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§275.206(4)-2

any notice, circular, letter or other
written communication addressed to
more than one person, or any notice or
other announcement in any publication
or by radio or television, which offers
(1) any analysis, report, or publication
concerning securities, or which is to be
used in making any determination as
to when to buy or sell any security, or
which security to buy or sell, or (2) any
graph, chart, formula, or other device
to be used in making any determina-
tion as to when to buy or sell any secu-
rity, or which security to buy or sell,
or (3) any other investment advisory
service with regard to securities.

(Sec. 206, 54 Stat. 852, as amended; 15 U.S.C.
80b-6)

[26 FR 10549, Nov. 9, 1961, as amended at 62
FR 28135, May 22, 1997]

§275.206(4)-2 Custody of funds or se-
curities of clients by investment ad-
visers.

(a) Safekeeping required. If you are an
investment adviser registered or re-
quired to be registered under section
203 of the Act (156 U.S.C. 80b-3), it is a
fraudulent, deceptive, or manipulative
act, practice or course of business
within the meaning of section 206(4) of
the Act (15 U.S.C. 80b—-6(4)) for you to
have custody of client funds or securi-
ties unless:

(1) Qualified custodian. A qualified
custodian maintains those funds and
securities:

(i) In a separate account for each cli-
ent under that client’s name; or

(ii) In accounts that contain only
your clients’ funds and securities,
under your name as agent or trustee
for the clients.

(2) Notice to clients. If you open an ac-
count with a qualified custodian on
your client’s behalf, either under the
client’s name or under your name as
agent, you notify the client in writing
of the qualified custodian’s name, ad-
dress, and the manner in which the
funds or securities are maintained,
promptly when the account is opened
and following any changes to this in-
formation.

(3) Account statements to clients—i) By
qualified custodian. You have a reason-
able basis for believing that the quali-
fied custodian sends an account state-
ment, at least quarterly, to each of
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your clients for which it maintains
funds or securities, identifying the
amount of funds and of each security in
the account at the end of the period
and setting forth all transactions in
the account during that period; or

(ii) By adviser. (A) You send a quar-
terly account statement to each of
your clients for whom you have cus-
tody of funds or securities, identifying
the amount of funds and of each secu-
rity of which you have custody at the
end of the period and setting forth all
transactions during that period;

(B) An independent public account-
ant verifies all of those funds and secu-
rities by actual examination at least
once during each calendar year at a
time that is chosen by the accountant
without prior notice or announcement
to you and that is irregular from year
to year, and files a certificate on Form
ADV-E (17 CFR 279.8) with the Commis-
sion within 30 days after the comple-
tion of the examination, stating that it
has examined the funds and securities
and describing the nature and extent of
the examination; and

(C) The independent public account-
ant, upon finding any material discrep-
ancies during the course of the exam-
ination, notifies the Commission with-
in one business day of the finding, by
means of a facsimile transmission or
electronic mail, followed by first class
mail, directed to the attention of the
Director of the Office of Compliance In-
spections and Examinations; and

(iii) Special rule for limited partner-
ships and limited liability companies. If
you are a general partner of a limited
partnership (or managing member of a
limited liability company, or hold a
comparable position for another type
of pooled investment vehicle), the ac-
count statements required under para-
graphs (a)(3)(i) or (a)(3)(ii) of this sec-
tion must be sent to each limited part-
ner (or member or other beneficial
owner).

(4) Independent representatives. A cli-
ent may designate an independent rep-
resentative to receive, on his behalf,
notices and account statements as re-
quired under paragraphs (a)(2) and
(a)(3) of this section.

(b) Exceptions—(1) Shares of mutual
funds. With respect to shares of an
open-end company as defined in section
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5(a)(1) of the Investment Company Act
of 1940 (15 U.S.C. 80a-5(a)(1)) (‘“‘mutual
fund’’), you may use the mutual fund’s
transfer agent in lieu of a qualified cus-
todian for purposes of complying with
paragraph (a) of this section;

(2) Certain privately offered securities.
(i) You are not required to comply with
this section with respect to securities
that are:

(A) Acquired from the issuer in a
transaction or chain of transactions
not involving any public offering;

(B) Uncertificated, and ownership
thereof is recorded only on books of the
issuer or its transfer agent in the name
of the client; and

(C) Transferable only with prior con-
sent of the issuer or holders of the out-
standing securities of the issuer.

(ii) Notwithstanding paragraph
(b)(2)(1) of this section, the provisions
of this paragraph (b)(2) are available
with respect to securities held for the
account of a limited partnership (or
limited liability company, or other
type of pooled investment vehicle) only
if the limited partnership is audited,
and the audited financial statements
are distributed, as described in para-
graph (b)(3) of this section.

(3) Limited partnerships subject to an-
nual audit. You are not required to
comply with paragraph (a)(3) of this
section with respect to the account of
a limited partnership (or limited liabil-
ity company, or another type of pooled
investment vehicle) that is subject to
audit (as defined in section 2(d) of Arti-
cle 1 of Regulation S-X (17 CFR 210.1-
02(d)) at least annually and distributes
its audited financial statements pre-
pared in accordance with generally ac-
cepted accounting principles to all lim-
ited partners (or members or other ben-
eficial owners) within 120 days of the
end of its fiscal year, or in the case of
a fund of funds within 180 days of the
end of its fiscal year; and

(4) Registered investment companies.
You are not required to comply with
this section (17 CFR 275.206(4)-2) with
respect to the account of an invest-
ment company registered under the In-
vestment Company Act of 1940 (15
U.S.C. 80a-1 to 80a—64).

(c) Definitions. For the purposes of
this section:
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(1) Custody means holding, directly or
indirectly, client funds or securities, or
having any authority to obtain posses-
sion of them. Custody includes:

(i) Possession of client funds or secu-
rities, (but not of checks drawn by cli-
ents and made payable to third par-
ties,) unless you receive them inadvert-
ently and you return them to the send-
er promptly but in any case within
three business days of receiving them;

(ii) Any arrangement (including a
general power of attorney) under which
you are authorized or permitted to
withdraw client funds or securities
maintained with a custodian upon your
instruction to the custodian; and

(iii) Any capacity (such as general
partner of a limited partnership, man-
aging member of a limited liability
company or a comparable position for
another type of pooled investment ve-
hicle, or trustee of a trust) that gives
you or your supervised person legal
ownership of or access to client funds
or securities.

(2) Independent representative means a
person that:

(i) Acts as agent for an advisory cli-
ent, including in the case of a pooled
investment vehicle, for limited part-
ners of a limited partnership (or mem-
bers of a limited liability company, or
other beneficial owners of another type
of pooled investment vehicle) and by
law or contract is obliged to act in the
best interest of the advisory client or
the limited partners (or members, or
other beneficial owners);

(ii) Does not control, is not con-
trolled by, and is not under common
control with you; and

(iii) Does not have, and has not had
within the past two years, a material
business relationship with you.

(3) Qualified custodian means:

(i) A bank as defined in section
202(a)(2) of the Advisers Act (15 U.S.C.
80b—2(a)(2)) or a savings association as
defined in section 3(b)(1) of the Federal
Deposit Insurance Act (12 TU.S.C.
1813(b)(1)) that has deposits insured by
the Federal Deposit Insurance Corpora-
tion under the Federal Deposit Insur-
ance Act (12 U.S.C. 1811);

(ii) A broker-dealer registered under
section 15(b)(1) of the Securities Ex-
change Act of 1934 (156 U.S.C. 780(b)(1)),
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holding the client assets in customer
accounts;

(iii) A futures commission merchant
registered under section 4f(a) of the
Commodity Exchange Act (7 U.S.C.
6f(a)), holding the client assets in cus-
tomer accounts, but only with respect
to clients’ funds and security futures,
or other securities incidental to trans-
actions in contracts for the purchase or
sale of a commodity for future delivery
and options thereon; and

(iv) A foreign financial institution
that customarily holds financial assets
for its customers, provided that the
foreign financial institution keeps the
advisory clients’ assets in customer ac-
counts segregated from its proprietary
assets.

(4) Fund of funds means a limited
partnership (or limited liability com-
pany, or another type of pooled invest-
ment vehicle) that invests 10 percent or
more of its total assets in other pooled
investment vehicles that are not, and
are not advised by, a related person (as
defined in Form ADV (17 CFR 279.1)), of
the limited partnership, its general
partner, or its adviser.

[68 FR 56700, Oct. 1, 2003; 68 FR 61555, Oct. 28,
2003, as amended at 69 FR 72088, Dec. 10, 2004]

§275.206(4)-3 Cash payments for client
solicitations.

(a) It shall be unlawful for any in-
vestment adviser required to be reg-
istered pursuant to section 203 of the
Act to pay a cash fee, directly or indi-
rectly, to a solicitor with respect to so-
licitation activities unless:

(1)(i) The investment adviser is reg-
istered under the Act;

(ii) The solicitor is not a person (A)
subject to a Commission order issued
under section 203(f) of the Act, or (B)
convicted within the previous ten years
of any felony or misdemeanor involv-
ing conduct described in section
203(e)(2)(A) through (D) of the Act, or
(C) who has been found by the Commis-
sion to have engaged, or has been con-
victed of engaging, in any of the con-
duct specified in paragraphs (1), (5) or
(6) of section 203(e) of the Act, or (D) is
subject to an order, judgment or decree
described in section 203(e)(4) of the Act;
and

17 CFR Ch. Il (4-1-07 Edition)

(iii) Such cash fee is paid pursuant to
a written agreement to which the ad-
viser is a party; and

NOTE: The investment adviser shall retain
a copy of each written agreement required
by this paragraph as part of the records re-
quired to be kept under §275.204-2(a)(10) of
this chapter.

(2) Such cash fee is paid to a solic-
itor:

(i) With respect to solicitation activi-
ties for the provision of impersonal ad-
visory services only; or

(ii) Who is (A) a partner, officer, di-
rector or employee of such investment
adviser or (B) a partner, officer, direc-
tor or employee of a person which con-
trols, is controlled by, or is under com-
mon control with such investment ad-
viser: Provided, That the status of such
solicitor as a partner, officer, director
or employee of such investment adviser
or other person, and any affiliation be-
tween the investment adviser and such
other person, is disclosed to the client
at the time of the solicitation or refer-
ral; or

(iii) Other than a solicitor specified
in paragraph (a)(2) (i) or (ii) of this sec-
tion if all of the following conditions
are met:

(A) The written agreement required
by paragraph (a)(1)(iii) of this section:
(1) Describes the solicitation activities
to be engaged in by the solicitor on be-
half of the investment adviser and the
compensation to be received therefor;
(2) contains an undertaking by the so-
licitor to perform his duties under the
agreement in a manner consistent with
the instructions of the investment ad-
viser and the provisions of the Act and
the rules thereunder; (3) requires that
the solicitor, at the time of any solici-
tation activities for which compensa-
tion is paid or to be paid by the invest-
ment adviser, provide the client with a
current copy of the investment advis-
er’s written disclosure statement re-
quired by §275.204-3 of this chapter
(‘““brochure rule”) and a separate writ-
ten disclosure document described in
paragraph (b) of this rule.

(B) The investment adviser receives
from the client, prior to, or at the time
of, entering into any written or oral in-
vestment advisory contract with such
client, a signed and dated acknowledg-
ment of receipt of the investment ad-
viser’s written disclosure statement
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