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§275.206(4)-1 Advertisements by in-
vestment advisers.

(a) It shall constitute a fraudulent,
deceptive, or manipulative act, prac-
tice, or course of business within the
meaning of section 206(4) of the Act (15
U.S.C. 80b—-6(4)) for any investment ad-
viser registered or required to be reg-
istered under section 203 of the Act (156
U.S.C. 80b-3), directly or indirectly, to
publish, circulate, or distribute any ad-
vertisement:

(1) Which refers, directly or indi-
rectly, to any testimonial of any kind
concerning the investment adviser or
concerning any advice, anaylsis, report
or other service rendered by such in-
vestment adviser; or

(2) Which refers, directly or indi-
rectly, to past specific recommenda-
tions of such investment adviser which
were or would have been profitable to
any person: Provided, however, That
this shall not prohibit an advertise-
ment which sets out or offers to fur-
nish a list of all recommendations
made by such investment adviser with-
in the immediately preceding period of
not less than one year if such adver-
tisement, and such list if it is furnished
separately: (i) State the name of each
such security recommended, the date
and nature of each such recommenda-
tion (e.g., whether to buy, sell or hold),
the market price at that time, the
price at which the recommendation
was to be acted upon, and the market
price of each such security as of the
most recent practicable date, and (ii)
contain the following cautionary leg-
end on the first page thereof in print or
type as large as the largest print or
type used in the body or text thereof:
“it should not be assumed that rec-
ommendations made in the future will
be profitable or will equal the perform-
ance of the securities in this list’’; or

(3) Which represents, directly or indi-
rectly, that any graph, chart, formula
or other device being offered can in and
of itself be used to determine which se-
curities to buy or sell, or when to buy
or sell them; or which represents di-
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rectly or indirectly, that any graph,
chart, formula or other device being of-
fered will assist any person in making
his own decisions as to which securities
to buy, sell, or when to buy or sell
them, without prominently disclosing
in such advertisement the limitations
thereof and the difficulties with re-
spect to its use; or

(4) Which contains any statement to
the effect that any report, analysis, or
other service will be furnished free or
without charge, unless such report,
analysis or other service actually is or
will be furnished entirely free and
without any condition or obligation,
directly or indirectly; or

(6) Which contains any untrue state-
ment of a material fact, or which is
otherwise false or misleading.

(b) For the purposes of this section
the term advertisement shall include
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 (15 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:
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(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. If you send account state-
ments to a client to which you are re-
quired to provide this notice, include in
the notification provided to that client
and in any subsequent account state-
ment you send that client a statement
urging the client to compare the ac-
count statements from the custodian
with those from the adviser.

(38) Account statements to clients. You
have a reasonable basis, after due in-
quiry, for believing that the qualified
custodian sends an account statement,
at least quarterly, to each of your cli-
ents for which it maintains funds or se-
curities, identifying the amount of
funds and of each security in the ac-
count at the end of the period and set-
ting forth all transactions in the ac-
count during that period.

(4) Independent verification. The client
funds and securities of which you have
custody are verified by actual exam-
ination at least once during each cal-
endar year, except as provided below,
by an independent public accountant,
pursuant to a written agreement be-
tween you and the accountant, at a
time that is chosen by the accountant
without prior notice or announcement
to you and that is irregular from year
to year. The written agreement must
provide for the first examination to
occur within six months of becoming
subject to this paragraph, except that,
if you maintain client funds or securi-
ties pursuant to this section as a quali-
fied custodian, the agreement must
provide for the first examination to
occur no later than six months after
obtaining the internal control report.
The written agreement must require
the accountant to:

17 CFR Ch. Il (4-1-11 Edition)

(i) File a certificate on Form ADV-E
(17 CFR 279.8) with the Commission
within 120 days of the time chosen by
the accountant in paragraph (a)(4) of
this section, stating that it has exam-
ined the funds and securities and de-
scribing the nature and extent of the
examination;

(ii) Upon finding any material dis-
crepancies during the course of the ex-
amination, notify the Commission
within 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 Compli-
ance Inspections and Examinations;
and

(iii) Upon resignation or dismissal
from, or other termination of, the en-
gagement, or upon removing itself or
being removed from consideration for
being reappointed, file within four
business days Form ADV-E accom-
panied by a statement that includes:

(A) The date of such resignation, dis-
missal, removal, or other termination,
and the name, address, and contact in-
formation of the accountant; and

(B) An explanation of any problems
relating to examination scope or proce-
dure that contributed to such resigna-
tion, dismissal, removal, or other ter-
mination.

(5) Special rule for limited partnerships
and limited liability companies. If you or
a related person is a general partner of
a limited partnership (or managing
member of a limited liability company,
or hold a comparable position for an-
other type of pooled investment vehi-
cle), the account statements required
under paragraph (a)(3) of this section
must be sent to each limited partner
(or member or other beneficial owner).

(6) Investment advisers acting as quali-
fied custodians. If you maintain, or if
you have custody because a related
person maintains, client funds or secu-
rities pursuant to this section as a
qualified custodian in connection with
advisory services you provide to cli-
ents:

(i) The independent public account-
ant you retain to perform the inde-
pendent verification required by para-
graph (a)(4) of this section must be reg-
istered with, and subject to regular in-
spection as of the commencement of
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the professional engagement period,
and as of each calendar year-end, by,
the Public Company Accounting Over-
sight Board in accordance with its
rules; and

(ii) You must obtain, or receive from
your related person, within six months
of becoming subject to this paragraph
and thereafter no less frequently than
once each calendar year a written in-
ternal control report prepared by an
independent public accountant:

(A) The internal control report must
include an opinion of an independent
public accountant as to whether con-
trols have been placed in operation as
of a specific date, and are suitably de-
signed and are operating effectively to
meet control objectives relating to cus-
todial services, including the safe-
guarding of funds and securities held
by either you or a related person on be-
half of your advisory clients, during
the year;

(B) The independent public account-
ant must verify that the funds and se-
curities are reconciled to a custodian
other than you or your related person;
and

(C) The independent public account-
ant must be registered with, and sub-
ject to regular inspection as of the
commencement of the professional en-
gagement period, and as of each cal-
endar year-end, by, the Public Com-
pany Accounting Oversight Board in
accordance with its rules.

(7 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
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
paragraph (a)(1) of this section with re-
spect to securities that are:

(A) Acquired from the issuer in a
transaction or chain of transactions
not involving any public offering;
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(B) Uncertificated, and ownership
thereof is recorded only on the 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)(i) 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 a
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)(4) of this section.

(3) Fee deduction. Notwithstanding
paragraph (a)(4) of this section, you are
not required to obtain an independent
verification of client funds and securi-
ties maintained by a qualified custo-
dian if:

(i) you have custody of the funds and
securities solely as a consequence of
your authority to make withdrawals
from client accounts to pay your advi-
sory fee; and

(ii) if the qualified custodian is a re-
lated person, you can rely on para-
graph (b)(6) of this section.

(4) Limited partnerships subject to an-
nual audit. You are not required to
comply with paragraphs (a)(2) and
(a)(3) of this section and you shall be
deemed to have complied with para-
graph (a)(4) of this section with respect
to the account of a limited partnership
(or limited liability company, or an-
other type of pooled investment vehi-
cle) that is subject to audit (as defined
in rule 1-02(d) of Regulation S-X (17
CFR 210.1-02(d))):

(i) 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;

(ii) By an independent public ac-
countant that is registered with, and
subject to regular inspection as of the
commencement of the professional en-
gagement period, and as of each cal-
endar year-end, by, the Public Com-
pany Accounting Oversight Board in
accordance with its rules; and
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(iii) Upon liquidation 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) promptly after the com-
pletion of such audit.

(5) 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).

(6) Certain Related Persons. Notwith-
standing paragraph (a)(4) of this sec-
tion, you are not required to obtain an
independent verification of client funds
and securities if:

(1) You have custody under this rule
solely because a related person holds,
directly or indirectly, client funds or
securities, or has any authority to ob-
tain possession of them, in connection
with advisory services you provide to
clients; and

(ii) Your related person is operation-
ally independent of you.

(c) Delivery to Related Person. Sending
an account statement under paragraph
(a)(b) of this section or distributing au-
dited financial statements under para-
graph (b)(4) of this section shall not
satisfy the requirements of this section
if such account statements or financial
statements are sent solely to limited
partners (or members or other bene-
ficial owners) that themselves are lim-
ited partnerships (or limited liability
companies, or another type of pooled
investment vehicle) and are your re-
lated persons.

(d) Definitions. For the purposes of
this section:

(1) Control means the power, directly
or indirectly, to direct the manage-
ment or policies of a person, whether
through ownership of securities, by
contract, or otherwise. Control in-
cludes:

(i) Each of your firm’s officers, part-
ners, or directors exercising executive
responsibility (or persons having simi-
lar status or functions) is presumed to
control your firm;

(ii) A person is presumed to control a
corporation if the person:

(A) Directly or indirectly has the
right to vote 25 percent or more of a

17 CFR Ch. Il (4-1-11 Edition)

class of the corporation’s voting securi-
ties; or

(B) Has the power to sell or direct the
sale of 256 percent or more of a class of
the corporation’s voting securities;

(iii) A person is presumed to control
a partnership if the person has the
right to receive upon dissolution, or
has contributed, 256 percent or more of
the capital of the partnership;

(iv) A person is presumed to control a
limited liability company if the person:

(A) Directly or indirectly has the
right to vote 25 percent or more of a
class of the interests of the limited Ili-
ability company;

(B) Has the right to receive upon dis-
solution, or has contributed, 25 percent
or more of the capital of the limited 1li-
ability company; or

(C) Is an elected manager of the lim-
ited liability company; or

(v) A person is presumed to control a
trust if the person is a trustee or man-
aging agent of the trust.

(2) Custody means holding, directly or
indirectly, client funds or securities, or
having any authority to obtain posses-
sion of them. You have custody if a re-
lated person holds, directly or indi-
rectly, client funds or securities, or has
any authority to obtain possession of
them, in connection with advisory
services you provide to clients. Cus-
tody includes:

(i) Possession of client funds or secu-
rities (but not of checks drawn by cli-
ents and made payable to third parties)
unless you receive them inadvertently
and you return them to the sender
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.

(3) Independent public accountant
means a public accountant that meets

1018



Securities and Exchange Commission

the standards of independence de-
scribed in rule 2-01(b) and (c) of Regula-
tion S-X (17 CFR 210.2-01(b) and (c)).

(4) 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.

(5) Operationally independent: for pur-
poses of paragraph (b)(6) of this sec-
tion, a related person is presumed not
to be operationally independent unless
each of the following conditions is met
and no other circumstances can reason-
ably be expected to compromise the
operational independence of the related
person: (i) Client assets in the custody
of the related person are not subject to
claims of the adviser’s creditors; (ii)
advisory personnel do not have custody
or possession of, or direct or indirect
access to client assets of which the re-
lated person has custody, or the power
to control the disposition of such client
assets to third parties for the benefit of
the adviser or its related persons, or
otherwise have the opportunity to mis-
appropriate such client assets; (iii) ad-
visory personnel and personnel of the
related person who have access to advi-
sory client assets are not under com-
mon supervision; and (iv) advisory per-
sonnel do not hold any position with
the related person or share premises
with the related person.

(6) 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);
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(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)),
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.

(7) Related person means any person,
directly or indirectly, controlling or
controlled by you, and any person that
is under common control with you.

[75 FR 1484, Jan. 11, 2010]

§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

(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
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