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SEC Proposes Changes to the Investment Adviser Act
Custody Rule
By Thompson Hine LLP’s Corporate Transactions and Securities Group. Reprinted with permission.

On May 20, the Securities and
Exchange Commission (SEC)
announced proposed amendments to
Rule 206(4)-2 ("Custody Rule") of the
Investment Advisers Act of 1940
("Investment Advisers Act").1 The
comment period for the proposed
amendments closes on July 28, 2009.
In a press release announcing the
proposed rule amendments, SEC
Chair Mary Schapiro stated that the
amendments "are designed to
decrease the likelihood that an
investment adviser could
misappropriate a client's assets and go
undetected."2 The press release noted
that unlike other financial institutions,
investment advisers do not generally
retain physical custody of their clients'
assets. Rather, the clients' assets are
retained by "qualified custodians,"
usually a bank or registered brokerdealer. However, under the Investment
Advisers Act, an investment adviser
may nonetheless be deemed to have
custody of client assets because of its
ability to withdraw client funds or
because the qualified custodian is
affiliated with the investment adviser
and thereby the investment adviser
has indirect access to the clients'
assets. There is little question that the
proposed amendments to the Custody
Rule are a direct result of the Ponzi
scheme in which Bernard Madoff was
able to hide his illegal activities by
using his firm as the custodian for his
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clients' accounts and providing limited
access to information regarding the
accounts to third parties. The
proposed amendments seek to make
independent public accountants the
third-party monitors of adviser custody
arrangements.
The proposed rule amendments, if
adopted, would make the following
changes to the Custody Rule:


Investment advisers deemed to
have custody of client assets
would be subject to an annual
surprise inspection conducted
by an independent public
accountant;



In cases where an investment
adviser has custody of client
assets, the qualified custodian
holding the assets would be
required to deliver quarterly
account statements to the
investment adviser's clients
directly;



Investment advisers providing
advice to clients would be
deemed to have custody of a
client's assets if a related
person of the investment
adviser has access to or
custody of the client's assets;

Continued on page 4
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Tech Tip: Economy getting you down? Install a word processor

free of charge!
By Julie Koehne

“OpenOffice.org 3 can be downloaded and used entirely free of any license fees. OpenOffice.org 3
is released under the LGPL license. This means you may use it for any purpose - domestic,
commercial, educational, public administration. You may install it on as many computers as you
like. You may make copies and give them away to family, friends, students, and employees anyone you like. Downloading and installing Open Office”
You may download your free copy at http://www.openoffice.org/

Continued on page 3
Page 2
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When using the Word Processor, Text document, you are able to save your document in many
different formats to work with other applications.

Document may be saved in PDF format directly without installing a third piece of software.

Open office runs on all major computing platforms, such as, Microsoft Windows, GNU/Linux, Sun
Solaris, Apple Mac and is extremely easy to install. Many people already have documents which
they have created using other common office software packages. OpenOffice.org 3 can read these
files with a very high degree of accuracy, making migration to OpenOffice.org 3 very
straightforward.
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SEC proposes changes, continued from page 1



In cases where the investment
adviser is acting as the qualified
custodian for client assets, the
adviser would be required to obtain
an annual internal control letter, such
as a Type II SAS 70 Report, issued
by an independent public accountant.

Annual Surprise Inspections
The proposed amendments to the Custody
Rule would require that all investment
advisers with custody of clients' assets hire
an independent public accountant to
conduct an annual surprise inspection of the
client accounts, whether maintained by a
qualified custodian or not. The purpose of
the surprise inspection would be to verify
the existence of the assets in the client
accounts, reconcile the information
regarding the accounts with the books and
records of the investment adviser and
reconcile information contained in client
account statements with the books and
records of the investment adviser. Although
the requirement that all investment advisers
be subject to surprise inspections was part
of the Custody Rule as originally adopted,
amendments to the Custody Rule in 2003
created three exceptions to the surprise
examination requirement.3 The proposed
changes would eliminate these exceptions.
Additionally, the investment adviser would
be required to enter into a written
agreement with an independent public
accounting firm to perform the annual
surprise inspections. The independent
public accounting firm would be required to
file mandated forms with the SEC regarding
the inspections or in the event of
termination of the accounting firm in order
for the SEC to be promptly alerted in the
event of any discrepancy discovered during
the inspections or, in the event of any
termination of an accounting firm, alerted to
potential disagreements between the
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adviser and the independent public
accountant regarding the custodial
arrangements.
Quarterly Statements
The proposed amendments to the Custody
Rule also require that the qualified
custodians send client account statements
to the investment adviser's clients directly.
Furthermore, the proposed amendments
require that the investment adviser must
satisfy itself that the qualified custodian is
sending client statements at least on a
quarterly basis. The investment adviser may
accomplish this task either by obtaining
copies of the account statements or by
obtaining a certification from the qualified
custodian that such statements were sent by
the qualified custodian. The proposed
amendments would eliminate an existing
alternative under the Custody Rule that
permits an adviser to send account
statements directly to clients if the adviser
undergoes an annual surprise inspection by
an independent public accounting firm. The
SEC stated in the proposing release that
direct delivery of statements to clients by the
qualified custodian provides the "greatest
assurance of integrity" of the information
contained in the statements. In addition,
investment advisers would be required to
advise their clients, upon opening an
account, that the clients should carefully
compare account statements provided by
the investment adviser (if any) with the
statements provided by the qualified
custodian. The SEC noted that this
proposed requirement would make it more
difficult for rogue investment advisers to
falsify account statements and make it more
likely that discrepancies, whether intentional
or accidental, would be detected. It should,
however, be noted that while other
provisions of the proposed amendments
apply to investment advisers of pooled
investment vehicles (including hedge funds),
Cincinnati Law Library Association Newsletter
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the requirement for qualified custodian delivery of account
statements would not apply to pooled investment vehicles if
the pooled investment vehicle is audited annually by an
independent public accounting firm and the audited financial
statements are distributed to the pooled vehicle's investors
within 120 days (or 180 days in the case of a pooled vehicle
acting as a fund of funds) of the vehicle's fiscal year end.
Related Party Custody
Under the current Custody Rule, the SEC has stated that an
investment adviser is deemed to have custody of a client's
assets if it holds, directly or indirectly, client assets or has the
authority to obtain possession of the client's assets. Many
times an investment adviser has the authority to deduct its
fees from the client's account, write checks against the client's
account or otherwise has authority to withdraw funds or
access securities in a client's account, such as when the
adviser is a general partner in a partnership. The proposed
amendment would expand what constitutes custody by
including those situations where a related person of the
investment adviser holds directly or indirectly, client assets for
which the investment adviser provides investment advice. The
proposal defines a "related person" as anyone who controls, is
controlled by or is under common control with the investment
adviser. This proposed amendment extends the current
interpretations of the Custody Rule that establish a
presumption that the investment adviser may be deemed to
have custody of the assets held by an affiliate, to a situation
where the investment adviser is automatically deemed to have
custody of assets held by an affiliate, provided the investment
adviser provides investment advice related to the assets.
Internal Control Letter
The proposed amendments to the Custody Rule would also
require investment advisers (and related parties of the
investment adviser) who do not maintain assets with a
qualified custodian to obtain an annual report from an
independent public accountant regarding the firm's internal
controls. The report would be required to be prepared in
accordance with the standards established by the U.S. Public
Company Accounting Oversight Board (PCAOB). According to
the proposed amendments, the report must contain a
description of the controls in place related to custodial
services as well as an opinion of the independent public
accountant as to the effectiveness of those controls. The SEC
stated in the proposing release that a Type II SAS-70 report
would be sufficient for purposes of complying with the
Cincinnati Law Library Association Newsletter

Member Benefits
All members have access to the
following valuable resources and
services:

Circulation
privileges
to
borrow from over 40,000 print
volumes for up to 6 weeks at a
time
Access to extensive electronic
databases from the Law
Library, including LexisNexis,
Shepards’, CCH Omnitax,
CCH
Human
Resources
Group, and CCH Business
Group resources, Hein Online
Law Journals and Federal
Register, and over 70 Aspen /
LOISLaw treatises in 16
substantive areas
Wireless network throughout
the Law Library
Polycom videoconferencing
5 meeting rooms with speaker
phones
Professional reference service
by our law librarians, available
via e-mail, telephone, and in
person;
Free document delivery by
fax or e-mail of print and
electronic materials
Inexpensive CLE seminars
throughout the year, on legal
research
and
substantive
topics
In addition, solos and members
whose firm has a membership
have 24 hour remote access
to Fastcase.com case law and
Aspen/LOISLaw treatises
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proposed amendment to the Custody Rule.
Additional Proposals and Request for
Comments
The release also proposed changes to Form ADV
and Form ADV-E necessary to comply with the
proposed amendments. Also, the SEC proposed
that with regard to pooled investment vehicles
that rely on the annual audit exemption for
quarterly statement, that a final audit also be
obtained at the time of liquidation (if other than at
the end of the fiscal year) to assure the liquidated
proceeds are accurate and appropriately
accounted for.
As part of the proposing release the SEC
specifically solicited comments on five issues.
First, have the custodial practices of investment
advisers changed such that the SEC should
reconsider its previous guidance regarding
surprise custodial inspections? Second, should
the surprise inspections also assess the valuation
of securities held in custodial accounts? Third,
should the same independent public accounting
firm be permitted to perform the surprise
inspection and review the internal controls of the
adviser or custodian? Fourth, do the requirements
that the accounting firms register with and issue
reports consistent with PCAOB guidelines make
the inspections too cumbersome or expensive?
And fifth, should the Custody Rule mandate
delivery of the surprise inspection certificate to
investors in pooled investments?
Conclusions
As stated earlier, the comment period for the
proposed amendments ends July 28, 2009. The
initial comments received are mostly opposed to
the proposals, specifically regarding the surprise
inspections. While many of the comments are
from individuals involved in financial planning or
investment advisory businesses, most suggest
that implementation of the proposed amendments
would be unduly burdensome and costly for
smaller advisers and financial planners who
deduct fees from client accounts. Additionally,
many note that certain qualified custodians used
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by a large majority of the financial planners
and investment advisers report any
deduction of fees in monthly statements
that are sent to clients. Most of those
submitting comments suggested this
model as it currently exists is adequate to
deter, or at a minimum, record, illegal
conduct regarding client assets.
Footnotes available at
http://www.thompsonhine.com/publications
/publication1847.html
Please contact Marc L. Collins, Richard S.
Heller, James P. Jalil, Donald S.
Mendelsohn, JoAnn M. Strasser, or
Michael V. Wible at Thompson Hine LLP
for more information

Free CLE and Lunch:
Researching Private Companies
Shannon Kemen, from Keating Muething &
Klekamp, will present Researching Private
Companies: How to Uncover Information
Private Companies Want to Keep Private
on Tuesday, August 18. Lunch will be
provided at 11:30. At noon, Ms. Kemen
will discuss the following:
1. Traditional Company Resources
2. Problems Researching Private
Companies
3. Government Resources for Researching
Private Companies
4. Web Resources for Researching Private
Companies
5. Paper Resources for Researching
Private Companies
6. Other Strategies for Researching
Private Companies
Enjoy a free lunch while earning a free
CLE credit. Please contact us @
513.946.5300 to reserve your seat. We
look forward to seeing you then.
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Twitterpated
By Glenna Herald

A New Platform for the Law
Library’s CCH Databases
Continued from back

Twitter, the social messaging tool, is hip,
happening, and now. Twitterpated twitterers
extol its utility and simplicity, claiming it helps
build and maintain connections in a
disconnected world. Writer Mark Pfeifle, for
example, suggests Twitter should be
considered for the Nobel Peace Prize
because, this June, it gave a voice to the
protestors in Iran when the traditional media
was silenced.
http://www.csmonitor.com/2009/0706/p09s02coop.html
“Exactly what is Twitter?” you ask in an
inquisitive tone. According to its website,
Twitter is “a service for friends, family, and
co–workers to communicate and stay
connected through the exchange of quick,
frequent answers to one simple question:
What are you doing?” http://twitter.com/.
Curious? If so, visit
https://twitter.com/signup to set up a free
account. To “tweet,” answer the question
“What are you doing?” in 140 characters or
less. Updates, called “tweets,” alert your
“followers” to your current status. To make
the most of your Twitter experiences invite
friends and family to join and “follow” them, as
well as your favorite news sources, blogs, and
organizations.
Interested in integrating Twitter into your law
practice to promote business? Jennifer
Campbell’s concise article “Can Twitter Help
Build Your Law Practice?” may provide some
insights.
http://integritymarketing.typepad.com/ims/200
9/07/can-twitter-help-build-your-lawpractice.html Another good resource, housed
at the CLLA, is Sally Schmidt’s book,
Marketing the Law Firm: Business
Development Techniques. This publication
offers tips on using social networking tools,
including Twitter, to expand your practice.
Good luck!
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IntelliConnect’s key features include:









Intuitive and innovative research
capabilities
Easy searching and browsing
Filtering for fine-tuned results
Split-screen display for easier navigation
Multiple searches saved in tab format
Ability to search within a search for
refined results
Ability to save searches and set up alerts

You might want to watch a brief
IntelliConnect demo video on YouTube at
http://www.youtube.com/watch?v=WVcJN7cF
D18 .
It will give you a good overview of the
changes and a look at this new platform.
Advertisement

NOT ENOUGH TIME FOR
RESEARCH?
I am an experienced Michigan Law grad
available for legal research and writing on a
contract basis.
Whether it’s a quick question or an extended
project, I can quickly and concisely get you
the information you need.
It’s like having an associate attorney on call!
For more information, contact:
Matthew Batista
(513) 221-5261
mbatista@fuse.net
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A New Platform for the Law Library’s CCH Databases
By Mary Jenkins

CCH has implemented a new interface called IntelliConnect for its databases. The Law
Library offers quite a few CCH products online including, for example, sources on international
business, products liability, IP, M&A, financial and estate planning, and employment law. You
will see the full range of our CCH online products in our computer lab. CCH newsletters are
available 24/7 by remote login.
As CCH notes on its website, “IntelliConnect is a revolutionary research platform that
streamlines your workflow with improved search capabilities and unprecedented access to
CCH’s world-class content. IntelliConnect is a functional and technological evolution to our
current, renowned research platform, known as Tax Research NetWork and Internet Research
NetWork.”

Continued on page 7
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