
The audio portion of the conference may be accessed via the telephone or by using your computer's 

speakers. Please refer to the instructions emailed to registrants for additional information.  If you 

have any questions, please contact Customer Service at 1-800-926-7926 ext. 10. 

Presenting a live 90-minute webinar with interactive Q&A 

Investment Advisers and the Custody Rule:  

New SEC Guidance and Actions to Take Now  
Standing Letters of Authorization, Imputed Custody, and Disclosure Requirements 

Today’s faculty features: 

 

1pm Eastern    |    12pm Central   |   11am Mountain    |    10am Pacific 

TUESDAY, OCTOBER 24, 2017 

Edwin C. (Ted) Laurenson, Partner, McDermott Will & Emery, Menlo Park, Calif. 

 

Anastasia T. Rockas, Partner, Skadden Arps Slate Meagher & Flom, New York  

 

Kevin P. Scanlan, Partner, Kramer Levin Naftalis & Frankel, New York 



Tips for Optimal Quality 

Sound Quality 

If you are listening via your computer speakers, please note that the quality  

of your sound will vary depending on the speed and quality of your internet 

connection. 

 

If the sound quality is not satisfactory, you may listen via the phone: dial  

1-866-258-2056 and enter your PIN when prompted. Otherwise, please  

send us a chat or e-mail sound@straffordpub.com immediately so we can 

address the problem. 

 

If you dialed in and have any difficulties during the call, press *0 for assistance. 

 

Viewing Quality 

To maximize your screen, press the F11 key on your keyboard. To exit full screen,  

press the F11 key again. 

 

 

FOR LIVE EVENT ONLY 



Continuing Education Credits 

In order for us to process your continuing education credit, you must confirm your 

participation in this webinar by completing and submitting the Attendance 

Affirmation/Evaluation after the webinar.  

 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 

that you will receive immediately following the program. 

 

For additional information about continuing education, call us at 1-800-926-7926 

ext. 35. 

FOR LIVE EVENT ONLY 



Program Materials 

If you have not printed the conference materials for this program, please 

complete the following steps: 

• Click on the ^ symbol next to “Conference Materials” in the middle of the left-

hand column on your screen.   

• Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides for today's program.   

• Double click on the PDF and a separate page will open.   

• Print the slides by clicking on the printer icon. 

 

FOR LIVE EVENT ONLY 



I.  THE CUSTODY RULE  
POST-MADOFF 

Edwin C. (Ted) Laurenson 

McDermott Will & Emery 

elaurenson@mwe.com 

October 24, 2017 



BACKGROUND OF THE 
CUSTODY RULE 
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Historical Background of the Custody Rule 

• The Custody Rule was first adopted on April 2, 1962 as 
Rule 206(4)-2 of the Investment Adviser’s Act of 1940.  
 

  It was initially implemented 
not as a measure against fraud 
but to insulate a client from 
the “financial reverses, 
including insolvency, of the 
investment adviser.” (Release 
40IA-123). 
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Historical Background of the Custody Rule 

• As originally drafted the Custody Rule required investment advisers 
with “custody or possession” of any client funds or securities to 
satisfy the following: 
– Storage, segregation, and identification requirements for holding 

client funds and securities (No qualified custodian required), 
– Notice to the client, upon the adviser accepting client funds and/or 

securities, stating where the funds and/or securities are held, 
– Itemized adviser statements sent to the client at least every three 

months, and  
– Annual surprise verification by an independent public accountant.  

• Applied to all investment advisers whether or not registered with 
the SEC. 
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Historical Background of the Custody Rule 

• The Custody Rule was then relatively unchanged 
until the 2003 amendment.  

Date Brief Description of Changes 

1989 • Added required forms to be completed by the accountant conducting the surprise 
examination. 

1997 • In connection with the state-federal adviser registration bifurcation established by NSMIA, 
the Custody Rule was changed to apply only to SEC registered advisers (or advisers required 
to be registered with the SEC). 

2003 • Clarified the definition of “custody.” 
• Added the requirement that assets be held by a qualified custodian (except mutual fund 

shares and uncertificated restricted transfer private securities) and defined “Qualified 
Custodian.” 

• Allowed account statements to be sent either by the qualified custodian or the adviser if the 
adviser was subject to an annual surprise examination. 

• Added special treatment for pooled investment vehicles (“PIV”) that undergo an annual 
audit. 

2004 • In connection with the subsequently invalidated hedge fund adviser registration rule, 
allotted an additional 60 days for a Fund of Funds adviser to distribute pooled investment 
vehicle audited financial statements if using the “audit approach.” 
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CHANGES TO THE CUSTODY 
RULE POST-MADOFF 
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Overview of Changes 

• In the aftermath of the Madoff scandal, the SEC increased 
scrutiny of investment advisers and tightened the Custody 
Rule.  

• Major changes fell into the following categories: 
– Delivery of account/financial statements and notices to client. 
– Some kind of auditor examination required in all circumstances if 

custody is present except: 
• If custody is limited to adviser’s ability to take payment of its own fees. 

– Special requirements placed upon non-independent qualified 
custodians. 

– Since the Custody Rule has not subsequently been amended, 
instead of describing the 2009 amendments in detail, we will 
proceed to a discussion of the rule’s current operation.  
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What Triggers the Custody Rule?  

• Investment Adviser 
– The Custody Rule applies to investment advisers that are registered or required to 

be registered by the SEC (even if improperly unregistered).  

• Client Funds or Securities 
– Custody of non-funds and non-security client property, such as real property, does 

not trigger the Custody Rule.  

• What is “Custody”? 
–  As defined,  custody refers to the ability of the adviser or related persons to control 

the disposition of client assets for the potential benefit of the adviser or related 
persons. Examples from the Custody Rule’s definition include: 
• Possession of client funds or securities (unless inadvertently delivered and returned within 3 

business days), 
– BUT client checks made payable to third parties are not considered to be under the adviser’s custody.  

• Authority to withdraw client funds or securities upon the adviser’s instruction to a qualified 
custodian, and 

• Legal ownership or access to client funds or securities (including authority held by a PIV GP, 
manager or managing member).   

– Recent interpretations to the definition are discussed  in this presentation. 
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Present Day: Rule 206(4)-2(a) 

• Basic Structure of Custody Rule: 
• “Safekeeping Required. If you are an investment 

adviser…it is a fraudulent, deceptive, or 
manipulative act, practice or course of 
business….for you to have custody of client funds 
or securities unless...” the following requirements 
are met: 
– Funds and securities kept with a qualified custodian,  
– Disclosures and account statements sent to clients by 

the qualified custodian, and  
– Surprise examination.  
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Who is a Qualified Custodian? 

• U.S. banks or savings and loan institutions, 
U.S. registered broker-dealers, and U.S. 
registered futures commission merchants. 

• Other entities required to segregate client 
assets from their own assets.  

– Segregation of assets can be an issue with foreign 
custody accounts because relevant regulations 
may not require segregation.  

• Foreign bank accounts?   
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Funds and Securities Kept with a Qualified 
Custodian  

• Client assets must be maintained in separate accounts for 
each client under either: 
– The client’s name, or 
– The name of the adviser as agent or trustee for its clients. 

(Although the rule does not require assets held in this way to be 
in a separate account for each client, for practical purposes 
separate accounts or sub-accounts are required.)  

• Intermingling of client funds with non-client funds is 
prohibited.  
– IM Guidance Update 2014-07 permits limited commingling in an 

escrow account for the benefit of a private equity or venture 
capital portfolio company and the transaction counterparty in 
connection with an M&A transaction. (Use of the “audit 
approach” for client required.) 
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The Custody Rule: Exceptions 

• Very limited exemption from qualified custodial requirement. 
– Shares of Mutual Funds 

• Shares of mutual funds held by the mutual fund transfer agent are considered held 
by a qualified custodian. 

– Privately Offered Restricted Transfer Securities 
• Shares of certain privately offered uncertificated securities are exempted from 

being required to be held by a qualified custodian. 
• In IM Guidance Update 2013-04, the Staff permitted privately offered certificated 

securities to be treated similarly even though they had previously refused to do so.  
• “Audit approach” required.  Still considered client securities under the Custody 

Rule. 

• Registered Investment Companies 
– The Custody Rule does not apply to registered investment companies. 
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Disclosures and Account Statements to 
Clients  

• Advisers must notify clients in writing when an account is opened for them with a 
qualified custodian and state the: 
– Name of the qualified custodian, 
– Address of the qualified custodian, and 
– Manner in which the funds/securities are maintained.  

• Except for private investment funds that use the “audit approach,” all clients must 
receive account statements from the qualified custodian. In addition, the adviser must 
have a reasonable basis, after due inquiry, to believe that the qualified custodian has 
sent an account statement directly to the client at least once a quarter.  
– The 2009 amendments eliminated the alternative to this requirement that allowed advisers to send 

account statements instead of the qualified custodian if the adviser underwent surprise 
examinations.  

– Definition of “due inquiry” unclear, but it’s sufficient to request and monitor receipt of a duplicate 
copy of the custodian statements sent to clients.   

– Due inquiry does not include accessing the qualified custodian’s website to ensure that the 
statements are viewable/downloadable.  

• If an adviser chooses to send its own additional account statements to clients, all 
adviser account statements must contain language urging a client to compare the 
adviser’s statement against the qualified custodian’s statement.  
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Client’s Independent Representative 

• The client is allowed to designate an “independent 
representative” to receive notices and account 
statements on the client’s behalf. 

• Under the Custody Rule, an “independent 
representative” is defined as: 
–  A person that acts as an agent of the client (beneficial 

owners of PIVs count as clients),  
– Is legally or contractually obligated to act for the best 

interest of the client,  
– Does not control, is not controlled by, and is not under 

common control with the adviser, and  
– Does not currently have or within the last 2 years has had 

a material business relationship with the adviser.  
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Surprise Examination  

• The 2009 amendment eliminated the 2003 exception to the surprise 
examination requirement that applied if a custodian sent account statements 
directly to the client.  

• The surprise examination must: 
– Be conducted annually by an independent public accountant without notice to the 

adviser and at irregular times each subsequent year. 
– Be pursuant to a written agreement that requires: 

• The first examination to be done in the first 6 months of falling under the Custody Rule OR, if 
applicable, within the first 6 months of obtaining an internal control report (if qualified 
custodian is the adviser or an affiliate of the adviser). 

• The accountant to file a Form ADV-E reporting the results of the examination within 120 days 
of the examination. 

• The accountant to notify the Office of Compliance, Inspections, and Examinations if any 
discrepancies are found within 1 business day of the finding. 

• The accountant to file a Form ADV-E within 4 business days of any termination of the 
accountant, which must include a description of the reason for termination if problems 
relating to the examination scope or procedure contributed to the termination.    
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Exemptions to the Surprise Examination 
Requirement 

• A surprise examination is not required if the adviser 
has “custody” solely due to: 
– a related person holding client funds or securities in 

connection with the adviser’s advisory services AND the 
related person is “operationally independent” from the 
adviser, as defined in the rule and determined in a 
documented decision available for SEC examination  

– or 

– the adviser’s authority to make withdrawals from a client 
account to pay its advisory fees AND the custodian, if a 
related person of the adviser, is operationally 
independent.  
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Non-Independent Qualified Custodian 

 Additional safeguards must be implemented if the adviser or a 
related person to the adviser is the qualified custodian.  
 The independent public accountant engaged to conduct the surprise 

examination, as well as the internal control report, must be registered and 
regularly inspected (at least annually) by the Public Company Accounting 
Oversight Board.  

 The adviser must obtain or receive from the related person an internal 
control report within 6 months of triggering these requirements and 
annually thereafter.  
 Among other requirements, the report must contain an opinion from the independent 

public accountant regarding the controls relating to the custody of client assets.  
 An example of a qualifying report would be a Type II SAS 70 report or the resulting 

report from an examination of internal controls in accordance with AT Section 601 
under the rules of the American Institute of Certified Public Accountants. 

 Internal control report requirement applies  even if the qualified custodian is 
operationally independent.  
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Audit Approach for PIVs 

 For clients that are PIVs the following is not required if the “audit approach” is 
utilized:  
 the standard initial notice containing information about the qualified custodian,  
 the “due inquiry” requirement into whether the custodian is sending account statements, and 
 the surprise examination. 

 What is the “audit approach?” 
 The PIV is audited annually and distributes financial statements prepared according to GAAP (or 

IFRS with reconciliation in the case of offshore funds) to all beneficial owners within 120 days of 
its fiscal year end (180 days for funds of funds; 260 days for certain funds that invest in funds of 
funds).  

 The audit is done by an independent public accountant that is registered and inspected regularly 
by the Public Company Accounting Oversight Board (at least annually), and 

 The fund is also audited upon liquidation and distributes financial statements to all beneficial 
owners promptly. 

 Note: if the requirements of the “audit approach” are not met, the other 
requirements of the Custody Rule must be met instead.  

 IM Guidance Update 2014-07 discusses the circumstances in which special purpose 
co-investment vehicles need to be audited separately from the pooled investment 
vehicles with which they are investing.   
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• SEC 2002 Amendment Proposing Release No. IA-2044 

– https://www.sec.gov/rules/proposed/ia-2044.htm.  

• SEC 2003 Amendment Promulgating Release No. IA-2176 

– https://www.sec.gov/rules/final/ia-2176.htm.  

• SEC 2009 Amendment Proposing Release No. IA-2876 

– https://www.sec.gov/rules/proposed/2009/ia-2876.pdf.   

• SEC 2009 Amendment Promulgating Release No. IA-2968 

– https://www.sec.gov/rules/final/2009/ia-2968.pdf. 

• SEC Staff Q&A on the Custody Rule 

– https://www.sec.gov/divisions/investment/custody_faq_030510.htm. 

• SEC IM Guidance Update No. 2013-04. Privately Offered Securities under the 
Investment Advisers Act Custody Rule 

– https://www.sec.gov/divisions/investment/guidance/im-guidance-2013-
04.pdf.  

Resources 
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Resources 

• SEC IM Guidance Update No. 2014-07. Private Funds and the Application of the Custody Rule to 
Special Purpose Vehicles and Escrows  
– https://www.sec.gov/investment/im-guidance-2014-07.pdf.  

• SEC IM Guidance Update No. 2017-01. Inadvertent Custody: Advisory Contract Versus Custodial 
Contract Authority 
– https://www.sec.gov/investment/im-guidance-2017-01.pdf. 

• OCIE National Exam Program Risk Alert. Significant Deficiencies Involving Adviser Custody and 
Safety of Client Assets (March 4, 2013) 
– https://www.sec.gov/about/offices/ocie/custody-risk-alert.pdf.  

•   SEC Staff No-Action Letter re “Standing Letters of Instruction” (Feb. 21, 2017)  
– https://www.sec.gov/divisions/investment/noaction/2017/investment-adviser-association-

022117-206-4.htm.  
• SEC Staff No-Action Letter granted to 16th Amendment Advisors LLC (custody not deemed       

present because of nature of pooled investment vehicle investors) (March 23, 2015) 
            --     https://www.sec.gov/divisions/investment/noaction/2015/16th-amendment-advisors-032315.htm. 

• Edwin C. Laurenson. Frequent Compliance Issues under the SEC’s Custody Rule under the Investment 
Advisers Act (September 2013) 
– https://www.mwe.com/~/media/files/thought-leadership/publications/2013/09/frequent-

compliance-issues-under-the-secs-
custod__/files/pcrm_092013/fileattachment/pcrm_092013.pdf.  
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The SEC’s Division of Investment Management issued guidance in February of 
this year that indicated when an adviser may inadvertently have custody of 
client assets 

• This generally related to situations where the advisory agreement with the client was 
compliant with the Custody Rule but the client’s contract with the custodian granted 
the adviser too much authority over the client’s assets 

• The problematic provisions in the custodial agreement authorized the custodian to 
disburse, or transfer, funds or securities such as:  

• Permitting the client’s adviser to receive money, securities and property of every kind 

• Permitting the custodian to rely on the adviser’s instructions without any direction from 
the client 

• Authorizing the adviser to instruct the custodian to disburse cash from the client’s cash 
account at any time 

SEC Guidance Regarding  
Imputed Custody 
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SEC Guidance Regarding  
Imputed Custody (cont’d) 

 
• Many advisory agreements rely on the fee deduction exception as a 

way to avoid a surprise examination of the account  

• However, if inadvertent custody is found to be present, the surprise 
examination requirement would be triggered without the parties 
having planned for it 

• The SEC indicated that advisers should be aware of this potential 
and ensure that the custodian is aware of the limitation on the 
adviser’s authority under the advisory agreement with the client 
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IV. 2017 No-Action Letter Regarding SLOAs  

Background 
  

• On February 21 of this year, the SEC staff provided a no action letter to the 
Investment Adviser Association clarifying the SEC staff’s interpretation of the 
Custody Rule as it relates to standing letters of authorization (“SLOAs”) and 
similar asset transfer authorizations.  

• The Investment Adviser Association, which is an investment adviser industry 
trade association, sought clarification on this issue because of widespread 
confusion among investment advisers, qualified custodians, broker dealers, 
compliance personnel and lawyers as to whether an SLOA would impute an 
investment adviser with custody.   

• The SEC staff declined to provide the primary relief sought, which was to 
confirm that an investment adviser would not have custody if it acts under an 
SLOA or similar asset transfer authorization arrangement.   
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IV. 2017 No-Action Letter Regarding SLOAs  

Highlights 
 

• The SEC staff did not provide the primary relief requested and 
instead found that standing letters of authorization and similar 
asset transfer authorizations between a client and a custodian 
would generally result in an investment adviser having custody 
under the Custody Rule.  

• However, the SEC staff granted the alternative relief requested 
with respect to the Custody Rule's surprise examination 
requirements, provided certain conditions are satisfied.  
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IV. 2017 No-Action Letter Regarding SLOAs  

What is an SLOA? 
• The client provides its investment adviser limited power to transfer funds to  

one or more third parties as specifically designated by the client.  

• The client instructs the qualified custodian for the client’s account to accept 
the investment adviser's direction on the client's behalf to move the funds to 
the third party or parties designated by the client on the SLOA.  

• The qualified custodian takes the instruction in writing directly from the 
account holder (which is the adviser's client), and the adviser's authority is 
limited by the terms of the instruction.  

• The adviser is authorized to act merely as an agent for the client.  

• The client retains full power to change or revoke the arrangement.  

• These arrangements are common when clients need their advisers to assist 
with investment and cash management across multiple accounts, for example 
to pay tax bills or make payments to family members. 

• There are a wide variety of SLOAs for third-party transfers. 
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IV. 2017 No-Action Letter Regarding SLOAs  

Distinction between an SLOA and trustee relationships 
– The limited authority of an adviser under an SLOA arrangement 

is different from an investment adviser serving as a trustee with 
power to disburse funds out of an account to any third party 
based on the trustee’s judgment of whether the disbursement is 
consistent with the purpose of the trust.  
 

Distinction between an SLOA and a power of attorney 
– SLOAs are also different from an arrangement in which an 

adviser has full power of attorney over an account or broad 
discretionary authority to withdraw client funds upon the 
adviser's direction to a qualified custodian and to make 
disbursements to any third party on behalf of the client, such as 
in connection with general bill paying or check writing authority.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Arguments from Investment Adviser Association – Why SLOAs should 
not create custody 

• An adviser simply following a client's instructions to transfer assets pursuant 
to the limited authority granted to the adviser under an SLOA and the 
adviser's corresponding direction to the custodian do not result in an adviser 
"holding" client funds, give an adviser "authority to obtain possession" of 
client funds, or authorize or permit an adviser to "withdraw client funds" for 
any purpose, as contemplated by the rule.  

• SLOAs should not trigger the Custody Rule's concerns and measures intended 
to safeguard client assets.  

• The Incoming Letter requested confirmation that the SEC does not interpret 
the authority to withdraw assets (which could result in an adviser having 
custody) to extend to the adviser's limited authority to request that a qualified 
custodian transfer client funds to a designated third party pursuant to an 
SLOA. 
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IV. 2017 No-Action Letter Regarding SLOAs  

SEC Conclusion: SLOAs constitute Custody, unless Adviser Discretion 
is Largely Limited 

• The SEC staff concluded that a registered investment adviser has 
custody of a client's assets if the adviser acts pursuant to an 
SLOA or other similar asset transfer authorization arrangement 
that a client has established with a "qualified custodian“ in most 
cases, depending on the extent of the adviser’s discretion to act.  

• However, the SEC staff recognized that there could be a SLOA 
that does not give the adviser custody depending on the extent 
of the adviser’s discretion to act.  For instance, an arrangement 
that is structured so that the investment adviser does not have 
discretion as to the amount, payee, and timing of transfers 
under a SLOA would not implicate the Custody Rule.” 
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IV. 2017 No-Action Letter Regarding SLOAs  

Reasoning for SEC Conclusion 

• The No-Action Letter stated that "[a]n investment adviser with 
power to dispose of client funds or securities for any purpose 
other than authorized trading has access to the client's assets."  

• A letter of instruction or other similar asset transfer 
authorization arrangement established by a client with a 
qualified custodian would constitute an arrangement under 
which an investment adviser is authorized to withdraw client 
funds or securities maintained with a qualified custodian upon 
its instruction to the qualified custodian. 

• As a result, an investment adviser entering these arrangements 
has  custody and is required to comply with the requirements of 
the Custody Rule.   
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IV. 2017 No-Action Letter Regarding SLOAs  

• SEC Conclusion: No-Action Assurance Granted with regard to 
Surprise Examinations, Provided Certain Conditions are Met 

– Despite its conclusion regarding the SLOAs creating 
custody, the No-Action Letter provided no-action 
assurance with respect to the Custody Rule's surprise 
examination requirements, provided certain conditions are 
satisfied. 
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IV. 2017 No-Action Letter Regarding SLOAs  

The Surprise Exam Requirement 
Rule 206(4)-2 under the Advisers Act generally makes it a fraudulent, deceptive 
or manipulative act, practice or course of business within the meaning of Section 
206(4) for a registered investment adviser to have custody of client funds or 
securities unless:  

• (i) a "qualified custodian" maintains the funds or securities in a separate account for each client 
under that client's name or in accounts that contain only the client's funds and securities under 
the investment adviser's name as agent for the client;  

• (ii) if the adviser opens the custodial account on behalf of the client, the adviser provides 
certain information to the client about the custodian;  

• (iii) the adviser has a reasonable belief, after due inquiry, that the qualified custodian sends 
quarterly account statements directly to clients; and  

• (iv) the adviser undergoes an annual surprise exam by an independent public accountant to 
verify client assets. 
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IV. 2017 No-Action Letter Regarding SLOAs  

What are Surprise Examinations? 
 

Subject to certain exceptions, if an investment adviser has custody of 
client funds or securities, it must obtain an annual surprise examination 
of client assets by an independent public accountant pursuant to a 
written agreement between the adviser and the accountant, at a time 
chosen by the accountant without notice or announcement to the 
adviser that varies from year to year.  The agreement must require the 
accountant to: 

• File a certificate on Form ADV-E with the SEC within 120 days of the 
exam describing the exam; 

• Notify the SEC of any material discrepancies during the course of the 
exam within one business day of finding such discrepancies; and 

• File a certificate on Form ADV-E within four business days that 
includes a statement describing the details of any resignation, 
dismissal, removal or other termination of the accountant 
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IV. 2017 No-Action Letter Regarding SLOAs 

Purpose of Surprise Exams 
 

• These are intended as a deterrent to misuse of client assets by 
providing another set of eyes on client assets to identify problems 
that a client may not. 

• They are also intended to provide the SEC with improved ability to 
identify potential misuse of client assets. 

• If fraud occurs, the SEC believes a surprise exam will increase the 
likelihood that it is discovered and therefore reduce client losses. 
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IV. 2017 No-Action Letter Regarding SLOAs  

Seven Conditions Listed in the 2017 No-Action Letter for No-Action Assurance 
on Surprise Examinations – Advisers should ensure that . . .  

1. The client provides written instruction to the custodian that includes the 
client's signature, the third party's name, and either the third party's address 
or account number to which the transfer should be directed. 

Reasoning: 
– This instruction ensures that the client understands the terms of the SLOA and 

wants the custodian to accept the adviser's direction within the scope of the 
authority set forth in the SLOA.  

– The client's provision of the third party's name and address or account number 
ensure that the client maintains control over the disbursement instruction and 
reflects that the adviser does not have authority to obtain possession of the funds 
or otherwise withdraw the funds for any other purpose. 
 

 

 

 
41 



IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

2. The client gives written authorization to the investment adviser, either on the 
custodian's form or separately, to direct transfers to the third party either on a 
specified schedule or from time to time.   

Reasoning: 

– This authorization ensures that the qualified custodian is taking 
instruction directly from the client and also serves to prevent the 
client's funds from being lost or moved to an unauthorized recipient, 
while at the same time providing flexibility with respect to timing 
and amount to accommodate the client's future needs.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

3. The client's custodian performs appropriate verification of the instruction (e.g., 
signature review or other method to verify the client's authorization) and provides a 
transfer of funds notice to the client promptly after each transfer.  

Reasoning: 

– The custodian's verification that the client has authorized the investment 
adviser to transmit or withdraw funds from the client's account on its 
behalf reflects the custodian's role to detect and prevent irregularities 
and abuses in client accounts and respond to any red flags indicating 
fraudulent conduct.  

– The custodian's notification directly to the client promptly after each 
transfer would alert the client to any unauthorized activity.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

4. The client has the ability to terminate or change the instruction to the 
client's custodian.   

Reasoning: 

– The client's retention of power to change or revoke the 
instruction at any time ensures that the client has full 
autonomy over the arrangement and can immediately 
terminate it at any time.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

5.  The investment adviser has no authority or ability to designate or change the 
identity of the third party, the address, or any other information about the third 
party in the client's instruction.   

Reasoning: 

–  The adviser's lack of authority and inability to designate or change 
the third party, its address, or any other information about the third 
party reinforces that the adviser is not permitted to withdraw client 
funds or securities and instead is acting as a limited agent on behalf 
of the client who has provided a corresponding instruction to the 
custodian.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

6. The investment adviser maintains records showing that the third 
party is not a related party, or located at the same address, as the 
investment adviser.   

Reasoning: 

– This documents that the authority the adviser has does not 
allow it to obtain possession of client funds or securities. The 
absence of such documentation would indicate that the 
adviser may have custody.  
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IV. 2017 No-Action Letter Regarding SLOAs  

Conditions for No-Action Assurance on Surprise Examinations Continued 

7. The client's custodian sends the client an initial written notice confirming the 
instruction and an annual written notice reconfirming the instruction.  

Reasoning: 

– The custodian's written notification to the client when an SLOA is 
established, and annual confirmation that the SLOA continues, 
reinforce that the original instruction is from the client to the 
custodian and that the client retains control over that instruction, 
thereby providing an additional layer of protection over the 
verification discussed above.  

• NOTE: An adviser with an SLOA would need to comply with the other 
requirements of the Custody Rule (e.g., account statement delivery requirements).   
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IV. 2017 No-Action Letter Regarding SLOAs 

Implementation 
 

• The SEC acknowledged that investment advisers, 
qualified custodians and clients will require a 
reasonable period of time to implement the processes 
and procedures to comply with the relief provided. 

• The Investment Adviser Association letter requested a 
minimum of six months to take the steps necessary to 
comply. 

• All investment advisers will need to use the amended 
Form ADV for all amendments after October 1, 
including Item 9 regarding custody. 
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V.  BEST PRACTICES FOR 
COMPLYING WITH THE 

CUSTODY RULE  
 
 

Anastasia T. Rockas  

Skadden Arps Slate Meagher & Flom  

anastasia.rockas@skadden.com 



Limiting Authority under SLOAs to Avoid Having Custody 
 

• Advisers who have entered into SLOAs are generally deemed to have custody 
of client assets, even if the adviser follows the requirements outlined in the 
no-action letter.  

• An adviser seeking to limit its Custody Rule compliance obligations may 
determine that its SLOAs will be structured such that it has no discretion as to 
the amount, payee or timing of transfer, which the SEC staff advised in its No 
Action letter to the Investment Adviser Association would not implicate the 
Custody Rule.  

• In addition, the SEC staff confirmed in the Investment Adviser Association No-
Action Letter that an investment adviser whose authority is limited to 
disposing of client funds or securities solely for authorized trading, such as by 
issuing instructions to either a broker-dealer or a custodian to effect or settle 
trades, does not have custody. 

 
 

V. Best Practices for Complying with the 
Custody Rule  
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Limiting Authority Under Custodial Agreements to Avoid Having Custody 
 

• Similarly, the IM Guidance Update on Inadvertent Custody advised that one 
way to avoid inadvertent custody is to draft a letter addressed to the 
custodian that limits the adviser's authority to "delivery versus payment" 
(DVP), notwithstanding the wording of the custodial agreement, AND have 
the client and custodian provide written consent to acknowledge the new 
arrangement. 

• In this case, the custodian would have instructions to transfer funds or 
securities out of a client’s account only upon a corresponding transfer of 
funds or securities into the account.   

• This delivery versus payment arrangement minimizes the risk that an 
adviser could withdraw or misappropriate funds or securities in a client 
custodial account. 

V. Best Practices for Complying with the 
Custody Rule  
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V. Best Practices for Complying with the 
Custody Rule  

What is DVP? 
 

– The concept of Delivery (of securities) Versus Payment (DVP) is employed in exchange-of-value 
settlement systems to eliminate principal risk, which is the risk that the seller of a security would 
deliver the security but not receive payment OR that the buyer of a security would make payment 
but not receive delivery of the security. 

– DVP links the delivery and payment obligations in such a way as to ensure that the final (i.e., 
irrevocable and unconditional) settlement of securities occurs if and only if the final settlement of 
the corresponding payment occurs.  

– Often DVP takes the general form of a basic three-step process:  

• First the Securities Settlement System (SSS) blocks the underlying securities in the account of 
the seller. 

• Then the SSS requests a transfer of funds from the buyer's bank to the seller's bank in the 
Payment System (PS). 

• Finally, the SSS delivers the securities to the buyer if, and only if, a confirmation of settlement 
of the cash leg from the settlement bank is received.  

– DVP does not require a simultaneous settlement of obligations since the settlement of one 
obligation can follow the settlement of the other (i.e., sequential settlement of securities and funds). 

– From a legal perspective DVP ensures that the final settlement of one obligation is contingent upon 
the final settlement of the other.  
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V. Best Practices for Complying with the 
Custody Rule  

Challenges Involved in Implementing DVP Limitation of Authority 

– Feasibility:  

• Advisers who have a large number of clients and custodians may have difficulty 
requesting all of its clients and custodians to acknowledge in a new document limitations 
on the adviser's authority. 

• Also, DVP will not be possible for instruments that do not settle on a delivery- versus-
payment basis such as privately placed securities and derivatives. 

– Custodians:  

• It is not clear how cooperative custodians will be in acknowledging in writing that the 
adviser’s authority is limited simply to address the adviser’s custody compliance issue. 
Requesting acknowledgements from each custodian may be time consuming and may 
not result in obtaining such an acknowledgement.  

•  Custodians may not be  interested in agreeing to such an acknowledgement because it 
may create an obligation for the custodian to ensure the transactions of the adviser are 
in fact limited.  

• Advisers should consider their client in-take process to address whether new arrangements will 
result in custody and to confirm their procedures are in compliance with the Custody Rule if 
applicable. 
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V. Best Practices for Complying with the 
Custody Rule  

Implementation under SLOAs So No Surprise Exam is Required 
 

– Investment advisers that choose to limit their arrangements to avoid the surprise 
exam requirement as outlined in the SEC no-action letter will have to develop 
policies and procedures in order to have a reasonable basis, after due inquiry, for 
believing that the qualified custodian is complying with the conditions regarding 
verification and notice outlined above that are applicable to custodians under the 
SEC no-action letter.  

– Advisers may need to revise documentation and obtain additional information 
from clients, train personnel, explain the new procedures to clients, and obtain 
records concerning third parties.  

– Custodians will need to revise account forms and other disclosure documents and 
provide new notices to clients. 

• Custodians will need to (x) verify each instruction from the adviser such as by a 
signature review and provide a transfer of funds notice to the client promptly 
after each transfer and (y) provide an initial notice for new SLOAs and annual 
notices for all SLOAs. Their systems may need to be reprogrammed to maintain 
records of such verification and notification.  
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V. Best Practices for Complying with the 
Custody Rule  

Implementation under SLOAs So No Surprise Exam is Required 
 

– The SEC staff acknowledged that investment advisers, custodians and clients will 
need a reasonable period of time to implement the necessary procedures to 
comply with the no-action relief without specifying a time period.  

– The incoming letter from the Investment Adviser Association requesting the no 
action relief noted that it would likely take at least six months to implement the 
necessary procedures.  Accordingly, it would be prudent for advisers to endeavor to 
comply with the new requirements within six months.   

– Advisers who have custody because of their SLOAs will need to have policies and 
procedures designed to comply with the Custody Rule even if they are not subject 
to the surprise exam.  Generally the rule will require placement of client assets 
with a qualified custodian and delivery of account statements by the qualified 
custodian. 
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Limiting Authority Under Custodial Agreements to Reduce Custody Obligations 

 
 

The IM Guidance Update on Inadvertent Custody also advises that in the event 
the custodial agreement is structured narrowly to only allow the deduction of 
fees and no other rights that would impute custody to the adviser, the adviser 
may have custody but may not need to comply with the surprise exam 
requirements if it otherwise complies with the exception for advisers with  
limited custody due to fee deduction in Rule 206(4)-2(b)(3). 

 
 
 

V. Best Practices for Complying with the 
Custody Rule  
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V. Best Practices for Complying with the 
Custody Rule  

Revisions to Form ADV 
 

Include client assets subject to an SLOA in Form ADV 

• Advisers who have SLOAs are generally deemed to have custody of 
client assets, even if the adviser follows the requirements outlined 
in the no-action letter.  

• The adviser should include client assets that are subject to an 
SLOA resulting in custody in its response to Form ADV Item 9 in the 
adviser’s next annual updating amendment. 

• The new Form ADV also requires disclosure in Item 5 about certain 
custodians for separately managed accounts. 

• This should be included beginning with the next annual updating 
Form ADV amendment after October 1, 2017. 

– Advisers should be aware of the changes in the Form ADV Part 1A and should 
ensure that all required information is disclosed. 
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V. Best Practices for Complying with the 
Custody Rule  

 

FAQs Regarding First Person Transfers 
 

• On the same day as the SEC staff issued the IAA No-action letter and the IM guidance, 
the SEC staff updated its custody faqs to clarify the custody rule as it relates to advisers 
with authority to transfer client funds or securities between two or more client 
accounts maintained with the same qualified custodian or different qualified 
custodians. 

• First person transfers are transfers in which the client provides the adviser authority to 
move money between the client’s own accounts.  

• The SEC staff does not interpret the limited authority to transfer client assets between 
the client’s accounts maintained at one or more custodians to give the adviser authority 
to withdraw client assets for purposes of the custody rule if: 

— the client has authorized the adviser in writing to make such transfers;  

— the client or the adviser provides a copy of the authorization to the custodian; and  

— the authorization specifies the client accounts maintained with qualified custodians. 
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V. Best Practices for Complying with the 
Custody Rule  

FAQs Regarding First Person Transfers 

 

• Specifying in this context means: 

— Stating with particularity the name and account numbers on sending and receiving 
accounts, including ABA routing numbers or names of the receiving custodian so 
the sending custodian has a record that the client has identified the accounts for 
which the transfer is being effected.  

• The receiving custodian does not need the authorization. 

• The SEC staff confirmed that no such specification is necessary if the authority to 
transfer assets between client accounts is limited to accounts at the same qualified 
custodian or between affiliated qualified custodians that both have access to the 
sending and receiving account numbers and the account name. 
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V. Best Practices for Complying with the 
Custody Rule  

FAQs Regarding Check Writing Authority 
 

• The SEC staff has confirmed that it is possible to have limited check writing authority for 
a client without having custody if: 

— The client has granted this authority in writing to the adviser and provides a copy 
of the authorization to the qualified custodian;  

— The adviser has no authority to open an account on behalf of the client; and 

— The adviser has no authority to designate or change the client’s address of record 
with the custodian. 
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VI.  ACTIONS TO MITIGATE 
AGAINST ENFORCEMENT 

ACTIONS UNDER THE CUSTODY 
RULE 

Kevin P. Scanlan 

Kramer Levin Naftalis & Frankel 

kscanlan@kramerlevin.com 



Mitigants to Custody Rule Enforcement 
Actions 

Look for clues from prior SEC guidance 

• 2013 OCIE Risk Alert  
– Auditor is not deemed independent pursuant to Regulation S-X 

– Auditor is not registered with and subject to regular inspection by the 
PCAOB  

– Audited Pool Exception requires that a fund’s audited financial 
statements must be prepared in accordance with GAAP 
• Amortization of organizational expenses 

• Adviser unable to substantiate fair valuation for assets 

• Financial statements prepared in accordance with federal income tax basis 

– Failure to prepare a liquidation audit 

– Failure to meet 120/180 day delivery deadline for audited financial 
statements  
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Mitigants to Custody Rule Enforcement 
Actions (cont’d) 

• Failure to properly custody client assets with a qualified custodian 

• Commingling of client assets and adviser’s proprietary assets and/or those 
of its employees in a single account, which is prohibited by the custody 
rule 

• Lack of a reasonable basis on the part of the adviser to believe that the 
qualified custodian was sending out quarterly account statements to the 
adviser’s clients 

• An adviser’s failure to include a legend on account statements it sends to 
its clients urging them to compare the adviser’s account statements with 
those sent by the qualified custodian directly to the adviser’s clients 

2017 OCIE Risk Alert  
• Failure to identify custody   

• Inadequate surprise examinations 
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Mitigants to Custody Rule Enforcement 
Actions (cont’d) 

Consider implications of additional 2017 Guidance from the SEC 
with respect to the Custody Rule  

Seek to comply with the audit exception as opposed to the 
surprise inspection / quarterly account statements 
• Single investor fund vs. managed account  

Develop specific compliance policies regarding the Custody Rule 
if you have not done so already and conduct training / distribute 
reminders to the employees about: 
• Assuming a power of attorney or serving as a trustee of a client’s assets 

• Obtaining and storing client usernames and passwords for advisory client account 
could be deemed custody 

• Promptly send checks and stock certificates to the custodian within 24 hours  
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