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ICAA 
May 19,1999 

BY Facsimile and Rtnulsr Mail 

Ms. Cheryl Farson 
ckneral Counsel 
Arizona Securities Division 
1300 West Washington St., 3“‘ Floor 
Phoeni~, AZ 85007-2996 

Re: Proposed Changes to Investment Adviser Rules Pertaining to 
Arizona Investment Management Act 

Dear Ms. Farson: 

We thank you and Sharleen Day for taking the time to speak with us May 12 

implement the Investment Advisers Supenision Coordination Act. The Investment 
Counsel Association of America’ respectfully submits these comments regarding the 
pending d e  proposdq as a fokw-up to our cammmts hist August on the drrmft proposal2 
and to our recent conversation. 

. regarding the Securities Division’s proposed investment adviser rules intended to 

The ICAA commends Arizona’s comprehensive efforts to implement the 
Coordination Act. Indeed, although we still have Significant mncerns with the proposal, 
we appreciate the considemtion that the Division accorded our August comments and the 
changes to the final proposal that responded to such comments. In particular, we support 
the Division’s changes to the books and records rule (Rule 201) and the brochure rule 
(Rule 205) that ensure that these rules apply solely to investment advisers “licensed or 
required to be licensed under the LM Act“ in Arizona. 

1 

investment adviser firms. Founded in 1937, our nxczzaw consists af mom lbm 210 investment 
a8\isory firms that collectively manage funds m exczss ofSI.8 billion for a widc variety of institutional 
and individual clients. More hformatiap about ihc XAA c8n be found on the Association’s Web site, 
www.icazlor& 

a Letter dated August 3 1,1998 to C h y I  T. Fawn. M a t e  Ckmd Counrel Ariuma 
Corporation commission, Securities Division, from Karcn Barr, X U  General Clnmsel (copy adosod). 
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The ICAA also supports strongly the limitation to the licensing requirements of 
proposed Rule 210 to only those cmployets of SEC-reglsked advisers who are 
investment adviser representatives with a place of business in Arizona This change from 
the Division’s previous draft is &tly consistent with the Coordination Act. However, BS 

we discussed in our teIephone conversation, the dollar thresholds in that rule’s definition 
of “excepted person” should be raised to $750,000 (for the amount of a client’s assets 
under management) and $1.5 million (for the joint net mrth of a married couple) to 
conform to recent changes to SEC Rule 203 A-3 (a). 

In addition, the ICAA commends the Division on its continued support for 
exempting persons holding the Charted Investment Counselor qualification from the 
written examination requirements fbr investment adviser representatives set forth in Rule 
204(A), consistent with NASAA’s recmtly released sample rule on the subject? As you 
know, holders of the CIC designation have met the rigorous standards of the Chartmd 
Financial Analyst exam and have significant experience in portfolio management and 
investment counseling. 

As we discussed last week however, we still have significant concerns about 
several proposed rules that do not yet codorm to the Coordination Act: 

1. Rules 206209 Should Apply only 10 LicmedIms?nenf Advrsers 

As we discussed in our August letter, the Coordination Act preempted “all 
regulatory requirements imposed by state law on Comm~ss~on-~~istered advisers relating 
to their advisory activities or 
huestigute cyrd bring egiorcernent actions for fraud and deceit aga*’lnst SEC-registered 
investment advisers. The plain language of the Coordination Act does not permit 
Bubstantive reguIation of federally registad advisers.’ For this reason, in our August 
comments, we opposed Rules 201 and 205-209 as then drafted and rcqucstcd that ea& of 
these provisions be amended to apply only to Zicensed investment advisers and their 
investment adviser representatives. 

except, in relevant part, that states may 

The DivKion accepted our August request with respect to Rules 201 and 205. For 
each of Rules 206-209, however, the Division simply inserted a subsection that states: 
“With respect to federal covered advisers, the provisions of this Section apply only to the 
extent the practice involves fraud or deceit and only to the extent permitted by Section 
203A of the investment advisers act of 1940,”6 

’ 
competency examinations and the accompanying sample d e  language. 

The ZCAA is intbe procesr offinalidng a letter to all states Urging uniform adoption of NASAA’r 

&e ICSA ltttrr to hh. Farson (Aug. 3 1,1998). 1 

2 
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While we appreciate the Division’s efforts to respond to our comments, we 
respectfully disagree with the Division’s approach. We understand that the Division takes 
the position that prophylactic rules are needed to form the basis €or enforcement actions 
fbr fraud and deceit. However, the Division already has ample authority to pursue k d  
and deceit claims without such rules; Arizona has a general antifraud provision, pursuant 
to which the Division has the authority, consistent with the Caodnatian Act, to bring 
any type of antifraud case, inchding, as a veq small subset, the types of issues covered 
by the proposed rules. 

The SEC recognized this concept when it eliminated application of its own 
prophylactic rules to state-registered advisers. The SEC stated. 

The Commission is amending these rules Fts anti-fraud rules under Rule 2061 to 
make them applicable only to advisers registered (or required to be registered) 
with the Commission. By excluding advisers not registered with the Commission 
&om these rules, the Commission is not suggesting that the practices prohibited 
by these rules would not be prohibited by saction 206. Rather the Commission 
recognizes that these rules cantaid prophylactic provisions, and that after the 
effective date of the Coordination Act, rha crpplication ofthese provisions to state- 
registered &risers is more qqropriate~ a maiterfm state  lo^. 

The SEC staf€has specifidly stated that the provision Yimiting the [states’] 
authority to bringing enfixcement actions [for fraud and deceit] precludes a state 
sewities comhimfmm ne-regU&tng advisers by issuing mti-paud rules.” The 
SEC &&last yew reaffrmed this position in a letter to a Colorado lawmaker concerning 
propod Colorado legislation that would have imposed custody and disclosure 
requirements on investment adviser representatives employed by SEC-registered firms, 
conttary to the Coordination Act? 

As we discussed last week, in addition to being contrary to the Coordination Act, 
these proposed mIes defcat the god of uniformity among the states To our knowledge, 
only one other state has amended its rules to apply prophylactic anti-fraud rules to federal 
covered advisers. This somation is not remedied by the Division’s use of SIX mlcs as a 
basis for regulation. The ICAA has consistently objected to duplicative sets of 
regulations even where a state imposes the same standards as mmnt federal regulations. 

7 implementing Relase, 62 FccL Reg. 28112 at 28127-28 (May 22,1997). 

9 

the Hono&le Ed Pulrrmner, colorado State Senator, Qted March IO, 1998. 
See Lcacrfrom Robert E Plszc, Assodste Direto& SEC D i d o n  of Invesbnent Managernw LO 

3 
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Not only ~ c t  such regulations contrary to the Coordination Act, but standards that initidly 
arc identical may d'wuge over the ,  through amendments to regulations or guiddincs or 
through differing interpretations issued by the various regulators. 

Accordingly, we again respectfwly request that each of these provisions be 
amended to apply only to licensed investment advisers and investment adviser 
representatives employed by licensed investment advisers.'* 

2. Rule 201 Should be Consistent wiih NASAA Model Rule h p a g e  

As w e  mentioned, we believe that the language of subsection (A) of proposed rule 
201 is somewhat ambiguous btcausc, in the context of state-registered advisers, it 
discusses requirements imposed on federal covered advisers. For clarity and uniformity, 
we suggest that the Division use NASAA's model language for books and records 
requirements, which simply requires state-registered advisers to comply with SEC Rule 
204-2 notwithstanding that such advisers are not registered with the SEC. 

3. Rule 203 ShouldBe Amended to R@ecf Limits Imposed by the Coodinution Act 

For the reasons discussed above and in our August letter, we do not believe that 
the addition of Subsection @} to Rule 203 governing dishonest and unethical practices is 
adequate because it does not exclude fiom the d e ' s  purview investment adviser 
representatives of federal covered advisers. As we mentioned in our August letter, Rule 
203 does not ~pply to SEG-registered advisory firms." To avoid '"backdoor" regulation 
of federal covered advisers through regulation of their investment adviser representatives, 
wc again respceffilly request that you amend the rule to apply only to licensed 
investment advisers and their investment adviser nprcsentatiws. 

4. n e  Statute Should Spec@ Notice Filing Requirements 

Proposed Rule 212 does not sped& which documents the Division requires €or a 
notice filing pursuant to ARS. 44-3 153@)(1). W e  understand fiom our conversation 
with you that these requirements will be included in a new statutory provision. W e  
thesefore request that our August comment on this subject be considered for inclusion in 
the statutory proposal. 

'* 
employed by SEC-rcgistcd Zvrns Where a representative is &cAiug onbeh;rlfdan SEGrcgis~crcd 
adviser, howencr, the pcrsons wilh whom ht ot rhe wmmuRic~ltes are clients and prospcctrvc climts of& 
firm. not the represerrtative. Thus. the effect afthe propascd rules wauld be to regulate the activities of the 
SEcregistercd tirm, a result contraryto the Coordinatian Act. 

See ICAA lettet to W. Farson (Aug 3 1,1999), at n7. 

Rules 207 and 208, as aunntly proposed, would apply to imrcstme nt adviser reqmcntatives 

I t  
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We very much appreciate your consideration of the I C M B  comments. Please 
do not hesitate to call either me or Rachel U'itmer, Counsel, if you have any questions or 
would like t o  discuss these issues fbrther with us. . 

Sincerely, 

Karen L. Barr 
General Counsel 

Faclosure 

4 
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ICAA 
August 3 1, 1998 

Ms. Chary1 T. Parson 
Associate Gemral Counsel 
Arizona Corporation Commission, 
Securities Division 
1300 West Washington, Third Floor 
Phoenix, AZ 85007-2996 

RE; Proposed Changes to Investment Adviser Rules Pertaining to Arizona 
Investment Management Act 

Dear Ms. Farson: 

Thank you for extending us the opportunity to provide informal comments 01: the 
Securities Division's draft propod to amend its regulations regarding investment 
advisers. 

As you may know, the ICAA is a national not-for-profit association that 
excIusivety represents SEC-registered investment adviser h s -  Founded in 1937, our 
membership consists of more than 225 investment advisory firms that collectively 
manage funds in excess of $1.5 trillion fbr n wide variety of institutional and individual 
clients. 

We commend you for your efforts in drafting the proposed rules. We have the 
following comments on the proposal: 

1. Rules 20 J and 205-2W ShouldApp& Only to LicensedInvestment Advisers. 

The purpose of the Investment Adviser Supervision Goordinstion Act 
(Coordination Act), Title 111 of the National Securities Markets Improvement Act of 1996 
(NSMXA), war to eIiminate overlapping and duplicative regulation by allocating 
regulatory responsibility for larger investment advisers to the SEC and responsibility for 
smUw advisers to the states, Congress accomplished this god by preempting "all 
regulatory requirements imposed by state law on Commission-rtgistertd advisers rdating 
to their advisory activities or services,"' subject to four specific exceptions: (1) states 
may require SEC-registered advisers to notice file; (2) states may require SEC-registwed 
advisers to pay filing fees; (3) states may investigate and bring enforcement actions for 

Rulcs Irnplcmccting Ama\dmtnk to the Invtstnltnt Advises Act of 1940,62 Fed. Reg. 28112 at 1 

28 125 (May 22, 1997) (lmptemcnthg Release). 

INVESTMENT COUNSEL ASSOCIATION QT; AMERICA. MC 
1050 17TH ST'EET. N.W, SUlTE ?Zq WASHINGTON, IX 20036-5503 

(202) 293-ICAA FAX (202) 2934233 



05,’ lr i ’QQ R E D  15:lO FAX 202 293 4223  I C M  

. ’ -  

I 

@ a 0 8  

fhud and deceit against SEC-registered investment advisers; and (4) states may license, 
register or otherwise qualify investment adviser representatives who have a place of 
business located in that state. 

The plain language of the Coordination Act and accompanying legislative histoy 
prohibit states fiom imposing a second layer o f  regulation on SEC-registered advisers. 
Thus, for example, Senators Gramm and Dodd have stated that Congress intended the 
Act to ’preempt not only a state’s specific registration, licensing or qualification 
rcquircmcnts, but UU reguiufwy requirements imposed by state Zm on investment 
advisors refating to their advisory activities or services, except for those activities 
specifically identified in the statute [i.e. fraud or deceit].”’ 

In rules implementing the Coordination Act, the SEC emphasized that “state 
regulatory provisions, such as those that establish remrdkceping, disclosure, and capital 
rcquirements, wil1 no longer apply to advisers registered with the Commission.”’ The 
SEC also has correctly interpreted the Coordination Act to prohibit states from re- 
regulating SEC-registered advisers through the back door of defining “dishonest or 
unethical” business practices, cxcept to the extent those practices would otherwise 

. constitute aetuat fraud or deceit. In providing technical assistance to Senate personnel 
drafting the Coordination Act, the SEC Stattstated that the provision “limiting the 
[states’] authority to bringing enforcement actions [for fiaud and dectit]precludes CI stme 
securities commission from re-repln fing advisers by issuing anti-faud rules.'"' 

The Securities Division’s proposed rules regarding books and records (14-6-201), 
brochure rule (14-6-205), custody (14-6-206), suitability (14-6-203, advertising (14-6- 
2081, and financial and disciplinary disclosure (14-6-209) would apply to all investment 
advisers, rather than solely investment advisers that art licensed in ktitona. Thus, these 
proposed rules do not conform to the Coordination Act.’ We therefore respectfully 
request that each of these provisions be amended to apply only to Zicensedinmstment 
advisers and investment adviser representatives employed by licensed investment 
ad visers.6 

Lcztcrdawl Apzil25.1997 to SEC chairman Arthurh-u  from Phil Gramm @-Tor) and 2 

Christopher I Dadd @€OM). BC p- 1 (ernphmis added), 

ImpIementingRelease, 62 Fed Reg 28112 at 28125 (May 22.1997). 3 

Thc AriZona legisburc ci&y indicated its intent to comply with thc Coordinatiati Act’s 5 

preemption provisions by limiting its rquircmcnts governing f m i a l  Statements to iincnszd inwstmcnt 
ad.isCrS. U S .  61-3159(c). 

Ruks 2C7 and 208, as nurCnliy proposed, would apply to invcsmcdt adviser repressnrarives 6 

unpbyed by SEC-rcgisrcd firms. Whca a rqmscnlativc is acting on belulf of an SEGreginered 

2 
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2. Rule 203 Souid Be Am& to Reflect firnits ImpCMed Sy the Investment 
Advisers Supervision Coordination Act 

For the reasons discussed above, we do not believe that the provisions regarding 
dishonest and unethical business practices apply to investment adviser representatives of 
fderally-registered advisers? Therefore we suggest that you amend Rule 203 to. refer to 
Yicensed investment advisers and their investment adviser representatives.” 

3. Rule 201 ShlnrldBe ConJonned to Section 222 of the Invesrmenf Advisers 
Suprvlsion Coordination Act. 

Section 222 of the Coordination Act provides that “[nlo State may enforce any 
law or regulation that would require an investment adviser to maintain any books or 
records in addition to those required under the 18ws of the State in which it maintains its 
principal place of business, if the investment adviser - (1) is rrgrstercd or licensed as 
such in the State in which it maintains its principal place of business; and (2) is in 
compliance with the applicable books and records requirements of the State in which it 
maintains its principal place of business.” The Arizona legislature clearly intended that 
Arizona law comply with this provision, as A X S .  463159(C) governing financial 
statements properly implements Stction 222. We therefore respectfully suggest that Rule 
201 be amended by adding a provision similar to ARS. 44-3 1S9(C). 

4. Lfccnring of EmpIoyees of SEC-Registered Advisers Should Be Li.?niled to 
Iiivesbnent Adviser Representatives with a Place of Business in the State. 

Afizonds curreni definitiori of “investment adviser representative” is not 
consistent with the SEC‘s definition of ”investmerit adviser representative” fbr 
a-epresenta~ves of SEC-registered advisers. Recognizing that this is probably a mat te  for 
Iegislation rather than rulemaking, we nevertheless would encourage the Division to 
support adoption of the SEC’s definition. Further, under the Coordination Act, 
representatives of federally-registered advisers need apply fbr licensure only if they have 
B place of business in Arizona We urge the Division M propose legisfation that expressly 
incorporates this requirement- 

5. The Proposal Should Spec13 Notice Filing Requirements. 

The current proposal does not specify which documents the Division requires far 
a notice filing putsuant to A.R.S. 44-3 153@)(1). Presumably, like last year, the Division 
plar,s to issue a letter setting forth the requirements. We encourage the Division to 

ad*, howcvcs, thc persons with whom he or‘& comunicates are ctients and prospective clients of the 
/inn, not the reprstntatim. Thus, the effect of the propascd d e s  would be to regulate tlw aaivities of !he 
~C-reghtrod fhm, a W t  Qui& i s  conbwy to the intent ofthe Coordination Act. 

Proy>osed Rule 203 would not apply to SEC-rcgiBcrcdadYisorypm because ARS. Sec. 44- 
3201(A), WhkhRulc 203 implcmcnts, d a t e s  to denials, suspensions, and rcvocntiom ofliccnsw. This 
mu& is masistent with the Cootdidon AcL 

7 
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include such requirements in a new ruie 14-6-106, so that dl advisers arc aware ofthe 
requirements whether or not they receive a letter from the Division. We understand that 
most states revising their rules to conform to the Coordination Act have choscn to include 
such a provision in their rules. 

. 

We suggest the following language: "The notice filing required by ARS. Sec. 
44-3 153@) shall consist of: (a) a copy of Form ADV as most rt;centIy filcd with the 
Securities and Exchange Commission; @) a consent to service of process in kimna or 
t ~ l l  originally exwuted copy of page 1 of Form ADV; and (c) a notice filing fee in the 
amount of SZO.00 payable to the Ari7ana Corporation Commission." Similarly, if the 
Division wishes to require annual or "renewaf" notice filings, we would encourage 
inclusion ofthat requirement in a rule. We would be pleased to work with thc Division 
on languzge for any such requirement. 

We truly appreciate ywr consideration of our comments. Please do not hesitate 
to call me or Davd Tittsworth, Executive Director, if you have my qucstions or would 
like: to discuss these issues with us. 

Sincerely, 

k C K  L. 
General Counsel 
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