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New Rules, Proposed Rules and Guidance

SEC Extends Temporary Rule Regarding Adviser Principal Trades 
On December 17, 2014, the SEC adopted an amendment to Rule 206(3)-3T to extend the Rule’s 
expiration date by two years until December 31, 2016. The temporary Rule provides an alternative 
method for investment advisers who are also broker-dealers to comply with Section 206(3) of the 
Advisers Act, which requires an adviser to obtain client consent prior to engaging in a principal 
transaction with the client. Rule 206(3)-3T was initially adopted on September 24, 2007 in response 
to a federal appeals court decision that vacated Rule 202(a)(11)-1 of the Advisers Act, which allowed 
registered broker-dealers to offer fee-based accounts without being regulated as investment advisers. 
Pursuant to Rule 206(3)-3T, if an adviser enters into a principal trade with a client, the adviser will be 
deemed to comply with Section 206(3) if the adviser, among other things: (1) obtains written, revocable 
consent from the client prospectively authorizing principal trades; (2) provides written prospective 
disclosure regarding the conflicts arising from principal trades; (3) provides certain disclosures, either 
oral or written, and obtains client consent prior to each principal trade; (4) provides the client with 
an annual report on all principal transactions with that client; and (5) sends confirmation statements 
disclosing the capacity in which the adviser has acted and disclosing that the adviser informed the 
client that it may act in a principal capacity and that the client authorized the transaction. The Rule 
applies only to non-discretionary accounts of investment advisers who are also registered as broker-
dealers and the accounts also must be brokerage accounts subject to the Exchange Act. The Rule 
applies to all accounts meeting the above requirements, whether or not they were previously fee-based 
brokerage accounts. 

The SEC made no changes to Rule 206(3)-3T other than the extension of its expiration date. The SEC 
stated that the extension was necessary to provide sufficient protection to advisory clients while the 
SEC continues to consider more broadly the regulatory requirements applicable to broker-dealers and 
investment advisers.

Other News

SEC Staff Releases 2015 Examination Priorities 
On January 13, 2015, the staff of the SEC’s Office of Compliance Inspections and Examinations (OCIE) 
announced that its examination priorities for 2015 will focus on three thematic areas: protecting retail 
investors; assessing market-wide risks; and the use of data analytics to identify illegal activities. 

The staff noted that retail investors are being offered an increasingly complex and evolving set of 
investment options, including products and services that were previously considered “alternative” or 
“institutional.” As a result of this trend, the staff identified the following examination initiatives, among 
others, for 2015:

•	 Alternative Funds. The staff will assess funds offering alternative investments and using 
alternative investment strategies, including: (1) their leverage, liquidity, and valuation policies 
and procedures; (2) factors relevant to the adequacy of the funds’ internal controls; and (3) the 
manner in which such funds are marketed.
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•	 Fixed Income Funds. The staff will continue to monitor whether funds with significant exposure 
to interest rate increases have implemented compliance policies and procedures and controls 
sufficient to ensure that fund disclosures are not misleading and are consistent with fund 
investment and liquidity profiles.

•	 Fee Selection and Reverse Churning. The staff noted that financial professionals are increasingly 
operating as investment advisers or as dually registered investment advisers/broker-dealers, 
rather than solely as broker-dealers, which often leads to a variety of available fee structures. 
Where an adviser has multiple fee arrangements, the staff will focus on recommendations 
of account types at the inception of the arrangement and thereafter, including fees charged, 
services provided and applicable disclosure about such relationships.

•	 Sales Practices. The staff will assess whether advisers are using improper or misleading 
practices when recommending the movement of retirement assets from employer-sponsored 
defined contribution plans into other investments and accounts, with a focus on those 
recommendations that pose greater risks and/or will result in higher fees.

The staff also announced certain market-wide risk initiatives that will examine structural risks and trends 
involving multiple firms or entire industries, including the following: 

•	 Cybersecurity. The staff will continue its efforts to examine broker-dealers’ and investment 
advisers’ cybersecurity compliance and controls and will expand the initiative to include transfer 
agents.

•	 Large Firm Monitoring. The staff will continue to monitor the largest U.S. broker-dealers and 
advisers with the objective of assessing risks at individual firms and maintaining early awareness 
of industry-wide developments.

•	 Clearing Agencies. The staff will continue to employ a risk-based approach while conducting 
annual examinations of all clearing agencies designated systemically important.

The staff noted that OCIE has made significant enhancements to its data analytic capabilities over the 
last few years that enable more efficient and effective analysis on firms that are potentially engaged 
in fraudulent and/or illegal activity. The staff will use its data analytic capabilities for the following 
initiatives, among others, in 2015:

•	 Excessive Trading. The staff will continue to analyze data obtained from clearing brokers to 
identify and examine introducing brokers and registered representatives that appear to be 
engaged in excessive trading.

•	 Anti-Money Laundering. The staff will use its analytic capabilities to continue to examine 
clearing and introducing broker-dealers’ AML programs, focusing on firms that did not file (or 
filed late/incomplete) suspicious activity reports and programs that allow customers to deposit 
and withdraw cash and/or provide customers direct access to the markets from higher-risk 
jurisdictions.

In addition to the thematic areas of focus above, the staff also announced the following 2015 
examination priorities:

•	 Never-Before Examined Investment Companies. The staff will conduct focused, risk-based 
examinations of registered investment companies that have not yet been examined 

•	 Proxy Services. The staff will examine how select proxy advisory service firms make 
recommendations on proxy voting and how they disclose and mitigate potential conflicts of 
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interest, as well as how investment advisers comply with their fiduciary duty in voting proxies on 
behalf of investors.

For a complete list of 2015 Examination Priorities, see www.sec.gov/about/offices/ocie/national-
examination-program-priorities-2015.pdf. 

ICI and IDC Issue White Paper on Funds’ Use of Proxy Advisory Firms
In January 2015, the ICI and IDC issued a paper, “Report on Funds’ Use of Proxy Advisory Firms,” to 
assist boards and advisers in understanding and fulfilling their responsibilities with respect to proxy 
voting and the use of proxy advisory firms. The paper provides an overview of proxy advisory firm 
services, board oversight of proxy advisory firms, adviser due diligence and oversight of proxy advisory 
firms, and other miscellaneous considerations related to the use of proxy advisory firms. The paper 
recognizes that funds and advisers receive different types and levels of services from proxy advisory 
firms, that there is no single set of best practices for oversight of proxy advisory firms, practices 
continue to evolve, and that oversight of proxy advisory firms should be developed in a manner that 
complements the structure and practices of the board and adviser where relevant.

Proxy Advisory Firm Services
According to the paper, there are a wide range of services provided by proxy advisory firms that 
advisers may find useful in carrying out their proxy voting responsibilities. These services include: (1) 
assisting with the administrative tasks associated with proxy voting, such as keeping track of meeting 
dates and voting instructions, executing proxies in accordance with clients’ instructions, generating 
voting reports, providing coverage and translation services with respect to foreign issuers, and 
compiling information for funds’ annual proxy voting filings with the SEC on Form N-PX; (2) analyzing, 
providing research, and making voting recommendations, which advisers may take into account when 
deciding how to vote; (3) providing research and commentary on trends in prior and upcoming proxy 
seasons; (4) assisting with the formulation of and amendments to proxy voting guidelines; and (5) 
helping advisers mitigate conflicts of interest in voting proxies.

Board Oversight of Proxy Advisory Firms
As stated in the paper, a board typically delegates to the adviser the day-to-day oversight of the proxy 
advisory firm and the board may rely on the adviser to report to the board on the proxy advisory firm’s 
performance. The paper notes that the topics addressed in board reports as well as their frequency 
vary and generally depend on the level and types of services provided. According to the paper, topics 
for inclusion in board reports might include: (1) a list or types of services offered by the proxy advisory 
firm and those services being used by the adviser; (2) the adviser’s processes for overseeing the proxy 
advisory firm, including the type of information the adviser receives; (3) the adviser’s assessment of 
the proxy advisory firm’s capacity and competency to assist the adviser with proxy voting functions 
on behalf of the fund; (4) any material changes or events regarding the proxy advisory firm; and (5) 
updates of other pertinent information, such as the proxy advisory firm’s guidelines and how the 
adviser uses the firm. The paper also notes that, in some situations, proxy advisory firms may make 
presentations at board meetings to educate the board about their services.

Adviser Due Diligence and Adviser Oversight of Proxy Advisory Firms
As the paper discusses, an adviser’s oversight of proxy advisory firms is broadly similar to its oversight 
of any other service provider it may hire to assist it in carrying out a function that it has undertaken 
to perform. The paper notes that the adviser’s oversight program and the adviser’s due diligence 
efforts thereunder should be documented, will depend on the particular services provided and as an 

http://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2015.pdf
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overarching principle, when selecting a proxy advisory firm, the adviser should consider the firm’s 
capacity and competency to assist as well as the anticipated costs and benefits. The paper stresses 
that the adviser may wish to consider or evaluate additional factors as part of an initial due diligence 
review based on the services to be provided. The paper notes that, after an adviser has completed its 
initial due diligence and hired the proxy advisory firm, the adviser should continue to exercise ongoing 
oversight, which should occur no less frequently than the annual review of the adviser’s own proxy 
voting policies and procedures. The paper recognizes that the adviser may choose any number of 
methods to keep apprised of significant developments affecting its business relationship with the proxy 
advisory firm, such as using recurring reviews, information requests or communications with the firm. 

The paper also stresses that the adviser, subject to board approval, may want to formulate and maintain 
proxy voting guidelines in order to help ensure consistency and protect against potential conflicts of 
interest, and noted that, in many cases, the adviser adopts the proxy voting firm’s standard guidelines. 
The paper notes that, irrespective of a proxy advisory firm’s involvement, the proxy voting guidelines 
should reflect the adviser’s and board’s views about how to act in the best interest of the fund and 
that the adviser and board should review the guidelines at least annually. The paper recognizes that 
proxy voting guidelines alone, no matter how detailed, will not always yield obvious voting decisions 
and that with these case-by-case evaluations, many fund advisers use proxy advisory firms’ research 
and recommendations as one resource. The paper notes that an adviser may wish to assess a proxy 
advisory firm’s research capabilities and voting recommendations and may also want to evaluate 
potential conflicts of interest to which a proxy advisory firm may be subject, with these evaluations 
being undertaken at least annually. The paper stresses that an adviser should always consider whether 
the proxy advisory firm can make recommendations that are in the best interest of the fund. 

The ICI/IDC paper is available at www.ici.org/pdf/pub_15_proxy_advisory_firms.pdf.

SEC Chair and FSOC Comment on Asset Management Regulation  
and Systemic Risk
In a December 11, 2014 speech, SEC Chair Mary Jo White described three initiatives that the SEC staff 
has been working on to address fund portfolio composition risks and operational risks. Similarly, the 
following week on December 18, 2014, the Financial Stability Oversight Council (FSOC) voted to issue 
a notice inviting public comment regarding various matters affecting the asset management industry, 
including liquidity and redemptions, leverage, operational risk and the failure of an asset manager.

The first SEC initiative discussed by Ms. White focuses on enhanced data reporting for investment 
advisers and funds. She stated that the SEC staff is developing recommendations to enhance reporting 
with respect to fund use of derivatives, fund liquidity and valuation of portfolio holdings and securities 
lending practices. 

Second, Ms. White discussed the need for funds to have controls in place to identify and manage risks, 
including with regard to liquidity management and the use of derivatives. She stated that the SEC staff 
is considering whether broad risk management programs should be required for mutual funds and 
ETFs to address such risks.

The final initiative described by Ms. White would require investment advisers to create transition plans 
to prepare for major business disruptions. Ms. White also noted that the SEC staff is considering ways 
to implement the new requirements for annual stress testing by large investment advisers and funds as 
required by the Dodd-Frank Act. 
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Ms. White also discussed systemic risk, noting that any changes undertaken by the SEC may affect the 
entire financial system, and stating that the work of FSOC and the SEC in this area is complementary. 
The following week, FSOC issued a notice requesting comments on systemic risks posed by products 
and activities in the asset management industry. FSOC acknowledged the SEC’s initiatives as outlined 
by Ms. White.

The FSOC notice requests comments on the following issues:

•	 The extent to which redemption rights and risks in pooled investment vehicles could influence 
investor behavior and affect the stability of the financial system;

•	 The ways in which the use of leverage by investment vehicles could increase the potential for 
forced asset sales, or expose lenders or other counterparties to losses or unanticipated market 
risks, and the extent to which these risks may have implications for U.S. financial stability;

•	 Operational risks in the asset management industry, including those associated with the transfer 
of client assets between asset managers and risks that may arise when multiple asset managers 
rely on one or a limited number of third parties to provide important services, such as asset 
pricing and valuation or portfolio risk management; and

•	 The effect the failure or closure of an asset manager, investment vehicle or an affiliate might have 
on the financial markets or the economy.

The full text of Ms. White’s remarks are available at www.sec.gov/News/Speech/Detail/ 
Speech/1370543677722#.VKwXs5h0y_A.

The FSOC notice is available at www.treasury.gov/initiatives/fsoc/rulemaking/Documents/Notice%20
Seeking%20Comment%20on%20Asset%20Management%20Products%20and%20Activities.pdf.

Litigation and Enforcement Actions

SEC Settles with Investment Advisory Firm over Claims of  
False Performance Advertising
On December 22, 2014, the SEC settled charges against investment advisory firm, F Squared 
Investments, Inc., in connection with false performance advertising of F Squared’s AlphaSector product. 
The SEC also charged the firm’s co-founder and former CEO, Howard Present, since according to the 
SEC, he was responsible for F Squared’s advertising materials and also certified the accuracy of filings 
regarding AlphaSector with the SEC.

According to the SEC’s order, F Squared advertised a seven-year track record for AlphaSector’s 
investment strategy using data derived through backtesting (i.e., applying a model to historical 
market data to generate hypothetical performance for prior periods), although F Squared advertised 
the investment strategy as “not backtested.” The SEC also alleged that the data used to calculate 
the track record contained a substantial performance calculation error that inflated the results by 
approximately 350%.

F Squared consented to the entry of the order finding that it violated various sections of the Advisers 
Act and the rules thereunder. The order also found that F Squared aided and abetted and caused 
certain mutual funds sub-advised by F Squared to violate Section 34(b) of the 1940 Act. F Squared 

http://www.sec.gov/News/Speech/Detail/Speech/1370543677722#.VNowCJh0zRa
http://www.treasury.gov/initiatives/fsoc/rulemaking/Documents/Notice%20Seeking%20Comment%20on%20Asset%20Management%20Products%20and%20Activities.pdf
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agreed to retain an independent compliance consultant and pay disgorgement of $30 million and a 
penalty of $5 million. 

Derivatives Markets

SEC Adopts Rules Regarding Security-Based Swap Data Repositories
On January 14, 2015, the SEC adopted two rules requiring security-based swap depositories (SB-SDR) 
to register with it, and enumerating such SB-SDRs’ reporting and public dissemination requirements. 
The SEC also proposed rule amendments and guidance related to the reporting and public distribution 
of data related to security-based swap transactions. Among other measures, all security-based swaps 
involving US persons or registered security-based swap dealers would have to be reported to an 
SB-SDR within 24 hours after execution; the rules do not require real-time reporting. SB-SDRs must 
also establish independent compliance functions, with only boards of directors having the authority 
to appoint, determine the level of compensation for and remove chief compliance officers, and 
requiring chief compliance officers to prepare an annual compliance report. Finally, the rules establish 
a hierarchy related to the reporting of required information among the different types of parties to a 
security-based swap transaction (e.g., priority for security-based swap dealers).

The new rules will become effective 60 days after they are published in the Federal Register. Persons 
subject to the new rules governing the registration of SB-SDRs must comply with them by 365 days 
after they are published in the Federal Register. 

Relief for Commercial End-Users and Financial Cooperatives  
from Margin Requirements for Non-Cleared Swaps
On January 12, 2015, President Obama signed into law the Business Risk Mitigation and Price 
Stabilization Act of 2015, which amends the Commodity Exchange Act to exempt from the rules of 
prudential regulators for swap dealers and major swap participants with respect to initial and variation 
margin requirements for swaps not cleared by a registered derivatives clearing organization (1) non-
financial entities entering into swaps to hedge and mitigate commercial risk (commercial end-users), (2) 
affiliates acting on behalf of non-financial entities that use swaps to hedge or mitigate the commercial 
risk of such entities or another affiliate that is not a financial entity (exempt affiliates), and (3) 
cooperatives that meet certain regulatory parameters (exempt cooperatives). The law also amends the 
1934 Act regarding registration and regulation of security-based swap dealers and major security-based 
swap participants, to exempt from initial and variation margin requirements for swaps not cleared by a 
registered derivatives clearing organization a security-based swap in which one of the counterparties 
qualifies for a specified exception from clearing requirements or satisfies certain criteria governing the 
treatment of affiliates.

The Act is available at www.congress.gov/bill/114th-congress/house-bill/26.

CFTC Considering Clearing Mandate for Foreign Exchange  
Non-Deliverable Forwards 
In December 2014, the Foreign Exchange Markets Subcommittee (FEMS), a subcommittee of 
the CFTC, issued a report to the CFTC Global Markets Advisory Committee (GMAC) regarding a 
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prospective clearing mandate for foreign exchange non-deliverable forwards (FX NDFs). In the report, 
FEMS recommends that, should the CFTC decide to proceed with a US clearing mandate for NDFs, 
that mandate should include a clear timeline and method of implementation to ensure that market 
participants have appropriate opportunity to address the issues outlined in the report. According 
to FEMS, the appropriateness of a clearing mandate is critically linked to the objective of mitigating 
systemic risk, consistent with the goals of the G20. While a CFTC clearing mandate for FX NDFs 
would result in a system-wide reduction of counterparty credit risk, it may not reduce systemic risk in 
the financial system given the FX NDF market’s small size (about 2% of the overall foreign exchange 
market) and short-dated tenor (over 90% of volumes are transacted in tenors of less than three 
months). The FX NDF market will represent the third asset class to be moved under rules for clearing 
and execution agreed to by the G20, after rates and credit derivatives have migrated towards central 
clearing over the past few years.

The report is available at www.cftc.gov/ucm/groups/public/@aboutcftc/documents/file/gmac_
fxndfmandate122214.pdf.

*     *     *

This Regulatory Update is only a summary of recent information and should not be construed as 
legal advice.

http://www.cftc.gov/ucm/groups/public/@aboutcftc/documents/file/gmac_fxndfmandate122214.pdf
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