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visers to Face Amended Custody Rule  

t week, as planned, the SEC issued its final adopting release for Rule 206(4)-2, the so-called “Custody Rule” under the 
stment Advisers Act of 1940 (http://www.sec.gov/rules/final/ia-2176.htm).  The overhauled Custody Rule signals a new era 
e protection of client funds and securities by registered investment advisers.  Although the effective date for the rule is 

ember 5, 2003, registered advisers are not required to comply with the amended rule until April 1, 2004.  We alerted our 
ts to this amended compliance obligation earlier in SecMail® No. 03-09-12 (http://www.ffhsj.com/secreg/pdf/sc030912.pdf). 

 current custody landscape remains 
ct until April 1, 2004.  The existing 
tody Rule requires that registered 
stment advisers with custody of client 
s or securities maintain them so as to 
ect them from, among other things, (i) 
wful activities by investment advisers 
eir employees, or (ii) financial 
rses, including insolvency of the 
stment adviser.  

 Custody Rule in force until April 1, 
, requires an investment adviser to 
sit client funds into bank accounts, to 
in from commingling client funds 
 the investment adviser’s funds, and 
gregate, identify and hold client 
rities in a safe place.  After receiving 
t funds or securities, an investment 
ser must notify the client of how and 
re the funds or securities will be 

maintained.  Finally, an investment 
adviser must send clients quarterly 
account statements, and must be subject to 
a yearly surprise examination by an 
independent public accountant.   

The amendments sought to harmonize 
the rule with modern custodial 
practices and more clearly to define 
when an investment adviser has 
custodianship of client assets.  While 
commenters raised numerous specific 
concerns about the proposed rule, many of 
which were addressed by the SEC, the 
final Custody Rule closely resembles, 
with a few important changes, the 
Custody Rule originally proposed on July 
18, 2002.  

Significantly, the final rule includes a 
quarterly reporting exemption for 

registered advisers to hedge funds 
delivering audited financial statements in 
a timely fashion and broadens the 
category of permitted custodians 
(previously primarily limited to banks) 
through the definition of a new term – 
“qualified custodian.”  

In addition, registered advisers can only 
continue until April to follow custody 
procedures established under decades of 
Staff no-action letters.  The SEC has 
withdrawn, effective April 1, 2004, the 
Staff letters concerning the prior Custody 
Rule that advisers had relied upon to 
custody funds and securities (including, 
e.g., Investment Counsel Association of 
America, Inc. (June 9, 1982); Bennett 
Management Co. (Feb. 26, 1990); Canyon 
Management Co. (Oct. 15, 1991); PIMS, 
Inc. (Oct. 21, 1991); Pacific Management, 
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Third, an adviser would have custody of 
client funds or securities if the adviser 
serves as the legal owner of, or has access 
to, such funds or securities (e.g., a general 
partner and investment adviser to a 
limited partnership typically has authority 
to dispose of funds and securities in the 
limited partnership’s account and would 
be deemed to have custody).  

Ltd. (Oct. 29, 1991); Lee Capital 
Management (Oct. 29, 1991); Eichler 
Magnin, Inc. (Nov. 4, 1991); GBU, Inc. 
(Apr. 22, 1993); John B. Kennedy (June 
5, 1996) and Securities America Advisers 
Inc. (Apr. 4, 1997)). 

1.  Definition of “Custody”  

The SEC has now defined the term 
“custody” as “holding, directly or 
indirectly, client funds or securities, or 
having any authority to obtain possession 
of them,” consistent with the Form ADV 
definition. 

In order to clarify when an investment 
adviser has custody of client funds and 
securities, the SEC introduced three 
examples in the rule designed to illustrate 
situations when an adviser has custody of 
client funds or securities. 

First, rejecting commenters’ suggestions 
for permissive forwarding of assets, an 
adviser that has any possession or control 
of client funds or securities would be 
deemed to have custody of those funds or 
securities, even if the adviser forwards the 
funds or securities and holds them very 
briefly.  An adviser that inadvertently 
receives client funds or securities would 
not be deemed to have custody.  This 
exception, however, would apply only if 
the adviser returns the funds or securities 
to the sender within three business days of 
receipt.   

Second, an adviser would have custody of 
client funds or securities if the adviser has 
the authority to withdraw or deduct such 
funds or securities (or the ability to deduct 
advisory fees or expenses) from a client’s 
account.  

The SEC refused to exclude advisers’ fees 
from the definition of “custody” as 
commenters had suggested, but instead 
amended Form ADV so that advisers that 
have custody only because they deduct 
fees may answer “no” to Item 9 of Form 
ADV and will not need to amend their 
registration statements.  The change to 
Form ADV, however, will not be 
implemented for several months.  The 
SEC has instructed advisers in the interim 
to answer “no” to Item 9 of current Form 
ADV if they have custody only because 
they deduct fees.   

2.  Qualified Custodian 

To address concerns regarding the 
adequate protection of client securities, 
the SEC required registered investment 
advisers to maintain both a client’s funds 
and securities with a newly defined class 
of custodian, termed a “qualified 
custodian.”  Qualified custodians are 
defined as:  broker-dealers, banks, FDIC-
insured savings associations, registered 
futures commission merchants, and 
certain foreign financial institutions.   

Mutual fund shares and private issues are 
treated differently under the amended 
rule.  Taking into consideration 
commenter concern over the practice of 
purchasing mutual fund shares directly 
from transfer agents rather than broker-

dealers (who are qualified custodians), the 
Commission elected to permit advisers to 
use a mutual fund transfer agent in lieu of 
a qualified custodian.  Certain privately 
issued securities are exempted from the 
rule, subject to the restrictions detailed 
below. 

3.  Account Statements 

The SEC’s amendments exempt registered 
advisers from the Custody Rule 
requirement that the adviser (i) send a 
quarterly account statement to each client 
and (ii) use an independent public 
accountant to conduct an annual surprise 
examination, so long as the qualified 
custodian directly sends quarterly account 
statements to each client.  The Staff had 
originally proposed monthly account 
statements, but acquiesced to commenter 
concerns over increased costs.  Account 
statements must identify the amount of 
funds and of each security in the account 
at the end of the period and set forth all 
transactions in the account for that period. 

Advisers that do not direct their qualified 
custodians to send clients quarterly 
statements would continue to be required 
to send such statements quarterly and be 
subject to an annual surprise examination 
by an independent accountant.   

In another development, the SEC required 
accountants that conduct surprise 
examinations to notify the Office of 
Compliance Inspections and 
Examinations within just one business day 
when they discover any “material 
discrepancies,” a term the SEC did not 
define.  This dramatically short 
notification period leaves little room for 
consultation by accountants.  The 
Commission stated in its final rule release 
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that the independent accountant “may first 
take reasonable steps to establish the basis 
for believing a material discrepancy 
exists” and further, that “[t]he obligation 
to notify the Commission arises once the 
accountant has a basis for believing there 
is a material discrepancy.”  The SEC 
suggested that “[o]rdinarily, an accountant 
should be able to determine promptly 
whether it has a basis for believing there 
is a material discrepancy.”  The 
Commission rejected a commenter 
suggestion to reform the surprise 
examination process by using sampling 
review rather that 100% review and 
confirmation.  

The Commission also responded to 
concerns that some advisory clients may 
not want to receive reports; these clients 
may appoint an “independent 
representative” to receive reports instead, 
defined as a person who (i) acts as agent 
for an advisory client and by law or 
contract is obligated to act in the best 
interest of the advisory client; (ii) does 
not control, is not controlled by, and is not 
under common control with the adviser; 
and (iii) does not have, and has not had 
within the past two years a material 
business relationship with the adviser.   

The rule also clarifies that account 
statements must be sent directly to 
investors in pooled investment vehicles, 
such as limited partnerships or offshore 
corporations, if the adviser to the pool 
also acts as its general partner, managing 
member or in a similar capacity and has 
custody of client funds or securities.   

4.  Exemptions 

Significantly, the SEC provided a limited 
exemption from the quarterly account 

statement reporting requirement of the 
rule for registered advisers that have 
custody of client funds or securities in 
pooled investment vehicles.  Registered 
advisers using such entities are exempted 
from complying with quarterly reporting 
provisions of the Custody Rule if the 
vehicle (i) has its transactions and assets 
audited at least annually and (ii) 
distributes its financial statements, which 
have been prepared in accordance with 
GAAP, to all investors in the pooled 
investment vehicle within 120 days of the 
end of its fiscal year.  Pooled investment 
vehicles will still have to comply with the 
other aspects of the rule, including 
holding funds and securities with a 
qualified custodian.  Fund documents for 
registered advisers utilizing pooled 
investment vehicles do not need to require 
the audit and timed distribution, but 
advisers will need to do both to take 
advantage of this limited exemption from 
quarterly reporting. 

It is not yet clear whether offshore funds 
managed by registered advisers uniformly 
will be able to meet the time delivery 
requirement, but the time span is an 
improvement over the proposed 90-day 
distribution period contemplated in the 
original rule proposal. 

The SEC also changed its approach to 
non-DTC investments in the Amended 
Custody Rule.  It exempted from the rule 
certain uncertificated privately issued 
securities, defined as securities (i) whose 
ownership is only recorded on the books 
of the issuer or its transfer agent in the 
name of the client and (ii) whose transfer 
of ownership is subject to prior consent of 
the issuer or holders of the issuer's 
outstanding securities.  Limited 

partnerships, however, may only use this 
exception if the limited partnership is 
audited annually and audited financial 
statements are distributed within 120 days 
of the end of its fiscal year.   

It is not clear how the SEC will treat 
certain bank debt transactions, such as 
assignments and participations, and other 
transactions in equities and derivatives 
that may not fall within this exemption 
because they are not recorded by a 
transfer agent or consent is not required 
and that are not otherwise capable of 
being held by a custodian.  We are 
speaking with the Staff concerning this 
aspect of the amended rule.  Advisers 
should be alert for further developments. 

The SEC also eliminated the prior 
exemption in Rule 206(4)-2 for advisers 
that are also registered broker-dealers 
(because they are “qualified custodians” 
under the rule) and exempted from the 
rule advisers to registered investment 
companies.   

Finally, the Commission eliminated the 
current requirement that an adviser with 
custody of client funds or securities 
include an audited balance sheet in their 
client brochures. 

5.  Select Implications 

In light of the above amendments, 
registered advisers to hedge funds should 
consider the following: 

• Reviewing existing domestic 
fund annual cycles to conform to 
the 120-day audit delivery 
requirement. 
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• Defining the scope of the phrase 

“material discrepancies” (and 
arranging a related dialogue with 
the OCIE). 

• Reviewing procedures and 
recordkeeping to demonstrate 
proper calculation of fees at the 
time of payment. 

• Working with administrators and 
sponsors of offshore funds to 
meet the 120-day audit delivery 
requirement and to consider 
utilizing the “independent 
representative” option for client 
reports. 

• Communicating with clients to 
explain what their audit 
procedures will be going 
forward. 

Accountants performing the surprise 
review function should consider the 
following: 

• Reviewing brochures and 
offering materials for 
conforming changes. 

• Revising or adopting written 
procedures (consistent with 
applicable standards) to 
formalize and document the 
review function. 

• Preparing standard 
communications. 

• Eliminating PIMS-type Staff no-
action letter custody procedures.  
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