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SUMMARY': The Securities and Exchange Commission (“Commission” or “SEC”) is proposing
a new rule under the Investment Advisers Act of 1940 (“Advisers Act” or “Act”) to address how
investment advisers safeguard client assets. To effect our redesignation of the current custody
rule for the proposed new safeguarding rule, we are proposing to renumber the current rule. In
addition we are proposing to amend certain provisions of the current custody rule for enhanced
investor protections. We also are proposing corresponding amendments to the recordkeeping
rule under the Advisers Act and to Form ADV for investment adviser registration under the
Advisers Act.

DATES: Comments should be received on or before May 8, 2023.

ADDRESSES: Comments may be submitted by any of the following methods:

Electronic Comments:

e Use the Commission’s internet comment form
(https://www.sec.gov/rules/submitcomments.html); or

e Send an email to rule-comments@sec.gov. Please include File Number S7-04-23 on the
subject line.

Paper Comments:



https://www.sec.gov/rules/submitcomments.htm

e Send paper comments to Secretary, Securities and Exchange Commission, 100 F Street
NE, Washington, DC 20549-1090.

All submissions should refer to File Number S7-04-23. This file number should be included
on the subject line if email is used. To help us process and review your comments more
efficiently, please use only one method. The Commission will post all comments on the
Commission’s website (https://www.sec.gov/rules/proposed.shtml). Comments are also
available for website viewing and printing in the Commission’s Public Reference Room, 100 F
Street NE, Washington, DC 20549, on official business days between the hours of 10 a.m. and 3
p.m. Operating conditions may limit access to the Commission’s Public Reference Room. All
comments received will be posted without change. Persons submitting comments are cautioned
that the Commission does not redact or edit personal identifying information from comment
submissions. You should submit only information that you wish to make available publicly.

Studies, memoranda, or other substantive items may be added by the Commission or staff
to the comment file during this rulemaking. A notification of the inclusion in the comment file
of any such materials will be made available on the Commission’s website. To ensure direct
electronic receipt of such notifications, sign up through the “Stay Connected” option at
Www.Sec.gov to receive notifications by email.

FOR FURTHER INFORMATION CONTACT: Shane Cox, Laura Harper Powell, Michael
Schrader, and Samuel Thomas, Senior Counsels; Holly H. Miller, Senior Financial Analyst; Alex
Bradford and Michael Republicano, Assistant Chief Accountants; Christopher Staley, Branch
Chief; and Melissa Roverts Harke, Assistant Director at (202) 551- 6787 or IArules@sec.gov,
Investment Adviser Regulation Office, Division of Investment Management, Securities and

Exchange Commission, 100 F Street NE, Washington, DC 20549.
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SUPPLEMENTARY INFORMATION: The Commission is proposing for public comment to
amend and renumber 17 CFR 275.206(4)-2 (rule 206(4)-2) under the Investment Advisers Act of
1940 [15 U.S.C. 80b-1 et seq.] to redesignate it as rule 17 CFR 275.223-1 (rule 223-1) under the
Advisers Act, and make corresponding amendments to 17 CFR 275.204-2 (rule 204-2) and 17

CFR 279.1 (Form ADV) under the Advisers Act.*

! 15 U.S.C. 80b. Unless otherwise noted, when we refer to the Advisers Act, or any section of the Advisers
Act, we are referring to 15 U.S.C. 80b, at which the Advisers Act is codified, and when we refer to rules
under the Advisers Act, or any section of these rules, we are referring to title 17, part 275 of the Code of
Federal Regulations [17 CFR 275], in which these rules are published.
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1. Introduction
A Background

Rule 206(4)-2 under the Act (the “custody rule” or “current rule”) regulates the custodial
practices of advisers. Although the Commission has amended the rule over time as custodial and
advisory practices have changed, since its adoption it has been designed to safeguard client funds
and securities from the financial reverses, including insolvency, of an investment adviser and to
prevent client assets from being lost, misused, stolen, or misappropriated.?

As originally adopted in 1962, the rule required all investment advisers with “custody”
(i.e., physical possession) of client funds and securities to deposit client funds in a bank account

that was maintained in the adviser’s name and contained only client funds.® Advisers, in

2 See Custody or Possession of Funds or Securities of Clients, Investment Advisers Act Release No. 123
(Feb. 27, 1962) [44 FR 2149 (Mar. 6, 1962)] (“1962 Adopting Release). See also Custody of Funds or
Securities of Clients by Investment Advisers, Investment Advisers Act Release No. 2176 (Sept. 25, 2003)
[68 FR 56692 (Oct. 1, 2003)] (“2003 Adopting Release™); Custody of Funds or Securities of Clients by
Investment Advisers, Investment Advisers Act Release No. 2044 (Jul. 18, 2002) [67 FR 48579 (Jul. 25,
2002)], at nn. 3, 15 (“2002 Proposing Release”).

8 As with the current rule, the proposed amendments would apply to investment advisers registered, or
required to be registered, with the Commission. However, the original rule was broader in scope, applying
to “all investment advisers,” until it was amended in 1997. Rules Implementing Amendments to the
Investment Advisers Act of 1940, Investment Advisers Act Release No. 1633 (May 15, 1997) [62 FR
28112 (May 22, 1997)], at section I11.1.5. Unless otherwise indicated, references throughout this release to
“adviser” or “investment adviser” refer to investment advisers registered, or required to be registered, with
the Commission. Further, we have previously stated, and would continue to take the position (if these
amendments were adopted), that most of the substantive provisions of the Advisers Act do not apply with
respect to the non-U.S. clients (including funds) of a registered offshore adviser. This approach was
designed to provide appropriate flexibility where an adviser has its principal office and place of business
outside of the United States. We believe it would be appropriate to continue to apply this approach,
including in the proposed safeguarding rule context (if adopted). For an adviser whose principal office and
place of business is in the United States (onshore adviser), the Advisers Act and rules thereunder, including
the proposed safeguarding rule, would apply with respect to the adviser’s U.S. and non-U.S. clients. See
Exemptions for Advisers to Venture Capital Funds, Private Fund Advisers With Less Than $150 Million in
Assets Under Management, and Foreign Private Advisers, Release No. 1A-3222 (June 22, 2011) [76 FR
39645 (July 6, 2011)] (Most of the substantive provisions of the Advisers Act do not apply to the non-U.S.
clients of a non-U.S. adviser registered with the Commission.); Registration Under the Advisers Act of
Certain Hedge Fund Advisers, Release No. 1A-2333 (Dec. 2, 2004) [69 FR 72054, 72072 (Dec. 10, 2004)]
(“Hedge Fund Adviser Release”) (stating (1) that the following rules under the Advisers Act would not



addition, were required to segregate client securities and hold them in a “reasonably safe” place.
In each case, the rule required investment advisers to provide their clients notice of these
protocols and to engage an independent public accountant to conduct an annual surprise
examination* to verify client funds and securities independently. These requirements were
designed to protect client assets at a time when the system for owning and transacting in
securities was paper-based.

The Commission amended the rule in 2003 to expand the definition of custody beyond
physical possession to include situations in which an adviser had any ability to obtain possession
of client funds or securities. The 2003 amendments made clear that the rule applied to any
investment adviser “holding, directly or indirectly, client funds or securities, or having any
authority to obtain possession of them.”” It included three illustrative examples in the rule’s
definition of “custody”: (1) possession of client funds or securities, even briefly; (2) authority to
withdraw funds or securities from a client’s account; and (3) any capacity that gives the adviser
legal ownership of, or access to, client funds or securities.® In the adopting release, the

Commission stated this expansion of the concept of adviser custody would not include

apply to a registered offshore adviser, assuming it has no U.S. clients: compliance rule, custody rule, and
proxy voting rule; (2) stating that the Commission would not subject an offshore adviser to the rules
governing adviser advertising [17 CFR 275.206(4)-1] or cash solicitations [17 CFR 275.206(4)-3] with
respect to offshore clients; and (3) noting that U.S. investors in an offshore fund generally would not expect
the full protection of the U.S. securities laws and that U.S. investors may be precluded from an opportunity
to invest in an offshore fund if their participation would result in full application of the Advisers Act and
rules thereunder, but that a registered offshore adviser would be required to comply with the Advisers Act
and rules thereunder with respect to any U.S. clients it may have).

The terms “surprise examination” and “independent verification” are used throughout the release and are
generally interchangeable.

5 See rule 206(4)-2(a). See also rule 206(4)-2(d)(v)(2) (defining “custody”). The original rule did not define
“custody,” which was conceptualized at that time as limited to physically holding securities.

6 See id.



authorized trading, however, stating that clients’ custodians are generally under instructions to
transfer funds or securities out of a client’s account only upon a corresponding transfer of
securities or funds into the account.’

In recognition of then-modern custodial practices, the Commission in 2003 required
advisers to keep securities (not just funds as under the 1962 rule) with a custodian, and it
expanded the types of custodians that would qualify under the rule.® The Commission expressed
concern that some advisers were still keeping certificates in office files or safety deposit boxes,
which put those securities at risk.> The Commission identified as “qualified custodians” the
types of regulated financial institutions that customarily provided custodial services subject to
regulatory examination.'® The Commission also relied more on the protections of qualified
custodians, eliminating the adviser’s need to undergo the rule’s annual surprise examination by
an independent public accountant if the adviser had a “reasonable belief” that the qualified
custodian would provide account statements directly to the adviser’s clients. The Commission
provided an exception, however, from the requirement to maintain client securities with a
qualified custodian after commenters had pointed out that, on occasion, a client may purchase
privately offered securities where the only evidence of the client’s ownership was recorded on
the issuer’s books and the transfer of ownership requires the consent of the issuer or the holders

of the issuer’s outstanding securities. AS a result, commenters argued that it was difficult to

7 See 2003 Adopting Release, supra footnote 2,at note 10 and accompanying text.

8 See 2003 Adopting Release supra footnote 2, at section I.

9 See 2002 Proposing Release, supra footnote 2,at section 11.B.

10 The financial institutions identified by the Commission were broker-dealers, banks and savings

associations, futures commission merchants, and certain foreign financial institutions. See 2003 Adopting
Release at 11.B.



maintain certain of these assets in accounts with qualified custodians. The Commission noted

that these impediments to transferability along with the conditions it imposed in the privately

offered securities exception (“privately offered securities exception™), including in some cases

obtaining and distributing audited financial statements (“the audit provision”), provided external

safeguards against the kinds of abuse the rule seeks to prevent.

The Commission most recently amended the rule in 2009 after several enforcement

actions against investment advisers, including actions stemming from the frauds perpetrated by

Bernard Madoff and Allen Stanford (which also resulted in criminal convictions), alleging

fraudulent conduct that included, among other things, misappropriation or other misuse of client

assets involving certain affiliates of the adviser.!* These cases underlined additional risks both

11

See Custody of Funds or Securities of Clients by Investment Advisers, Investment Advisers Act Release
No. 2968 (Dec. 30, 2009) [75 FR 1455 (Jan. 11, 2010)], at n.1 (“2009 Adopting Release”) (referring to the
cases cited in Custody of Funds or Securities of Clients by Investment Advisers, Investment Advisers Act
Release No. 2876 (May 20, 2009) [74 FR 25353 (May 27, 2009)] (“2009 Proposing Release™)). See also
Judgment, ECF Doc No. 100, 4, United States v. Madoff, No. 09 Cr. 213 (S.D.N.Y. June 29, 2009) (Bernard
L. Madoff pled guilty to eleven felony charges including securities fraud, investment adviser fraud, mail
fraud, wire fraud, three counts of money laundering, false statements, perjury, and making false filings with
the SEC); Order Granting Motion for Summary Judgment, SEC v. Stanford International Bank, Ltd., et al.,
Civil Action No. 3:09-CV0298 (N.D. Tex. Apr. 25, 2013) (the SEC obtained a $5.9 billion judgment
against R. Allen Stanford who was convicted in a parallel criminal case of conspiracy to commit mail and
wire fraud, four counts of wire fraud, five counts of mail fraud, one count of conspiracy to obstruct an SEC
investigation, one count of obstruction of an SEC proceeding, and one count of conspiracy to commit
money laundering and sentenced to a total of 110 years in prison); SEC v. WG Trading Investors, L.P., 09-
CV-1750 (S.D.N.Y. July 29, 2010) (involving a broker-dealer and affiliated registered adviser that
orchestrated a fraudulent investment scheme misappropriating as much as $554 million and sending clients
misleading account information); Isaac I. Ovid, SEC Admin. Proceeding No. 3-14313 (Mar. 30 2011)
(registered investment adviser and manager of purported hedge funds, pled guilty in parallel criminal
proceeding in connection with which he was required to pay restitution in excess of $12 million); Young
and Acorn Capital Management, LLC, SEC Admin. Proceeding No. 3-14654 (Feb. 28 2012) (registered
investment adviser and its principal convicted of misappropriating $95 million in a Ponzi scheme in a
parallel criminal case whereupon the SEC issued an order revoking the adviser’s registration and barred the
principal from association with an investment adviser, broker, dealer, municipal securities dealer, or
transfer agent); SEC v. The Nutmeg Group, LLC, et al., Litigation Release No. 24677 (Nov. 26, 2019)
(commingled investor funds with his personal assets, implemented flawed internal systems and methods for
valuing and reporting assets under management, and transferred millions of dollars out of the investment
pools to himself and companies controlled by family members).

10



when an adviser has access to client funds or securities not explicitly covered within the scope of
the rule, as well as when the qualified custodian is a related person of the adviser. In direct
response to certain of these cases, the 2009 amendments explicitly extended the scope of the rule
to reach an adviser’s ability to access client funds or securities through its related persons,
expanded the circumstances in which a surprise examination is necessary, and required advisers
to obtain an independent accountant’s report evaluating internal controls related to custody
where the adviser or its related person serves as qualified custodian.?

Following the Madoff and Stanford frauds, and on the heels of the Commission’s recently
adopted 2009 amendments to the custody rule, Congress expressly vested the Commission with
authority to promulgate rules requiring registered advisers to take steps to safeguard client assets
over which advisers have custody by adding section 223 to the Advisers Act in the Dodd-Frank
Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”).'® Leading up to the
enactment of the Dodd-Frank Act, Congress heard testimony that certain client investments were
not covered by the custody rule because they were neither funds nor securities, putting them at
greater risk of loss, theft, misappropriation, or being subject to the financial reverses of an

adviser.!* Congress also heard testimony about the important role requiring advisers to maintain

12 See generally rule 206(4)-2; see also 2009 Adopting Release, supra footnote 11, at sections I1.A and B.

1 See section 411 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203,
124 Stat. 1376 (2010) (adding section 223 to the Advisers Act which provides “[a]n investment adviser
registered under this subchapter shall take such steps to safeguard client assets over which such adviser
has custody, including, without limitation, verification of such assets by an independent public accountant,
as the Commission may, by rule, prescribe.” 15 U.S.C. 80b-18b). Congress also required the U.S.
Government Accountability Office to study the rule’s compliance costs. See id. at section 412.

14 See Regulating Hedge Funds and other Private Investment Pools, Hearing Before the House Subcommittee
on Securities, Insurance, and Investment, 111 Cong. 50-51 (2009) (Statement of James S. Chanos,
Chairman, Coalition of Private Investment Companies) (stating that the current rule’s scope—which was
“funds and securities” and with an exception from certain protections for privately offered securities—

11
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client funds and securities with qualified custodians has in preventing fraud—a requirement that

applies only if an adviser is subject to the custody rule and the assets are not subject to an

exception from the qualified custodian requirement.’®> Subsequently, Congress authorized the

Commission to prescribe rules requiring advisers to take steps to safeguard all client assets, not

just funds and securities, over which an adviser has custody.

In addition to this legislative context, industry developments prompt us again to

reconsider the important prophylactic protections of the custody rule and to address certain gaps

in protections—some of which Congress identified and gave us the tools to address 13 years

ago.l” We have seen changes in technology, advisory services, and custodial practices create

15

16

17

excluded assets such as privately issued uncertificated securities, bank deposits, real estate assets, swaps,
and interests in other private investment funds leaving a “gaping hole” in the rule) (“Dodd Frank
Regulating Hedge Funds and other Private Investment Pools Testimony by James S. Chanos™). Congress
also heard testimony about the benefits qualified custodians provide in preventing fraud. See id.
(“Requiring independence between the function of managing a private investment fund and controlling its
assets, by requiring that all assets be titled in the name of a custodian bank or broker-dealer for the benefit
of the private fund and requiring all cash flows to move through the independent custodian, would be an
important control. Similarly, requiring an independent check on the records of ownership of the interests in
the private investment fund, as well as imposing standards for the qualification of private investment fund
auditors — neither of which currently is required by the Advisers Act — would also greatly reduce
opportunities for mischief.”).

See S. Rep. No. 111-176, at 77 (2010) (“the custodian requirement largely removes the ability of an
investment adviser to pay the proceeds invested by new investors to old investors. The custodian will take
the instructions to buy or sell securities, but not to remit the proceeds of sales to the adviser or to others
(except in return for share redemptions by investors). At a stroke, this requirement eliminates the ability of
the manager to ‘recycle’ funds from new to old investors.” quoting Testimony of Professor John C. Coffee,
Jr.; The Madoff Investment Securities Fraud: Regulatory and Oversight Concerns and the Need for Reform:
Testimony before the U.S. Senate Committee on Banking, Housing and Urban Affairs, 111th Congress, 1st
session, pp. 8,10 (2009)).

Earlier versions of this bill show that Congress considered retaining the current rule’s funds and securities
formulation. See Investor Protection Act of 2009, H.R. 3817, 111" Cong section 419 (2009).

The current rule has also been the subject of numerous inquiries and requests for staff views. See, e.g.,
Staff Responses to Questions about the Custody Rule (“Custody Rule FAQs”), available at
https://www.sec.gov/divisions/investment/custody_faq_030510.htm; Privately Offered Securities under the
Investment Advisers Act Custody Rule, Division of Investment Management Guidance Update No. 2013-
04 (Aug. 2013) (“2013 IM Guidance”); Private Funds and Application of the Custody Rule to Special
Purpose Vehicles and Escrows, Division of Investment Management Guidance Update No. 2014-07 (June

12
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new and different ways for client assets to be placed at risk of loss, theft, misuse, or
misappropriation that may not be fully addressed under the current rule.

For example, advisory services have expanded and developed in recent years, leading to
questions about the scope of activities that trigger application of the current rule. More
specifically, nearly 20 years ago when the Commission interpreted authorized trading not to be
within the definition of custody, it had stated that clients’ custodians are generally under
instructions to transfer funds or securities out of a client’s account only upon corresponding
transfer of securities or funds into the account. At the time, the Commission’s view was that
such an arrangement would minimize the risk that an adviser could withdraw or misappropriate
the funds or securities in its client’s custodial account.

Discretionary trading practices today, however, do not necessarily involve a one-for-one
exchange of assets under a custodian’s oversight. For instance, an adviser may instruct an issuer
or a transfer agent that recorded ownership of a client’s privately offered security to redeem the
client’s interest and direct the proceeds to a particular account. Because there is no qualified
custodian involved in such a transaction, a client’s ability to monitor its investments for
suspicious activity is limited (e.g., a qualified custodian would not attest to this transaction on the

account statements it provides), and a surprise examination or an audit may not discover any

2014) (“2014 IM Guidance™). Staff reports, statistics, and other staff documents (including those cited
herein) represent the views of Commission staff and are not a rule, regulation, or statement of the
Commission. Furthermore, the Commission has neither approved nor disapproved these documents and,
like all staff statements, they have no legal force or effect, do not alter or amend applicable law, and create
no new or additional obligations for any person. The Commission has expressed no view regarding the
analysis, findings, or conclusions contained therein. As discussed in section 11.J, staff in the Division of
Investment Management is reviewing staff no-action letters and other staff letters to determine whether any
such letters should be withdrawn in connection with any adoption of this proposal. If the rule is adopted,
some of the letters and statements may be moot, superseded, or otherwise inconsistent with the rule and,
therefore, would be withdrawn.

13



misappropriation until the assets are gone. Moreover, if the security is not included in the
sample over which an accountant performs its procedures during a surprise examination or if the
client’s holdings of the security do not meet the materiality threshold for a financial statement
audit, misappropriation may go undetected for an indeterminate amount of time.

Other times, advisers find themselves subject to the rule because of authority they do not
wish to have. For instance, we understand that some advisory clients’ custodial agreements
empower investment advisers with a broad array of authority that they neither want nor use.*®
Advisers have little to no ability to eliminate this authority because they are usually not parties to
the custodial agreements between clients and qualified custodians, but nonetheless these
arrangements result in an adviser having custody under the rule.

While these developments suggest a need to protect clients better and modify the
application of the current rule, other developments suggest a need to improve the rule’s efficacy,
including particularly the protections provided by the qualified custodian, who has long been the
key gatekeeper under this rule. A growing number of assets are not receiving custodial
protections as a result of certain of the current rule’s exceptions from the requirement to maintain
assets with a qualified custodian, particularly the exception for privately offered securities.*®
That exception and the exception for mutual fund shares were adopted at a time when

dematerialized ownership of securities was still developing, and the exceptions were envisioned

18 We use the term “custodial agreement” throughout the release to refer to a contract between an advisory

client and the qualified custodian. The adviser usually is not a party.

19 Preqin Global Private Debt Report (2018), available at https://docs.preqin.com/samples/2018-Preqin-
Global-Private-Debt-Report-Sample-Pages.pdf (showing the growth in private capital assets under
management from 2007 to 2017 by the following asset classes: private equity, p