivery of examiner requested email information)

· Develop a comprehensive “Action Plan” to manage the exam.  Assign responsibilities relative to completion of the 1st day letter.  Ensure other logistical areas are handled in advance; conference rooms, phone lines, computer lines, etc.
· Neat and orderly records give the examination staff a sense of organization and controls in place.

· Always maintain copies of materials requested and provided to the examiners (including oral statements provided at any time).

· Attempt to obtain official requests/questions in writing.

· Ensure adequate working quarters (and technology needs are secured.

· Ensure additional requests for information arising during the course of the examination are handled in a timely manner.  It is best to maintain some type of tracking system to monitor such additional requests.

· Take corrective action for any issues identified as promptly as possible.  Preferably, before the end of the examination.

· Set management expectations.  Do not be overly optimistic.  Remember, during the period 1998 – 2003, 94% of RIA examinations resulted in a “Deficiency Letter” or some type of enforcement action.

· Prepare employees/managers prior to any interviews by the examination staff.

· Be aware of 18 USC 1001 regarding false statements to examiners and remind staff of the consequences.

· Keep management well informed prior to, during and after the examination is completed.  Provide management with status, issues identified, examiner progress, and exam results.

· Ensure FOIA protection is utilized, where appropriate and request return of documents.  Consult with your legal counsel on FOIA protection.

· Properly control examiner access to personnel, files, information and business areas.

· Always attempt to have legal or compliance presence at any management interviews.
· Be knowledgeable about current “hot” RIA and examination topics.

· Specifically request at least one final status/closing meeting before the examination concludes.
· Do not hand over the 1st day letter information and “close your door” for a few weeks.  You must be proactive with the examiners but not annoying.

· Do not try to handle everything yourself.  Bring in your subject matter experts, where appropriate.  Although it is tempting to give a quick answer off the cuff, make sure it is the right answer.

· Be careful of the expansion of the exam scope beyond allowable limits.  For example, you may limit access to just RIA related books and records.  You are not required to turn over trust department or other banking related books and records.

· Voluntary Interviews – consult with your legal counsel.
· Do not prolong the examination.

· Do not hesitate to challenge or dispute preliminary findings or issues where appropriate.  You may not get a second chance.

· Ensure a timely and comprehensive response to any type of “Deficiency Letter”.  Such a response may eliminate a referral to the SEC’s Enforcement Division.

· Do not argue with the examiners over minor changes requested in a “Deficiency Letter”.

Discussion of “Hot” or Current Issues Relative to Investment Adviser Exams and Recent SEC Developments in this Area
Top SEC Investment Adviser Exam Deficiencies:

Failure to Disclose Material Facts (Form ADV) – Examiners will compare disclosures to actual practice.  Advisers need to have an ongoing review committee (with appropriate representation from all areas) to regularly review disclosures for completeness, accuracy and consistency with actual practice.

Failure to have Effective Internal Controls – An adviser with ineffective internal controls will be considered “high risk” and examined more frequently.

Failure to Maintain Adequate Books and Records – The adviser must retain books and records as specified by the regulations and be able to produce them “promptly”.

Failure to Accurately State Performance Results – Making misleading statements or omitting material facts in connection with advertising/marketing material.
Brokerage Practices – Best execution and soft dollars must be adequately monitored and controlled.

Advisory Contract Issues – Hedge clauses and assignment clauses.

Failure to Compute Fees in Accordance with Client Contract – Fees should be periodically verified by an independent group even if calculated systematically.  Also, asset pricing should be tested for accuracy.

Failure to Supervise Employees (and Sub Advisers) – The adviser has an affirmative duty to supervise under the Act.  The adviser should get audit and control information of sub advisers.
Failure to Disclose Advisers Conflicts of Interest – These conflicts are disclosed in the ADV Brochure, etc.

Failure to Monitor Personal Securities Transactions of Access Persons – In accordance with code of ethics requirements, personal securities transactions of access persons must be pre-approved and monitored.
Other Recent SEC Developments

Compliance Programs:  Since becoming effective on February 5, 2004, the mandatory compliance program requirements of the SEC for investment advisers have been a “hot topic”.  By October 5, 2004, registered advisers were required to adopt and implement written policies and procedures reasonably designed to prevent violations of federal securities laws, review those policies and procedures annually for their adequacy and the effectiveness of their implementation, and designate a chief compliance officer to be responsible for administering the policies and procedures.
  The chief compliance officer (“CCO”) is expected to be knowledgeable and competent regarding the Advisers Act.  Although the rules do not provide specifics on the tasks and functions expected of the chief compliance officer other than to “Administer” the Compliance Program, some more information has been provided in speeches of senior level officials at the SEC.
  A CCO:

1. Advises senior management on the fundamental importance of establishing and maintaining an effective culture of compliance within the firm.

2. Confers with and advises other senior management of the firm on significant compliance matters and issues.

3. Is not only available but is sought out on a “consulting” basis regarding compliance matters and issues by business people throughout the firm.  Should become known as the “go to person” on compliance matters.

4. Becomes involved in analyzing and resolving significant compliance issues that arise.

5. Ensures that the steps in the firm’s compliance process – risk identification, establishing policies and procedures and implementing those policies and procedures – are appropriate and are undertaken timely by staff of the firm to whom those functions have been assigned.

6. Becomes personally involved in various steps of the process such as serving on risk or policies and procedures committees when necessary and appropriate.

7. Ensures that compliance policies and procedures are comprehensive, robust, current, and reflect the firm’s business processes and conflicts of interest.
8. Ensures that appropriate principles of management and control are observed in the implementation of policies and procedures.  These principles include separation of functions, clear assignment of responsibilities, measuring results against standards and reporting outcomes.
9. Ensures that all persons within the firm with compliance responsibilities are competently and fully performing those functions.

10. Ensures that quality control (transactional) testing is conducted as appropriate to detect deviations of actual transactions from policies or standards and that results of such tests are included on exception and other management reports and are promptly addressed, escalated when necessary, and resolved by responsible business people.

11. Ensures there is timely and appropriate review of material and repetitive compliance issues as indicators of possible gaps and weaknesses in policies and procedures or risk identification processes and facilitates the use of such information in keeping the firm’s compliance program evergreen.

12. Undertakes periodic analyses and evaluation of compliance issues found in the regular course together with the results of appropriate forensic testing conducted by compliance staff as a means for obtaining additional or corroborating evidence regarding both the effective functions of the firm’s compliance program and the possible existence of disguised or undetected compliance issues.

13. Ensures that compliance programs of service providers used by the adviser are effective so that the services provided by these firms are consistent with the adviser’s fiduciary obligations to its clients.

14. Establishes a compliance calendar that identifies all important dates by which regulatory, client reporting, tax and compliance matters must be completed to ensure that these important deadlines are not missed.

15. Promotes a process for regulatory mapping a firm’s compliance policies and procedures and conflicts of interest to disclosures made to clients so that disclosures are current, complete and informative.

16. Manages the adviser’s compliance department or unit in ways that encourages proactive work, a practice of professional skepticism and “think outside the box” by compliance staff.

17. Manages the adviser’s code of ethics which is a responsibility given to CCOs of advisers by rule 204A-1 under the Advisers Act.

18. Undertakes or supervises others in performing the required annual review of an adviser’s compliance program.  Every adviser is required to conduct at least an annual review of its compliance program.  The review should consider any compliance matters that arose during the previous year, any changes in the business activities of the adviser or its affiliates, and any changes in the Advisers Act or applicable regulations that might suggest a need to revise the policies or procedures.  Although the rule requires only annual reviews, advisers should consider the need for interim reviews in response to significant compliance events, changes in business arrangements, and regulatory developments.
19. Reports results of the annual review to senior management and ensures that recommendations for improvements that flow from the review are implemented as appropriate.

20. Is a strong and persistent advocate for allocating an appropriate amount of a firm’s resources to the development and maintenance of an effective compliance program and compliance staff.

21. Recognizes the need to remain current on regulatory and compliance issues and participates in continuing education programs.

22. Ensures that staff of the firm is appropriately trained in compliance-related matters.

23. Is the adviser’s liaison and point of contact with SEC examination staff, both during exams and as part of the SEC’s CCOutreach program.

24. Is actively in industry efforts to develop and implement good compliance practices for advisers to private investment funds.

Note:  The first annual policy and procedure review by the chief compliance officer was due to be performed by April 5, 2006.  Many investment advisers are reporting the results of these policy and procedure reviews to their corporate audit committees.
Email Production:  The retention and production of email continues to be a “hot” topic for investment advisers.  Reported as recently as Monday, February 21, 2006 a large financial services firm reached an agreement with the SEC in December to pay a $15 million penalty over its failure to preserve email.  On Tuesday, February 22, 2006 the NASD fined a broker-dealer $1.3 million over impermissible market timing, but the fine also resolved related charges concerning failure to retain email among other things.
  According to John Walsh, Associate Director and Chief Counsel for the SEC’s Office Examination Division, the SEC is now cross-checking one firm’s emails against those from other fund shops as a “forensic test of the quality of production” at firms in question.  If one firm has kept a copy of an email sent between the two firms and the other shop hasn’t, that could be a sign of noncompliance with email retention requirements.
  On another note, the SEC has developed a more risk-based approach to requesting email from investment advisers and will no longer initially ask chief compliance officers to turn over email.  According to John Walsh, examiners will now request email targeting specific business units where risk is perceived to be greater, such as operations and the trading desk.  “We identify risk and are asking for emails related to that risk”, Walsh said.  Examiners decision to stop asking chief compliance officers for email is “a professional courtesy”, Walsh said, “we’re trying to give CCOs the space in which to do their job”.  Walsh told a conference, sponsored by Institutional Investor Events, that the examiners have a two tiered policy for requesting email.  The SEC can request any email specifically required to be saved under the email retention rule and many also request any email kept by the company, regardless of whether they are required under the email retention rule.  Walsh cautioned against asserting the attorney/client privilege when examiners make email requests.  “The only red flag is being incredibly aggressive in asserting the privilege”, John Walsh said.  He warned against engaging in a practice he observed recently, whereby companies cc: their lawyer on a large number of emails and then demanded attorney/client privilege.

Investment Adviser Registration Exemption for Broker-Dealers, Rule 202(a)(11)-1:  Rule 202(a)(11)(C) has been a “hot topic” in the investment adviser area for a number of years.  It has gotten even more attention in 2005 and early 2006 as the SEC has attempted to better clarify the exemption of broker-dealers from the Investment Adviser’s Act of 1940 (“Act”).
Historically, Rule 202(a)(11) has defined an investment adviser as:

[A]ny person, who, for compensation, engages in the business of advising others, either directly or through publications or writings, as to the value of securities or as to the advisability of investing in, purchasing, or selling securities, or who, for compensation and as part of a regular business, issues or promulgates analyses or reports concerning securities…

Rule 202(a)(11)(C) of the Act exempts from registration, however, any broker-dealer:

 “whose performance of such services is solely incidental to the conduct of his business as a broker-dealer and who receives no special compensation thereof.”
Following two proposed rules, a significant number of resulting comment letters, two lawsuits brought against the SEC by the Financial Planning Association, the organization of focus groups by the SEC to gauge the level of investor confusion, Rule 202(a)(11)-1 (“Final Rule”) was adopted in April 2005 and became effective January 31, 2006.  
The Final Rule exempts a broker-dealer from registration under the Act based solely upon its receipt of special compensation as long as the broker-dealer:
1) Only provides investment advice that is “solely incidental to” the brokerage services provided for such accounts (which, the rule specifies, means, among other things, that any investment advice provided for such accounts must be provided on a non-discretionary basis); and

2) Includes a prominent statement in any advertisements for, and contracts or other forms governing such accounts that the accounts are brokerage and not advisory accounts and that the broker-dealer interests may not always be the same as those of the investor.  The prominent statement must encourage the investor to ask the broker-dealer questions about its obligations to the investor, and must state that the broker-dealer is paid by the investor and sometimes also by other people who compensate the broker-dealer based on what the investor buys.  Finally, the prominent statement must identify a person at the broker-dealer’s firm with whom the investor can discuss such issues.

Under the Final Rule, advice that is not “solely incidental” to brokerage services includes instances where the broker-dealer:
1) Charges a separate fee or separately contracts for advisory services;

2) Provides advice as part of a financial plan or in connection with providing financial planning services and holds itself out to the public as a financial planner, delivers a financial plan, or represents to the investor that the advice is provided as part of a financial plan or in connection with financial planning services; or

3) Exercises investment discretion over any customer accounts.

It is apparent the SEC is not confident the Final Rule sufficiently ensures investor protection.  In early 2005, the Chairman of the SEC directed SEC staff to investigate and report within 90 days on ways in which the policy issues raised by the Final Rule could be addressed.  Although the 90-day window ended in mid-July 2005, the results of the study and the contents of the SEC staff’s report have not been disclosed.  Additionally, it appears the Financial Planning Association (“FPA”) is proceeding with its consolidated lawsuit against the SEC which the FPA has indicated will challenge the SEC’s authority to create a new exemption to the Act for broker-dealers and will ask the court to vacate Rule 202(a)(11)-1.
Given the SEC’s ongoing study and consideration of the issues raised by the Final Rule and the proposed rules that preceded it, and in light of the FPA’s consolidated lawsuit against the SEC regarding the Final Rule, it appears that the story of the SEC’s still-hotly-debated rule, “Certain Broker-Dealers Deemed Not to Be Investment Advisers”, is “to be continued”.

Discussion of Some of the Challenges Faced When Providing Fiduciary/Trust Activities as a Registered Investment Adviser

There are a number of instances in which the Investment Advisers Act of 1940 (“Act”) does not fit well with regulations applicable to corporate fiduciaries.  Often these challenges are the result of the fact that the Act envisions a single individual or institution engaging an adviser for pure investment management services, rather than the more complex instances where a trust institution is serving as a fiduciary for multiple persons with often differing interests.  Other challenges include state registration requirements and disclosure required in addition to what corporate fiduciaries already provide.
Client Ability to Impose Investment Restrictions:  A challenge often faced by corporate fiduciary/registered investment advisers involves compensation and a requirement that clients must have the ability to impose reasonable restrictions on the investment of their fiduciary account.  Under a safe harbor provision of the Investment Company Act of 1940, a registered adviser may charge asset based fees and avoid registration as an investment company if the adviser meets a number of specific criteria.  The corporate fiduciary/registered adviser is required to contact the client at least annually to determine whether there have been any changes in the client’s financial situation or investment objectives and whether the client wishes to impose any reasonable restrictions on the management of the account.  Further, the corporate fiduciary/registered adviser, at least quarterly, must notify the client in writing that the client has the ability to contact the registered adviser to communicate any changes or investment restrictions.  The corporate fiduciary often has a fiduciary obligation to protect the rights of two classes of beneficiaries, both income beneficiaries and remainder beneficiaries.  When a corporate fiduciary makes a request for any investment restrictions it is often confusing and challenging to request multiple classes of beneficiaries if they desire to place investment restrictions on the trust.  For personal reasons, income beneficiaries often desire to restrict the trustee’s use of equity/growth securities to receive more current income while principal beneficiaries wish to reduce the level of bonds in favor of equity/growth securities so their remainder interest at the end of the trust term will be increased.  Although the original intent of the safe harbor did not anticipate confusion for income and remainder beneficiaries, it has resulted in a challenge for corporate fiduciary/registered advisers.
State Licensing of Investment Adviser Representatives:  Under the laws of a significant number of states, investment adviser representatives must meet registration, licensing or qualification requirements if the rep has a place of business within the state.  In general, an investment adviser representative is any individual who:

· is employed or supervised by an investment adviser; and

· on a regular basis solicits, meets with or otherwise communicates with clients of the adviser; and

· provides investment advice on behalf of the adviser.

As a result of the registration requirements, sales officers; administration officers that may discuss investment matters (ie investment objectives and allocation); and investment portfolio managers who have offices in one of the applicable states must be licensed as a Series 65 (or the Series 66 combined 63/65 license) and registered with the state.  Although such registration is certainly appropriate and serves as an additional protection to current and potential clients, the tracking and control over the registration process creates an additional challenge for corporate fiduciary that are also registered investment advisers.
Form ADV Brochure:  As required by Section 204-3 of the Act, registered investment advisers must deliver to each prospective advisory client a written disclosure statement describing the adviser either i) at least 48 hours before entering into any written or oral contract with the client, or ii) at the time of entering into the contract if the contract permits the client to terminate the contract without penalty within five business days.  The rule also requires the registered adviser to offer to deliver the disclosure statement to existing clients on an annual basis.  Obviously, there is value in providing prospective and existing clients with detailed information about the corporate fiduciary/investment adviser, its products, management, fees, and other key information.  However, it is a challenge and added expense for a corporate fiduciary that is also a registered investment adviser to draft, maintain, and distribute an ADV Brochure in addition to all other information that is provided to potential and existing fiduciary clients.

Conclusions

We’ve been through a lot of information regarding the Investment Advisers Act of 1940, including its historical background and key provisions, how the SEC examines for and enforces its requirements, some key tips to preparing for an examination, current “hot” topics in this area and some challenges faced by corporate fiduciary/registered advisers.  But, as compliance professionals, how do we make sure our institutions “do it right”?  How do we make sure we have policies and procedures in place to give “reasonable” assurance that our business is in compliance with the Act?  There is a lot to be said for vigilance, documented policies and procedures, training, forensic compliance testing, and auditing.  But perhaps Gene Gohlke of the SEC gave the best insight when he listed 10 key steps an institution should implement long before the examiners arrive.

1. Senior management establishes and maintains an effective, compliance oriented, tone at the top, which is the basis for establishing a robust culture of compliance throughout the firm.

2. The firm creates, implements and updates an effective compliance program that covers all aspects of its activities and addresses all conflicts of interest on a continuing basis.

3. An essential aspect of the firm’s compliance program is the application of forensic tests in critical areas that may harbor possible illegal acts, schemes and arrangements.

4. The firm designates a CCO that is knowledgeable regarding the Advisers Act, competent regarding compliance programs and issues and is empowered to require compliance by all staff of the adviser.

5. The firm’s CCO is an effective advocate for and consultant on compliance matters through out the firm, has the full support of senior management and is the “go to” person for compliance issues.

6. Responsibility for implementing compliance policies and procedures is specifically identified with individual managers at all levels throughout the firm and these persons are held accountable for effectively supervising their staff in the implementation of compliance policies and procedures and for compliance failures in their areas of responsibility; firm’s CCO ensures that firm’s compliance policies and procedures, including those for detecting and correcting problems, are being effectively implemented by the firm’s business people.
7. Appropriate attention is given to ensuring that full and fair disclosures to clients/fund boards of all material conflicts of interest are made on an ongoing basis.

8. The adviser acts promptly to remedy the inevitable compliance breeches that occur and uses such events to evaluate whether their occurrence indicates the existence of compliance weaknesses that need to be addressed.

9. The firm is aware of the usual range of information the SEC requests during the exam and is prepared to respond promptly and fully to specific requests for documentary information including appropriate and timely handling of information that may be protected under the attorney-client privilege.

10. Managers and other staff throughout the firm are ready and able to respond fully to SEC questions raised during discussions; the relationship between SEC examiners and employees of the firm is cordial and cooperative and not adversarial.

It is obvious compliance is not getting any easier.  Hopefully the information provided has given you something to take with you to help you better serve your business partners and clients.
Contact Information:
John Clark

Compliance Officer

Merrill Lynch Trust Company, FSB

1300 Merrill Lynch Drive (MSC 0303)

Pennington, NJ 08534

609-274-2089

j_clark@ml.com
� John Clark is the Deputy Chief Compliance Officer for Merrill Lynch Trust Company, FSB (MLTC) in Pennington, New Jersey.  He earned the designation of Certified Trust Auditor from FIRMA in 1994.  He has 19 years experience in fiduciary regulation and oversight.  After spending 12 years as a Trust Examiner with the North Carolina Office of the Commissioner of Banks, he has spent the past seven years as a Compliance Officer with MLTC.  John actively participated in the development of MLTC’s Investment Advisers Act Compliance Program and currently oversees its daily implementation.  Prior to that he developed an Investment Advisers Act Self-Assessment document listing all key requirements of the Act.  He has assisted in the facilitation of two SEC inspections.


� SEC Release Nos. IA-2204; IC-26299; File No. S&-03-03, Final Rule: Compliance Programs of Investment Companies and Investment Advisers


� No more bull’s eye:  Regulators reassure CCOs on question of enforcement message cases, IA Week, October 24, 2005.


� Lemke, Thomas P. and Lins, Gerald T., Regulation of Investment Advisers, 2004 Edition, Thomson/West, St. Paul, MN.


� General Information on the Regulation of Investment Advisers, found at the following web site:  � HYPERLINK "http://www.sec.gov/divisions/investment/iaregulation/memoia.htm" ��www.sec.gov/divisions/investment/iaregulation/memoia.htm�


� Gadziala, Mary Ann, Associate Director of the SEC’s Office of Compliance Inspections and Examinations in a speech presented to The Bond Market Association’s Annual Legal and Compliance Conference in New York, NY on February 7, 2006.


� Gohlke, Gene A., Associate Director of Compliance Inspection and Examinations, in his remarks before the Fund of Funds Forum in New York, NY on November 14, 2005.


� Richards, Lori, Director of the Office of Compliance inspections and Examinations, in her remarks to the Greater Cincinnati Mutual Fund Association Directors’ Workshop on September 22, 2005.


� Hansard, Sara, Most firms already fail SEC exams, Investment News.com, November 14, 2005.


� IA Week Exclusive: CCOs pose tough questions at SEC’s Outreach Program, July 25, 2005.


� Gohlke, Gene A., Associate Director of Compliance Inspection and Examinations, in his remarks before the Fund of Funds Forum in New York, NY on November 14, 2005.


� Lori A. Richards in a March 10, 2004 memo to then SEC Chair William H. Donaldson regarding a request made by Senator Richard C. Shelby, Chair of the US Senate Committee on Banking, Housing and Urban Affairs


� Gray, Sean and Ries, William Campbel, Esq., from a presentation entitled “Compliance Risks: Recent SEC Rules, Developments & Trends Impacting Banks, Thrifts & RIA’s”


� SEC Release Nos. IA-2204; IC-26299; File No. S&-03-03, Final Rule: Compliance Programs of Investment Companies and Investment Advisers


� Gohlke, Gene A., Associate Director of Compliance Inspection and Examinations, in his remarks before the Managed Funds Association Educational Seminar Series 2005: Practical Guidance for Hedge Fund CCOs Under the SEC’s New Regulatory Framework in New York, NY, May 5, 2005.





� Kelly, Bruce, E-Mail troubles continue to haunt broker-dealers, InvestmentNews.com, February 21, 2006


� Hogan, Marc, What the SEC Looks for in E-Mail, Ignites, May 13, 2005.


� LeBras, Elizabeth, SEC Aims E-Mail Requests At High Risk Activity, Compliance Reporter, June 17, 2005.


� Green, Elizabeth C., “Certain Broker-Dealers Deemed Not To Be Investment Advisers”-Background, Summary and Status of New Rule, The Journal of Investment Compliance, Volume 6, Number 2, February 2006.


� Gohlke, Gene A., Associate Director of Compliance Inspection and Examinations, in his remarks before the Fund of Funds Forum in New York, NY on November 14, 2005.






PAGE  


1

