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The Securities and Exchange Commission 
(SEC) has been busier than ever with at least 
53 proposed rules issued over the past two 

years and a lofty agenda ahead. Despite significant 
criticism from the industry and Congress, SEC Chair 
Gensler has continued to march through the rule-
making process, at times simultaneously proposing 
rules on complex topics with seemingly short, over-
lapping public comment periods. However, at least 
one of the SEC’s recent proposals has been years in 
the making—12 years according to Chair Gensler’s 
remarks at the SEC’s February 15, 2023 open meet-
ing.1 The SEC proposed a number of amendments 
to Rule 206(4)–2 (the custody rule) under the 
Investment Advisers Act of 1940, as amended (the 
Advisers Act) and proposed redesignating the cus-
tody rule as new rule 223–1 (the safeguarding rule 
or the proposed rule).2 The proposals are intended 
to recognize the evolution in products and services 
in the industry and to strengthen and clarify exist-
ing custody protections. Along with the proposed 
amendments to the existing custody rule provisions, 
the SEC proposed amendments to Form ADV and 
Rule 204-2 (the books and records rule) to improve 
its oversight and risk-assessment abilities.3

Background
In 1962 the SEC adopted the custody rule to 

safeguard client funds and securities from the finan-
cial reverses, including insolvency, of an investment 

adviser and to prevent client assets from being 
lost, misused, stolen, or misappropriated.4 Similar 
to other Advisers Act rules recently amended or 
replaced, including Rule 206(4)-1 (previously 
known as the advertising rule and now known as the 
marketing rule) and Rule 206(4)-3 (the cash solici-
tation rule), the custody rule is a relic of a paper-
based world gone by. It has been amended over the 
years to modernize it in light of developments in 
securities market and offer greater protection for 
advisory clients. For example, the 2003 amendment 
expanded the requirement to maintain client funds 
with a qualified custodian to include client securi-
ties in light of the ability to hold most securities in 
book-entry form.5

In 2009 the SEC amended the custody rule 
again to include custody through related persons 
following the wake of several enforcement actions 
involving misappropriation and misuse, the most 
infamous of which was the fraud perpetrated by 
Bernie Madoff. 6 Then, in 2010, the Dodd-Frank 
Wall Street Reform and Consumer Protection Act 
(Dodd-Frank Act)7 added Advisers Act Section 223 
authorizing the SEC to promulgate rules requiring 
registered advisers to take steps to safeguard client 
assets over which advisers have custody including, 
without limitation, verification of such assets by an 
independent public accountant. However, the cus-
tody rule has not been amended since before the 
adoption of Advisers Act Section 223. The proposed 
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safeguarding rule is the SEC’s first attempt to update 
the rules to require advisers to safeguard all assets 
over which advisers have custody rather than just 
funds and securities.

Initial reactions to the proposed rule seemed to 
suggest the rule if adopted would mostly impact the 
crypto currency and digital asset industry. However, 
the proposed rule would bring sweeping changes to 
long-established investment adviser industry prac-
tices across all asset classes and client types. The SEC 
received over 125 comment letters on the proposed 
rule to date and entertained meetings with 20 indus-
try participants to discuss the same. If adopted as 
proposed, the safeguarding rule would have a sig-
nificant impact not only on the asset management 
industry, but also the banking industry. Many com-
menters expressed grave concerns over the proposed 
rule and called for the SEC to abandon all or por-
tions of the proposal in its current form.8

Set forth below is a summary of the material 
changes proposed by the SEC as well as related 
industry commentary regarding the same.

Scope of the Proposed Rule
According to the Proposing Release, the Staff is 

reconsidering the role of a “qualified custodian” and 
what minimum protections advisory clients should 
receive in light of the evolution of financial prod-
ucts and services, including the addition of newly 
launched state-chartered trust companies providing 
custodial services, the expansion of non-fiduciary 
custodial accounts, and the development of crypto 
and other digital assets.9

Types of Investments
The proposed rule would expand the types of 

investments covered by the current custody rule. 
Significantly, the proposed rule would require advis-
ers to safeguard not only funds and securities as 
required by the current custody rule, but all types 
of client assets—funds, securities, or other posi-
tions held in an advisory account. The Staff intends 
this definition of assets to remain evergreen as the 

industry evolves to ensure all types of assets entrusted 
to advisers are properly safeguarded.10

The proposed rule’s definition of assets would 
include, but not be limited to, the following types 
of investments:

	■ All crypto assets, even in the instances in which 
such assets are neither funds nor securities.11

	■ Financial contracts held for investment purposes.
	■ Collateral posted in connection with a swap 

contract on behalf of the client.
	■ Physical assets, including artwork, real estate, 

precious metals, or physical commodities (for 
example, wheat or lumber).

	■ Investments that would be accounted for in 
the liabilities column of a balance sheet or rep-
resented as a financial obligation of the client 
including negative cash.12

Industry participants have been shocked 
over the SEC’s expanded application of the rule 
to include all client assets rather than just client 
funds and securities. It’s been almost 12 years since 
the passage of Dodd-Frank and for nearly as long, 
Advisers Act Section 223 had not previously gar-
nered much attention, most likely because it was 
not viewed as a fundamental shift in regulation or 
practice. Now the industry is pushing back hard 
claiming the term “client assets” as used in Section 
223 is merely a short-hand expression for client 
funds and securities, which the SEC itself has also 
used in prior custody rule releases to address the 
same. 13

As discussed in the Proposing Release, the SEC 
believes Congress intended Advisers Act Section 
223 to broaden the application of the custody rule 
to include client assets beyond funds and securi-
ties.14 The SEC’s interpretation rests on the fact 
that Congress changed an early version of the 
bill—which was limited in scope to client funds 
and securities—to include “client assets” follow-
ing the testimony of one Congressional witness 
who said the existing custody rule’s scope left assets 
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other than funds and securities at greater risk of 
loss, theft, misappropriation, or being subject to 
the financial reverses of an adviser.15 The SEC states 
in the Proposing Release that the change was made 
subsequently, but has not provided evidence that 
the testimony caused the change or that the change 
was made specifically to broaden the scope. That 
one witness’s testimony may have been more nar-
rowly focused than the SEC suggests, particularly 
as it relates to privately offered securities owned by 
private investment funds.16 It’s hard to see this wit-
ness’s testimony as a call to require advisers to main-
tain physical artwork of a managed account client 
with a qualified custodian.

Discretionary Authority
The proposed rule generally would retain the 

current custody rule’s three categories that serve as 
examples of custody: (1) physical possession, (2) 
certain arrangements when the adviser is authorized 
or permitted to instruct the client’s custodian, and 
(3) circumstances when the adviser acts in certain 
capacities. However, the proposed rule would sig-
nificantly expand the scope of the arrangement cat-
egory to explicitly include discretionary authority 
to trade within the definition of custody. According 
to the Proposing Release, the Staff is proposing this 
change to “rectify unintended consequences” of its 
prior interpretive position that authorized trading 
“delivery versus payment” transactions are excepted 
by the definition of custody.17 The Staff specifically 
called out transactions where an adviser, without the 
client’s or custodian’s involvement, could instruct 
an issuer, transfer agent, or administrator to redeem 
the client’s interest and direct the proceeds to a par-
ticular account. Without the client’s or custodian’s 
involvement, the adviser could potentially direct 
those proceeds to an account owned or controlled by 
the adviser with such misappropriation going unde-
tected for an indeterminate amount of time.

If adopted as proposed, the definition of custody 
would include discretionary authority and other 
arrangements under which the adviser is authorized 

or permitted to withdraw or transfer beneficial own-
ership of client assets upon the client’s instruction. 
Where an adviser’s discretionary authority is limited 
to transactions that settle only on a delivery versus 
payment (DVP) basis, the proposed rule would pro-
vide a limited exception to the surprise examination 
requirement of the rule as further discussed below.

Application of the Proposed Rule
The application of the proposed rule would not 

change from the application of the current custody 
rule. The proposed rule would apply to investment 
advisers registered, or required to be registered, with 
the SEC.18 In the Proposing Release the SEC Staff 
confirmed its current position that most of the sub-
stantive provisions of the Advisers Act do not apply 
with respect to the non-US clients (including funds) 
of a registered offshore adviser. Accordingly, if the 
proposed safeguarding rule is adopted, it would not 
apply to non-US clients of an adviser that has its 
principal office and place of business outside of the 
United States.19 Onshore advisers would be subject 
to the rule with respect to all clients regardless of 
where they are domiciled or reside.

Proposed Changes to the Definition 
of Qualified Custodian

Foreign Financial Institutions

While the Staff’s position on the application 
of the rule to offshore advisers would not change, 
the proposed rule would refine the types of foreign 
financial institutions (FFIs) that could meet the 
definition of qualified custodians. Under the cur-
rent custody rule, an FFI meets the definition of a 
qualified custodian if it customarily holds financial 
assets for its customers, provided that the FFI keeps 
the advisory clients’ assets in customer accounts seg-
regated from its proprietary assets.20 This provision 
was adopted in 2003 to avoid disruption to exist-
ing relationships of foreign advisers and their clients 
with foreign institutions. According to the 2003 
Adopting Release,
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Where an adviser selects an FFI to hold 
clients’ assets, [the SEC Staff] believe the 
adviser’s fiduciary obligations require it 
either to have a reasonable basis for believ-
ing that the foreign institution will provide 
a level of safety for client assets similar to 
that which would be provided by a ‘quali-
fied custodian’ in the United States or to 
fully disclose to clients any material risks 
attendant to maintaining the assets with the 
foreign custodian.21

While this provision did not receive much attention 
historically, more recently crypto and digital asset 
advisers have been relying on FFIs to serve as quali-
fied custodians.

Under the proposed rule, an FFI would meet 
the definition of a qualified custodian if it:

	■ Is incorporated or organized under the laws of 
a country or jurisdiction other than the United 
States, provided that the adviser and the SEC are 
able to enforce judgments, including civil mon-
etary penalties, against the FFI;

	■ Is regulated by a foreign country’s government, 
an agency of a foreign country’s government, or a 
foreign financial regulatory authority as a bank-
ing institution, trust company, or other finan-
cial institution that customarily holds financial 
assets for its customers;

	■ Is required by law to comply with anti-money laun-
dering and related provisions similar to those of 
the Bank Secrecy Act and regulations thereunder;

	■ Holds financial assets for its customers in an 
account designed to protect such assets from 
creditors of the FFI in the event of the insol-
vency or failure of the FFI;

	■ Has the requisite financial strength to provide 
due care for client assets;

	■ Is required by law to implement practices, pro-
cedures, and internal controls designed to ensure 
the exercise of due care with respect to the safe-
keeping of client assets; and

	■ Is not operated for the purpose of evading the 
provisions of rule 223-1.22

Significantly, an adviser would need to make 
legal determinations for each of the requirements set 
forth above as to the applicable local law of the FFI’s 
jurisdiction. Every time a client uses an FFI in a new 
jurisdiction, the adviser would need to undertake 
legal due diligence to make those determinations. 
Presumably, the adviser would need to review its 
prior determinations on a periodic basis. Comments 
generally agreed this would be an “impossible com-
pliance burden.”23 Even if an adviser could under-
take this legal due diligence, the related cost burden 
and uncertainty as to any one of the determinations 
would likely deter advisers from servicing assets in 
those foreign markets. It’s also not clear why the SEC 
believes any FFI would consent to subject itself to the 
SEC’s enforcement jurisdiction, which would mean 
for many FFIs, appointing an agent for service of pro-
cess in the United States. The SEC acknowledged in 
the Proposing Release that these requirements would 
limit the number of FFIs that could meet the defi-
nition of a qualified custodian.24 Comments though 
believe the SEC has underestimated this limitation. 
Many expressed concern that the proposed require-
ments for FFIs will effectively preclude advisers from 
investing client assets in foreign markets.25

Banks and Savings Associations
The proposed rule would also change the defini-

tion of qualified custodian relating to banks and sav-
ings associations to address the risk of loss of client 
assets in the event of the insolvency or failure of the 
custodian. Under the proposed rule, the definition 
of qualified custodian would include banks and sav-
ings associations only if client assets are maintained 
in accounts in which client assets are easily identifi-
able and clearly segregated from the bank’s or savings 
association’s assets. While other types of qualified 
custodians, such as registered broker-dealers and 
futures commission merchants, are subject to regula-
tion that otherwise require these types of safeguards, 
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the Staff expressed concern over the inconsistency in 
treatment of bank and savings association accounts 
under the various state banking and insolvency 
laws.26 Recent bank failures have emphasized this risk 
of loss with respect to deposit accounts. The bank 
industry has pushed back hard in comment letters, 
particularly regarding the requirement to segregate 
client assets. Please see “Segregation of Client Assets” 
below for a more detailed discussion on this point.

Qualified Custodian Protections
According to the Proposing Release, the pro-

posed rule “seeks to create a minimum floor of 
custodial protection for investors—including those 
investors that have little or no power to negotiate 
for those protections—in the event of custodial mis-
conduct.”27 While the current custody rule requires 
client funds and securities to be merely maintained 
with a qualified custodian, the proposed rule would 
require advisers to segregate client assets and quali-
fied custodians to maintain “possession or control” 
of such client assets. The proposed rule would 
also set minimum standards for custodial services, 
including but not limited to the manner in which 
client assets are held, which are intended to improve 
safekeeping of client assets today and as the industry 
evolves.

Segregation of Client Assets
As proposed, client assets must:

	■ be titled or registered in the client’s name or oth-
erwise held for the benefit of that client;

	■ not be commingled with the adviser’s assets or 
the adviser’s related persons’ assets; and

	■ not be subject to any right, charge, security 
interest, lien, or claim of any kind in favor of 
the adviser, the adviser’s related persons, or the 
adviser’s creditors, except to the extent agreed to 
or authorized in writing by the client. 28

The SEC stated in the Proposing Release that 
this segregation requirement was “designed to 

prevent the adviser, or its related person, from using 
client assets for its own purposes or in a manner not 
authorized by the client or in a manner inconsistent 
with its fiduciary duty.”29 Custodians, however, are 
sounding the alarm over significant increased costs, 
as well as increased operational and settlement risk, 
and decreased market liquidity.30 SIFMA went as far 
as to say the proposed rule would undermine sound 
bank management of cash deposit accounts and 
could significantly impact the funding and liquidity 
management of custody banks. Northern Trust also 
said that if asset segregation were required, custody 
banks would have insufficient liquidity to provide 
intraday and overnight advances and contractual 
settlement to help clients settle foreign exchange 
and securities transactions on their contractual 
settlement dates, which could increase the risk of 
settlement failures.31 Northern Trust and others 
also raised serious concerns over the proposed rule 
unfairly favoring adviser client depositors over other 
depositor types.32

While the SEC was mindful to incorporate 
certain of its current no-action positions and 
related guidance into the proposed rule, the SEC 
left out of the proposed rule’s segregation provi-
sion its 2014 IM Guidance on application of the 
custody rule to various situations involving special 
purposes vehicles (SPVs) and escrows, as well as its 
Madison Capital No-Action Letter position on an 
adviser serving as administrative agent to a loan 
syndicate.33

Possession and Control
The “possession or control” requirement is 

intended to address risk of loss related to client assets 
that could otherwise be purchased or sold without 
involvement from the custodian, as discussed above 
with respect to discretionary authority. The term 
“possession or control” as defined in the proposed 
rule means

holding assets such that the qualified custo-
dian is required to participate in any change 
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in beneficial ownership of those assets, the 
qualified custodian’s participation would 
effectuate the transaction involved in the 
change in beneficial ownership, and the 
qualified custodian’s involvement is a con-
dition precedent to the change in beneficial 
ownership.34

This requirement is intended to ensure custodians 
are true gatekeepers in client transactions. According 
to the Proposing Release, participation would mean 
the custodian is so involved that it would be “will-
ing to attest to the transaction on an account state-
ment and for which it customarily takes custodial 
liability.”35

In its comment letter SIFMA called for excep-
tions to the “possession and control” requirement 
raising concern that certain investments, such as 
repurchase agreements, reverse repurchase agree-
ments, loans, collateralized loan obligations (CLOs), 
and derivatives (including swaps), would be unavail-
able to advisory clients as a result of this proposed 
requirement.36 European industry groups also 
expressed concerns over the expanded scope and 
the “additional complexities and incompatibilities 
that inevitably would arise in jurisdictions outside 
the United States, where other laws, regulations and 
market practices apply.”37

Written Agreement
Under current industry practice, not all advisers 

are involved with their client’s selection and reten-
tion of a custodian.38 The proposed rule, however, 
would require a written agreement between the 
qualified custodian and the adviser (or between the 
adviser and client if the adviser is also the qualified 
custodian). The written agreement must provide the 
following provisions:

	■ The qualified custodian will promptly, upon 
request, provide records relating to the adviser’s 
clients’ assets held in the account at the quali-
fied custodian to the SEC or to an independent 

public accountant engaged for purposes of com-
plying with the safeguarding rule.

	■ The qualified custodian will send account state-
ments, at least quarterly, to the client, or its 
independent representative, and to the adviser, 
identifying the amount of each client asset in 
the account at the end of the period and setting 
forth all transactions in the account during that 
period, including investment advisory fees. Such 
account statements must not identify assets for 
which the qualified custodian lacks possession 
or control (that is, assets included for accom-
modation reporting when the custodian merely 
reports the holdings or transactions as reported 
to it by the adviser or a third party), unless 
requested by the client and the qualified custo-
dian clearly identifies any such assets that appear 
on the account statement.

	■ At least annually, the qualified custodian will 
obtain, and provide to the adviser a written 
internal control report that includes an opin-
ion of an independent public accountant as to 
whether controls have been placed in opera-
tion as of a specific date, are suitably designed, 
and are operating effectively to meet control 
objectives relating to custodial services (includ-
ing the safeguarding of the client assets held by 
that qualified custodian during the year). If the 
adviser is the qualified custodian, or if the quali-
fied custodian is a related person, the indepen-
dent public accountant that prepares the internal 
control report must verify that client assets are 
reconciled to a custodian other than the adviser 
or the adviser’s related person and be registered 
with, and subject to regular inspection as of the 
commencement of the professional engagement 
period, and as of each calendar year-end, by, the 
Public Company Accounting Oversight Board 
in accordance with its rules.

	■ Specify the adviser’s agreed-upon level of author-
ity to effect transactions in the account as well as 
any applicable terms or limitations, and permits 
the adviser and the client to reduce that authority.
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Advisers also must have a reasonable belief that 
these requirements have been implemented. In the 
Proposing Release the Staff acknowledged that an 
agreement between the custodian and the adviser 
would be a substantial departure from current indus-
try practice, but stated they believe such departure 
is still necessary to help protect client assets from 
the harms the custody rule is designed to address.39 
While the Proposing Release does not provide exam-
ples of how an adviser could satisfy and evidence full 
compliance with this requirement, the SEC stated 
that if a qualified custodian fails to properly provide 
the adviser with the required quarterly account state-
ment or the required annual internal control report 
discussed below, the adviser could not reasonably 
believe that the qualified custodian is complying 
with the contractual obligations of the written agree-
ment.40 The SEC also stated an adviser could use its 
records of client account statement copies it receives 
from the qualified custodian to form the basis of its 
reasonable belief that the qualified custodian has 
implemented the proposed contractual requirement 
to deliver account statements.41

Many commenters raised issues with respect to 
the written agreement requirement for advisers par-
ticipating in managed account programs.42 Primary 
advisers to these programs often reallocate client 
assets to different advisers depending on perfor-
mance and strategy. The proposal would effectively 
require each new adviser added to a client’s portfolio 
to enter into a new agreement with the client’s cus-
todian and obtain assurances from each custodian 
at the outset of the relationship, which could cause 
serious disruption in service.

Commenters generally expressed significant 
concern that the requirement to specify the agreed-
upon level of the adviser’s authority means custo-
dians would be responsible for monitoring that 
authority to ensure advisers are not engaging in 
unauthorized transactions in their client accounts.43 
One commenter went as far as to say, “ensuring that 
instructions received from advisers conform to their 
authority is outside the role of a global custody bank, 

would be operationally impractical, and could create 
a moral hazard.”44

Reasonable Assurances
If adopted as proposed, advisers would be 

required to obtain reasonable assurances in writing 
from the qualified custodian that the custodian will 
comply with the following requirements:

	■ The qualified custodian will exercise due care in 
accordance with reasonable commercial stan-
dards in discharging its duty as custodian and 
will implement appropriate measures to safe-
guard client assets from theft, misuse, misappro-
priation, or other similar type of loss.

	■ The qualified custodian will indemnify the client 
(and will have insurance arrangements in place 
that will adequately protect the client) against 
the risk of loss of the client’s assets maintained 
with the qualified custodian in the event of the 
qualified custodian’s own negligence, reckless-
ness, or willful misconduct.

	■ The existence of any sub-custodial, securities 
depository, or other similar arrangements with 
regard to the client’s assets will not excuse any of 
the qualified custodian’s obligations to the client.

	■ The qualified custodian will clearly identify the 
client’s assets as such, hold them in a custodial 
account, and will segregate all client assets from 
the qualified custodian’s proprietary assets and 
liabilities.

	■ The qualified custodian will not subject client 
assets to any right, charge, security interest, lien, 
or claim in favor of the qualified custodian or its 
related persons or creditors, except to the extent 
agreed to or authorized in writing by the client.

Advisers would be required to maintain an 
ongoing reasonable belief that the custodian is 
complying with these requirements. Furthermore, 
the SEC stated that to form its reasonable belief, 
advisers should “seek to become sufficiently familiar 
with safeguarding practices to identify concerns or 



8 THE INVESTMENT LAWYER

red flags in order to, among other things, form an 
opinion as to whether the assurance that they receive 
from the qualified custodian that the qualified custo-
dian is acting with due care is reasonable.”45

Those advisers who are serving as qualified cus-
todians would be required to include in their written 
agreement with the client a provision requiring the 
adviser to comply with those requirements.

Commenters generally expressed concern that 
the SEC is exceeding its authority by attempt-
ing to indirectly regulate custodians.46 The New 
York Department of Financial Services and others 
expressly stated that Congress has not authorized the 
SEC to regulate custodians directly, some of which 
are extensively regulated under federal and state 
law.47 The Proposing Release also lacks any explana-
tion as to why it is necessary for advisers, rather than 
regulators, to ensure institutions that meet the defi-
nition of a qualified custodian are doing their job to 
adequately safeguard client assets.48

There is also concern, based on current industry 
practice, that custodians will not agree to indemnify 
clients for losses and or maintain insurance for risk 
of loss of the client’s assets caused by the qualified 
custodian’s negligence.49

Exceptions

Certain Assets Unable to Be Maintained 
with a Qualified Custodian

When the custody rule’s exception for certain 
privately offered securities was adopted in 2003, 
most securities were certificated and the Staff 
intended the exception to be used on rare occa-
sions.50 Now that most securities are uncertificated 
and custodian practices have developed to safeguard 
privately offered securities, the Staff is proposing to 
narrow the definition of privately offered securities 
to ensure the exception is available only in circum-
stances that truly warrant it—where ownership can-
not be recorded and maintained (book-entry, digital, 
or otherwise) in a manner in which a qualified cus-
todian can maintain possession or control of such 

assets. The proposed rule also would expand the defi-
nition to include certain physical assets in light of 
the expanded scope of the proposed rule to include 
maintenance requirements for all client assets, rather 
than just funds and securities.

Accordingly, to rely on the exception under the 
proposed rule, an adviser must document its rea-
sonable determination that ownership cannot be 
recorded and maintained (book-entry, digital, or 
otherwise) in a manner in which a custodian is able 
to maintain possession or control of the particular 
asset. The Proposing Release explains that this deter-
mination would involve an analysis of the asset and 
the available custodial market and the SEC does not 
expect advisers to identify and evaluate every conceiv-
able qualified custodian.51 The examples provided in 
the Proposing Release leave open many questions as 
to exactly how advisers will make this determination 
and whether they will be second-guessed in hind-
sight by the Division of Examinations.52 Perhaps the 
examples were meant to depict the very narrow cir-
cumstances under which the SEC believes the excep-
tion should remain available—unharvested wheat is 
one of the few examples provided.

The proposed rule also would require advis-
ers to notify their independent public accountant 
within one business day of any purchase, sale, or 
other transfer of beneficial ownership of the assets. 
Then, the account would be required to verify such 
transfer promptly after receiving such notice, and 
to provide notification to the SEC within one busi-
ness day upon finding any material discrepancy. 
The accountant would be required to perform the 
verification during the annual independent verifica-
tion conducted pursuant to proposed rule 223-1(a)
(4) or as part of a financial statement audit per-
formed pursuant to proposed rule 223-1(b)(4) of 
this section.

Commenters, including public accounting 
firms, requested clarity on the standards under which 
these verification engagements should be performed 
as there are prescribed requirements under the pro-
posed rule and there is no concept of “verification” 
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under audit, attestation, or consulting standards.53 
In sharing its view of individual transaction verifica-
tion procedures, KPMG LLP stated,

. . . each individual transaction verifica-
tion would likely be its own examination 
engagement with its own reporting require-
ments. As such, the required procedures for 
each individual examination engagement 
would include, for example, performing 
planning and risk assessment procedures, 
obtaining sufficient appropriate evidence 
to support the opinion in the examination 
report, evaluating the reliability of informa-
tion produced by the entity, evaluating the 
use of specialists, supervising the work of 
other practitioners, and issuing a separate 
written report that complies with the attes-
tation standards.54

Ernest & Young cautioned that verifica-
tion procedures would be costly and would not 
add meaningful additional protections.55 SIFMA 
Commenters also expressed significant concern 
over the proposed rapid timeline for verifications.56 
As noted in the PWC Letter, a single transaction 
could impact dozens of entities and accounts and 
multiple clients of one investment adviser. SIFMA 
also called for the rejection of the individual trans-
action verification stating, “it is unclear what addi-
tional protection, if any, the significant burden of 
independent verification for every purchase, sale, or 
other transfer of beneficial ownership will offer to 
clients.”57

Audit Exception
The availability of the current custody rule’s 

audit exception to the provisions requiring notice 
to clients, account statements, and an independent 
verification would be expanded to all types of enti-
ties that undergo a financial statement audit at least 
annually and upon liquidation. Commenters were 
generally supportive of this change.58

Standing Letters of Authorization
The proposed rule seeks to address circum-  

stances under which advisers are deemed to have 
custody under the rule because their clients’ cus-
todial agreements give them a broad authority that 
they neither want nor use.59 Accordingly, the pro-
posed rule would exempt advisers from the inde-
pendent verification requirement in proposed rule 
223-1(a)(4) if they have custody of client assets 
solely because of a standing letter of authoriza-
tion (SLOA).60 SLOA includes those arrangements 
among the adviser, the client and the client’s quali-
fied custodian in which the adviser is authorized in 
writing to direct the qualified custodian to transfer 
assets to a third-party recipient on a specified sched-
ule or from time to time. The client’s authorization 
must include the client’s signature, the third-party 
recipient’s name, and either its address or account 
number at a custodian to which the transfer should 
be directed, and the adviser cannot have the ability 
or authority to designate or change any information 
about the third-party recipient (including name, 
address, and account number). The Staff believes 
there is little risk to clients under these circum-
stances because the adviser’s role in effecting any 
change in beneficial ownership is circumscribed and 
ministerial.61 Importantly, SLOA for this purpose 
would not include arrangements where the client’s 
qualified custodian is the adviser’s related person.

The exception essentially codifies the Staff’s 
current no-action position for advisers who exer-
cise limited authority pursuant to a SLOA with-
out undergoing an annual surprise examination, 
if the SLOA arrangement meets certain specified 
conditions.62

Discretionary Authority
The proposed rule provides a similar excep-

tion to the independent verification requirement in 
proposed rule 223-1(a)(4) when the adviser’s sole 
reason for having custody is because it has discre-
tionary authority with respect to those assets. The 
exception applies only for client assets that are 
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maintained with a qualified custodian in accordance 
with the rule and for accounts where the adviser’s 
discretionary authority is limited to instructing 
its client’s qualified custodian to transact in assets 
that settle exclusively on a delivery versus pay-
ment basis. Notably, the North American Securities 
Administrators Association expressed concern in its 
comment letter that this exception would be impru-
dent and contradictory to the proposal’s aim of risk 
reduction and create an opportunity for advisers to 
engage in misconduct.63

Amendments to the Investment 
Adviser Recordkeeping Rule

The proposed amendments to Rule 204-2’s 
books and records requirements aim to make avail-
able to SEC examiners a complete custodial record 
of client accounts. According to the Proposing 
Release, the SEC’s Staff has experienced challenges 
with the completeness and accuracy of advisory cli-
ent account records.64 To address these challenges, 
the proposed amendments would require advisers to 
keep more detailed and a broader scope of records 
currently required under the rule and keep new 
records for each client account of which it has cus-
tody as follows:

	■ Client Communications
— Copies of required client notifications 

required under the proposed safeguarding 
rule and any responses thereto.

	■ Client Accounts
— Client account identifying information, 

including account inception date, client 
type (as reported in Item 5.D. of Form 
ADV) and copies of all account opening 
records, whether the adviser has discre-
tionary authority and authority to deduct 
advisory fees and information regarding 
termination.

— Custodian identifying information, includ-
ing a record that identifies and matches, for 

each client, the account name and account 
number, or any other identifying informa-
tion, from any person or entity, including 
any qualified custodian, that maintains 
client assets to the corresponding advisory 
account record for each client as required 
under Account Activity below; copies of 
required qualified custodian written agree-
ments, copies of all records received from 
the qualified custodian relating to client 
assets, a record of the basis for the required 
reasonable assurances that the adviser 
obtains from the qualified custodian, and 
if applicable, a copy of the adviser’s written 
reasonable determination that ownership 
of certain specified client assets cannot be 
recorded and maintained (book-entry, digi-
tal, or otherwise) in a manner in which a 
qualified custodian can maintain possession 
or control of such assets.

— A record that indicates the basis of the 
adviser’s custody of client assets, including 
whether a related person has custody.

— Copies of all account statements delivered 
by the qualified custodian to the client 
and to the adviser; copies of any account 
statement delivered by the adviser to the 
client, including copies of any account 
statement delivered by the adviser to the 
client containing required notifications 
under; and, for pooled investment vehicle 
clients, records reflecting the delivery of 
account statements, notices, or financial 
statements (as applicable) to all investors 
in such client.

	■ Account Activity (transaction and position 
information)
— (as a modification of the currently required 

journal and ledger records for custody 
accounts) Records reflecting all trade and 
transaction activity in client accounts, that 
includes the date and price or amount of all 
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purchases, sales, receipts, deliveries (includ-
ing one-way delivery of assets, and free 
receipt and delivery of securities and cer-
tificate numbers, as applicable), deposits, 
transfers, withdrawals, cash flows, corpo-
rate action activity, maturities, expirations, 
expenses, income posted to the account, 
and all other debits and credits to or from 
the account.

— (as a modification of the currently required 
copies of confirmations of all transactions 
effected by or for the client in the client 
account) Trade confirmations that show the 
date and price of each trade as well as any 
instruction received by the adviser concern-
ing transacting in the assets.

— A record not just for each security, but for 
each asset, in which each client has a posi-
tion, which record shall show the name of 
such client having any interest in such asset, 
the amount or interest of such client, and 
the location of such asset.

	■ Independent Public Accountant Engagements
— All audited financial statements prepared 

under the safeguarding rule.
— A copy of each internal control report 

obtained by a qualified custodian and 
received by the adviser pursuant to the safe-
guarding rule.

— A copy of any written agreement between 
the independent public accountant and the 
adviser or the client, as applicable, required 
under the proposed safeguarding rule.

	■ Standing Letters of Authorization
— Copies of, and records relating to, any 

standing letter of authorization issued by a 
client to the adviser. Although not expressly 
required by the proposed amendments, 
the Proposing Release states these records 
should include the name and either the 
address or the account number of each 
recipient to whom a transfer of client assets 
may be directed, along with any instructions 

the adviser has provided to the client’s quali-
fied custodian to transfer client’s assets to 
that recipient.65

Amendments to Form ADV
The SEC also proposed amendments to Form 

ADV’s Instructions, Glossary and Item 9 of Part 1A 
to align reporting obligations with the proposal.66 
The proposed changes are intended to improve the 
structure of Form ADV Item 9.4.

On a positive note, the proposed changes would 
give Item 9 of Part 1A a much-needed makeover. 
The first question, proposed Item 9.A.(1), would 
simply identify whether or not the adviser has cus-
tody. Advisers will respond in the affirmative regard-
less of the basis for which they have custody, whether 
they have custody directly, including solely because 
of their ability to automatically deduct advisory fees 
from client accounts, or indirectly because their 
related persons have custody. This change should 
hopefully alleviate industry confusion created by the 
current format of Items 9.A. and 9.B.

The second question, proposed Item 9.A.(2), 
however, will require disclosure of the amount of cli-
ent assets of which the adviser has custody and the 
number of clients attributable to those assets broken 
down by categories of the adviser’s basis for custody 
(that is, ability to deduct advisory fees, having dis-
cretionary authority, having physical custody, having 
a standing letter of authorization, etc.). While some 
advisers maintain similar custody charts to help 
compliance identify whether the adviser has custody, 
this proposed item could significantly increase the 
compliance burden for those who do not already 
maintain this information on a client basis.

The proposed new item 9 also would require dis-
closure of any exceptions relied on as well as informa-
tion regarding the accountant performing the annual 
audit in accordance with that exception. In addition 
to the identification of each qualified custodian, new 
Item 9 would require the approximate dollar amount 
and related number of clients for assets not main-
tained by a qualified custodian. The proposal would 
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change the “Report Not Yet Received” response to 
the question regarding whether the internal control 
report prepared by the independent public accoun-
tant contains an unqualified opinion. The response 
would be updated to “Report Not Yet Received for 
Most Recent Fiscal Year End,” which would elimi-
nate any remaining confusion as to which report the 
question relates.

Importantly, as with the current Form ADV, 
advisers will need to file other-than-annual updates 
if certain information reported in Item 9 becomes 
inaccurate. The current Form ADV requires other-
than-annual updates to inaccurate information pro-
vided in response to Item 9, except:

	■ Item 9.A.(2) (the approximate amount of client 
funds and securities and total number of clients 
for which you have custody);

	■ Item 9.B.(2) (the approximate amount of client 
funds and securities and total number of clients 
for which your related persons have custody);

	■ Item 9.E. (the commencement date of your sur-
prise examination during your last fiscal year); 
and

	■ Item 9.F. (the number of persons acting as quali-
fied custodians for your clients).

While the exceptions to the other-than-annual 
update requirements under the proposed Form 
ADV are similar, the updated Form ADV would 
require more information and therefore increase 
the compliance burden with other-than-annual 
updates. If adopted as proposed, advisers would 
need to file an other-than-annual amendment if 
any information provided in response to the fol-
lowing sections in Item 9 becomes inaccurate in any 
way:

	■ Item 9.A.(1) (whether the adviser has custody of 
client assets either directly or because a related 
person has custody of client assets in connection 
with advisory services that the adviser provides 
to the client)

	■ Item 9.B. (whether the adviser is relying on cer-
tain exceptions to the proposed rule and if so, 
which one(s))

	■ Item 9.C. (whether client assets are maintained 
with a qualified custodian and related identify-
ing information, including whether the adviser 
or a related person serves as a qualified custodian 
under the proposed rule)

	■ Item 9.D.(1) (whether client assets are not main-
tained by a qualified custodian)

	■ Item 9.E. (whether the adviser is required to 
obtain a surprise examination by an indepen-
dent public accountant under the proposed 
rule)

Advisers would need to update responses to the 
following remaining sections of Item 9 only as part 
of their annual updating amendments:

	■ Item 9.A.(2) (the chart detailing the approxi-
mate amount of client funds and securities and 
total number of clients for which you or your 
related persons have custody, broken out by category 
of the adviser’s basis for custody); and

	■ Item 9.D.(2) (the approximate amount of client 
assets not maintained by a qualified custodian) 
unless the adviser’s response to Item 9.D.(1) 
(whether client assets are not maintained by a 
qualified custodian) has changed.

Transition Period and Compliance 
Date

The proposed effective date for the proposed 
rule and related Form ADV amendments would be 
sixty (60) days after the date of publication of the 
final rules in the Federal Register. Likely a welcome 
change to past practice,67 the proposal includes two 
different compliance dates based on the amount of 
regulatory assets under management (RAUM). For 
advisers with more than $1 billion in RAUM the 
transition to compliance period would end one year 
following the effective date. For advisers with up to 
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$1 billion in RAUM, the transition to compliance 
period would end 18 months following the effective 
date.

A number of commenters suggested an extended 
compliance period, with a few commenters suggest-
ing at least a three-year compliance period or as 
much as a three and a half-year compliance period 
for small advisers.68 A number of commenters just 
requested more time to consider the proposal in 
light of the volume of proposed and recently adopted 
rules issued by the SEC.69

Ms. Garver is a partner of Troutman Pepper 
Hamilton Sanders LLP in New York, NY.
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