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R'W'ESTMENT ADVISER REGULATORY ENHANCEMENT
AND DISCLOSURE ACT OF 1992

Srmor | 12 —Commitiad to the Coammities of tha Whols Houss on {ha
Etace of the Unlos ad ordered ts be pringed

Mr. DivgrLL, from the Committee on Energy and Commeres,

REPORT

Ts meoowwpmny H R ET28]
Mﬂqﬂﬂmudhwwm

The Committes on Energy and Commerce, ta whom was referred
the bill (H R 5728) to amend the Investment Advisers Act of 1940
to im gwmmmﬁntadmhmd@nd&:

mﬂ- protections, having econmd
the same, ﬁmblythmmg amendment and
rmmmmdlthl e bill as aended do pase.

The amendment in an follows:

Emhumlﬂlﬂuﬂ:umchngdlulemdmmtmhmthm

m:l.._-:'ﬂ‘!-.l
'&Mmrhﬂduh%“ﬂtﬂ“mmﬂnhmﬂmd
Disciopos Act of _

n;mmmmmm
{n} AMETMENT —The [Dvestment Adviesrs Act of 1940 (15 UR.C. Hln-‘l-t-q.:u
hnﬂiﬂhwdﬁumm&-ﬁhﬂu secton:

" POR EECASTRANTA AND AMPLICANTE

mmmmm—mwuamumm
th.#hm,hnﬂlﬂh-hmthlmafnm :il'
uumgwmmmm ﬁ-llh-.llh
whall be aralabls, only ts the ertant providsd in sdveos o s
Hn Mmjlmrmhhmﬂﬂdmii
ﬂ_hmthdbymchmﬂrnchmh
Hquhunmdlthﬁmhmtthﬁu;mﬁbhw
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ta be collscted by wuch feed. Such fess shall be deposited 29 an offsetting collection
ts the Comamimncn'y appropriation and may rwmain srailable for woch purpesss for
the rucoesding Gacal year. The costs covered by such fess ahall ba Limited to the
costa of Commisman srpanses fﬂr‘:ﬁ'lﬁm sxaminations, aod surveye of persons
tared or required Lo registar thas Act
1[1]Nm o e At the Hma cf Aling pplics for
n EW RRGISTRANTY — A0 appliestion registration
undwthhhﬂ-,th-:ppﬁ:m&lhnﬂpnﬁrhthnﬂummiﬁmthnfnqﬁﬁdm
sibwaction (L No of wueh fow chall be refundsd to the applicant i
of an mpplication for thm vunder this titls shall oot be dewned to have
mmtsunl-th-lpp'nﬁmhmﬂ by the fes required undsr this

{21 OMGOING ERGITIANTI.—Each investrnant sdviser whoss Teyishration in
affective on the last dey of (s Gacal year shall pay to the Commimnon the fae
i ldinmhuﬁm{ﬂ&nchpumﬂmuhmhmhtnthmm:r
the sod of itn Awcal yeer, or at yuch other Sme sp the Commissiom, by .
ahall determine, wrless it fien has besm withdrawm, or e

mant advisers n scocrdanes b (1} nnd (2) of mubeection (b) shall be
determined waording mmwum
- Lame o §7340, 08, DNy '-.':
W10, 050 000 or mewre. iak beew them, 35,0000 Dxw) AROD
I O DO o e, iy ey thaan SO0 DNRS QNG 130
Ak, e, 00 —t,mh_hlm.éﬂw
G B 00 ar melre, W el Shiack, S50, 0OR 000 L ]
N gy S w—_ T n.on
Y G OO0t s r—%
ﬂ;d;m%m_mmmm;,w, adjost the feml wpec-
in sabasction (c) " oot preater than peremntage chivgs in the
Coavrarmer Price Indey for U Copsurnerw; 1.5, City A . All Iterns Index
gtmwﬂuﬂmmd Statisticy of the Departoment

—

“(1} btwsan the Februsry 1992 vemon of wich index and the most reoent
vorman of such jpder that in i effect; ar

*(2) tf ana or mare sijortrosenta have been rmade nnder this section aftar the

at the timpe of the mart recept adjuetment and the most recant rersion of such

"(u) SumpENEON POR FADLRE TO PAT —The Comeisrion by arder, oy muspand
the regisoration of any irvestment adviser if it fnds, after ooties, that sach irvan.
mant adviser has fxiled o pay when dor ary fes requirsd by this section The Com-
shall reinststs fegirtTation npos payeest of fon (npd any pecialty
duoa] if soch sospersion was bused solaly on the failure to pay the fee
~ mthu-:t?n:p. - il ta
m{mmn_m-ﬁmmmmu tha sdoption by the
mdwwm‘mmzmﬁmhwﬂﬁ
ars Act af 194D, a8 ndded by pubesction nl )

|

"Bac. X (1) PERIOEC EXAMINATIONS. —The Corrnissior ahall sstaklich sod ps-
achaduls for tha reguinr szamination of mvesnent sdvisrs, Soch

L provida toetw fhkoant aXaminsticoe of certain iovestrunt sdviee

ara basnd owr fastovas that the Comsrisnon i incruass the nedd for sxascine-
investnent sdvisery, incleding the Eequepey of costoner

(1} weware that aew iovestment advisers have sdequats comphicres
dures threagh etawirations of inrestment sdvissrs within -“u-uhu.hg:

e
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yaur af their rmnmun&nmnm 2031a), taking into atsomnt the level of
Tink presspted by advinery’ acivities, and
"i2) eonshuct follow-up szaminetons of (avestment advisers foond to bave dali-
nm-thtmlfemhnmmmh'hn-hhthn:dnnh
“b) SURYETS OF UNREGISTEREN PERSONA-~The Commimsion shall, within 3
lﬂnrthidlhufmﬂmmtdthuuﬁmtﬂpnﬁd}uﬂrthm;ﬂnm l'cr
ths condust of & survey to determice the extent of, and reascca
pmtﬂrmlt-'u h]thuﬁ:t.'!hﬂmunlhﬂhmhhﬂd
wuth chiectives for the reduction or sliminetion of snch f@il-
uree apd mdﬁ»mmﬂ%ﬂwmim&uuﬁmﬂ&!dhﬂ-—
ﬁhhnhdﬂhﬂd’lﬁﬂ l!tlrmpl-hmufﬂuﬁ:ﬂml
riatament of ohnctivey, s sralustion of the socews m atteining thoms objerc-
tives during the precsding ymar, lﬂmﬂ:rmmhﬁmluihﬂﬂmm_mm

ider sppropriite to sundt iy the attatnoeeyt of thoes vab. [f the styvey idim.
ﬂﬁ-mrp.mmﬁmmmdhdﬂm i.ﬁ"-hnutldvhtuthi
tl. oL

rocesdings sé sy be Tetuwived Lo corTact

P'{:} PMWIL'DTIMIAHOH—MWJ section aball st ba oo
wrusd 1o bt the suithority of the Commisgion o conduct oD sIARIBAS OF iBTe-
Hywiion nt any time o to institnts proceedingy noder section 303 or 200 of thie Aet
or any other titie.”.

G, & DEFGHATION OF SELF-AECULATORT CHMANTEL TIOME.
The Invagimant Advisery Act of 1540 (15 US.C. B0b-1 ot seq.) is smended by in-

;ﬂhﬂlﬂﬂnﬁmm{ulddﬂhymﬂithlhﬂthlﬁnmqmm—
iy

"D ONATION OF KELP- umnmrmm

'ﬂlﬂ.ﬂl{l}Mﬂancmcrmm-mcuﬂ—'ﬂh’
rale, coowistent with the lic interest, tha protection of inveetors, and the par-
pﬂulr.ft.'tﬂ.lﬂﬂ-mj ta ope or morw salf tory organisations Teg-
intared with the Commastion dod s sectlons 8 or 15A of Sacurities Br g
of 1534, to conduct pariodie szaminstions of it meembers and affilintes of menbery

to with ble of this tile and the rules sl
regulations therwnnder. Sach akball the minimmn o

for wuch saxaminstions ared shall e i to wvoid nonecessary ragulacery dopki-
oation or undos raguls burdanas. salf-regulstory orgenization may

provi-
o and tions therswunder pormaast o tha soand-
wdwmh&hm‘m!dlﬂdhm-hwm
of LB, pacnaltive Gnposed hlﬂ#ﬂﬂlmmfm' for violations of this
“b) LowrratioNn —The Commission shall oot szerciss the designation suthority
contamed in sohesction {a) for manbare or affilistes of coseniwern i the os-
nass of the mambar and its affllistes is myertnent adviscry ackivibes Commis-
wien, by ruls, may establizh criteria for defining the tenm ‘primary bosinees’.

s} tm‘l'nlln-mm—

g
I
30
i
5y
E
:

1) In aEERAL—Any ssif-regulatory tirm, dewignatad by the Come
ooeelion t4 perform the sfacginatioms d wibgpaction {#) shall have the
mhmwnd]-ﬂﬁ-mmdlnnlﬁthﬂ:um

ﬂ}m—mmfuﬂdhlmmmm-mm
this subasectiog shall ot sicesd = lm:m.nt @ meerrdaysiod wyth rubes
hrthiﬂm—m. ml-thunqnn-thtth.huunuud
n dulf-regtile Heon under this sabesebory—
Wwﬂ;ﬁmdtﬁ-ﬂfmﬁ M‘imh
Ilnmhlﬂu-m&uhdmthm
() »8 W sy icverinent advigar, bear mbhﬂnﬂmm
mﬂmmWMd'thﬂnmrmmh

to any fisenl yeur shal] be red
pisation o socordanos with this subsection with respect to mch Sscal ymur.



FATRAREPORTS\H3T726.RPT HLC

4

“d) EFFecTivE Date ar RULE. —A rule prescribed by tha Compnusnion under this
section ahall mthnﬁunvnmh]ﬁﬂhp.ﬁuﬂummwhuhth. Comumisnan
submits to sach Houss of & Tport—

“{1} containing the tert of the propossd sole apd the reasors tharefor:
*“12) damcribing the Frocadioss to be wsed to coordinats the oollactiom of Deee

b]thﬂummmmdn“mzmﬂhluﬂmmmm
under the raols; and

“(Mwuhm::.lm:hnthlrmfmmum e ecanmry to dameribe thae
implaentstion and sofercament of the rale. ¥

“nj oN.—For purposss of thus section, the trm "sfMilists” aball mesn oy
- mmwmﬂymm.mﬂuh.wmmmm
. » mwmber ®.

FEC. E FUTTARILITT ANT: OTHER ADVINIE ORI LA TYOMNE.

(0) AMENDMENT —Section 206 of the Investesent Adwisers Ast of 1940 (18 UB.C.
53008} ix nended to resd as follows:

*FROFIBTED TREANGACTIONE FY INVESTMENT ADVIREXE _
“SEc. 208, (a) PROETACTED CONDUCT.—It shall e gnlawiol for any investmaent ad-

TiMIT OF ROY febtidin ddsccidted with an Avertoent edvieer, by s of the maills ar -

ALY Doaafiy of jptrneptality of interstate anqpmares, drectly or Ladireet]y—
&:I}Pwhrlmm.ﬁm,wﬂﬂhhm‘uﬂujﬂMurm

“2) wm hﬂ- practice, or orarws of business which oper-

nism ag = frmi wd-mtn o prospective cimnt:
"{3) acting s principal hum.mmt mﬂmmﬂwh
aeting ha othar

"{8) s provids invertboent sadvies to any dieet other then o emnerkion with
Wnlhhnqm tanlens the dvisee—

*{A) priar to promi ﬁngim;mmdﬁ—,lnduwwh
after, makes & Feevabls inguiry into the gty Snansisl siaetiey o
'lr-tmmt':pmln:l o ettt shyactir;
ﬁ‘m)“‘:mlhhhhmuhtﬂumvuh-tli‘humﬂhhh

=) maimtuing ressonabls records, o ascordares with meh mles as the
Conomission shall prescribe, of the inforseation obtaimed from the ineoiries
thlﬂ!iﬂﬂﬁhmplyiqﬂthmlmhu

=) to guarantes & cdbant that & epaecific resalt will e sebxieved as & reendt
of the tovertrhmnt sdvieery sarvioms
*(h) EXDarTiorm AND Srecias BiLES -

(1) Exearreon,—The prohibitions of wobssction (%) shall not u, W oy
tranmction with a costomer of o broker or dealsr #f mch byoker or i

hwi-ﬂﬂnmw‘uuﬂmﬁﬁhmm
o clisctivas or neads of wpacific &Y RoGOURLE
P“':B)wtht-nu:nfmmmmfmﬂumm.niumm
sion of opindon s i the iovertment meri hi:“pirﬁﬂllﬂ_ murily, or

} RULEMAKING i roles for
W{EIC}del}dthhwmaiﬂi (ma
by subsection {a} of this mection} withm one ywar after the dats of shactmant

-
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FiC. & ADDITIONAL HSCLONUAE DELIGATIONE OF INVENTMENT ADVISENE

(n) ACDITIGNAL OBLIGATIONS. —Section 204 of the [nvestoemt Advisers Act of 1540
(15 US.C. a0o—d) in nmanded—

l_l}h]_mm.hldmgmhuﬁhmﬂuudmthlhﬂm

rz}hymnrﬂng'{szmnmcmmmlhmm— -lhu-"ﬂ:lvc BN. pd
fﬂ}h}ﬂﬁw following new submections

- ={b) ERoCHURE

I 1) IN omvERAL —Eachk pereomn riplwdnndumﬁmmdﬂﬂlﬁﬂtm

. h-mhwtuhchm clivnt & dosument disclosing matarial
facts comcrmung mattery i mpan.lu {zlmdm}md.nnhﬂhﬂmm
a3 the Comreiagion ahall prescri o to provide for

timuly and sffective
hﬂlmufmchflmmdmlﬁ-iﬁothmh the Commimrior. shall by rale
pr-:nhlthlfmtufth-durmmtlndth-m'nf:uw
*{2] CONTENTE OF BROCHUME - The docmmant required by plrunph (1} shall
'cnmm;?ﬁmhwdm unad of
peron any as- °
mociatad parson providing significent investment advisry sarvioss to the cb-

-t
(B} mmpmmbon srrangepests betwesn. the clent and the nvsytment

"[C}ﬂunl‘hrtifmm
practcean,

(IF} Ty .
*(E} mathody for chtamivng infermetion thwhahﬂxlud
wmith- mmmmm
'mmmnfm'm“ldmﬂthhw&

randeripg of disintarssted advice,
wa:mmpmmmmm

() DEPTHITION = Tha G!Illﬂi-m ﬁ define 'sspocisted pareon Fvnﬁ::
mignificant iovestmarnt wdvisary

=1A) tha wmount of sales comoisflons oF other fess that may reason-
ably ba expacted to be charged or dedosted in cocconerkises with cha

'm}thﬂfhlﬂﬂ-rﬂnrﬂ"nchw‘wlpwﬁmiﬂth
m.,mm:-ﬂnm:ﬁmhhd-hdtbw

amcciated or under commnen -ithtt-ﬂ-
desler is afilintad with the sdviser ond will re-

iZ
:

August 11, 93
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“13r Commarsmon AULES, —The written statement required under paragrmph
{2} uhall be ipn woch form 4wl contain woch informaticn, sod be provided in des
cordance with such fuled. mi the Commission shall prescribe. Such rules shatl,
to the axtent consistant with the of invertore, paTImit & confrmation
wiatement of & beoker or dealer tmumlﬂu-infmmuqmﬂdh'rthl
subssction to be used ss the written shatommt b’thumh-'.ﬂm.

=4} EXCEPTIONS —This nh-:nm shall not &

“(%) SFecAL RULE —The provisioe of Sus rubsection shall el ¥ o peT-
e associated with an mvertmemt adviser off tranasctions advisaty
chiante & brokeer or desler with which the parwon s

“d) Peuonic
17 I GeEvERAL —Each persan nnder saction 08 of this ttle shall
eally das tn sach diant a writtan sia’
LA} cosnrrismions and othear fews by the client for ol sarv.
mpmwm-m-d' parecn and &y parscn ssociated o coder
- T

hlnrmmpm- sarrangwnant with an ieaer or
third with respact to the s ction;
) other mattary an the Commisrion shall
=2} Compprnycy 21LEE.— The rule the Format

& ERAT-Tubt that reh tlimita ta the tcuits charged by the in-
m‘llﬂ.ﬂﬂﬂ mmmﬂvh-'lfu Y-
Yiamyr anim ar Invesrant PATEOTM
thapn soch adrisr, or persons sssociated or under common ooatrol with snch -
viswr, to ipabionts te it chiepts that wach information emcsrming coste charged
mmww-mrmdmmmm

o mlw The Commission's Ml this sobewetion shall Y

cHamt Enowingly waives, io writing, the to dbtain woch steatepamnt mors e
quantly than asanally.
N — sabmwetien shall not apply with respart to any sassnpt
for which tha parsen & oot achig as an inverteest ad
ﬁt]lﬂ:ﬂﬂhﬂﬂhﬁﬂmm—mcmﬁn.h,nh,
ohmy any investmment advise—
1} to Hle with the Commiswion any fews, application, or notice requorwd
b7 this title i

FULEMAEING REGH IRED,. Coninistion abul] for porpoa
of mbeschiona (B], te].ud(l}dlﬂmmdmlmmtummdlm
t-ldﬂﬂﬁunh-ﬂm{n}ﬂ&h-eﬂwﬁthnw;m-hhh ta of sowet-
b

FBG- 7. BOMD REQTTRENENT. )
Bection 208 of the Iavestinent Advimerd Act of 1940 (15 U 9.C. B0b—8) i amandad
hr_{-ﬁhunth'-mdthlﬁum
a} BONTr RpqiimeaisT
1) e caNgeal—The Commission shall require, by rolay for the protaetias
of vertors, that any @Ysetmant sdviser registarsd nnder wethon 303 who—
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“(A} in anuthorizad to sXwrcise invertoent discretion, s dafined in sction

Hu W35} of the Securitien Exchange Act of 1834, with respact to an sccovnt,
“{B] haw weems to the securitiss or fonds of & slient, or

"/C} is an invesbment xdvisar of an investment company, an defired in
maction 2{:&?&&&- [nt“ttrﬁnl.ﬁﬂmplnyﬁ:tnflm

ehall obtain a from s reputable Bdelity ireurance company aguinet Laceny

lnd.mb.:ﬂ.&mmimm:hhmbhmh:ﬂmmﬂhoﬂ. . pRI%-

m.m.lndmﬂuyﬂuf&nmmﬂmnth-w

¥ prascribe.
'{21 COHH'I:DEINHM IN RULEMAKING. —In implementing parsgraph (1}, the

ﬂ:ndns:ﬂofnlk clism the yolvad:
L .Y to L wpmaty t iw in
e "'fg; coat iﬂhlﬂﬂlhhtj of Sdality bonds,
=0 aristing ity banding
'{D]urdm:nhmmpmﬂ:muﬂ
ERC, b DL UALIFTING OONDTICT-
(n) AMENOMENT —Saction 203e) of the Iovestment Advisers Act of 1940 (15
US.C. Blb—3{a)} in amapsd—
.ﬁ]hMmmpmphM}wm“wH}w{lr

{2} by iswrting after parsgraph (2) the oaw
"[3'! tean comwicted within tan m
ton for regirbration o st ALY Do ofl.n}mthﬂ-:llpﬂl:lmlhh

imprisooment for oo or mors years nnd that is not dasciibed @ paragraph
H}ﬂfﬁlmmwﬂ'IWJﬁtﬁ“tmhlwm

juriadicnion “,
(b} COMNPORMING AMENTMENTL —Sacti mmaufmhuthfu&-uuuﬁd—
(1) o wabesction {#)6) (s redvaignated _E'nhlcﬁm {l}dﬁul mclion, by
“this paragraph (57" and ioserting parngraph (87
(2) 1m wolmection (f—

(A} by ﬂ‘lhna‘puwlph{l}.ul. (6}, or ﬂr-ﬂmw
1) (ﬁ-l. (8), or (81; and

(J}IH{h I;; } pl:.le]"thi m-xﬁliwuﬂ-‘dh

marting “subsection {cli}d‘ﬁu
NEC. & CONFIDENTLALITT.

Section 208 of the [avestmaent Advisers Act of 1540 (15 ULA.C. M-A), sa mopemded
by mction T, uhhrmﬂdhrldh;lthmdthwmm
DIACLONURE OF CLIENT INFORMATION PROHIRrTD, —

e ulan

tn the discjorocrs, and (o hlnnntntd-ﬂ-l!hnlﬂrﬂ.lﬁﬂj
B the infermetion dsclomd is necessary amnd & htnlmhrtn-
&5 i scoront or ko o Atkiwnpt to wlfiet &

tha
*C) tha infarmation s requesied by represmntatives of the Commission,
a Stats agency whoss primary asngnment is the regulatiny of the wecoritisg

bomnesy, or & mlf- tory orgumiatiom in conrerdon with their respec
e ar tmhh“uhhmtm
o e Bon is reqmertad by 2 Commission

D) the informatioc is -t-dbyl.htd.iu‘l‘nnnﬂtu:wmm
1} SWCONIAEY DIAr.ORUER. —I1 s unlawiul for any parwan t¢ whom informa-
g disdesed for the parposs deseribad in parngraph {10B) t osa snch infie
mation for any porposs other than the affectoation the cliant’s branesstion *.
ERC. . FEDTRALFTATE COOPTRATION
Hmmdmmmmmmﬂzmmusmmmm

by adding st the erel the following newr
FEDERAL-STATE COOPERATICN.—
{1} AUTHORITY. —Tha Commjsscn s suthorizsd to te with Stats ngun-
iy whoes mstlgnmant ke the l-hmufthl—:nﬂﬂ-hlinﬂ
associalion Stats securities ofic thay designats, ansd wh.hh. th
dmmwd.mmm atar afectivensss in

Augusi 11, 19693
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Federal snd State regulation of investnemt advisers. The Commiwsion shal! oo
operats, wordinats, and mary {in its d.tmhm:.} share wnformeton with such
lmuwzmﬁ.m fwmmr carrying cut the polices wnd pars

posan aat forth in p -.r:guén 2

“12) Poagoy —ft wclnred policy of this submwction that there should b
grester Fedarnl and Stats cooperation and coordination in the regulaton of io-
vt advisars in ordar to schisre—

“(A) marimusy «fectvensss of regulation, szamination, sod soforonment,

and
“(Blmmmnni.fmtrmf‘lduﬂmdﬂuh standards
o TS ey o hSon e TogeadZ e e
T LT
mwumm}munmgm.mm-w m_““" — duly oon-
M sharing of informason Tugistral o aXenrpion
d'mv-lhnﬂ.dmudh fhanlr bokiress in the varioos

*m}mmmntunmm of apiferm stamodtion enderds
“fé}thldlniupmtuflvmfmmﬂuﬁur“tﬂMfunﬂl

invertment advisers which can be » upsn amoag mversl Statas or be-
twasr the States and the Federal wnt where copmistent with the
puhh:mhr-t-.ndﬂu ion of mrestore and the aof this Aet -

suﬂtbiul.m bt on be consruad s othericing prewmption of
L Lme

'msnmmmnucmm—hwhw cut thawe policiel and
yarposes, the Comumission shall conduet sach smdise muthﬂun-
mimmon coosidars pecessary. The Commmisrion abhall swobort o
lltlrﬂnnﬂjr-nnﬂ-rtb-dﬂ-ﬁfmnfhthm.w j ﬁn
rmmmdlnmmhﬂmmthlwhquﬂpmuf s ke
wactian "t
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PURPOSE AND S5UMMARY

This legislation amends the Investment Advisers Act cof 1940
(Advipers Act} to establish a fee structure for registered invest-
ment advieers in order to provide the Securities and Exchange
Commismion (Commission) with additional rescurces with which to
caﬁ&ﬁct its regulatory activities. This legislation also provides
enhanced protection to iovestors empluying the services of
investment advieers, including financial planners, by increasing
the fregquency of Commismsion examinarions of high-risk ndfiuars, by
establishing a mechanism for the identification of unregistersd
advisers, by establishing an express suitabllity standard, by
improving disclosures of conflicta of intereat and other pertinentc
information, by requiring fidelity bonds of certain advigers, by
providing for financial informatiocn to ramain confidential unlanﬁ'

congent is given for it to be disclosed, and by encouraging strong

. atate-federal cooperation in the regulation of investment advieers.

The legislation would create a new Section 203A of the
Advipers Act, which would require advisera to pay annual fees on a
5liding sacale linked to agsets under management. These fees would
be used an offmetting collectiona to recover the cost of an
increa;e in the Commisgion'e investment adviser inspection starff
and to conduct surveys of unregistered advisers. The lesgislation
also addas a new Section 223 to the Advisers Act, which would
provide specific direction to the Conmission with respect to

inspections basad on risk factors, first-year inspections for new



adwvisers, and'fcllow-up inspecticns. New Section 223 would alsa
require the Commisglon to conduct surveys of unregistersd advisers,
and to develop a plan of action to deal with any
failure-to-register patterns, including a rulemaking to correct any
"patterm of misinterpretation® of ﬁhe definition of "investment
adviger." The bill would also create a new Section 224, which
waﬁid’authnrize the Commispsion to designate a self-requlatory
organization (SRO}) to conduct inspectione of investment adviseras

that are also brokerdealers or affiliates of broker-dealers.

An express suitability provieion would be created for the
enhanced protectlion of investors by adding a new subsection (a}(5)
to Baction 206, tha antifraud section of the Advisers Act. This
provision would codify existing implied suitability regquirements
and would add a record-keeping regquirement to permit verificatiant
of suitability determinations. 1In addition, the legielation would
add a new subsection (b} to Ssaction 204 of the Advisers Act, which
would provide for a three-part disclosure obligation: (1) a
brochure with "generic® dlsclosvreas about the background dt the
advisér, whnthef the adviser receivés commisgionas for the sale of
investment products, and cther pertinent.informatiun: {(2)

transaction raports regarding the amount of any commiseions or feems

to be charged or deducted and the existence of nnf third party

paymence with respect to any particular transaction made prior to
the transaction and confirmed thereaftar; and {3) periodic repcrts
containing pummaries af.thé chargﬁs incurred by a client over time

and the amounts received by the adviser with respect to a client's



account, The bill would aleos amend Section 208 of the Advisers Act
to reguire the Commissicn to mandate a fidelity bond for advisers
with custody of or discretiom over client agsets, or for advisers

that advise investment companlies.

_?he legislation alpo would add to the list of disqualifying
conduict in Section 203 (e) of the hdvieers Act any crime punishable
by imprisonment for one or more years, thus adding to the public
protection by authorizing the Commission to deny reglistration as
investment advisers to those persons who commit any type 6f felony.
Additionally, the bill would amend Section 2080 of the Advimers Act
by adding a new subsection (f), which would generally prohibit
personally-identifiable financial information about a client to be
disclosed by an adviser without the clisnc’s consent. Some _
axceptiona to this rule are included. The legialation would aman&
Section 204 of the Advisers Act by adding a new subsection (e),
which would authorizs the Commission to develop a "one-stop" filing
syatem which would allow advisera to make one filing that would be
transmitted to the Commission and the states, thus reducing paper-
work for advisers and regulators. Finally, the legislation would
add a new subsection (£} to Section 209 of the Advisers Act that
wonld encourage federal-state cooperation in order to achiave a
higher degree of uniformity among the states and between state and

federal law.



BACKGROUND AND NEED FOR THE LEGISLATION

Reculatory and Statutory Framework

1. [General Coverage of the Advisers Act

Fedaral regulation of investment advisers is provided for by

1 The Advigers Act defines the term investment

the Advisers Act.
adviper to include ®any perscn who, for compensation,  engages in
the business of adviming others ... &a® to the value of securities
or ag to the advisablllity of investing in, purchaseing, or selling
securitias."2 In other warda, the definition covers any individual
or firm that recelvas compensation for giving advice, making recom:
mendatione, issulng reports, or furnishing analyses on eecurities,

either directly or through publicatianl.a The defipnition excludes

Investment Advisers Act of 1940, 15 U.S5.C. Section 80bL-1 et

g

15 U.8.C. Section BOb-2(a) (11}. See algo Investment Advisers
Act Rel, Ho. 1092 (Oct. 8, 1587} (Release 1092}).

3 For the purposes of this Report, the terms "investment
adviser" and "financial planner® will not be distinguished. In
general, however, financial planners conduct a more retail-oriented
busineas. Most planners are thought to practice either alone or in
emall, locally-based partnerships or companies, and to focus oo a
bread range of inveatment optiona, such as insurance and real
estate, in addition to securities. Notwithstanding the different
terminology, financial planners who give advice about securities
are required to register under the Adviaers Act unless an exemption
ia available. See Release 1092, supra note 2; and Financial
Planners: Report of the Staff of the United States Securities and
{Pootnote continued) '




}::nalr.'d'r:sh.'ut and also excludes lawyers, accountants, £ngineers or

teachers rendering guch advice solely incidental to their

prafessicn.s The Act further excludes any broker-dealer where the

advisory mervices are "solely incidental to the conduct of his

business ag a broker or dealer® and are provided without *apecial

:nmpgnsa.tion.'E

In general, the Advieers Act requires that individuale or

firms meeting the definition of inmvestment adviser register with

the Cumminnian.T

Sec, 203 [B0b-3] {a) Excapt as provided in sub-
section (b}, it shall be unlawful for any inveatment
adviser, unless registered under this section, to make
uge of the mails or any means or instrumentality of
interstate commerce in connection with his or itcs
buginess am an investrment adviser.

Invegtment advisers, regardless of their size, currently pay a

one-time fee of 5150 when they apply for regintratinn.a

3(cnntinued]

. mmm | A | e el ey —

lFinan:ial Plannera Study) .

4 15 U.S.¢. Section 80b-2{a) (11} (A}.
5 15 U.85.0. Secticn 80b-2{a) {11} (B).
5 15 U.8.C. Section 80b-2(a) (11} (C}.
7

Subsection (b} of Section 203 provides certain limited
exemptions from registration for, amonyg others, an adviger with
fewer than fifteean clients that does not hold itself out to the
public am an investment advisar and doss not advise a reglstered
iovestment company. 15 U.8.C. Section B80b-3(b).

® 17 c.P.R. Section 275.203-3{a). The fee was met by the

Comnisgion in 1972 pursuant to the Independent QOffices Appropria-

tions Act, The feas that the Commiesion collectsa are paid into the
{Poatnote continyed)



The registration process also requires that investment
advipers submit applications that include the brochure they are
required to provide to cliente under the Commigsicen’s "brochure

® The Commission reviews the.aﬁplicatinns only to aesure

rule."
. that advisers provide all requested information and to determine
thaQ‘certain business practicen described in the.applicaticn comply
witﬁvtha law. The Comnlssicn does not evaluate advimer competencs,
ner does it verify as correct any of the information submitted
during the registration process except information concerning
Commiseion disciplinary history. Regietration is then gfﬁnteﬂ by

0

the Commiesion within 45 days.l Raglstration may be denlied if the

Commiesion finds that the applicant has made falge or misleading
statements tc the Commission; hae been convicted of certain
apacified felonles in the previous ten vaars; or has Leen found to
have angaged in apecifiad violations of the asscurities 1aua.11 h
Applicarions are rarely rejected. Once regiptered, investment
advisers are then subiect to periodic Commisaion examinarions,

12 and certain substantive obligations,

13

recordkeeping requirements,

including disclosure requirements {mee discusmion infra under

B{cnntinuudj-
General Fund of the Treasury, and are not available to the Commise-
eion to fund the adminiscration and enforcement of the Advisers

Act.

9 17 C.F.R. Section 275.204-3. Such information includes
edqucation and business background, buelness practices and potential
conflictes of interepmt. See generally Parrc II of Form ADV, 17
C.F.R. Section 279.1, which advisers may deliver to satisfy the

brochure rule.

10 45 y.8.C. Section 80b-3{c) (2] {A).

11 45 y.s.C. Section 80b-3(gc) (2) {B).



"Commission Regulation Under the Advisers Act.*).
2. Commission Requlation Under the Advimers Act

The Advisers Act imposes three types of regquirements on
regigtered ipvestment advieers: (1) a fiduclary duty to clients
enfﬁkceahle through its antifraud provisions; (2) subsatantive
provisions that, among other thinga, require certain dieclosures to
tlients; and {3) recordkeeping requiremente. In additiom, the Act
provides for administratrive oversight by the Commisgsion, érimarily
through inﬂpeﬂtiﬂnﬂ,li and provides for certain penalties for -
violation of the Act. As described below, there are only limited
private remedies under the Act.

A. Plduciary Duty to Cllents

The antifraud provislons of the Advisers Act require advisers
to meet the high standards cowed by persons who are fiduciaries.1®
In SBEC v. Capital Gains Research Bureau, Inc., the U.S. SBupreme
Court held that an adviger owes his or her clienta an "affirmative
duty of ‘utmost good faith and full and fair’ disclosure of all

material flctl.'la These duties are enforceable through the

12 45 y.s.C. Section 80b-4.

13 17 C.P.R. Section 275.204-3.
14 15 y.s.c. Secrion BOb-4.

1is

15 U-s;c- SﬂCtiﬂn aub's.



antifraud previsicns of the Advisers Act.

B. SBubstantive Provisions

The Advigers Act and rules that the Commigpeion has adopted
contain a number of substantive requirements designed to protect
adviéﬁry clients. Thesge gubstantive rules govern the types of feep

that advieers can chargexlT their ability to engage in principal

18

and agency c<rose transactions with clients; and advartisinglg and

20

golicitation®™” practices. Advisers with custody of client

gecuritiea or funds must establish practices designed to safequard

them.zl Advigers are required to supervisme the advipory practices

22

of their employees and establish procedures to prevent insider

tr'adi.ng.23

16 375 U.S. 180, 184 (1963).

17 15 U.S.C. Section BOb-S{a){1}. The Act limite the ability of
advisers to charge "parformance fees," which are based on the
advisers gpuccess in managing the client’s money. See also 17
C.F.R, Section 275.205-3.

10 15 7.8.C. Section B8O0b-6€{3}). Principal transactions involve
the sale of a Becurity owned by the adviser to the client. Agency
croas transactieons involve the advieser acting as broker for a
person gelling to or buying a security from & client of the
adviser., See also 17 C.F.R. Section 275.206(3}-2.

12 317 C.P.R. Section 275.206(4)-1.
20 17 C.P.R. Section 275.206(4)-3.
21 17 C.F.R. Section 275.206(4)-2.
22 315 y.8.C. Section 80b-3{m}(5).
23

1% U.8.C. Section BOb-4A.



24

The Commission’'s "brochure rule” requires registered

investment advisers to provide clients with information about the
adviger's sducation and business background and ite businesa

practices, including feea. The information required to be

disclosed ie mpecified in the Commimaion's Form nnv.25

26

Additionally, Rule 206{(4}-4“" requires an adviser to dimclcoase to

clients any disciplinary history and, under certain cilrcumatances,

financial 1.11fu:u::r|.r;m:ia:m.z'J

that is material to an evaluation of the
adviger’s integrity or ability to meet contractual commitments to

clients.

C. Recordkesping Frovigions

Asa ptated above, investment advisers must maintain prescribed
boocks and records and make them available to Commiassion examiners.
The Commission examines registered investment advisers to help
ensure compliance with the varicus federal requirements as to
recordkeeping, reporting, advertising, conflicts of interept, and
cther matters, and to determine if advisers are acting in

accordance with the disclosures and representations made to

24 19 C.FP.R. Section 275.204-3.

25  part II of Porm ADV, supra note 9.

26 14 0.P.R. Saction 275.206(4)-4.

27 A financial condition likely to impair the adviser’s ability
to meet itm contractual comitments is required to be disclosed
where the adviser hae discretiocnary authority or custody over
client amgets, or if advipory fees of more than $500 are paynbla
8ix monthe or more in advance.



clients.

D. Administrative Oversight

The Commission’s primary meane ¢of administering the Advigers
Act is through inspections. There are two types of inspections:
rouf;na inspections and "cause™ inepectiona. Cause inspections
result from the Comnission learning of problems as a result of

puklic complainte, tips, or newspaper azticlens.
E. Penalties ﬁnd Remediem

Under the Advisers Act, the Commisgion can deny an application
for registration or suspend or revoke the registration of an )
adviser if the applicant or adviser has beaen cotvicted of apecified
feloniam within the previcoua ten years, has bean found to have

violated federal or foreign securities laws, or has engaged in

28

other specifisd miscanduct, The Commisaion may alsoc cengure or

place limitations on an aspociated person of an investment adviser

29

who is found to have engaged'in such activitien, In addirion,

the Commiszsicn may issue cease and desist orders to prevent or halt

vioclations of the Advisers hc:,au and may crder an accounting and

K 3 §

disgorgement and imnpose civil money penaltlies for viclaticons of

28 45 y.s.C. Sections 80b-3(c) (2) and (a).

29 15 U.8.C. Section B0b-3(E).

30 45 U.S8.C. Section BOD-3 (k).



32

the Advisers Act or rules adopted under the Act. Finally, the

Commission can bring an action in federal court te step an adviser

from committing any ongoing vicolations of the Advigers Act and to

33

prevent future wviclations. In the context of the court action,

the Commission can meek disgorgement and pEnaltiea.a‘

-

J""Ne private right of action for damages has been read by courts
into the Advigers Act through the antifraud provisions, however,3°
While scme commentators have decried this absence of an express
private right of action under the hdvieers Act, and evenl
Commimsioners of thé Securities and BExchange Commission have urgad
Congress to include such a right of action in amendments to the

36

Act, others argue that such a provision would be duplicative of

causes of action that currently exist under both state and federal

1 15 u.s.C. Section BOBL-3 (§).

32,5 t.8.¢. Section 80b-3(i}.
33 35 U.8.C. Section 90b-9 (d).
3 15 p.8.C. Section B0b-S{e).
315

In Transamerica Mortgage Advigors, JInc. v. Lewis, 444 U.8. 11,
24 (1979}, the Supreme Court refused to recogunize an implied
private cause of action for damages under the anti-fraud provisions
of the Advisers Act. This dacision effectively precludes victims
of investment adviser fraud and abuse from inovoking the adviser's
fiduciary cbligationAa under the Act as & means &f sacuring redreass
for harms sustained as a result of the fraud., As discussed infra,
the Court did recognize a private right of actlion for equitable”
relief, including rescigesion of the advisory contract and
regtitution of feesmn.

36 See, e.qg., Fipancial Planners: Hearing on H.R. 3054 and H.R.
4441 before the House Subcomm. on Telecommunications and Finance,
1018t Cong., 24 Sews. (July 18, 1990} {atatem=nt of the Honorable
Mary L. Schapiro, Commissioner, Securities and Exchange
Commnission). -




law. Upon congideration of thig debate, the Committee has
concluded that, while an expreas private right- of acticn has the
advantage of locating in one convenient place the elements of a
federal cause of actian,_curre;g_iaw-ﬁravidea an adeguate set of
remedien for perscne injured by the fraudulent acts of investment
advigers. Therefore, the legislation does not include an express

privace right of action in the Advisers Act.

Almogt all investment adviper fraud occurs in connection with
the purchase or sale of a gecurity, and advipory clients éan almoat
always sue under Section 10(b) of the Securities Exchange Act of
1934 (Exchange hct}37 and Rﬁle 1ﬂh-§ prumuigaéed thereunder.aa Tha

courts have interpreted the *in connection with® requirement of
39 '

Rule 10b-5 broadly. nnj fr;ﬂd.thﬁf in reasonably calculated to
affect the investment decision of a reascnable investor will -
satisfy this requirem:nt,‘ualthnugh there muet be an actual
purchase or unle.‘l Thus, under Rule 10bB-5, the fraud must bear

*some nexus but not nacessarily a direct and close relationship" to

37 1% U.8.C. Section 785(b).

3% 37 C.P.R. Secticn 240.10b-5.

29  gcee, e.g., SEC v. Drysdale Seca. Corp, 785 F.2d 38, 42 (2d
Cir. 1966), cert. denisd gup nom. Egsner v. SEC, 476 U.5. 1171
{19856) ; Brown v. Ivie, (5th Cir. 1981) 661 F.2d4 62, 65, cert.
denied, 455 U.S. 590 {(1982); Pirst Va. Bankehares v. Bengon, 559
F.2d 1307, 1315 (Sth Cir. 1977), cert. denied sub nom. Walter B.
Heller & Co. v. Pirgt Va. Bankshares, 435 U.S, 952 (1978}. wWhile
it is poesible to construct hypothetical situaticns that involve
adviser fraud not in connection with the purchase of sale or a
securicy, such frauds would be axtremely rare and probably
supceptible to actionr pursuant to state commeon law fraud.

40

Id.



the purchasze or sale of a se:urity.42

As a result, Rule 10b-5 covers a broad range of fraudulent

advieer conduct and has permitted defrauded advisory clientse to

43

sustain private actions fcor conduct such as scalping, falling to

disc}ose conflicce of interent44 and employing risky strategles
whefé‘the client balisves more consarvative ones are in fact being

used.‘s

In addition to remedies under Section 10ib) and Rule 10b-5,

Section 215 of the Advisers Act confers a private right of acticn

1€

for egquitable ralief. An injured investor can sue an adviser for

resclsaion of the advisory contract and restitution of advisory

fees.?? The Commisgion also has the authority to enter an order

41 Blue Chip Stampe v. Manor Drug Stores, 421 U.S. 723 (1975).

42  Levine v. Futransky, 636 F. Supp. 899, 901 (N.D. Ill. 19B6).
43

See, e.q., Zwaiq v. Hearst Corp., 594 F.2d 1261, {9ch Cir.
1979) (fipancial columnist "adviser® liable for “scalping" under
Rule 10b-5 after disseminating favorable statements about coupanles
in which adviser had invested to drive up stock price, and then
selling his personal heoldingse}. See alpe Securities and Exchange
Commiselon ¥. Blavin, 557 P. Supp. 1311 (E.D. Mich. 1883}, aff'd
760 F.2d 711 (6th Cir. 1985).

44 gee, e.g., Laird v. Integrated Resources, Inc., [1989-19%0
Transfer Biuder] Fed. Sec,. L. Rep., (CCH) Paragraph 95,013 (5th Cir.
1990) (holding that an adviser‘s fallure to disclose his receipt of
ca:rd?linnﬂ on products he recommended was actionable under Rule
10h-5).

45 Levine v. Futranasky, supra note 42, at 901.
46 15 y.s.C. Section 80D-1S.
47

Although the Supreme Court held in Transamerica Mortgage, 444
{Footnote continued)




requiring a pérscn to cease and desist viclations of the Advisers
Act and reguiring an accounting and disgorgement from a pereson that

48 In additicn, in cases brought in

has viplated the Advisers Acct.
court by the Commission involving adviner fraud, courtg have
ordered disgorgement by the adviﬂer. :reating a pool of assets from

which injured clients could recover their 1aaaeu.49

L.

Where federal remedieg are not available, clients may have
raecourse under state law. Section 410({b) a: the investment adviper
provisions of the Uniform Securities Act of 1556, as amended, con-
tains a private right of action for fraud. More than twenty etates
have adopted statutes requlating advieers that provide for a

private right <f action for Eraud.sﬂ

47[:nntinuad}

U.8. 11, 24 {1979%), that Sectiom 206 of the Advipers Act does not
confer_a private right of action for damages, it said that a client
may bring a private action against the adviser for resciseion of
the advisory coatract, for an injuncticon against continued
operation of tha cantract, and for restitution.

46 Section :nz{ji and (k} of the Advisers Act, 15 U.5.C. Secticne
Bob-3(4), 3(k), wera spnacted as part of the Securities Enforcement
Remedies and Penny Stock Reform Act of 19950.

49 For example, in one recent and notorious casas, an advissar
congented to the antry of a court ordaer settling the action brought
by the Commission which provided, among other things, that the
court would retain jurisdiction for purposes of determining the
amounts, if any, to be disgcrged by the adviser. See Investment
Adviser Indust Reform: Hearinge before the House Subcomnittee on
Telecimmunications and Finance, No. 102-128, (Junsa 10, 1992)
{Hearings) (testimony of the Honorable Richard C. Breeden, Chair-
man, Securities and Exchange Commisaion) at 98, note 1, gilting
Securities and Exchange Commission v. Institutional Treasu
Management, Inc., Denman & Company and Steven D. Wymer, Civ. A. NoO.
21-6715 RG {Bx) (C.D. Cal ), Litigation Rel, No, 13131 {Dec. 12

1991) .




In addition to civil actions under gstate adviser laws,
remedies may exist under traditional common law thepries. For

example, an adviser who fraudulently makes a misrepresentation is

51

subject to liakility in deceit, for pecuniary loss. Fraud or

wrongdolng by the adviser may also constitute a breach of the

52

adviser’'s contractual duties. As in any fiduclary relationship,

thgfe are appropriate remedies against a fiduciary who has vioclated

his duties, in:luding breach of fiduciary duty and constructive

d.53 54 55

frau negligence, and conversion.

3. State Investmant Advieser Laws

50 See Hearinge, supra note 45, at 140 (statement of Lewisa W.
Brothers, Preaident, North American Securities Administrators
Association (NASAA)).

52 Restatement (Second) of Torts Sectlon 525 (1577). See also
Petergon v. Balcun, 715 F. Supp. 212, 216 {N.D. Ill. 198%) (denying
defendant's motion to atrike pendent clalm for state common law
fraud against adviper); Lazzaro v. Holladay, 443 N.E.2d 1347 (Maes.
App. Ct. 1983) (finding that pilalntiff‘s amended complaint, which
alleged that defendant inoveatment advisera had misrepresenced and
failed to disclose macterial information, met relevant specificity

requirements).
2  see 12 8. williston, A Treatise on the Law of Contracts,

Section 1523 (3d =d. 1970}.

53  gee, e.g., Stokes v. Henson, 265 Cal. Rptr. 836, 841-43 (Cal.
Ct. App. 1950} (adviser breached fiduciary duty by failing to make
disclosures, making misrepresentations, and improperly interming-
ling funda}. -

5% Garrett v. Snedigar, 359 S.B.2d 283, 286-88 (S.C. App. 1987)
{(permitting plaintiffs to maintain action for negligence against
investment adviser).

55  In Corwin v. Marney, Orton Investments, 788 F.2d 1063 (5th
Cir. 1986}, cert. denied, 488 U.5. 924 {1988), the court reversed
(Footnote continued) .




The oversight of investment advisers and financial planners is
a phared state-federal responsibility involving both the individual
states and the Commission., Currently, 43 states have investment
adviser laws which focua primarily on the individual providing the

advicg'rather than on the firm.2°

Generally, state laws are very
gimilar to the federal Advisers Act. Scme state lawa are designed
to ﬁhmpensa:e for what are perceived as gapi'in the federal law
and, for example, require: {1} registration of inveastment adviser
58 (3

financial stabilitcy requirementﬂ;59 and (4) prohibiticns on unfair
' &0

repreaentativen;E? {2} competency screening of applicants;

and uvnethical bhusiness practices. As noted above, more than 20

states have an express private right of action on the booka

55 (continued)

in part the district ccurt’s dismipsal of an action against an
investment adviser who promoted real estate investments alleging
not only federal claims, but also wviclations of state securities
laws, breach of contract, breach of fiduciary relationship,
miarepresentation and commen law fraud, statutory real estate
fraud, malpractice, and conversion.

56 Hearingsa, supra note 45, at 138 {statement of Lewis W.
Brothers, Jr.).

=7 Twenty-six of the 43 states that currently oversee the
activirties of investment advipers also reguire thar investment
adviser representatives register with the state securities agency.
Under federal requlations, a single *"person® {(whether a corporate
entity or an individual) is the regiscrant. Hearinge, supra note
4%, at 13% (statement of Lewia W. Brothers, Jr.). ,

58 . A gignificant preventative authority granted to most state
securicies agencies is the ability to conaider the training,
experience and knowledge of an investment adviser applicant and the
authority to require an examination of such applicant as a
condition of registration. Currently, at least 31 states asBsert
thies prerogative by metting standards of experience, education
and/or succegsful completion of certain examinations to assure some
minimim measure of competence on the part of the persons holding
themgelves out to the public as experts in the inveatment advisory
{Pootnote continued}

[RE B



specifically tailored to investment advisory pra:tices.sl

beficiencies In Current Framework

1. Inadeguate Resources

Current Camﬁiﬂsion repources are insufficient to fund an
sxamination and supervisory program adeguate to the task of
requlating the more than 17,000 advisers currently regiatéred with
tha Cnunuauian; Cver the past ten years, the examination cycle for
reglistered investment advisers has slowad from once avary l2 years
to once approximately every 30 years. Tremendous growth 1in the

adviser industry has been severely undermatched by increases in

sstcnntinued}
field. Id.

59 Approximately 20 states require scme demonstration of
financial stabllity by requiring an investment adviser to meet
certain net capital, net worth or net tangible asset standards
and/or produce a surety bond in a specified amount. An additiomal
sight atates impose such requirements if the adviger accepts
custody, discretionary authority or prepaid fees from cliente. Id.

€0 A numbar of states have adopted a detalled code of ethics for
investment advisers, including suitahility requirements. Id. at
140. PFurthermors, most state investment adviser lawe include
somewhat broader antifraud provisions than those found in the
federal law. Thias 18 accomplished by the substitution of "any
person® for any "investment adviger” in the language preceding the
fraudulent practices provisions. The result is that the state
antifraud provisions reach anycne receiving compensation for advice
on the value, purchase or sale of a security, whether cr not the
individual is "in the businesg" or otherwise excluded from the
definition of investment adviser. Id.

61 1a.



Commigsion resources available for regulation of the industry. For
exanple, on average, about &0% of the advisere -registered for more
than one year in the Commiseicon'e Chicago, Denver, Loe Angeles, and
Mew York regions have never been inppected. These regione are

responeible for inspecting approximately 59 percent of the total

registered inveatment adviser pnpulation.sz

"

The big ﬁicture confirms this snap-shot. Over the ten years
between 1981 and 1591, the number of Coamnission adviser examiners
increased by cnly 28 percent, from 36 to 4€ examiners, with the

percentage of advigers esxamined each year decreasing substantially

63

from 8 percent in 1981 to only 3 percent in 19%i1. According to

the Commission, during this same period, the number of planners and
advisers registered with the Commission increased from 5,100 to
approximately 17,500, an increase of over 240 percent, and aspets

managed by advisers rome from 5450 blllion to $5.4 trillion, an

increassa of morse than 1,100 percent.ﬁ‘ This amount represents more

65

than twice the amount deposited in U.8. commercial banks. In

each of the last three years, approximately 2,500 new advisers have

66

regqiatered with the Commission. Thus, deppite a 28 percent

&2 General Accounting Office, Investment Rdvigers: Current Leval
of Oversight Puts Investors at Risk, GAO-GGD-90-83, at 20 (1990)
{GAO Report}. .

63 Hearings, gpupra note 4%, at 96 (statement of the Honorable
Richard C. Breeden, Chajrman, Securities and Exchange Commission).

&4 14. at s0.

65  74., citing Ped. Res, Bull., Apr. 1992, at AlS {data as of

Jan. 1992}.



inerease in examiner resources, the ratioc of advisers to examiners
grew from 142 advisers for each examiner to 180 advigers for each

ExaminEr.ET

The Commissicn has attempted to deal with thims growth in a
number of ways. Chairman Shad testified before the Subcommittee on
Tei;cnmmunicatinnu and Finance in 1955 that, because of the
in:reaﬁing number of registered advisers, the Commission had bequn
to target its inspecticns on firms that present the highast riaks
to clients and that the Commission was beginning to use new’
technigues to increape the productivity of its inapectinnu.sa In
addition, the Commimeion testified that it bhad bequn coordinating
inspections with other state and federal regulators ap well as

&9

SROw ., In 1988, faced with the continued growth in the gumber of

advigers, the Commiesion proposed to turn over primary

responeibility for tha regulation of smallar advisers to states by

70

exempting them from most federal regulation. Pinally, in 1989,

66  1a,
7 14. at 9s6.
68

Investmant Advisars, Fipnancial Planners and Custoner
Protection: Hearing Before the Subcomm. on Telecommunications,
Consumer Protection, and Fipance of the House Comm. on Bpergy and
Commerce, 99th Cong. 2nd Sema. 17-18 (1986} (Consumer Protection
Hearing) {statement of the Honorable John Shad, Chairman, Seguri-
ties and Exchange Commission). For example, the Commission has
greatly expanded the use of computers in its inspection program.
See Investment Advisers Act Rel. No, 952 (Jan. 11, 198S)
(permitting advisers to keep records on computer systems) .

69

Consumer Protection Hearing, supra note 68, at 19.

70 Investment Advisera Act Rel. No. 1140 (Sept. 16, 1988).

{Footnote continued)



the Commission submitced legislatrion that would have created an 5RO

71

for investment advisers. The latter two initiatives met with

significant industry opposition and were never enacted.

These initiativee on the part of the Commlesicn have been
unsucceseful in narrowing the gap hetweén the number of registered
advisers and the Commiseion’s resources. As a result, there exists
a sicuacion ﬁhert, in the words of the United States General
Accounting Cffice (GAD), “the 1940 Act may be doing more harm than
good by giving investors the illusion that SEC-r-gistered'aﬂvisera

«72 ) addition, the Commismion hag no

have a ‘seal of approval.’
formal program to identify individualn and firma that are regquired
but have failed to register, a prnblem that by ite mature has been
difficult to gquantify but that, based on anecdotal reporting,

appears to be substantial and continuing to grow.

The shortcaninge of the current regulatory program for
investment advisers are evident when compared with the system that
has ‘been established to govern the activities of broker-dealers.
Under the Exchange Act, registered broker-dealers are raquired to

O (continued)
Larger advisers oblected to the rules, arguing that they would
result in more non-uniform regqulation by -the states. Many
commentators axpresded a preaference for SEC requlation and
expresaed a willingness to pay higher fees to the Commission.

?1 H.R. 3054 was introduced at the Commission’s request by
Chairman Dingell and several other Members.

72 GAC Report, supra note §2, at 3. Ses also Hearinges, supra
note 49 at 84 {statement of the Honorable Richard C. Breeden).



belong to an SRO such as the New York Stock Exchange, Inc. (NYSE)
or the National Association of Securities.nealera, Inc. {NASD]I.T3
These SROa set qualifying standards for members and their
apsociated persona and adopt and enforce rules designed to prevent
fraudulent and manipulative practices and to promote just and

4 Inspections are freguent and

equ}table principles of trade.T
riéﬁfcus. In comparison, the Advisers Act does not require that
advisers be qualified by sducation or experience, or meet any
mdnimum financial regquirements. Moreover, aﬁvinuru do not need to
meet any expsrience reguiremente or pass any tests with faapeat Lo
thelr knﬁwledgé of the financial services inﬂuatry.Ts While a
rigorous axamination program would mitigate the effects cof these
differenceg, the severe lack of rescurces to fund such a program
regults in the magnification of differences between these two

sectore of the securities industry.

2. Fraud and Conflices of Intereat Within the Investment Adviaser

Induatry

Financial planning and other types of investment adviesory

73 15 y.s.c. Secticn 78o(b) (8).

74 Under SRO rules, for example, recommendatlons made to
customers by a broker-dealer or its registered representatives must
be guitable in light of the customer’'s financial situation and
needs. See, a.g., NASD Rules of Falr Practice, Art. III, Section
2. In addition, SROs have established quidelines for the content
and review of advertising materials. See, &.g., NASD Rules of Falx
Practice, Art. 11T, Secticn 315.

75 GAO Report, supra note 62, at 19.
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services are in demand by consumers of all levels of income and
scophisgtication. Advisers, including financial- planners, offer a
variety of services tg consumers, Erom supervising client
portfolios and selling financial products te giving advice
concerning not just securities, but also insurance, taxes, real
estate, and savings. The nvarwhelming'majnrity of investment
adviser firme are relatiﬁély"smail, both in terms of asgsets under
management and number of employeea. Of the total pumber of
advisers, about 79 percent have less than $10 million under

78" atthougn

management and about 4% percent have only one employes.
clience vary from pension/profit sharing plans to banks, the most

common c¢lient is an individual meeking investment advice. Because
of the exponentlal growth in the industry and ice relative lack of
regulation, the cpportunity for clients of all sizes and levela of

aophistication to be harmed is significant.

The growth of the numher of investment advisers has Daen
accompanied by the development of new types of investment advisers
that presant differsnt types of conflicts of interest than were
pravalent ﬂhln thn hﬂvisari Act was enacted in 19540. Traditional-
ly, inve:tm-nt advi-arl ware "monay managtrl' wha generally managed
aecuritiea portfoliocs for clients on a day-to-day bamsis in
audnrd&nce with mutually agreed upon inveatment nbjectivan.??

Typically, the clients of mcney managers were inatitutions or

76 Hearings, supra note 4%, At 85 (statement of the Honorable
Richard C. Breeden).

77 Financial Planners Study, supra note 3, at 7.



- 24 -

wealthy individuals.’®

Recent industry growth has been largely attributable to an

79 The term

increase in the numbar of *"financial planners.*
finpancial planner is not precise and includes a wide spectrum of
adv%nory activity. However, a financial planner g&nerally does not
manﬁﬁe client assets; rather, the planner’s primary service is to
prepﬁre a financial plan for the client, and to offer advice as to
the purchape or sale of specific financial producte appropriate to

the implementation of the plan.an

One of the moat serious and fregquent conflicts of interept

78 Investment Trusts and Investment Companies, Report of the =
Securities and Rxchange Commis#ion pursuant to Section 30 of the
Public Utilitg Holédlng Company Act of 1935: Investment Counsel,
Investment Management, Investment Supervisory Services, and
Investment Advisory Services at 25 (i93%). More recently, many
brokerages firms have implemented programs designed to make the
services of traditional mcney managers avallable to clients of
relatively more modest means {generally those with accounts of
$100,000 or more). See, &.9., "As the Maney Rolls In, Mee:t the
'Kings of Wrap,'" Tha thi reet Journal, April 21, 1992, C-1
(describing mo-called “wrap fee" programs, which offer clientl
brokerage and indapendent investment advisory servicea for a single

Fep} .

73 Seventy-two percent all advisers registered with the
Commiesion hold themselves out as financial planners, of which only
a third offer money management pervices, Hearings, supra note 49,
at 92 (statement of the Honorahle Richard €. Breeden, Chalrman,
Securities and Exchange Commiesion}.

8o Financial Planners Study, supra note 3, at 7. As the name
connotes, the planner’s function includes helping the client plan
an ilpvestment strategy. If the advice given by the planner
includes advice about gecurities, and the planner is not exenmpted
from registration under the Advisers Act, the planner is required
to register as an investment adviaer. Id. at 7-8. Nothing
prohibits a planner Irom almo managing client assats.




that advisers have with clients cecurs when they are compensated
from commissions on the sale of investment preducts. Traditional
money managers are upgually compensated based on a percentage of
agsets under management, and thus gg;erally do not face thise

51 Similarly, "fee only® financial planners, who

canflict.
conptitute a relativaly small segment of the overall financial
planner commnity, receive most of their income through the fees
they charge for preparing a financial plan, do not receive any
compensation in the form of commiesionsa, and therefore also do not

82 However, most financial planners receive at

face this conflict.
least a portion of their income from the sale pf investment
products to ciients.?? This practicé ia not prohibited by the
Advisers Act, but fniles perious conflictn.nt interest between an
adviser and its clients becauge the adviser has an lncentive to
recomnend products based on the amount of commissions earned rather
than on the needs of clients. Accordingly, the Advispers ACt

requirea that such conflicta be disclosed to client.a.a4

81 However, to the extant that the money manager executea the
trade through an affiliated brokerage firm, this type of conflict
may exist. |

82 pinancial planners §tudy, supra note 3, at SS.

83 Id. A financial planner who receives commissions from the
sale of ssacurities to clients must reglsater as a "broker" purguant
to Section 15{a)} of the BExchange Act, and would ba ragulated under
that Act as a broker-dealer in addition to being regqulated gp an
lpveatment adviser,

B4 In a number of cases, the Commisegion has found that an adviser
vioclated Section 206, and, in some cases, Secticn 10(kh)} and Rule
10b-5 of the Exchange Act, by failing to dlpclcae the recaipt of
copmiesions from the sale of recommended investmencs. See, &.9..
In re Westmark Financial Services, Corp., Investment Advigpers Act
{(Footnote continued) .
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Generallf, Cclients ¢f fee-only financial planners implement
their financial plans through other firms such as securities
brokers and insurance agents. Commiseioned plannera argue that
their custcmers benefit from the convenlence of "one-atop shopping®
and would, in any event, have to pay a comnigsion no matter where
the Prcdu:ta were purchased. There remains, however, the
pné;ihility that ths products that comnission-bhased planners advige
their clisncas to buy may not ba the most pulitable or moet
conpetitivaly priced.

85 cha

According to a ﬁtudy conducted by NASAA in 1588,
financial planning indugtry has a pumber of significant problems.
The study revealed two major problem areas: 1) fraud committed by
financial planners cperating outside of the regulatory system; and
2) "abusive practices,” such as purely_prndqct-drivan planners nnd
advisera, unqualified planners or advisers, and a lack of proper

disclosure about conflicts of interest, qualificationa, and

B4 (continued)

Rel. NMNo. 1117 (May 1&, 1988); In ra Halford-Smith Asspciates, Ing.,
Investment Advipers Act Rel. No. 1261 (Nov. 29, 1990). Fallure to
disclose compengation in the brochure and Form ADV has also been
found to vioclate Section 204 of the Advisers Act and Rule 204-3
thereunder, as well as Sectlion 207 of the Advisera Act, which
prohibits the filing of false and misleading information with the
Commismicn. See In re John 8. Lalonde, Investment Advisers Act
Rel. No. 1103  (Jan., 25, 1988). The Comnigajion has also described
this duty in no-action letters. See, &.9., Robert Cashmore
haaociates (pub. avall. Sept. 28, 1983); Don P. Matheson (pub.
avail. Sept. 1, 1976); Investment Counseling Licensing (pub. avail.
July 27, 1973).

85 See North American Securities Adminiatrators Association,
Survey of Fraud and Abuse in the Financial Plannipng Industry {(July

— —— e e Rl A —

<26, 1988).
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disciplinary history.

The problems of the firat variety can be addressed in several
ways, lncluding more inapectiana and enfnrcement activitiea to
deregiater advisers engaged in fraudulent practieeu. better efforts
to %dentify and either put out of business or require registration
or:ﬁﬁregietered planners and advisera, end requiring that advisersg
cbtain a fidelity bond, which can serve to supply a pool of money
for the reatitution of clients' funds, while providing another
‘source of acrutiny -- bonding companies -- of the activities of

investment advisersa.

The seacond category of problems can be addressed by increased
frecruency of inspactions and better dinclnaure requirementcs. _
Invastors who seek the counsel of financial professicoals do 8o 15
the sxpectation tha; they will receive unbiased, cbiective invest-
ment advice. Increasingly, as interest rates on bank products like
certificates of deposit decline, small jinvestors will lcok to the
securlitias markets as a meang of ipvesting their savings. The
tremendous growth in the advisory industry can only be expected to

continue.

Scome of the more egregious abuges assoclated with the
investment advisory industry are highlighted by a recent case
invelving a California iovestment adviser, Steven Wymer, who
managed over %1 billion for more than €0 states and local

-1

government entities.”  Wymer, through his company, Institutional
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Treasury Management (ITM), had a total of 739 clients, of which 12
ware financlal institutions and 6 ware pools of funds {iike the
Iowa Trust, a pool of numercus local Iowa municipalities) whose
participants numbered approximately 250. On January 2, 1992, Wymer
wag indicted on 30 counts of securities fraud, mail fraud, money
laundering, making false statements to Commissicn staff and

87 The Commission discoversd the problems

obﬁiéuction of Juntice.
during & "cause" inspsction that was made as a repult of an
utirelated tip about the trading of options on Treasury securities,
Mr. Wymer is accused of salling services by promising lazée,
riak-free gainﬁ and, when the investments failed to achieve these
-gaina, of engaging in fictitious trades and mailing falge
confirmations and monthly statements to clients showing
congiderable gaina. To fund the fictitiocus gains, client
withdrawals, and his feans, Wymer is charged with moving assets,
*Ponzi®* fashion, from accountas of other clientn. According to the

Commission, this acheme resulted in losses to Wymer's clientw of

more than $1uu.una,uuu.“3

86  gee *Iowa Punds Are Prozen In Inquiry: Fraud Case Prompte
§.B.C. Rula Review," New York Times, Dec. 14, 1991, ar Dl1. §See
also "Requlating Advimera: Big Securities Praud Case in Iowa
Spurring Move For More Oversight," New York Timea, Dec. 1§, 1991,
ac D1,

87 Hearings, supra nota 49, at 58, notée 7 (statement of the
Honorable Richard €. Breeden, Chairman, Securities and Exchange
Commission), citing United States v. Steven D, Wymer, No. CR 92-2
(C.D. Cal.). ©On April 27, 1592, the Commismion revoked the
registration of Wymer’'s two investment advieory firms. Investment
Advimers Act Rel. No. 130% (April 27, 1992}).

e8 Hearings, supra note 49, at 19 (atatement of the Honorables
Richard C. Breeden).




Another recent case involved Randall C. Hutchens {Hutchens},
an Orange County, California investment adviser registered with the
Commiasien, and hiﬂ company, Laguna Egquities, Inc. [Laguna].asr on
June 25, 1992, based on a Commission complaint, a federal district
court entered a temporary restraining order, an asset freeze, an
order prohibiting the tranafer of asmats and the descruction of
dncﬁﬁnntu, and other relief against Hutchena and Laguna. The
Cormigpion’a éamplaint alleged that from at least Japuary 1992,
Hutchens and Laguna engaged in a fraudulent scheme ipvolwving the
pffer and male of nonexiatent securities known as 'aecure&
cellateralized notes." The defendants may have misappropriatad an
amcunt appraaching 51 million from investors. The litigation is

atill ongoing.

In another proceeding, In re Westmark Financial Services,
80

Corp., a registered investment adviser consented to the entry of
a Comission order f£inding that the respondenta had breached
fiduclary duties owed to their clients by falling to disclosa= that
they would receive brokerage commisslions for sale of certain
gecuritien racoamnendad to be purchased by their clients and that

the clients ¢ould purchase the ua;uritien from other unaffiliated

brdker-déaiern. apd by recomnending securities unsuitable for their

clients’ inpvestment needs and :ircumqtaﬁ:gn. As pancticns,

85  securities and BExchange Commisasion v. Randall €. Hutchens, and

Lagquna Equities, Inc., Civil Action No. 92-3792 RMT (CTx} (C.D.
Cal.}, SBC Litigaticn Rel. No. 13285 (June 30, 1992).

0 Supra note f4.

S
s



Westmark was censured and the principal was suspended from
association with any broker, dealsr, municipal securities dealer,
investment company, or investment advigar for a period of 120

days.gl

3. 1990 GAQC Analyeils and Recommendations to Address Shortcomings

Jin Current Law

In a report released in June 15%0, the GAD found that current
Commiesion oversight of investment advisera provides inveﬁtarﬂ
little assurance that the information about qualifications and.
other matters they receive from advisers is accurate or that
advisers operate in accordance with the requirsments of the

92 AA nored above, it was

Advisers Act and Commiegion regulations.
the GAC's belief that "[i]lf the oversight program is not impruved;
the 1340 act may bea doing more harm than good by giving investors
the illusion that SEC-registered advisers have a ‘seal of

appruvll."ga

The GAD made several recommendations to improve the gversight
of investment advisers as well as the Coomission’s examination
program. Flrat, the GAO rscommended that the Coammission conduct

initial inmpectionms for aach new registrant within a reascnable

91 In re Westmark Financial Services, Corp., Bupra note B4.

92 See GAQ Report, supra note 62. See also Fipanclal Plannexrs
Study, supra note 3.

93 GAC Report, supra nots 62, at 3.




amount of time.. guch ag one year after registratiun.gd'

Second, the
GAQ urged that the Commission conduct follow-up inspectiona,
whenever deficiencies that present high risks to clients are nored,

8%

to verify compliance. Third, the GAO concluded that the

Commission ehould conduct pericdic investigations to identify

unregisterad advisers and plannern.gs

CONCLUSION

Investment advigers are, perhaps, the least regulate& segment
of tha mecurities industry. Severe underfunding of examination
programe at che federal level, coupled with the explosive growth of
the industry, have rapulted in a regulated industry that ias
inadeguataly supervised.

The nature of abuses ip the industry suggests that, in
addition to increased fupding to improve examinations, other
supplemental reforms are also necesgary in crder to protect
investors adequactely. Investors, who expect the provision of
unbiased and objective investment advice, are antitled tec full and
fair disclosure 80 that they can ascartain.uﬁathar that is indeed
the case. Tﬁey are also entitl&d to confidence thart the adviger

with whom they are dealing is, in fact, registered with the

94 ra. at 35
5 4.

%6 14



Commisgion {unless entitled to an exemption}, and will make only
recommendations that are suitable to their needs and financial
c¢ircumstances. H.R. 5726 would accomplish these goalas by providing
for, in addition to enhanced funding, a number of substantive
regulatory reforms aimed at better protecting investors against

unscrupulous investment advisers.



HEARINGS

The Committee’s Subcormittee dq Telecomminications and Finance
held two days of hearings cn a Dincussinq_praft for H.R, 5726 on
June 4 and 10, 1992, and held a hearing on predecessor bills,

H.R. 4441 and H.R. 3054, on July 18, 1550. Testimony was received
from 28 witnesses representing 23 organizations, with additional

material submitted by 4 organizations.

Oon July 18, 1990 the Subcommittee held a hearing on H.R. 4441
and H.R. 3054, and issues related to the :agﬁla;inn of financial
planners and inovestment advisers, and received testimony from: John
T. Blankinship, Inatitute of Certified Pinancial Planners; Lewis
Brothers, North American Securities Administrators Associlation;
William J. Goldberg, American Institute of Certified Public
Accountants, Robert A. Hewitt, International Assoclation of
Pinancial Planners; Mary Malgoire, Natlional Assgociation of Perscnal
Pinancial Advisers; Blaine McReynolde, Commissioner, Tennesmee
Dgpa:tmght_n{ Commerce and Industry; Joeeph P. Rath, on behalf of
the American Cnuncil_qf Life In:uian;g: Barbara Rcper, Consumer
Faderation of America; and The Honorable Mary L. Echapirn..
Commisslioner, Securities and Exchange Commission.

On June 4, 1952, the Subcommittee held a hearing on reform of
the investment adviser industry and received testimony from Ellyn
BErown, Securities Commipsicper, State of Maryland; Michael Burhett,



General Accounting Office; Mary Calhoun, Calhoun Consulting Group;
Richard L. Fogel, General Accounting Cffice; Scott Harshbarger,
Attorney General, Commonwealth of Maspachusetts; Monty Kincaid,
General Accounting Qffice; Constance Mapelly, investor; Edward
Parks, investor; Laura Smith, investor; and Michael J. Williams,
TreigurEr, City of Colton, CA.

On June 10; 1992, the Subcommittee held a hearing on the
Discussion Draft for H.R. 5726 and received testimony from: Donna
Barwick, on behalf of the American Bar Association; the Hﬁnnrnhle
Richard C. Breaden, Chairman. Securities Exchange Commisaion; Lewims
W. Brothers, North Amsrican Securities Administrators Association;
Matthew P, Fink, Inveatment Company Institute; Charles R. Kowal,
American Institute of Cartified Public Accountants; Mary Malgoire,
National Association of Perscnal Pinancial Advisors; Madeline I..t
Noveck, Institute of Certified Pipancial Planners; Rolert J.
Oberst, Internaticonal Agsociation for Fipancial Planring; Edward I.
O’Brien, Securities Induetry Asscociation; Edward Parks, investor;
¥eith J. Rudeolf, Investment Counsel Association of America; and
Linda Sheimo, on behalf of the Government Finance Officers

Ammociation.
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COMMITTEE CONSIDERATION -

On July 30, 1992, the sﬁ.bci.:mii:'tee. on Telecomminications and
Finance met in open session and nrde-réd .reported the Committee
FPrint as amended, by a voice vote, a quorum being present. On
hu#ﬁ'a't 4, 1992, the Committes met in open sesasicon and ordered
reported the hiil H.R. 5726 with amendment by volice vote, a gquorum

being present.

COMMITTEE OVERSIGHT FINDINGS

Pursuant to clause 2 (1) (3} {A) of Rule XI of the Rules of the
House of Representatives, ths Subcommittes held oversight hearinga

and made findings that are refiscted in the legislative report.

COMMITTEE ON GOVERNMENT CPERATIONS

Purpuant to clause 2{1} (3} {D}) of rule XI of the Rulas of the
Houpe of Repressntatives, no oversight findinge have been submitted

to the Committee by the Committee on Guvernment Qperations.



COMMITTEE COST ESTIMATE

In compliance with clause 7{a} of rule XIII of the Rules of
the House of Representatives, the Commlttee believes that imple-
mentation of H.R. 5726 would have no aignificant net cost to the

federal government.
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CoNGRESSIONAL BUDGET OFFICE
L5, Congress
Washungron, DC 20515

Robert [ Reischauer
Drrecior

September 15, 1992

. Honorable Jobhn D. Dingell
Committe¢ on Energy and Commerce
U.5. House of Representatives
Washington, D.C. 20515

Dear Mr, Chajrman:

The Congressional Budget Office has reviewed H.R. 5726, the Investment Adviser
Regulatory Enhancement and Disclosure Act of 1992, as ordered reported by the
House Committee on Energy and Commerce on August 3, 1992 Implementation
of H.R. 5726 would have no significant net cost to the federal government.

HR. 5726 would authorize the Securities and Exchange Commission (SEC) to
collact fees t0 cover costs associated with the regulation of investrment advisers,
and would establish a schedule of fees for this purpose. The fees would be
collected and be made available for spending only to the extent provided in
advance in appropriation acts. The bill wonld reguire the SEC to establish a
schedule for the regular inspection of investment advisers, It would allow the
SEC to permit self-reguiatory organizations to regulate investment advisers within
their membership and to collect fees to offset costs. The bill would prohibit
certain practices by investment advisers and would require them to provide
certain information to clients and prospective ¢lients. It also would permit ibe
SEC 10 designate a third party to receive filings from investment advisers.
Finally, it would require a nember of studies, reports, and rulemakings.

Based om information from the SEC, we estimate that implementing the
provisions of H.R. §726 would result in no significant net cost 1o the federal
goverument, because costs ‘associated with the SEC's increzsed regulatory
activities would be offset by registration fees from investment advisers. The costs,
and the associated offsetting collections, could total as much as $16 million a
year. The amounts of the costs and collections would depend on how much
regulatory activity the SEC would delegate and on bow much would be
appropriated for SEC activities. '



Hanorable John D. Dingell
Page 2

Enactment of H.R. 5726 would not affect direct spending or receipts. Therefore,
pay-as-you-go pructdures would not apply to the bill. State and local
_-governments would incur no msu asa result nf :nactmem uf tl'ns bill.

If you wish further details on t]us esumate, we - will be pleased to provide them.
The CBO staff contact is John Webb, who can be reached at 226-2860.

ifeerbly

Robert D. Reischaner
Director

cC? Honorable Norman F. Lent
Ranking Minority Member



INFLATIONARY IMPACT STATEMENT

Pursuant to clause 2(1) (4] of rule XTI of the Rules of the
House of Reprepentatives, the Committee makes the following
stratement with regard to the inflationary impact of the reported
Bill: H.R. 5726 will have no inflationary impact.

-



BECTION-BY-SECTION ANALYSIS

Section-by-Section Analysis
"Investment Advisar Requlatory Enhancement
and Disclpsure Act of 1%992"

Section 1. SHORT TITLE

This section sets forth the short title of the Act, the
"Investment Adviser Regulatory Enhancemsnt and Disclosurs Act of
1392".

Section 2. ADDITIONAL RESCOURCES FOR INVESTMENT ADVISER SUPERVISION

This pection amends the Investment Advieers Act of 1940
("Advisere Act") by adding new Section 203A, requiring iovestment:
advisers to pay. upon application for registration and annually

thereafter, a fee based upon aAssats under managemsnt,

Subsection {(a). In Géneral. This subsectlon of new Section
2032 provides that the Commission shall collect fees to recover the
coste of regiptration and supervision of investmant advisers. In.
addicion, such fees are to ke used for surveys of persons
registered or required to be rsgistered under the Advisers Act.
The fees are to be collected and made avallable only to the extent

provided in advance in appropriaticons Acts. Appropriationa Acts



may only authorize the collection of fees in any fiscal year if the
amount appropriated by such Act equals or exceeds the aggregate
amount that may reascnably be expected to be collected by such
feea. These fees will be depcaited ap an offmetting collection to
the Commimgion’s appropriation and will remain available to the

Comnigssion for the succeeding fiscal year.

The Committee drafted this provision with reference to the
January 15, 1991 guidance from the Chair on distinguishing batween

user feesg and taxau.97

Conmistent with that gquidance aqd‘uith
discussions with staff from the Comnittes on Ways & Meansa, the
language of the provision is intended to reflect the following
principles: (1) that fees aspesgsed and collected by the Comnmigsion
are not intended to excesd the costs of regulation; (2) that only a
apecified liat of regqulatory activities are to ba funded with the}
use of such feas; (3) that those subject to paymesnt of the fees
include only thoams directly subiect to the ;egulhtury Jurisdiction
of the Commiseion; and (4) that each person’s fees are reasnﬁahly
based upon the degree of requlatory effort that met be expended to

regqulate such person.

Thus, for e:lmblu, 1f the Commission were to amass a series of
fee ovaragas ovar the course of several years in excess of the

coets of regulation, there could be a violation of the first of

97 See Jurisdictional Concepts Related to Clausae S(b) of Rule
XXI, Congressional Record, Vel., 137, No. 10, p. HS07 {(Jan. 15,
19891} .




these principles. Accordingly, this subsection provides that the
fees collected will remain available for the enumerated purposas
only for the succeeding fiscal year. It is not anticipated that an
overage will be a common nccufrgn;e, both because the Commissicn
will endeavor to predict in advance as cloeely as posaible what its
regqulatory needs will be, and alﬁﬁ hécauae its regulatory program
can EE amended to absorb additional fees by, for example, increas-

ing the fregquency of examinations.

In addition, this provision was drafted in a way that
encourages coordination with the appropriations procssas. It is
anticipated that the authority to collect the fees will be adopted
annually as part of legislation appropriating funda for the
Commimeion. To facilitate the appropriations procesa, it is
anticipated that the Comtission will, annually, make reasonable
projecticns am to both the amount of fees it is likely to cellect,
baged upon current and anticipated reglistrants, and the coste of
registration, examinations, and surveys. Thia information should
assist the appropriating Comnittess of Congressa in establishing
levels of appropriations that reasonably reflect both the fee
expectations and the funding needs of the Cammissicn.

Subgection (b). Time for Payment. Paragraph (1} of new

Section 203A(b) provides that when an investment adviser filea an
application for registration under the Advipers Act, the applicant
miat pay to tha Cammiesicn a fee, no part of which will be

refunded. If the applicant does not remit the fee together with
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the applicatidn, the filing of the applicaticn will not be deemed

to have taken place.

Paragraph {(2) of new Section 203aA(b} requires each investment
adviser whose application is effective on the laat day of its
fiaq;l year to pay to tha Commigsion a fee. The fee mat be paid
anﬁEQEceivnd by the Commission within the following 90 days, or
such period of time as the Commissicon may designate by rule. No
part of thie fee will be refunded. Fayment of the annual_fee is
not regquired if the adviser’s registration has baen withdrain,

cancelled, or revoked prior to that date.

Subgection (¢). Cost-Baged Schedule of Feea. This subsecticn
of new Secticn 203A sets cut the amount of the fee to be paid,
regardless of whether the adviper is ipplying_init}g}ly for
registraction or remitting the fee regquired to be paid anmually
thereafter. The fee is to be calculated according te the following
schedule, which is also contained in new Section 203A and which wae
generated on the basis of an estimate of the coste of the Comiag-
sicn‘s adviser regulation program, including an astimate of the
costa of performing paricdic inspections {(ranging from once avery
three years to once every five years) of advisers having different

amocunts of agpets under management:g9

38 Hearingms, supra nots 49, at 100-02 {(testimony of tha Honorable
Richard C. Breeden, Chairman, Securitiss and Exchange Commission).



Asgsetse Under Management Fea Due

Lesgs than 510,000,000 .... . e searansnoonnannansnnss & ang
10,000,000 or more, but less than £25,000,000 ..... 500

$25,000,000 or more, but less than §50,000,000 ..... 1,000
$50,000,000 or moxe, but less than $100,000,000 .... 2,500
$1dﬁ;uun,ﬂu5 or more, but less than $250,000,000 ... 4,000
$250,000,000 or more, but lems than $500,000,000 ... 5,000
S500,000,000 or MOL® . ....c0vcevw- Para v Pe et e 7,000

In order to implement thim provision, the Committee expacts
the Commimeion to adopt a rule defining the term *aspets under
management.”® In developing the fee schedule for the Committes, the
Commisesion relied on data compiled from Form ADV filinga made by
investment advisers which are requirad to aet forth the market
value of accounts managed by the adviser on a discretionary and
nondiecretionary bnli-.sg The Comnittee expects the Commiesion
rules to limit the term to agssets under actual management and would
noct, for example, include the entire net worth of financial planner
clients simply because the plans take inte consideration all of the

aapete of the client.

The Commigeion projects that this fee @chedula will yield
aprroximately %16 million in additicnal funds for the designared
regqulatory purposes. As the number of regigtered advisers

32  GQuestions 18 and 19 of Part I of Form ADV, supra note 9.
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fluctuates, the fees agsessed and collected will alag fluctuate,
with meore advisers generating more funds available for their
registraticon and examipation and with fewer advisers generating
less funds but also making commensurately fewsr regqulatory damands
cn the Commigeion.

' Subsectiocn (d). Adjustment of Fees. This subsection of new
Section 203A gives the Commission the authority to adjust the
initial and annual fees by reference to the percentage change in
the Consumer Price Index-U.S. City Average-Al]l Iteams-All Urban
Conpumers, or a similar index that the Bureau of Labor Statisgtics
of the U.S. Department of Labor may deslgnate as its successor,
The adjustment will reflect the percentage change in the index from
the end of tha month pricr to the enactment of this section to the

larmgr Aate for which the index is avallable,

While thia'prﬁvininn”ﬁllcui for adjustments to the fee
schedule over time, it is intended to address only cost increases
related to more general econcmic and cost trends. If the
Commiasion determines that the fees asgessed and collected are
insufficient or excespive to fund ites regulatory program for
reagons other than guch c¢ost changes, tha Commission mwust apply to

Congreas £or revisiona to the gtatutory fee schedula.

Subsaection {(e}. Suspension for Failure to Pay. This
subsection of new Secticn 203A gives the Commiseion authority to

suspend the registration of any investment advisar if it finds,
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after notice, that the adviser has not paid when due any fee
required by Section 203A. The Commiseion is required to reinsratce
the adviser’'s regigtration after the adviser pafs all fees (and any
penalties) due, 1f such Buspersion was based solely cn the fallure
to pay.the fee. The Commisesion ﬁaa broad rulemaking authority to
egtaklish procedureg to implement these proviaions, consistent with
tha;ﬁeed for fair administraticn of this provision to effectuate
ita statutory purpose. For exarmple, the Commission caﬁld adopt
ruies designed to minimize any adverse inpact on clients due to
such a sugpensgion. Under certaln circumstances, for examﬁla. it
may be appropriate to allow a suspanded advisar, pricf to
relnstatemsnt upon payment of fees, to con;inue to provide advisory

services for no compensation, until such reinatatement occurs.

Subsection (f). Rulemaking. This subsection of new Section *

203A giveg the Comnigeion broad authority to adopt rules ap

neceggary ©¢o carry out the purposes of Section 203A.

Subsection (b) of Section 2 of the bill providea that new
Section 203A shall becoma effective upon adoption of the rules
under Secticm Z03A(L).

Section 3. EXAMINATIONS AND SURVEYS

This section amends the Rdvisers Act by adding new Section 223
which provides for the conduct of examinaticns and surveys.



Subsection (a}, Periodiec Examinations. This subsection of
new Section 223 regquires the Commission to establish and
perigdically revise a achedule for the regular examination of
investment advisers. This schedule should be designed to provide
for more frequent examinations of certain investment advipers based
on factorse that increase the need for examinations of those
advfuers. Because the relative irportance of such riek factors may
change over time, the schedule should be revised periodically to
take into account any such changes. Purther, it is not ilntended
that such schedule be made public, but rather that the Cuﬁmﬁnnion
use it intermally as part of ites examination program to target
advipers with the highest risk profiles for the most fregquent

axaminations.

Examples of factors that would dictate more frequent--— -
examinations are the fragquency and nature of customer complalnts,
custody of funds and authoricy to axercise ingvestmeant diacratiﬁn,
and receipt of commissiona for the sale of inveatmsnts recomnandad
to clients. This list is not, however, excluaive, and it is

intended to ba supplamented, as appropriate, by the Commiseion.

100 and again in rtestimony

101

In ite June 1590 report to Congress,

before the Subcommittesa on Teleccmmunica;ions and Financs, the

160 Sea GRO Report, supra note &2.

01 gee Hearings, supra note 49, at 24-25 (respcnse of Richard L.

Fogel, Assistant Comptroller General, General Government Programs,
General Accounting QOffice, to a guestion from Congressman Boucher).




GAO expressed the view that a comprehensive and effective
examination program must be predicated upon ri'sk.102 In
particular, the GAQ0 argued that the Commission could do a better
job af cellecting and ueing ¥ﬁ¥ﬁfm§£ion from examination results to
help jidentify for more ErEquenﬁ examination those advisers
representing the mogt significant risk to investors.l?? The
Cﬂﬁﬁisainn has expressed the view that sizﬁ ia an important factor,
given the damage that can be done to & large number of investors,
the reputation of the advisory industry and to the marketg
generally, if a large adviper is engaged in fraudulent practicas
resulting in lcnnes.tu clients.??* The GAD, however, has
emphasized that size, the riak factor most fregquently used by the
Commisgion in determining which enticties to examine, was not
nacessarily a good indicator of the likelihood of harm to the

inveutnr.lus

The examination schedule should target (1) more new investment
advisers for sxamination within approximately one year of regletra-
tion to check for adegquate coampliance procedures, taking into
account the level of risk pf!aentad by advisers' activities and (2)

102 aao Report, supra note 62, at 19, 24Q.

104 Id. See also Hearings, supra note 45, at 12% (response ol the
Honorable Richard C. Breeden, Chairman, Securities and Exchange
Commisaion, to a question from Congresgman Scheuer).

105 Hearings, supra note 49, at 29 (GAO response to question from
Chairman Markey)}. The GAO alsos noted that puch apparently irrele-
vant factoxrs as an adviser's geographical location might, upon
statistical analysis, be found to be relevant. :



follow-up examinations of investment advigers found to hawve
deficiencies that may continue to present high‘risks to their

cliente.

The GAC, both in ita 1950 report and in ita 1992 teatimony,
argufg forcefully that examinations of new registrants be conducted
wiﬁhin A reasonable periocd of time following registration. 1In
particular, because registration information is not varified by the
Commigeion except durlng examinaticns, an early exnminatipn is
uaeful in'detecting_uhethtr inaccurate information (about an
advigser’e background, busitess practices, or conflicts of interast,
for example} is being diptributed to investors. The earlisr such
inaccuracies are corrected, and the earlier problems with internal
controls or books and records come to light, the greater the

likelihood that they can be corrected with minimal damage to

advisory clienta.lna

Of equal concerm to the GAD was the Commigsion’'s practice of
relying on the advisar's word that a deficiency notad during an
axamination had been correctad. The GAD noted that aven when
serious defects exiat, ipncluding breachea of fiduciary obligaticns
or a failure to disclose conflicts cof inter;nt, there is often
raliance on the adviser himself to cartify correction of the

prchlam.iu? Accordingly, tha GAO atrongly advocated follow-up

106 a0 Report, supra note 62, ac 16, 17.

107 14. at 22.
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examinations by the Commissicn when deficiencies that present

gignificant risks te clients are fuund.mE

While the Commission clearly regquires gubstantial latitude in
conducting its examinaticon program in the manner it deems appro-
prigte. the Committee believes that it is impnftant that certain
kefjélements of an effective examination program, such as early
examinations of new registrants whose activities present a high
level of risk to their clientms, follow-ups where pignificant
deficiencies are found, and risk-bamsed examinationes be pr;sEnt in
aame form. Tn.pruvide the Commission additicnal flexibillcy in
meeting the requirements of this paragraph, however, the Comnittese
regquires the Commission to target examinations within approxi-
mately one year follewing initial regietration, taking inte acecount
the level of risk presented by the adviger’'s activities, and )
follow-up examinations only where deficiencies are found that may
continue to present high risks te cliente. The Committee has built
in such measured flexibhility because it understands that if the
Commiewicon wers to inapect all new advisers within their firgt year
of registration and reinspect all advisers for which deficiencies
have been found to exist, the examination cycle for other advisers
might be langthened substantially. Thus, in developing its
schedule, the Commigsion should weigh carefully the impact on these
other advigers and theilr clients, but must keep in mind that it is

a goal of the legislacion that new advinern be given increased

108 A0 Report, gupra note 62, at 35.



attention in the Commission's inspection program. If funding is
inadeguate to implement properly the provisions of the Act, the
Committee expects the Commisseion to request additrional funding
rather thar routinely to fail to meet the examination goals

contained in the Act.

:iSubsectian (k). Surveys of Unregistered Persons. This

gsubgection of new Saction 223 requires the Commigsion to conduct
pericdic surveys to determine the extent of, and reasons for, the
failure of perscns to regigter as regquired by the Advi.erﬁ Act.

The Commission must prepare and implement a plan to reduce or
eliminate such fallures and report to Cnngreau.in its annual report
on its pregress in such implementation. If the survey ildentifies
any pattern of misinterpretation of the definition of investment
adviger ag the basis for the failure to register, the Coarmigeion’'s
plan muat include such rulemaking proceadings as may be required teo

correct such misinterpretacion.

The Committes intands that this survey be conducted an
rigorously as possible and with methodclogy designed to reflect as
accuratély.nl poasible Ehg.magnitude of the-prnblem posged by
unregletered advisers. While the Committee understands that it is
difficult, if not impossible, on a cnat-eﬁfectivu basis to identify
avery unragistered inveatment adviser, it alsoc believea that any
widegpread failure to register has significant implications for
both the law-abiding segment of the industry and the investor. It

is of particular importance that thoae who fall to reglster b=



confronted with appropriate Commission action, whether in the form
of civil penalties, orders to ceape and desist, or other

enforcement proceedings.

Cnly those who provide advice on securities investments are
requlred to register under the Act. With reapsct to those that do
praﬁi&e such advice, there exist several exceptions from the
definition of "inveatment advimer™ as, for example, with a lawyer,
accountant, englneer, or teacher whoase p&rfnrmance of ipvestment
advisory services "is sclely incldental to the practice of his

109 Despite the fact that the law is clear with

profesmsion.®
regpect to both who must rsgister and who is entitled to the
exceptions from tha definition, there appears to be a growing

oumber of unregipterad adviueru.lln

While no definitive statistics
exinst with regard to the precise magnitude of the problem, the GAD.
has recommended that the Commisaion incorporate into itas
examination program a means of ldentifying unregistered advisers.
Hot only are there competitive implications when unregistered -
advigers are allowed to compete with those that are regulatsd, but
investors are ill-served when they are denied the protections of
the Advisera Act. This problem can only be expected to increase as

regiscration fees are increaﬂed:anﬂ annually assesssd and as

18% 15 y.s.C. Sectionm BOb-2{a) (11) (B).

110 The GRQ cites a 1988 figure provided by the Internaticnal
Aspcociation of Pinancial Planning of between 100,000 and 300,000
financial planners nationwide, of which only about 17,000 are
registered ap investment advisers. See GAO Report, supra note 62,
at i8. The GAD has not independently verified this estimate.




cbligations under the Advisers Act are expanded.

Compcounding the problem of those advisers who either willfully
fall to register or are unaware that they must do 8o is the problem
of those who rely inappropriately on the exceptiona contained in
the Act. Currently, the Commission has nutafanding a staff inter-
prdé&tiﬂn, issued by the Comnission as Release No. 1082 thar, among
othey thinges, clarifiss the acope of the *"solely incidencal®

R particular, Release 1092

exclusion under the Act.
sgtablieshes that accountants, attorneys, teachers or engiﬁgér- who
*hold themselves out" as financial planners, investment advisers,
pension consultants or eimilar terms and who in fact give
imvestment advice will not be deemed to be prnviding that advice
"solely incidental® to their other professional activitiea. While
the Committee contemplated including in the bill a provislon ’
requiring the Comnission to, in effect, codify thie interpretation
80 that there could be no possible confusion about it, the
Commission opposed puch a required rulemaking, on the grounds that
the Commission both had the authority to engage in such a
rulemaking under current law and saw no reascn to exercise it
becauge the law -- and its interpretation -- ware clear.
Commission Chairman Breeden téhcified_that this interprecation was
"put out with the express concurrence of the Commission itself.

In cur testimony, indeed, we suggest that, rather than more

rulemakings to redefine what the Comnission has already defined,

;11 Supra note 2 at notes l1-16 and accompanying text.



the better activity would be to bring some enforcement actiong," <

The Committee thus has determined that it is appropriate to
support the Commission’s interpretation of the "solely incidental*
exclusion ag contained in Release 1052 and expects that, as part of
its pbligutinnn undar this subsaction to conduct surveys of
unréﬁlﬂterad adviserm and to correct any patterna of misinterpreta-
tion about who must register, the Coammismion will seek vigorously

to anforce tha tarme of Releﬁue 1092.
Section 4. DESIGNATION OF SELF-REGULATORY ORGANIZATIONS

This gection ¢reatee A new Section 224, designed to permit the
Cormisslion to delegate to SROs the examination responsibility for
the investment advisory activicies of thelr mepbers and nf:iliatea
cf their members, but not those members (or their afflliates) whome
primary business is providing investment advisory services. The
ahility of the Ccmmiasion to dapignate an SRO for this purpose
provides the Comnimsion with greater flexibhility inm responding to
large growth in the populaticn of investment advisers; allcws for
more efficient performance of axaminations, since SRO axaminers may
already be in the Field to examine the broker-dealer aspect of the
investment adviger; avoida duplicative SRC and Commiwsion exami-
nations of SRO members whose registered representatives also sct as

registered investment advisers; preserves the securitjes laws’

112 Hearings, supra note 49, at 113 (ptatement of the Honorable
Richard €. Breeden}. .




successful utilization of self-regulation in lieu of direct govern-
ment regulation where appropriate, particularly ae broker-dealer
and investment adviper activitiesa increasingly converge; and would
permit industry committess to participate in the self-regulatory
process to deal with the policy ard legal issues of investment
adviser regulatiocn. Thé.Cammisainn has full discretion and
flEiihility in exercising its delegation authority under this
provipion, including speclfying, or placing limits on, the scope
and fregquency of examinations undertaken by an SR0O and definjng the
penalties that an SRO may impose (sublect to the limitations on

penalties cuntiined in new Section 224).

Subsection (a}. Deaigggtiaﬁ Lo Cnnduét Examinaticna.
Subsection (a) of new Section 224 permiﬁa the Copmission, by rule,
and consistent with the public interest, the protection of ;
investors, and the purposes of the Advisers Act, to designate one
or more SROA registered as such with the Commission to conduct
periodic axaminations of SRO members and their affiliaces to _
determine cc_:n;;lia.r_u;e uit.h the Advisers Act and ruies thereunder.
Each designlfad 8RO, hq.virtud of its authority over member
broker-dealers and thﬁir apsociated persuﬁn under the Exchange Act,
will thus be explicitly authorized to inspect and discipline its
members and their atffiliates for violations of the ﬁdvineru Act and
the rules thereunder pursuant to standards and procedures set forth

in Sections 6, 15A, and 19 of the Exchange Act.11?® gection 2241{a)

113 45 y.S.C. Sectione 78(f), 780-3, and 78s. SROs already have

{Footnote continued)
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provides that ;ny penaltiea impesed by an 5SRO may not exceed those
contained in subsecticong {e}, {£f}, and {i) of Bection 203 cf the
Act. The specific penalty provigicns of new Section 224 are
consigtent with the types of penalties imposed by SROa. The
purpose of the inclusicn of subsection 203(i) is to limit the
mnnetary penalties to be imposed by an SRO to the maximum amounte

speciried in that subpection.

The Committee intends that any registered inpvestment adviser,
for whom examination authority is delegated to an SRO under this
provision, shall have the full appeal rights to the Commission of
an SRO digsciplipary action that is afforded to any member or person
agscciated with a mamber under the Exchange Act. It 1s expected
that the designated SRO will make the appropriate modificaticona to
its by-laws and rules to conform those by-laws and rules with than

new statutory requirements,

In determining the public interest, the protaction of
inveators, and the purposea of the Act, thae Coomimsion should take
into account, among other factors, whether the SRO to be dealgnated
has the capacity and expertise to assume the regulatory responsi-
bilities required of it. In particular, the Commipsion shounld

(cnntinued]
authnrity over *asgociated perauns' of their members pursuant to
the Bxchange Act. The term *affiliate” in subsection {(e) of the
paction would include some of the same epntities that are
tagsociated parscns® of SRO membersa, am that term is defined in
Secticn 3{(a) (21) of the Exchange Act. 15 U.S.C. Section
Tec{a) {21}.



review the adeguacy of the personnel to be committed, in terms of
guantity, training, and experience. The Committee expects that no
such designation will occur until the Commission is satisfled that
the SRO is capable of copdurting examinations at least as
thorcughly as the Commisgion could do BG itself. In addition, the
Committee expacts that the Commiasion will necegaarily oesd to
ahtgin Bome experience with ite own ephanced inspection program

hefore such desigpation would occur.

Subsection (b). Limitation. Subsection (b) of naw ﬁaﬁtiun
224 prohibits the Commission from authorizing an SRO to conduct
examinations of members and their affiliates pursuant to this
section if the primary business of the merber and its affiliates is
inveatment advieory activities. The Commission may establieh
eriteria for defining the term 'prlﬁary businesg®. In addicion,
tha Commissicn could limit an SR0O's inspection of other types of
broker-dealar affiliated investment advipers. For example, since
the Commigeion ingpects an adviser to an investment company at the
same time it ingpects the investment company, it may wish to retain

inspection responsibility over investment company advisers.

Subsection (c). Authority to Inposs Fees. Subsection (c) of
nev Section 224 allowe an 5SRO designated by the Commission to
conduct examinations to collect fees in amounts determined in
accordance with Commission rules. Such rules muet require such
fesan to {(A) cover only the costs of the SRO's expenses for

examinations; {(B) bear a reascnable relationship to the coste of



conducting an examination of a particular adviser: and () not
exceed the portion ¢f the fee thar would otherwise he payable to
the Commisaion that is allocakble for conducting such an
examination. The feea that would be charged by the SRO to its
members for these activities would be limited so that the
inve?tment agviser would not have to pay an amount that is more
than it would have to pay if the Commission inspected it. The
Committee understands that sxaminations will vary by inveastment
advimer depending on a wide variety of factors, including the
complexlty of the activities engaged in, qualicy of recarﬁk&:ping
and apparant ragulatory deficiencies. As a result, thers will be
some axaminaticons that take longer or shorter than other
examinations for investment advisers within that level of the fee
schedule. Accordingly, the Committee recognizes that costs will be

asgigqned to clams or category of investment adviser.

For purposes of ics rulemaking pursuant to this subsection,
the Commisspion may designate categories of investment adviasers for
which each of the above three standards generally cbtains. Even if
an investment adviser is reguired to pay a fee to an SRO under this
secticon, the adviser must alse pay a fea to the Comnisaion. Thia
latter fee is the annual fee get forth in Section 203A, leas the
amount it is required to pay to the SRO. Thus, registrants will
pay, 1in the aggregate, the applicable amount ser forth in the fee
echadule in Section 2 of this legislation, regardlesas of wheather an

SRC or the Cormmission cnndu:tu'the'advisar'l axaminarions.



The same principles set forth with respect to the general fee
provisiong in the Act relating to concerns expressed by the
Committee on Ways & Means obtaln in this context as well: the
aggregate fees agsessed and collected by the Commiasion and the SRO
are not intended to exceed the copts of regulation; such fees are
to pe devoted exclusively co an enuﬁarntad liﬁt of regulatory
acﬁiﬁities; only those perscns directly subjeact to the regulatory
juriedietion nf the Commission are covered; and each registrant’'s
fees are reascnably basad on the requlatory effort expected to ba

focused on it.

Subsection {d}. Effective Date of Rule. Subgecticn (d) of

new Section 224 provides that Commipsion rules under this section
will not go into effect until 50 days after the date on which the
Commiasion submits to Congress a report (1) containing the text nf
the propoped rule and the reasona for it; {(1) describing the
procedures to he used to coordinate the colleaction of feea by the
Commission and the SRO; and (3} containing any needed additional
information. This delay of the rule's effective date ig needed in
order for proper coordination between the Commigaion, its |
authorizing Committees, and the appropriations Commitctees to cccur

prior to SRO feaa collection activities.

Subpection {(e). Definition. Subsection (e) of new Section

224 defines the term *"affiliate" for purposes of this gection.

Section 5. SUITABILITY AND OTHER ADVISER OBRLIGATIONS
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Section S(a). Amendment. In adgition to the substantive

changes described bélnw. this Bection reorganizes Section
206 (1) - (4}, without any modification to the substance of those
provisions. TNWew subsectiona (a) {1) through {a)(4) and (b) (1) and
{b} (2) are intended to have the gsame substantive content as before
and to premserve, without change, the existing law. Section & also
addﬁitun substantive provigions to Section 206 lntended to codify
existing law. New Section 206(5) would make explicit the adviger’s
duty to make only suitable recommendations to its clients. New
Sectior 206(6) would prchibit an adviser from guaranteginé that a
apecifie reaulﬁ will be achieved as a resulr of following

inveatment advice.

A. Suitabllicy

1. General Section 5 amends Section 206 of the Adviasers Act
by adding & new BSection 206(5) expressly prohibiting advisers from
making unsuitable recommendations and a requirement to make a
reasonable ingquiry about the financial circumestances of a client.
A sultability requirement is currently implicit in the antifraud
prﬁvisiong of the Advisers Act and thus new Section 206 ({5} would

not impose an additional substantive requirement, but racther would

axpressly restate an exipting one.

Advigers have a fiduciary relationship with their clients and

are reguired to exercise the highest degree of care and the utmost

114

and exclusive loyalty to clients. Thie duty is enforceable



under the antifraud previsicons of the Advisers Act, and the
Commigsion has brought geveral cases against advisers giving

unsuitable advice under the general antifraud provisione of the

115

Advisers Act. Because of the importance of the duty of advisers

to assure that thelr recommendations are suitable, the Committes

believes it would be desirable to make that duty Explicit.llﬁ'

2. Duty to Inguire

Under new Secticn 206(5), an adviser, at the cammencgmeﬁt of
the advisory relationshilp and periodically as appropriate
thereafter, must make an inquiry into the Eiient'l finagcial
situation, investment experience, and investment objectivea. The
frequency of updating the information obtained from the client.uill
turn on what is appropriate under the circumstances and whether tﬁe
adviser is aware of events that have occurred that could render the

information on which it currantly bases ites advice obmoleta. For

114
194.

115 See, #.9., In ra Westmark Financial Services, supra note 84
(fipancial phnner recommmended gpeculative egquipment leasing
partnerships to unsophisticated invesptors with modest incomes); In
re George Seln Lin, Investment Advisers Act Rel. No. 1174 (June 19,
1989) {investors desiring low-risk investments invested in
uncoverad option contracts}, :

Ses SBEC v. Capital Gains Research Bureau, supra note 1§, at

116 Simtiarly, broker-dealers have sultability obligaticns derived
from the antifraud provieions of the Exchange Act. Sse (Clark v.
Jechn Lamula Investors, Inc., 583 F.2d 594, 600 (24 cIr, 1973). See
alsc Securitles Bxchange Act Rel. No, 27018 (July 11, 1989). In
additicn, the SROs have specific suitablility and "know your
customar" rules applicable to their members. NASD Rules of Fair
Practice, Art. III, Section 2; Rule 405, paragraph 2405, New York

Stock Exchange Guide (CCH),.



example, a change in the tax law or knowledge that the client has

‘retired or divorced might trigger an obligation to make a new

inquiry.

3. Duty to Giv

"New Section 206(5)‘s suitability provision prohibites an
advimer from giving advice to clients unless the adviser reascnably
determines that it is suitable to the client's financial situation,
investment experience and investment objectiveg. These éadtnrs are
intended to be given different weight in AdAifferent circumstances. -
For example, in some circumstances an ingtitutional investor such
ag a pension plan may hire an investment adviser to manage a
pertion of its aspets. Eaving established that the glient is a
‘large insmtitutional investor, in moat circumstancesn, the most
relevant factor in decermining wh&ther the advice rendered in
suitable wﬁuld be whether the advice is consistent with the

inetitutional clientr’'s stated investment objectives.

Paragraph (B) of pew Section 206{5) requires the adviser to
have "reasonably determined® that the advice is suitable for the
client. A reascnable determination would require, for axample,
that certain kinds of particularly riaky products, such as direct
117 i18 only be

participation programs or certain (MO tranches,

recommended t0 those who can and are willing to tolerate the risks

117
3{b) (1

ee, alnn NASD Rules cof Falr Practice, paragraph 2192 Sec.
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involved and for whom the benefits described in the prospectus can

be realized to a significant extent.

While under new Section 206{5] the adviser must reasonably
determine that each piece of investment advics muat be suitable for

the client, the Committee intends that the suitablility of advice he

11%

evaluated in the context of the clieant's overall portfalic. For

example, an adviser may hedge a portfolic of U.S8. government bonds
for a client having a very conservative investment approach, in

which case cthe suiltabllity of the hedging instruments would be

120

evaluated in light ﬁf their hedging function. Thus, inclusion

of scme rigky securities in a portfolio of a risk-averse client may

nor be unsuitahle.lzl

New Secticn 206{S)‘'s sulitability obligation includes the

requirement that an adviper "kpow his client,® as well ap the

118 Collateralized morctgage obligations (CMOm) ara bonds that are
collateralized by mortgage-related instrumencs. Each of che group
of bonde issued in a OMO issue i8 known as a *trancha,® and sach
tranche will have ditfernnt risk and return characterintica.

115 Fnr an lcccunt under dincretinnary management, the Comnittes
understands that sach trade initiated by the adviser would
canutitute *advice, "~ :

120 A similar standard is applied in determining the prudence of
an investment made for a retirement plan under the Employee
Retiremsnt Income Security Act of 1974 (ERISA) (See 25 C.F.R,
2550.404a-1{a), and generally in determining the puitability of a
trustee's investment declslon under trust law (See Restatement
(Second) of Trusts, Section 227 commentary (1%55)).

123 Conversely, while advice to invest in a particular security
may be sultable to the needa of a cliant, advice to make the game

Anvestment on margin may not be.
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requirement that an adviser "know hig product.” Lack of actual
knowledge about the client or the investment productsa recommended
will not provide a defense for an adviser unless it would be
reasonable for the adviser not to have known the information. <2
It would, for example, be reascnable for an adviper to rely on
information provided by a client {or its agent) regarding the
client’s financial circumstances, and an adviser should not be held
tu.have given unsuitable advice if it turne out that the client has
misled the advieer., However, if a client refuses to provide
requested information, the advisar may not make au-umptiﬁﬁs about

123

the client thnt are not reasonable. Where no other information

is available, this may mean assuming the client bhas no other assecs

or source of incm.lz‘

The Committes domx nnt‘intend for tha saction to be inter-

reasanahln bauiu for advice and could not rely on "incredible®
claima of issuar of security).

123 11 one case, whara a client turned over approximately §100,000
o & broker but refused to provide financial information, the
Cormission sxplained that the broker had a "duty to proceed with
caution; to make recommepndaticons only on the basis of the concrete
information that [the client] did spupply and not on the basis of
guesswork as to the value of other possible assets.® In re Bugene
J. Erdnu, Securities Exchange Act Rel. No. 293?5 {Nov, 15 1983},

124 If the client falls to provide information upon which an
adviper can base recommendations pursuant to this provisicn, the
adviser may rely upon information about the client that it cobtains
from other reliable sources. Such a situation gould cccur where,
for example, advice by a pension plan is sgught thruugh the
intermediary of a pensicon plan consultant.




preted as reqﬁiring that knowledge of an affiliate of the adviser
be attributed to the adviger if it would be unreascnable Lo sxpect
the advigser to know the information. For example, Section 204A of
the Afdvisers AcCt may reguire that advisers erect *Chinese Walla" to
prevent insider trading, in which :iae the adviser may not have

acces® to the informacion.

4. Recordkeeping

Section 5 requires advisers to make arnd keep such reénrﬂ: as
the Commipssicn may reascnably require of the information cbtained
from its clients aa a repult of inquiriss tha advisar has made in
complying with Section 5.22° The Committee does not intend that
this provision ke used to require advipers to memorialize the
sultability considerations kehind every piece of investment advicé.
The Committee expects that the Commigsion will consider in adopting
rules under this section the burdens imposed on advlisers that are
required to keep records as well as those recﬁrdl the Commiseion
needs to detarmine that ldvilérg are in.cumpliance wich thepe

proviesions.

The recordkeeping requirement contained in paragraph (5) {C} is

135 As used in this section the term "reascnable® ig intended tc
direct the Commission to adopt reasonable recordkeeping rules.
This provision supplements Section 204 of the Act, under which the
Commismion is given general authority to require advisers to
maintain records. Thne Commiesion would also have authority under
Section 206({4) to adopt rules "reaacnably designed to prevent®
vioilation of Section 206(S).
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intended to assist the Commissicon in determining whethe; investment
advipers are complying with the Act’sg auitability requirement. It
is anticipated that review of an adviser’'s records will comstitute
part of the Commiasion’s examination protocol. The Committee also
expects that, when investor complalints about breaches of an
adviper'u suitability abligations are filed with the Commission,
re:b;és kept in compliance with this provision will facilitate

Commission inquiry into such complaints.
B. HNo Guarantees

New paragraph {6) of Section 20£6(a) prohibits an investment
advigper from guaranteeing that a gpecific result will be lchieved.
as a result of the investment adviseory services. This provieion
codifies existing interpretations of the Act’'s antifraud

126 While the investment advigper may recommens! products

provigions.
that are themselves guaranteed by the U.9. government (as, for

example, a U.S5. Treasury security}, and the adviser may properly
depcribe those sacurities as gquaranteed, the adviser himself may

never guarantes specific results on acy investment advice.

C. Examptions and Special Rules.

Subsection (b) designates certain exemptiona and specilal
rulea. Paragraphs (1) and {2} have been broken out from Sections

126 gee SEC v. €. R. Richmond & Co., [1977-1978 Transfer Binder]

Fed. Sec. L. Rep. (CCH} para. 9¢,273 {9th Cir. 1977).
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2061(3) and 20€(4}) as previously drafted, for purposea of statutory
recrganization. These amendments have no impact on the substance

of those provipicns.

1. Imperscmal Investment Advice. The prnhihitinn againat

making unsuitable recommendations would not apply to imperscnal
investment advice. When lnperascspal investment advice im provided,
through a newsletter, for example, there is no expectation that the
advice has been tailored to the client’'s needs, and it would be
impractical for the adviser to ascertain the suitabillity of the

recoymendations for individual subecribers.

Paragraph (3) of subsection (b} defines impersonal adviscry
gservices, for purposes of subsectlon (a) (5), as any investment
advipory services pravided (i) by means of written material or oral
statemants which do not purport to meet the abjsctives or needs of
specific individualas or accounte;: (ii} through the issuance of
atatistical informationm containing no expression of opinion as to
the investment merite of a particular security; or (ili) by any

combination of the foregolng.

2. Section 5(b). Rulemaking Required. The Commigsion must

issue the rules required under Section 2056{a) {5) (C) of the Advisers

Act within one year from the date of enactment of the bill.

Section 6. ADDITIONAL DISCLOSURE OBRLIGATIONS OF INVESTMENT
ALVISERS



Sercicon 6{a). Addirimsnal Qbligaticns. This section amends

Section 204 of the Advisers Act by adding a new pubsection (b}
relating to the content and delivery of brochures. Section 6 will
be patisfied by an inveptment adviser to an investment company upon
the disclosure of the information required in this section te the
inpvestmant company or its board of directors. This provision does
not require an investment adviser to an investment company Lo
disclose such information to the individual shareholders of the

investment company.

Subgection (b}. Brochure Refuired. Paragraph (1) of new
Secticn 204 (b) requires that each registered perscon mist die-
seminate to each client or prospective client a document digcloﬂing
facte :uncerniﬁg certaln matters important for the client to know,
before engaging an adviser. In order to provide for timely and
effective disclosure of such facts and matters to clients, tha
Commiesion shall pruncriha'tha format of the document and-thu
timing of its dispemination.

The ganeral intent of the brochure provision in this legis-

lation i8 to codify and enhance the existing brochure obligations

of ipvestment advisers under the Commission’s brochure rule.lz?

127  The Commission can, of course, use its exemptlwve authority in
Section 206A of the Advigserms Act to exempt from the brochure
requirement certain advisers or certain advisers with respegt to
certain client relationships based on the ptandards set forth in
that section, e.q., in connection with entering into an investment
adviacry contract with an investment company or a contract for
imperacnal advisory services. £ee 17 C.P.R. Section 275,

' iFootnote continued)
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FParagraph (2} of this subsecticn sets out the contents of the
brochure. The document required_tn be 8o disseminated must iaclude
information concerning the education and business background of the
adviper and of any asscciated person ﬁruvidiﬁg gignificant invest-
ment advisory services to the client, compensation arrangements
be;yean the client and the investment advissr, the nature of sar-
vi&é& offered (e.g., financial planning or market ﬁiming services),
business practices, methods for obtaining information omn discipli-
nary history and registration of the investment adviser and persocna
aaﬂnciataﬁ with the investment adviser, and cunflictl cf interest
which could reasonably be expected to impalr the rendaring of
disinterested advice (a.g., whether the adviser sells investment
products that it recommends to clisnte). The Comuittee believes
that an adviser may comply with this provision by a general .
discumsion of conflicts that reasonably can be anticipated to ncﬁur
in addition to conflicts the Commiseion epecifically requires to bhe
disclosed in its brochure rule.}2?

Paragraph {3) of subsection (b} regquirea prominent disclosure
of the following: (A} that either the registered person receives
or may receive, directly or inﬂirectly. salea coammisslons or other
feap in connection with a purchase or sale effected on behalf of a
client, or that the registered parson will not €o receive any sales

commiseion or other fees in conmection with such purchase or sale,

12Tlcnntinuad}
204-3 (bl {2).

128 See, e.g., Queations B and 9 of Part II of Form ADV.



but that the customer may be charged a sales commission or other
fee by another person in connectiocn with such burchaae or sale; and
{B) that remedies may be available to the client with respect to

diaputes ariping cut of the adviscry relationship.

Hhile prominence requirep that these disclosures be high-
1ighted relative to the other contents of the brochure, the
Commitree does not intend that they necessarily need to be cn the
first page of the brochure, or that equal prominence be g;ven to
information akbout conflictes of intersst and about the avallability
cf ramsdies. This provision simply requires that sach of these
disclosures must, independently, stand cut and be readily

notlceakle to the client.

With regard to disclosure of remedies, the Committee does naﬁ
intend a recitation of avallable causas of action but, rather, a
geperal statamant in the brochure that makes clear the axistence of
remedies under state and federal law where wronge have been com-
mitted against a client by an adviser. This provision ie not
intended to suggest to clients that a causs of action exists for
every perceived wrong, nor is it intended to create any new causes
of action undsxr the federal securities lawas. However, the
Committee believas that, in the absence of an express private right
of actlion in the Act, it 1s especially important to inform clients

that they are not without remedies.

Faragraph {(4) directs the Commiassion to define the term



raggociated perscon providing significant investment advisory
services to the client," by rule, for purpcaeé-nf this subsection.
This term is used to describe those individuals whose education and
business background must be profiled in the brochure. It is the
intent of the Committee o capture in particular the individual or
ind#yidualn with whom the client discusses his peeds and objectives
ana who worka with the client to design the advimory or financial
plan. For large firmg with pumercus employees, it 1is contenplated
that separatse biographical supplements of the appropriate
individuals can be included with each brochure.

The above dipclosures are not intended to supplant, but rarher
to supplement Part II of Form ADV and other disclepsures reguired
under the current brochure rule. To the extent that Form RDV or .
other current mechanlpms for disclosure satisfy the requirementcs of
this Act, or to the axtent that Part II of Porm ADV can be revieged
to incorporate these requirements, the above provisions should be
patisfled. The Commlttee encourages the Comminsion to conform the
Form ADV disclosures to the brochure requirements of this
legislation in order to aveid any duplicative or inconsistent

digcloBsures,

Sukeection {(c). Transaction Reports. New Section 204(c)

eatablishes regquirements ;elating to *tranpaction reports.®
Paragraph (1) of this subsection requires each registered person,
before a purchase or sale is afrected on behalf of the client, to

disclose to sach client {A) the amcount of sales comnissions or



other fees that may reascnably be expected to be charged or
deducted in connection with the purchase or saie. (B) that the
adviser will receive such amount or a portion of such amount, or,
in the cage ¢of a transaction to be efferted through a broker or a
dealer that ie a pearmson agsociated with or undar common control
with the adviser, that the broker or dealer is affiliated with the
adﬁiaer and will receive puch amount or portion of such amnunt,lzg
and {(C) the existence of any compensation arrangement with an
issuer or other third party with respect to the recommended
trangsaction. Such initial disclcsure phall be in writing ii the

30 tmen

purchase or sale was recommended in writing.l
recommendations are made orally, transaction report information

may, at that time, be tranemitted orally as well.

The Commimaion may, by rule, parmit an investmant adviser to
cemit the pre-transaction disclosure required by this paragraph with
the knowing written consent of the client. The rule could relisve

129 An adviser that recajives sales commissions or other fees
charged in connection with the purchase or sale of securitias on
bahalf of ita clients generally would ba required to reagister and
Be ragulated as a broker-dealer under the Exchange Act. BSee s.g.,
Fundamental Advisors, Inc. (Pub. avall, Dec.-4, 1971}. S

i3c The Committase expacts that, in the case of a financlal plan,
when transactions are axpectad to shortly follow delivery of the
plan, such dipclosura be deliverad with tha plan when feasible. At
the tima the plan is provided to clienta, the pDature of the transa-
actions and who will affact the transactions may oot bhe known.
Clienta may be given options beoth with reespect to what investment
producta will be bought, who will effect the transaction, and when
the investment products wlll be bought. All of these options will
affect the amount of fees and charges. It should be kept in mind,
nonetheless, in implementing this requirement, that it is a goal of
the legislation that clients be provided timely and effective
dimsclosurea, )



all advisera, certain advisers, or adviseers with respect to only
certain c¢lients, e.g., ipstituticnal investeors. The written
congent must be predicated upon. proper and prominent disclosure by
the investment adviser of the xind of information the custcmer
would not receive as a result of such consent.

-

- The Committee intends that information in the transaction
reporta will provide clients with specific information about the
nature and magnitude of conflicts of interest caused by the1receipt
of transacticon-based compensation by the adviper (or a related
perscon) that may interfere with the provielon of cbjective
investment advice. While the bBrochurs discloses the fact that the
adviser engages in the practice of effecting securicies

transactions for clients,131

the brochure camnot tell the client
whether the particular trangaction will result in the recsipt by
the adviser of compansation (whether there is a comflict) or the

amount of the compansation (tha magnitude of the confliet).

The Committee slected to focus this transactional disclosure
on aggregats amounte to be charged or deducted and issuer or third
party payments made to the adviser or associated persons or those
under common control with the adviser rﬁther than on amounts
received by the inveatment adviser or the representative. Because
the latter form of disclosure would necessarily omit amounts paid

to other perscns, including affiliates, compensation Arrangements

‘131 1rem 9B of Part II of Form ADV.



could likely BE altered to circumvent the diaclosure. Moreover,
focusing exclusively on the amount the advieer or the réprE*
sentative receives may mislead clients inte thinking that fees or
commipsions are smaller than they in fact are. The Committee
believes that the amounts required co be disclosed in the sub-
fecticon ag drafted repregent a reasconable proxy for the amounts
that will be allowed to the dealer or reglstered representative
that jis working with the client, and therefore is properly
reflective of any bilas that may exist on the part of such person.
Clients that are interestad in actual amounts to be retained by the
various parties to the transaction, such as tha broker-dealear or
its representative, c¢an inquire as te those amounts. The Committee
expects that the Commission, in connection with ite inespection
activities, will monitor disclosures made purmuant to this
subsection to ensure that thay continue properly to reflect the

magrnitude of conflicts of interest that exist.

Subsection (c) {1) would only require advipars to dieclose the
amount of sales commissions or fees that may “"reasonably® ba
charged or deducted "in connection with the purchase or sale."
Thus, in soms cases where the adviser cannot reascnably be expected
to know tha pracise commigsaion, the adviser could approximate the
amount of commission or fee that the c¢lient would pay. For
example, if an affiliacted broker-dealer cormission schedule
provides for a higher level of commnissions for stocks trading above
A certain level, the adviser would not have violated this provision

if the stock price were to riee above such leval after the advice



is given but before the trade is executed, resulting in a higher

commigsion.

It may be impracticable to diasclose some de minimis
adminjsrrative feea and charges clients incur in connectjon with
the transaction. The failure to disclose such fees {which may
in&iﬁﬂe amall fees for postage, handling and trapafer agency costs)
would not vioclate chis Section. In addition, the requirsment ie
limited to faees "in connection with the purchase or sale® of a
given investment praduct.132 Examples include brokerage
commismions or spreads, sales loads and Rule 12b-1 trail fees on
mitual fundse, underwriting discounts and other similar fees and
charges that would be triggered by the transaction. Other f{ees and
charges that are remote from or independent of the transaction _
itself would not be covered, For example, if the adviser sells a{
security on behalf of a client and places the praceéds in an
investment company it advises, the amount of its advisory fee would

not be required to be disclosed by this --ctian.133

Paragraph (2) of th@l ;ubuectian-ﬁruvide- that after such
purchase or sale is effected, the investment adviser shall transmit

to ite clients a written statement that diaclﬁuen the amount of

132 The Committes does not intend this phrase to be necessarily
interpreted in the same way as the phrase is used in Section 10(b)

of the Exchange Act.

133 The adviper would, of course, be required under the general
antifraud provisions of the Advisers Act to inform ¢lients that it
acts ag adviser to the mutual fund for which it receives an
advisory fee. See AMA Advisers, Inc. (pub. avall. May 17, 1987).
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sales commission and other fees that actually were charged or
deducted in connection with such purchase or sale and information
with respect to the existence of any compensation arrangement with

an issuer or other third party with respect to the transaction.

.- Paragraph (3} of this subsection directa the Commission to
preﬁcrihe Tules governing the form and contents of the written
statement reguired by paragraph (2). These rules, to the sxtent
coneistent with the protection of investors, should permit a
confirmacion statement of a broker or dealer contain the
information required by this subsection to be used as the written

statemant required by thia subsection.

Paragraph (4) of this subsection provides for certain
exceptions where the subsection will not apply: (A} with respect
to any purchase or sale for which the registered perscn, and any
person assoclated or under coammon control with the registered
peraon, will not reaceive any portlon of the amcount charged or
deducted in comnection with the purchamse or sale, and will not
receive any payment under a compensation arrangement required to be
disclosed under paragraph {1} (CY; (B) with respect to accounts for
which tha person is authorized to exercise investment discretion;
or (C) with respect to any account for which the person is not
acting as an investment adviser, Eﬁhparagraph {C) would not,
however, exempt an adviser that claiﬁed to have *"changed hate® with
respect to a particular transaction by first recommending the

transaction as an adviser and then executing the transaction ag a



brokaxr.

Paragraprh (5} provides for a special rule for the situation
where a person (representative), usually a_ginancial planner,
associated with an inﬁustmeﬁﬁ-ﬁﬁvih;f-{ldvinéfj affects client
traqﬁactinna through a broker-dealer with which the representative
is adsociated but which is not a?filiated with the adviser.
Clients of the fepreaentntive ruat be provided with the required
disclosure concerning the commiasions or other cumpensatipn that
will be paid or recelved in connection with the transaction. The
hruvinian dees not exsmpt the adviser in this situation from ite
cbligation to provide the rgquifad diesclosure. Nor does it exempt
the adviper from reaponsaibility for supervising ice associated
- persons in disclosing all conflicts they may have. Paragraph (5)
does not require duplicative digclosures. In most camses, the ?
Committee expects that the obligations of both the adviger and the
apecclated person would be satisfied when the disclosures are

provided by the associated person.

Subsecticn (d). Pericodlc Eegnrtu. This subsection requires,
in paragraph {1), thnt.each feﬁiutered perscn perlodically provide
to each client a written statement of the conmissions and other
fees pald by the client for all aervi:ea‘prnvidﬁd by the registered
person and any person asscciated with or under common control with
the registared peraon, any amounts received dirﬁctly or indirectly
by the registered person or any person asscciaced with or under

common control with the registered perscn pursuant to any
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compensation arrangement with an issuer or other third party with
regpect to the recommended transaction, and such other matters ag

the Commisaion shall prescribe.

Paragraph (2) of this subsection directs the Commiselon to
sptabligh by rule the format of the statemsnt and the timing of its
delfﬁ!ry, for exampla, on a quarterly bamis. The saction gives the
Commiesgion broad authority which it may flexibly exercise in
implementing the provision. However, any rule st reqguire that
the format be designed to present the reguired in!urmatinﬁ in a
manner that readily permits clients teo compare the costs charged bry
the investment adviger to the costs charged by other advipers for
comparable servicea., In adopting ite rule, the cumﬁ;suinn_muat
require an investment adviger whose clienta purchase or sell
investmenr products through persons other thnﬁ'nuch adviger, or
persons agsociated or upder cammon control with such a#viue:. to
indicate to it® clients chat such information concerning coets
charged does not include commissiocons or other fees paid in
connection with such purchasss or sales. The Commission is
directad to permit in its rules a periodic report of a broker or
dealer that contains the information required by this subeection to

be used as the periodic reporrt required by this lﬂhiﬂﬂtiﬂﬁ-134

Thias paragraph also permits the Commission, by rule, to allow

134 por example, members of the New York Stock Exchange must
provide account statementm at leasat quarterly under the BExchange's
Rule 409 {(a), paragraph 2409 New York Stock Exchange Guide {CCH).



an investment adviser to provide the statement required by
paragraph (1) no more fregquently than annually.if the client
knowingly waives, in writing, the right to cbtain such statement
more frequently than anqua;;g. As with client waivers of the right
to obtain pre-transaction dinclaauréa. client waivers must be
prediﬁated upon an undersgzédlng ;Em;iht kiﬁda of disclosures would
nnt+.,l}e made, In this came, it im important that the ¢lient be
aware, through prominent diaclosureu..thnt he will receive no more
frequently than annually information pertaining to dollar amounts
received directly or indirectly by the regiatgred person, or any
person agsociated or'undér cummﬁn control with the registered
person, pursuant to any cnmpenhhtion arrangement with an issuer or
other third party with respedt to transactiuna.135 The periodic
reporte will provide more detailed information about fees and
charges disclosed at the timm of the tranuaétinns, quantify third -
party payments (only the existence of which is required to be
discloged at the time of the transaction), list fees and charges
not impaned in cannectian with a transaction, and aggregate all of
the charges. In additinn. the CQmminaian is authnrized to require
other informacion to be disclosad. For example, the Commission may
require advisers having discretionary authcrity aver client assets
to list all of the client’'s mecurity positiona. The Comittee
underetands that many advisers already provide periodic acccunt

atatements to clients to which the requiréd information could be

135 Thig provieion is not intended teo limit the Commission in
exerciging ite exemptive authority under Section 208A to exenpt
certain advisers or certain advigers with respect to certain
clients from the requirements of this section.
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added,

Paragraph (3) of this subsection provides for an exception for
any account for which the person is not acting as an investment
adviger. As with transaction reports, when a dual registrant is
ncq1-erving in its capacity as an investment adviger with regard to

a ﬁllent'a account, periodic reports need not be made.

Subpection {e). PFacillities for Filing Records and Reports.
New Sepction 204 (e) authorizes the cﬂnndas;nn to require inie:tment
advisers to fiie with the Commission any fee, application, repert,
or notice required by the Advisers Act or by the rules thereunder
through any person designated by the Commiasion for that puipase
and te pay the reasopable costs asecclated with that filing. Th;s
would permlt the CGMmiEliDn: in cooperation with the states, to )
develop and impleamant t.'nna-ntap‘ syptem for f£ilinge recuired by
the Advisers Act and stacte adviser lawa through a person desicgnated
by the Comuission for that purpose. Thip type of system would
allow adviegers to make one filing that -uuld.he transmitted to the
Ccmmisaion and the states, thus reducing paperwork for advisers and

regulators.

Section 5{k}. Rulemakling Required. The Comnigeion rust issue

rules relating to breochure disclesure, transaction reporta, and
pericdic reports within cne year from the date of enactment of this

Act.



Section 7. BOND REQUIREMENT

This secticon amends Section 208 of the Advisers Act, which
prohibits certain activities of investment advieers, by adding a
new subgsection {e) directing the Commigsicn to require certain
inveatment advisers to obtain a fidelity bond. The fidelity bond
unuiﬁ provide a source of funds to mﬁke whole clients ﬁha have been
defrauded through larceny or embezzlement. The authority given to
the Commigasion would extend to advisers with custody of client
funds or securities, that have discretionary authority ta.direct
client investments, or that advise investment companies. Thise
gaction is modeled aftar Section 17{(g) of the Investment Corpany
Act of 1940, which gives the Camnission authority to require a
fidelity bond for investment company employeed,

In implemanting this section, the Coomission muat consider the
following: the degree of risk to client assets that is involved;
the cost and availability of fidelity bonds; exlsting fldelity
bonding requiremente; and any alternative means to protect client
assets. The Commigsion may exempt certain advisers from the
bonding requirement or deem the bonding regquirement to be satisfled
by adequate coveraga by another fidelity bond. This might cover
advipers who are also registered as bruqu-deaiera and subject to
bonding requirements aof NASD rules.uIE The Committee expects that
the Commliasion will avold requiring duplicative bonding

135 gee NASD Rules of Fair Practice, paragraph 2182, Art. III,
Secticn 32, Appendix C.




regquirements.
Section 8. DISQUALIFYING CONDUCT

Section 203 (e} of the Advisers Act setsa ocut conduct for which
the'Famminainn can guspend or reavoke the registration of an
invéitment adviser. Section 203{c) requires that the Ccmmigsion
deny regiatratiﬁn to applicants that would be subject to such
revocation or suspenmion. Section 9 of this legislation §dd: to
the list of disqualifying conduct in Section 203 (e} a new paragraph
(3} relating tﬁ a pergon that has been convicted within ten yaars
preceding the filing of any application for registration or at any
tima thersaftar of nny'crima that is punishable by imprisomnment for
one or more years or of a substantially equivalent crime by a

foreign court of competent jurisdiction.
Section 9. CONFIDPENTIALITY

This section amends Section 208 of the Advisers Act by adding
a new subsection {f}, making it unlawful for any investmenc adviser
to disclose any personally identifiable financial information with
regpect to any clieant, unlass the adviser is regquired to do soc by
law or unless: {(A) the client has been adsguately informed of the
propoged information disclosure, in ﬁccorﬂan:e with rules
prescribed by the commisaion, and (i) bhas been afforded the
oppertunity, in accordance with guch rules, to cbject to the

dieclosure, and (i1) has not objected or has affirmatively



consented; {B) the information disclosed is necessary and appro-
priate in order to establish an adviacry or breokerage account or to
effect a transaction for the client; (C) the information is
regquested by representatives of tha'Camminaion. a4 state agency
whose primary assignment is the ragulation of the securities
businesag, or a self-regulatory argaﬁi;atiuﬁ; or (D) the information
i fﬁﬁuested by the client’s auditors or accountants. OCf course,
an adviger could provide the information to its legal counsel in
the context of soliciting or obtaining legal advice, where the
acttorney is obligated to maintain the confidentiality of the

commmunication.

This sectlon alsc makea it unlawful for any person to whom
information is disclosed in order to effect or attempt to effect a
transaction for the account of a c¢lient to use such information féf
any purpose other than the effectuation of the client's

transaction.

For purposes of this section, the term "perscnally identi-
fiable financlal information® is intendad to encompass information
that, directly or indirectly, links a person’s ideptity o |
information about that perscn’s finances or economic or fimancial
status. For example, a list of names indicating that all pereons
on the list earn in excess of a certain aﬁnunﬁ would qualify as
perponally identifiable financial information. Using financilal
information from a client to create a model portfolio, without any

way to ldentify the client, would not constitute such perscnally



identifiable financial informakion.

The gcope of conment by the client pursuant to subparagraph
{A) iB delimited by -- and coextensive with -- the terms of the
propoeed information disclaosure by the adviser. The client can, of
course, provide partial copment by agrealng to certaio disclosures
but'ﬁ;t to pthera.- The adviser ig bound by the scope and nature of
that c¢lient’s consent. In order for consent to be effective, the
client muat bhe fully and fairiy informed, in a manner that the
client is iikely to comprehend and in readable form, of the nature
and extent of the proposed disclosure of information. Where
coneent is to be inferred from the client’'s fallurs to object to a
discloaure, tha Committee intends that a reaponable tims be
afforded the client in which to cbject.

Wich respect to the diaclosure of information ta the
Commission, the Committea incends for the Commipsion to have full
access to information relating to clients as thaﬁ information
ralates to the Commission’s enforcement and regulatory resgponsi-
bilities under the federal gecurities laws. In particular, this
provision is oot intended to affect in any manner tha Commiasion’s
ability to obtain information £rom any person in connectlon with
ite large trader reporting pruﬁrlm under Section 13(h} of the

Exchange Act . 137

137 15 U.8.C. Section 78m(h).




Section 10. FEDERAL-STATE COQPERATION

This section amends Section 209 of the Advisers Act by adding
2 new subsection {f) that establishes the policy aobjective of
greater federal and state cooperation and coordination in the
regqulation of investment advisere in order to achieve the greatest
efﬁéctivenean of regulation, examination, and enforcemant, and the
greatest uniformity in federal and state regulatory standards. To
these ends, the Commission is required te conduct studies and hold
meetings as necessary, and to submit to Congress, no later than two
years after thﬁ date of enactment of this Act, any legislative
recommendationg necessary to carry out the policy and purposes aet

forcth in thie Act.

Thie section is intended to encourage, to the extent possibls,
uniformicy among the grtates in their laws relating te investment
advisers as well ag between sptate and federal law. To date,
cooperation both among the states and between the ptatees and the
Commission has been exemplary. This provision merely encourages it

to continua,
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Saptember 1§, 1992

The Honorakle John D, Dingell
Chairman

Committaes on Energy and Commercs
United States House of Reprasantativas

Egshinqtnn, D.C. 20515

Dear Mr. Chairman:

Thanhk you for your request for tha Commission's views on
H.R. 5726, the "Investment Adviser Regulatory Enhancement and
Disclosure Act of 19%2," as it was reported out of the Committes
on Energy and Ccémmerce off August 4, 1992.1/

H.R. 572¢6 ia an izoportant bill that would provida the
Comeission with critically needed rascurcaes to support an
enhanced inspection program by imposing modest annual fees on
registered investment advisera. Thase rescurcas should parmit
the Commission to improve substantially its sxamination of
investment advisers and enable it battar to protect tha millions
of American investors, psnsioners, sunicipalities, sducational
institutions and cthers who, directly or indirectly, employ the
services of investment advizers. In particular, the Commigsion
strongly supports the provisions of H.R. 5726 that deal with
advisaer fean, fldelity bonding and suitability.

In addition, we have the following specific commants
regarding H.R. 5728&:

Section 2. Additicnal Resources. Section 2 would authorize
the Commission to collect fees upon application for regiatration
under the Advisars Act and annually thereaftar. The feeas are set
foerth in & schedule contained in Section 2 and ars scaled based
on assets under managszent. Thay range frem 5300 (which
approximately 80% of advisers wvill pay) teo $§7,000 (which only the
largest money managers will pay). The fess would ba retzined by
the Commission and used to cover the costs of registration,
supervision and regulation of investment advisears. The fees are
apportioned fairly so as not to hava a material adverse financial
or coupatitive effect on investment advisers. The Commission
strongly supports this provision.

1/ Commissioner Roberts doces not concur with tha views
expressed in this letter,
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a. inspections. Section 3 would reguire the
Commission to establish, and revise periodically, a schedule for
the inspection cf advisers. The legislation mandates that the
schedule require meore frequent inspection of advisers basud on
the factors that the Commission determines increase the need for
inspecting thcse advisers. The Commission now focuses its
inspection rascurces on high-risk advigars and, obviously, does
not. object to a risk-based approach.

Howaver, Section 3 additionally requires more freguent
inspecticon of certain advisersa within one year of thair
ragistration with the Comnigsion, as well as more fraguent
follow-up inspections. Thess reMmirements could causa the
Commission to distort its inspection achedule away from one based
on an evaluatien of risk factars. Thay also impair the
Commiggicn’s ability to raspond flexikly to devalopments in the
marketplacea. For these reazons, we opposa these additional
requirenants.

b. Surveys. Section 3 also would direct ths
Commission to conduct surveys to identify advisars who fall to
regliater and report te Congress on its findings and
recompendations. The legislation incorractly assumes that
without such a requirement tha Commissaion will fall to enforce .
the registration provisions of tha Adviszars Act. The Commisaion
intands to enforcs vigorously these provislons. Wae believe that
the monies spent conducting formal surveys could ba better used
in conducting inspeactions and prosecuting vioclations.

The Commission would be authorized teo designate one or wore self-
regulatory organizations (SROs) registered with the Commission to
conduct parliodic axaminations of certain of its investmant
advicer members and affiliatea, The Commission is not opposed to
this praovision since there may be aome efficiaencies achieved by
the involvemant of an SRO, particularly whara the advisery firm
is part of a broker-dealer that is already examined by the SRO.

Section S would amend the Adviser Act's anti-fraud pravinianu in
three principal respects: .

{a) Suitabllity. Section 5 would make expliclt the
ragquiremant iwplicit in tha general anti-fraud provislions of the
Advisers Act that advissrs make a reasonable determination that
the advice they giva is suitable to their clients. The
Commission believes that both investors and the advisory industry
would benefit if Congress made explicit this vary important
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cbligation and strongly supperts this provision. The section
would require an adviser, before giving advice and as appropriate
thereafter, to make a reasconaple inquiry inte the client's
financial situation, and that advisers keep records of the
infermation ¢btaln-d from tha inqﬁiry

(b) Mﬂﬂﬂ.e.d..nﬁmm. Section 5 would extend the
anti-fraud provisions of the Advisers Act to persons associated
with the investment advisers. These persons include thae
principals and amployess who are actually formulating or
delivering the investnent advice. Currantly, these parsons can
only he charged as aldera and abettors of the adviser, This
provision is a needed correction toc what appears to be a drafting
error in the Advisers Act.

(c) FRrohihition on Investment Guarantees. Section S
would add a provision prohibiting advisers from guaranteeing
specific investment results. This provision, which tha
Commission supports, would make -xpli:it a prohibition nlrnndy
implicit in the hﬂvinnru Act.

Advigsers. Saction 6 would amend the Advisers Act disclosurs
requirements -in four respscts:

{a) BPBrochurs. Section 6 would reaquire an adviser to.
deljver to cllents a brochure describing the adviser's fees,
education, business background and business practices, including
prominent disclosures about commissions the adviser may receive.
The Commission supports this provision which, in many respects,
coedifies the Commismion's existing *brochure rule." Howaver,
because tha provision in many ways tracks axisting law, the
Comnission doss not balieve this provision is a critical part of
thi:tlsgiulntinn and would not object if the provisicn wvere
om ad.

(b} Iransaction Reports. Section 6 would require
advisers to disclose to clients, befora affacting a transaction,
the commismions and other fees that the adviser reasonably
expects thae ¢lient will pay, the fact that the adviser or an
affiliate will receive a portion of the commission, and tha
existence of any third-party compensation arrangepnents. This
disclosura pay be made orally unless the advice is in writing.
Pre-~transaction disclogsure must ba followad by a written
confirmation setting forth the amounts actually charged or
deducted. The ssection would except accounts over which the
adviser has discretionary authority. It would also not apply to
transactions in which neithear the adviser nor any person
associated with or under common control with the adviser will
receive any portion of the fess or commissions imposed.



rerakle Jchn D, Dingell

u o~
W T

£ ()

The purpese of this new regquirement is to provide clients
with information to evaluate the existence and magnitude cf the
conflict of interest advisers have with ¢lients when they sell
clients investment products they have recommended. While the
goal is laudable, it could be achieved in a less burdensone
mannery by requiring (i) brochura disclosure that the adviser
engages in these practices and tha nature of the conflicts
engendered, and (ii) periodic reports to clients disclosing the
commissions, fees and charges the client has pajid. If the client
is advised of thegs practices befors engagling the adviser, the
client can choose to zeek the services of a diffarant adviser or
can inquire a3 to the amount of commissiona whan aach transactian
is recommended. If, upon recelipt of a periodic report, tha
client believes that the charges are too high, he or she can
terminate the advisory relationship.

() Periodlc Reports. Advisars would be raquiraed to
provide clienta with periodic written statamanta of salas

commissions paid to the adviser or persons associated with or
under commen control with the adviser. The Commisaion would be
given authority to spacify the tining and format of the reports,
The Commission baliavas that this provision would be leans
burdensome than the transaction reporting provision since
advisars should ba able to include this information in pariocdic
account statements which most advisers already send clients.

(d) Onea-«Stop Filing. The Commimsion would be
authorized to designate one entity with vhom advisers- would be
required to file any fee, application, report, or notice reguired
to ba filed with tha Commisasion. The Comnission could parmit the
operator of the system to charga a fas for the rsasonable costs
of running the system. 5uch a systam would parmit an advissr to
make one filing with tha system operator and have it
electronically communicated to all stata regulators and thas
Commission. A similar one-stop filing systeam is currantly in
place for broker-deslers. The Cocmmission supports this provision
since it would reduce paperwork burdens for filers and
requlators, ' '

Section 7. Fid«lity EBond Requirement. The Commission . would
he required to adopt & rule reaquiring advisers with investmant
discretion over or custody of client asseata, or wvho advisa
investment companiss, to ebtain fidelity bonds against theft or
embezzlement. The Comaission has found that when sarious frauds
invelving theft or smbazzlemant are discovered, the parpatrators
often have inadagquate assets to coapensats clisnte. Fildelity
bonds would provide a source of funds from which harmaed cllients
could be made whole. Tha Commissjion strongly supports this
provieion.
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Section 8. Disqualifying Conduct. The Commission would be

authorized toc deny registration to perscns convicted of any
felony in the past ten years. The Advisers Act's
disqualificatjon provisions are currently based sclely on
specific crimes primarily relating to financial nmatters or theft.
In a few cases the Commission has had some Alfficultly in keeping
an obviously unfit felon from registering. The Commission
supports this provision. .

Section 9. cConfideptiality. Advisars would be prohibited
from disclosing personally identifiable financial information
with respect to any client unlesa required to do s0 by law or
unless the cliant has been adeguately informed of the proposed
disclosure and has not objected or has conssnted. Exceptions
would be made for information necessary to sstablish brokearage
accounts and sffect securities transactions, and information
requested by the Commisajon, a state securities authority, or a
self-regulatory organization. Tha Commission is concerned that
this provislon not be read to limit in any way the Commisaion's
collection and use of information for its regulatory and
anforcenent purposes.

= . The Commission
would be authorized to cooperate and coordinate with state
securities administrators or their asscciations for the purpose
uf developing greatar uniformity in the regulation of investment
advisers among the states and betwean the states and the .
Commission. The Commission would he required to submit to
Congress within two years any legislative recommendations the
Cnmmislinn balieves ars nucessary to carry ocut the purpcose of
Saction 10.

The Comnission curreantly expends a great dsal of effort
cooperating and coordinating with the states on Advisers Act
mnatters as instructed by Section 19(c} of tha Securities Act of
1933. The current lack of uniformity does not stam from the
Coxmission's failure to coordinate but rather from the Adifficulty
the states have of maintaining uniformity among themsslves once
the Commission and the states have coordinated. The Commission
does not support Section 10 because we do not believe that
Saction 10 will address the proklem of lack of uniformity and
would add additional unproductive costs to the Commission's
rudget.

- * ’ - -

In summary, H.R, 5726 would provide lmportant new
protections for investors by giving the Commiasion rescurces to
enhance the investment adviser inspection program and authorize
the Commisaion to regquire that certain advipars obtain fidelity
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bonds. It would alss make explicit the suitability requirement
currently implicit in the Adviser Act's anti-fraud provisiens.
Other provisions, such as those requiring improved brochure
di=sclosure and periodic reports to clients, authorizing the
Commission to deny registration to all felons, and axpanding the
anti-fraud provisions to cover associated persons alsc provide
useful investor protactions. However, the Commission does not
support those provisions discussed above that limit thes
Commiszsion's flexibility in administering the Advisers Act or
that are unduly burdensome to investment advisaers.

Thank you for the cpportunity to provide the Commisaion's

views on H.R. 5726,
s/m?rn 1y,

Richard . Brtod-n
Chairman
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CHaNGES IN ExistmNg Law Man:: BY THE BILL, AS REFORTED

In compliance with clause 3 of rule XIII of the Rules of the Houne

of Representatives, r:ha.nﬁea in existing law made by the bill, as re-

, are shown as followa (existing law propesed to be omitted

18 Bnr.'iuud in black brackets, new matter is printed in italics, exist-
ing law in which nc change is proposed is shown in roman):

INVESTMENT ADVISERS ACT OF 1940
TITLE O—INVESTMENT ADVISERS

T » - W (i L L L]

REGISTRATION OF DNVESTMENT ADVISERS
Sec.203.(a) * * * )

{a) Tlu C-nmmmman. B]r order, shall censure place limitaticne on
the activities, functions, or operations of, mpenl:l for a period not
exceeding twelve months, or revoka the registration of any invest-
mant adviger if it inda, on the record after notice and opportunity

. for hearing, that such cenpure, placing of limitations, suspension,

or revecation is in the public interest u.nd'lha such investment ad-
tj:n or any person associated with such investment adviser,

ﬁ}pnor to or subsequent to becoming so associated—

E ] » ’ L
ﬁ) has Bnm icted within ten yeurs preceding the filing
any appfmnarf ?;;: r:ﬂ.:t‘f;h;: o+ ot any lime lha‘mﬁwﬁl of a:;

crime tha imprisonment for one or more vears
andr.&a.tunotdasa-sbdm {2} of this subsection or
of o suhmuuuﬂy squivclent crime o foreign court of com-
petent
(@ (4) is pu'mlne.ntlr or tem ily enjoined by order,

judgment, o decres of any court of competent jurisdiction, in-
el any foreign court of competant Junld:mhnn, from acting
as an investment ndnlcr underwriter, broker, dealer, munice-

pal securities dealer, government securities hroker, govern-

ent securities dealer, transfer agent, foreign persen g:rm

ing s function substantially squivalent to sny of the

entity or person required to be registered under the Commod.

ity Act or any substantially equivalent statate or
tion, or ap an affiliated person or employes of any invest-

mant :m:npuny bank, insurance mm y, foreign entity sub-

stantiall aﬁvﬂmthmynfth va, or entity or person
required to istered under the Commodity Exchange Act
or any substantially equivalent statute or regulation, or from

mmwmhnmng any conduct or practice in connection
E any such achivity, or in connsction with the purchase or
ula of any mmwzfm
[{4)) ¢5) has y violated any provimion of the Securities
At of 1933, the Securities Exchange Act of 1934, the Invest-
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ment Company Act of 1940, this title, the Commodity Ex-
change Azt, or the rules or regulations under any such statutes
er any rule of the Municpal Securities Rulemaking Board, or
is unable to comply with any such provimion.
m-:ll::::i?&, {(6) m a.idﬂil.. nhatht;d munt;l}:tlad, mmmnfindod.
or e violabon any other person of any
ision of the Securities Act of 1933, the Securitiss Excha
of 1934, the Investment Company Act of 1940, this title,
the Commodity Exchange Act, the rulea or regulations under
any of such etatutes, or the rules of the Mumcipal Securities
Fulemaking Hoard, or has failed reasonably tc supervise, with
a view to preventing violations of the provisions of such stat-
utas, rules, and tions, another person who commits such
a violation, if such other person is subject to his supervision.
For the purposes of this paragraph [(5}] (6) no person shall be
deemed to have failed reasonably 1o supervise any person, if—
{A} there have been established procedures, and a .
tem for applying such procedures, which would reascnably
ba expected to prevent and dstect, insofar as practicable,
any sach violation hi.:.:mh other qurmn., and
(%} such person reasonably discharged the duties
and obligations incumbent upon hitn by reason of such pro-
codures and system without reasonable cayse to belheve
that such procedures and system were not being comaplied

with. R
A {?i]nl:uh-ec:nd t?ﬂ':%thu n:gthahamng m:uw;:dm
purrusn on on or
tha right of such person to be associated with an investmen
adviser which order is in effect with respect to such person.
[{7}] (8} has been found by a foreign financial regulatory au-
thority to have—— - o
(A) made or caused io be made in lnyappl}mhun for

L] L] L] L] - L -

() The Comimission, by order shall censure or place limitations
an the activities of any person associated, seekring to bacome associ-
stad, or, &t the timoe of the alleged nuaconduct, associated or sesk-
{ig:l o hmwtud. w-ithla.n inva::::mt h:gvim, & wuspeand
lor & i mﬂlmg twalve mon or such parson
from ﬁmm& with an investment advisﬂ.-?.{thu Commas-
sion finds, on the recurd aftar notics and opportonity for hesring,
that such censure, placing of limitations, susrpenmon, or bar is in
the public interest and that wuch person has commi or omitted
any wet or gmisxion anumerated in [paragraph (1), (4], (5]}, or (7)1
wﬂ (1), (5), (6}, or (8; of subsection lalpnf this pection or has

convicted of any offense specified in paragraph {(2) of said sub-
section {s) within ten years of the commencement of the procesd-
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mg‘s under this subsection, or is enjoined from any action, conduct,

ractice specified in paragraph [{3]] {4} of said subsection (e).
It.u I be unlawful for any person as ic whom such an order sus-
pending or barring hi'o from being amsociated with an investment
adviser is in affect willfulty to become, or to be, saaociated with an
investment adviser without the consent of the Comm.tsmm. and it
shall be unlawful for any investment adviasr to it such n per-
aon t¢ become, or remain, a person associated with him without the
conseht of the Commismion, if such investment adviser knew, or in
the exerciee of reasoniahle care, should have known, of such ‘order.

L] L ] L] . » »

-[i} MoNEY PENALTIES IN ADMINISTRATIVE PROCEEDINGS .=
(1) AUTHORITY OF COMMISSION.—In any proceading instituted

pursuant to gubsection {(e) or {f) alzamat an the Com-
mjagion may impose 8 ::wlfpsmty’ if it on the record
after notice and opportunity hearing, that such person— .

{AJ-II

(D}hufaﬂedremmbl to suparvise, within the mean-
ing of [saction 203(eX5) ot‘ this title]l subsection (e)6) of
thia section, with a view to preven violations of the
provisions of this title and the rules regulations there
under, another person who commits such a violation, if
such other pereon is ject to his supervision;

and that such penalty is in public intarest

FEES MOR REQISTRANTS AND APPLICANTS

SEc. 203A (a) IN GENERAL —The Commission iz authorized, in
accordanos with this section, to collect fees Lo recover the costs of
registrution, supervision, and tion of invextrnent advisers and
their getivities. Such fees shall be collected, and shall be available,
enly to the extent provided in advance in approprintions Acts. No
appro :mnj.ﬂmn uuthomefusmheomﬂdundﬂﬁHMa
tron ng any year unless the amount appropriated by such
Aﬂfarlud;mhﬁr:uchﬁamf eguals or aggre-
?;umumﬁutmyms mmhcmwmh

Suchﬁu:ﬁnﬂhdcm&dmnnuﬁ'uﬂmgmﬂmﬁunhm

nmmmmn: approprigtion and may remain available for such

l.fu succeeding fiscal year. The costs covered such

ﬁnn & be limited ta the costs of Commission expenses reg-

istration, examinations, and surveyr of persons regis or re.
quired fo register under this Act

({1 WNMR PAYMENT. = the Ali F!

EW REGISTRANTY.—AL cime ing an ﬂp
for registration under this title, the o ;fbm
,Ee shall ﬂm : H;I’ ‘]'h: f‘;ﬂngo,l‘l nf 1
appicant. ica-

tion for registration um:lﬂ' ﬂ‘ug title shall not be mﬂpp
occurred unless the application uncmmpﬂnudbytﬁcﬁlm-

quired under this uﬂm

(2} DNGoma'ﬁiﬂﬂmh—anch hﬁmquumuw whn-m
regisiralion iy ive on L i day of Bz year »
pay to the Commuission the fee specified in subsection (c). Such
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payrtent shall be made not later than 90 doys after the end of
its fizeal vear, or at such other time as the Commisaion, uf.c
shall determine, unless its registrotion has been wi
mrtuhd or revcked prior io that date. No part of such fee .lhu-u
be refunded to the investmeant adviser.
(¢} COST-BASED ScHEDULE OF FEES.—For any fiscal year
whick fees are authorized to be collected by an appropriation
the amount of fees due from investment advisers in gcvordance with
parographs (1) and (2) nfsubmmn (&) shail be determined accord-
ing to the following

At Fow dosn:
Less than 10,000,000 & e
$10,000,.000 or mory, bt Iesw phon F25000000 .. e — 1500
225,000,000 ar more, bud Lean thon B50.000000 . ... 1,000
E50,006 000 or more, but leps phon FI00,000,000 e I 2,500
$100,000,000 or more, but leex than $350,000.000 . — e - B4, 000
B250 000,000 or mare, but lygr than um.me.mn R, 15000
E500, D00, 000 or more 37,000

(d) ADJUSTMENT OF FEES. —The Cammutmn may, by rule, adj;
the fees specified in gubsection {c) by a percentage not greaier than
the pﬂuumﬁ c.&ange in the Congumer Price Index for All Urban

]

Con-su sy A All Iterns Index (or a similar succes-
ror inder yu Burmu Labor Siatistics of the Ikpartmﬂl.t af

sion of such index in effect ot the time of the most recent adjusi-
ment and the mogt recent version of such index that is in effect
{z) SUSPENSION FOR FAILURE TO PaY—The Commiszion,
order, may suspend the registration of any investment advizer if i
finds, afier nolice, that such investmeni adviser hos foiled hﬂﬂpﬂj
when due any fee required by this section. The Commission »
instate such registration upon payment of the {and any penalty
due), if such sispension was based solely on failure to pay the

{f) RULEMAXING.—The Commiszion may adopt such rules as are
Recessary to carry out this section

L L L w L] L L

LANNUAL AND OQTHER REFORTS]
PERIODIC RRPORTS AND OTHER DISCLOSURE REQUIREMENTS

Sxc. 204. (o) PERIODIC AND OTHER REPORTS —Every investmant
udviser who makes use of the mails or of any means or instromen-
tality of intexstate mmmmmnwhmwuthhunrihhm

as an investment adviser (other than cne specif E
from registration puarsuant to section 203(h) nf th:: htlu},
lnuhnnd iurtg:ns:nbedp-enndlmmhrmﬂl[ﬂ
I.acuon 3{1 Sncunues Exchange Act of 1934), ﬁ.lrmuh
and make and diseemunata such uport- an the
mnn, by may prescribe as necessary or & te in

the public mhrut or for the protection of investors. records (as
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10 defined) of such invesiment ndvmer: are pubject at any tme, or
from time to time, to such reasonable gnod.m apeﬂal. or other ex-
aminations by representatives of the Commission as the Commis-
gioh_deems necessary or appropriate in the public interest or for
the protection of iivesdtors, o
(b} BROCHURE REQUIRED. —
{1} IN amm —Each person rqgwﬁered under section 203 of
this title shall disseminote to eoch client or prospective client a
- document disciosing material facis concerning matiers listed in
- parngraphs (2) and (3) and such other matiers as the Commis-
sion shall prescribe. In order to provide for timely and effective
dl.sciusure : such focts ond martiers to clients, the Commission
pre.scﬂbt the format of the document and the tim-
m.g w" it3 dissemination.
f2) CONTENTS OF BROCHURE.—The document required by
poragroph (1) shall include information mnurmﬁ— .

{A) the educotion and business f such per.
son and of any associated person mdmg significant in-
vestment advisory seryices {o the h‘:w

(B) compensation arrongemenis between the client and
the investment aduiser,

) the notiure of services offered,

(D) business practices,

{E) methods for obtaining informotion on the disciplinary
histary and tration of the investment adviser and per-
20ns associated toith the investment adviser, and

(F} conflicts of interest which could reasonably be ex.

to impair the rendering of disinterested advice.
3 umr.m' DLSCLOSM I'.l-ﬁﬁ- documeni shall also
pmmmﬂz disclose—

(i} the registersd persan receives or moy receive, di-
rectly or indirectly, tales cﬂmmu:mm or other fees in
connection with a purchase or sale eﬂichdunbr.haffﬂf
ﬂ?l;ntiew irtered il direci!

f1) reg person will not receive, y or

ly, any sales commission or other fees in con-
nection with suck purchase or sole, but the client may
kchmgndnmiucnmmuamnormﬁebyamﬁu
(Bgu'lon in connection with such purchase or sale; and
that remedies may be gvoilable to the client with re.

spect (o dizputes um:ég out of the adyi relationship.
1"4} DEFRTION. —The Commizsion shall ne “assoctated
raviding significant investment aduisory services Lo the

aliere” g_v rule for purposes of this subsection.
TRANBACTION REPORTS, —

(1) INTTIAL DISCLOSURE.—Each person registered under sec-
tion 203 ahall disclose to each client, before a purchase or zale
ig qﬁ:hd on of the client.—

agmount of salex commissions or other fees
Mmymmﬂy beupecmdtobcc}umdardﬂumd
in connection with the purchase or scle;
(B) thai the adviser will receive such amount or a portion
of such amount, or, in the case of o fransoction io be of-
Argust 11, 1992
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fected through o broker or a dealer that i3 ¢ person cssoci-
nrzd or under common control with the adviser, that the
broker or dealer s affilicted with the adviser and will re-
ceive such amoun? or portion of such amount; and

fC) the existence of eny compensation nnungmn: roigh
an issuer or other third party with respect to the rec-
ormmended fronsaction.

Such initipl disclosure shall be in wrmrg if the urdl-nu or
sale wos recommended in writing. The ammu.lmn may, by
rule, permit an investment odviser to omit diaclosure ]
by this paragraph with the knowing wrilten consent of cli-
ent

(2) CONFIRMATTON. —After such purchase or sale is effected,
the investment adviser shall transmit to each client o writien
staterntnd Hmt diseloser—

(A) the emount of sales commission or other fees thore |
have been charged or deducted in connection with the pur-
chose or sale; and
{IJ%)W information required to be disclosed by paragroph

{3) CouMISsIoN RULES—The written statemend
under parugraph (2) shall be in such form and contain such in-
formation, be provided in wmecordance with such rules, as
the Comumnission shail preseribe Such rules shall, to the exxent
consisteni with the protection of investors, permit o con-
firmation siatement of a broker or dealer that contains the in-
jformation required by ehis aubsection to be used as the written

_staternent required by this subsection.

(4) EXCEPTIONS.—This mbmﬂnn shall nol ’:ipl
{A) with respect ta any purchass f’;r_whlch the
registered person, and any person nasncmhd or under com-
mon corntrol with the registered persan, will not receive any
portion of the amouni nhumut or deducted in connection
with the purchase or sale, and will not receive unydp;c
under a compensation arrangement required io be losed
under paragraph (IXC); .
{B} urm‘; respect to gecounts which the person it au-
by exercise invertment discrelion; or
{C) with respect to any occouni for whlch the person is
nod acting cs an investmend odviser.
{5) SPECiAL RULE.—The provitions of this subsection shell
also apply to persons associated with an investmeni adviser
transactions for advisory clients through a broker or
with which the person i associated.

fd) PERIODIC REPORTS. —

1) IN GENERAL.—Each person tered under section 203 of
thig title ehall periodically provide to each client o uritten

statemend m—
sales commissions andﬂlﬁ-ﬂ'fﬂlpmdbythtdl-
:Mﬁirnﬂmmprﬂmddby registered person and
any person associated or under comman control with the
registered person;
(B} ony amounts received directly or indirectly by the reg-
igiered person, or any peryon cssocioted or under common
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control with the registered person, pursugnt te any com-
pensation arrangement with onr issuer or other third party
with respect to the recommended transaction; and
(C} such other matters as the Commission shall prescribe.
(2) CoMMISSION RULES.— The Commigsion sholl prescribe
rule the ﬁormarhof the statement and diming of its delivery. 8.
rule require that the format and Eming of delivery be de-
signed to preseni the required information in g manner that
readily permits clienty to compare the costs charged by the in-
vestnent gduviser with the costs charged by other advisers for
cﬂzﬁarnbk services. In adopling such ru«f:l, the Commission
shall require an investment adviser whose cients purchase or
sell Invesiment products through ons other than sweth ad-
viser, or peraons associated or un:g":nmmon conerod with suck
aduviser, to indicate to s clients that such information concern-
ing cosis chorged does not include commissions or other fees .
paid in connection with such purchoses or sales. The Commis-
sion's rules under this subsection shall permit a periodic repori
of a broker or dealer that contoine the information required by
is subsection to be used as the periodic report required by thes
subsection. The Commission may, by rule, permit an investment
cduviser to provide the stuternent required by puru"rt?ph (1) no
more frequently than annually if client knowsingly warves,
::Ra writing, the right to obtain such sitatenent more uently
na .
(3) EXCEPTION.—Thia subsection shall not apply with rexpect
to any account for which the person is not aeting as an thvest-
ment advizver.

{e) FACILITIES FOR FiLING RECORDS AND REPORTS.—The Comumnis-
sion, by rule, may require any investment adviser—

f1) to file with the Commission any fee, application, report,
or notice required by this tide or by the rules tsauet under this
ﬁﬂtthmu?&any person designated by the Commiission for that
;8
g}mmﬁcmmbkmnmndamdwiﬁsu:hﬂﬁm

[FPROHIBITED TRANSACTIONS BY REGISTERED INVESTMENT ADVISERS

[Sec. 20&. It shall be unlawful for any invesiment adviser, by nse
of the mails or any mesns or instrumentality of interstate com-

directly or indi

[(1} to employ any device, scheme, or artifice to defrand any
client or prospective client;

[(2) to engage in any transaction, practice, or courss of busi-
ness which operates as a fraud or deceit upon any client or

t
[(3) acting as principal for his own account, knowingly to sell
l.njrm;l:ritytngr ey any security from a client, or act-
mmknhrlmonnthﬂthunsmhdiunhW' y to
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action. The prohibitiona of this paragraph (3) shall not apply
to any transaction with a costomer of & broker or dealer if such
broker or dealer is not acting as an investment adviser in rela.
tion to auch transaction:

[(4) to engage in any act, practics, or course of business
which ia fraudulent, deceptive, or manipulative. The Commis-
mion shall, for the pu:?om of this pammph (4d) bjf myles and
mg'ulnhonl define, and prescribe maana reasonably designed to
prevent, such acts, practices, and courses of business as are
frandulent, deceptivu, or manipulative. ]

FROHIBITED TRANSACTIONS RY INVESTMENT ADVISERS

SEc. 206. (a) PROHEBITED CoNDUCT.—It shall be unlawful for ?:J

investment adviser or any person azsocioted with an invespnene
viger, by use of the mdswanymmwmhmﬂiﬂyo{mm .

state commerce, directly or i

(1} to employ any dm:-u.mrl:nz,wmﬁmhdtﬁuud
elient or prospective client; :

(2} to engage in any transaction, practice, or course of busi.
ness which opﬂ'nm.nu,&uudardamtupnnunydmgrpm
spective ciient;

(3} acting as principal for his own account, knowingly to sell
any security to or purchase arxﬂmuntz from a client, or
as I.'r!;?:tr a peraon other than such client, knowingly to
fect any sale or purchase of any security for the account of such
client, withour disclosing to such client in writing before the
compietion of such transaction the capacity in which he iz act-
ing and obtaining the consent of the tlient to suth transaction;

4) o cwe fn any act, proctice, or murs of bm:mn which
is fraudulent, deceptive, or manip

fﬁjhpmu:dtmuznmmtudumhnnj client, other than in
connection with Impersongal advisory serviess, unless the
IR prior idi advice, ond

to providing any invextment advice, and as
:herg , makes o recgonable | :ﬂ

client’s financio smmmu. intestrment experience, und in-
vexfrmend

I'Fjrmmnnﬁ d:mmwmmmmudvuu
suitable for the clienr, and

&) maintains reasonable records, in occordonce with
lmhrulumthﬂnmwnshuﬂpm#;be. of the infor-
Mu&m:mdﬁmmmwmﬁtuduwmudrm
complying wiih this paragra

(5} tommnm a client that a :pcc;ﬁc result will be achieved
os o resull of the investment advisory services.

b} EXEMFPITONS AND SPECIAL RULES. —

(I} ExxspTioN.—The prohibitions of maaectfm {aif3) :Jmu
not apply to any transaction w:.thnmwofn
dealer if such broker or dealer iz not acting as an mu:n‘.mﬂlt
adyiser in relation o such tronsaction.

2} AUE&?‘RHT o D%AND Pﬂ.lfmb;—m q:'nﬁm-lulaﬂ
shall, purposes of subsection rules ne, and
prmn%: means msumbfy designed to preveni. such acts,

I“
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proctices, and courses of business as are fruudulent, deceptive,
or manipulative.

(3) DEFINTTION OF IMPERSONAL ADVISORY SERVICES —As used
in subsection {(g)(5), the term “impersonal advisory services”
means any inveatment advisory services provided—

(A} means of written matericl or orgl otements
whirh do not purport to meet the objectives or needs of spe-
cific individuals or accounts;.

- (B} through the issuance of statisticol mformatmn con-
— taining no expression of opinion a8 to the investment merils
. of @ wlar securidy; or
(C) &y any combination of the foregoing servicrs.

[ » L] - L] ] *

GENERAL PROHIBITIONS
SEC. 208, (a) * * * '

» - L . L} »
fe) BDND REQUTREMENT. —
fﬂ IN EEHI.E.;;_.—'IM Cuw:.nn shall mqmrt,niyp
the protection investors, any investment iser HE*
istered under section 203 who—

(A) is authorized to exgreise inpestment diseretion, as de-
fined in section 3(a)(35} of the Securitien Exchange Act of
1834, with respect o an account,

mjhmmmalnmmmwﬁmdsofudmw

(C) iz an invesiment adviser of an investment company,
as de in secrion 2{a)(20) hh Inmanm Company
Axt of 1940, bnmf fo

shall abtain o m a re ﬁdtluy insurance com-
pany against larceny and emgeu.ienunt in such recsonable
ameuntz gnd covering such officers, partners, ond
employees of the mmmnr adviser as the Commuission moy

@) G IN RULEMAXING.—In implemanting pora-
groph (1), the Commission shall consider —

(A} the degree of risk to client assets that i involved;
{B) the cost ond ovailability of fidelity bonds;
(C) existing fidelity bonding requiremnents; and
{I}) any alternative maans Lo protect client assets.
(f} DISCLOSURE OF CLIENT INFORMATION PROHIBITED,—
{1) ADVISER DISCLOSURE.—It shall be unhuﬁdﬁgnr a m-
uctment aduvizer mmdmciou any pers;mﬂy
ecial information we mptcttnany ient unless required
i hlﬁ 'Eewd !u.r bee tely informed of the
ient n uately in Dro-
posed i Hion ducfusuﬁn occordance with ruieg
roibed by the Commiasior, and () hos boen M
PO in nee wirk sue o to
diaciosure, and (i) has not objected or has uﬂﬁamuy

conagnied;
m}mmﬁrmnduduudumundaw
priaie in order to establish an advisory or broia‘qg‘g

August 11, 1992
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c?unt or to effect or aftempt o effect ¢ Fransaction for the
client;

(C) the information is requested by repressnintives of the
Commission, a State agency whose prirmary sssignment ig
the regulation of the securities business, or o self-regulatory
organtzation in connection with cheir respective regulatory
or enforcement responsibilities as to the investrment adviser
ﬂr the information i requested by a Commission subpoena;

i"D} the mformn:mn umqu#ﬂdbyﬂcﬂunfsuud:m
f'ﬂf':‘; CLOS —It nlawful fo to
ECONDARY DIS LURE. s F 3Ny perton
whorm information & Jdisciosed for the purpose described in
paragraph {1XB) to use such information for any purpm ather
than the eﬂ'uctmmn of the client's fransaction

._ msmrrarm
Sec.208. () * "

R LB L] L] L] | ]
{f} FEDERAL-STATE COOPERATION.—

(1) AUTHORITY —The Commission iz authorized to cooperats
with Stote agencies whase primary assignment is the regulation
of the securities business or any association of Siate securities
officials they designote, and which, in the ent of the Com-
misgion, could assist in obtaining greater ness in Fed-
ergl aend Swte regulotion of investment gdvisers, The Commis-
sion shall cooperate, ¢ te, and may (in its discretion}
share mﬁmf tion iwith l‘ﬁh rencies n&r associations rth‘h
Purposes o, oud icies and purposes set in
parographs (2) mﬂ‘

{2} PoLIcY.—it u:ﬁ:dm!andmi of this subsection that

bﬁmshnuidhgrm!a‘l’adszand? taie cooperation and co-

anﬁemﬂmnafmmmmudummurd#m
TN —

t‘iU maxirmtim :ﬂbmvms of reguilation, examination,
(B} mazimum umﬁ:rm;tp in Federal and State regulniory

standards.

3} Pvm:-m;r of this subgection is to engender
cooperation betueen ommigsion, any such agencies or asso-
Suationd, and uthn- dufy constituied securities associalions in
the ﬁ:ﬂmm

or exgmpiion :’ :{uum::l ﬂu:’;—% the conduct of

their business in the various Sintes;

{B) the mend and maintenance of uniform excm-
ination sto and procedures; and

(C} the development of a ﬂjom m:pmn from reg-
istration for s investment which con be agreed

T ammuuﬂﬂh&swbﬁmtﬁ:.ﬁnﬂun&ﬂm
ederal Government where congistent with the public inter-
ﬁt. and the protection of investors and the purposes of this

August 11, 1993
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Nothing in this sibsection shall be construed as authorizing the
preemption of State law.

(4} STUDIES AND RECOMMENDATIONS.—JIn order to carry out
these policies and purposes, the Commigsion shall conduct suck
studies and Mnﬁnﬁ the Commission considers necexsary.
The Commission submit to Congress, not loter than 2
years after the date of enactment of this subsection, any legisla-
five recommendations neceszary 10 corry cut the policy and pur-
pose of this subsection

- A L] * ) L A *

EXAMINATIONS ANED 3URVEYS

SEC. 223. (a) PERIODIC EXAMINATIONS.—The Commission shall
establish and periodicaily revise o schedule for the regular examina-
tion of investment advisers. Such schedule shall provide for more -
frequent examinations of certain investment advisers based on fac-
iors that the Commission determines increase the need for examina-
tion of those rnvestment advisers, including the ﬁ-nqruemy of cus-
tomer complainis, custody of funds, guthority to exercise investment
discretion, and receipt of commissions for the sale of investments
recommended to clients. In addition, such schedule shall rqm

. more frequent exaominations in order to—

(1) assure that new investment advisers have adequate com-
plicnee procedures through examinations of investment advisers
within approximaiely one year of their r:gmtmn under sec.
tion 203(a), taking inio account the level of risk presented by
advisers’ activities, and

(2) conduct follow-up examinations of invextmeni advisers
found io have deficiencies that may continue to present high
riske to their clients.

b)) SURVEYS OF UNREGISTERED PERSONS.—The Commission
shall, within 3 yeqra after the date of enactment of this section and
peripdically therenfler, pruumfwmmndmofnmuymdem
mine the extent of. and reasons for, the foilure of persona to
ax required by this Act. The Commission shall, on the basis o mc.h
survey resulis, eatablish objectives for the reduction or :hmmnﬁm
of suck failures and shall include in annuol reports to O
funder section 23(5) of the Securities Exchange Act of 1934) & mﬁ‘-
iud after completion of the first survey, a statement of such objec-
tipes, an evaluation of the success in attaining those objectives dur-
ing the preceding year, and suck recomrmendations oz the Commis-
lhnmnmi:ﬂnppmpru#mmmmmaﬂmnmn:afﬁau .

tives. If the survey identifies any pattern of misinterpretation ﬂu

dq‘inmonnfmpﬂmmadumrumbmu such failures, the
Cmmu;ﬂwu"l objectiver shall miiude such ing proceedings
as ma required to correct such misinterpretation

fe) Provisions NOT LaraTioN. —Ths pmuumn.: of this section
sholl not be conzirued to limit the authority of the Commizsion o
conduct an examination or investigation at any time or to inatitute
proceedings under section 203 or 209 of thiz Art or say other title,
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DESIGNATION OF SELF-REQUIATORY ODRGANIZATIONS

Src. 224, (a) DESIGNATION TO0 CONDUCT EXAMINATIONS —The
Commission, by rule, consistent with the public inlerest, the protec-
tion of investors, and r.r‘u- purposes of this ttle, may des:.gnatz one
or more self-regulatory anirarions registered with the Commis-
sion ynder sectons 5 or I of the Securities Exchange Act of 1934,

_ to conduet periodic examingrions of ity members and affilictes of
T members to determine compliance with applisable provivions of thig
R title and the rules and regulations thereunder. Such rules shall
specify the minimum scope and frequency for such emminations
and shall be designed to avoid unnecessary regulotory duplication
or undus regulotory burdens. Such self-regulatory organization may
dizcipline ity megmbers and affiliates of members for violations of the
applicable provisiona of thix title and the rules and regulationa
r nder pursuant to the standards ond procedures et (1, 3

mtmns Eami 15.4 of the Securitiea E::han.ge Act of 1934,

m ”{amgula!ury arganization for violations ofpf;m
o se contained in section 217

{'bj aumﬁmmd ul:;n ‘ fe r;‘?:: mm&ﬁl g g.
ignation iy contai th subsection (a} or a,
ates of memberz if the primary business o 1;:&: member and iz af-
filiates is investment advisory octivities. Commizsion, by rule,
h'l?’ establish criteric for defining the term "primary business”.

) Ag}ﬂﬁﬂﬂ? To IMPOSE ﬁ?— ced
OENERAL —Any rtguhmry organiration

by the Commission fto perform the emminations speci in
subsection (a) shall have the authority to collect fees in ncmrd-
ung with this lublmnt::n. ea! foe paid by

) LIMITATION. —. to a registered investmeni
wdviser under this stubsection MPG not exceed on amount deter-
mined in accordance with rules prescribed by the Commission.
Su:hmlulhaﬂuqmﬁntﬁ:,&nmﬂxudbyuﬂfm
iatory m':gumtwn under this subsection—

AJcnr.uro the costs of the self-regulatory corgoniza.
tion's u.i' exominafions conducted pursuant to sub-
sexction ¥

{B) az to any investment adviser, bear a ressonable relg-
tionghip o the costs of conducting an examination of thai
aduiser puryuand io subsection {a); and

(C) not exceed such portion of the fee suthorized under
section 203A os the Commission determines is clloeable to
thCmmnsup:mﬁr:nndu:ﬂnamﬂlunm
inaiion

fhﬂ) mummws:mm:mm—mm#my
that a registered investment iser i required to
mwnEﬂ!Aw:ﬂtmpntmanyﬁsmiyur;huH&m&ymdby
the amount paid to o self-regulaiory or, mmnmnc
wtﬁﬂh:uﬂrtﬂh with respeci to
(d) ErFEcTIvE DA OF RULE —A rule pras :hﬂnmms
tmnun&rﬁumﬂn:hﬂnﬂkeﬁuuﬂﬂ?ﬂdﬂﬁ ﬂ:rtht
date on which the Commission submuits to each House of Co
4 repord—
Auguat 11, 1992
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{1} coninining the text of the proposed rule and the reasons

(2} deseribing the procedures to be used to coordinaie the col-
Iection of fees the C’ammuswn under sertion 2034 and by a
self-regulntory arganunnan under the rule; and

} containing such other infarmation as may b¢ necessary 1o

ribe the implementation and enforcemnent of the rule.
{e) DEPINITION. —For purpcses of thiz section, the term “affilicte”
- shail mean any person directly or indirectly controlling, controlled

e &Jr, or under common control with a member.

Augimd 11, 1092



