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BAHKING CONHISSIONEK'S COKUENTS 

This issue of the Securities and Business Investments Division Bulletin is 
devoted primarily to a discussion of the initiatives taken by this department 
to facilitate the capital formation process of small businesses. 

During the 1986 calendar year, significant steps were taken at the adminis- 
trative level to ease the compliance requirements for businesses seeking to 
raise relatively small amounts of capital. The department has promulgated an 
exemption from registration for transactions made under Rule 504 of Regulation 
D. Rule 504 is designed to streamline the capital formation process for small 
businesses in Connecticut. 

I am very conscious of the vital role that small businesses play in 
bolstering our local, state, and national economy. I want to be certain that 
the regulatory framework within which small businesses operate, will fac- 
ilitate, rather than impede the capital formation process. To this end, the 
Department of Banking sponsored the second in a series of Guest Lectures on 
September 25, 1986. The program was designed to address some of the reg- 
ulatory concerns of investment advisers, managers of venture capital funds, 
issuers relying on federal and state private placement exemptions and 
entrepreneurs in the capital formation process. Presentations were given by 
representatives from the Securities .and Exchange Commission, the Connecticut 
Department of Economic Development, the investment banking community and 
members of the Connecticut Bar Association. Pertinent excerpts of these 
lectures are contained in this issue of the bulletin. 

On July 8. 1986, the department issued an Order permitting accelerated 
effectiveness for securities issued by investment trusts. The Order 
coordinates state and federal registration effectiveness for this type of 
securities offering. The Order also permits the omission of certain 
information and documents from the registration statement if they are 
substantially similar to those previously filed for a prior series and informs 
the registrant precisely what has to be filed. Finally, the Order permits 
effectiveness in accordance with the designation of effectiveness made 
pursuant to federal Rule 487 and speeds up effectiveness at the state level by 
waiving the fifteen day waiting period contained in Section 36-486(c) of the 
Connecticut General Statutes. 



Banking Commissioner's Comments 

Page Two 

Finally, this agency has recently demonstrated its ability to exercise 
some degree of control over professionals who represent individuals dealing in 
the securities business. Under the terms of an administrative settlement, a 
Certified Public Accountant was recently barred from practicing before this 
department because the financial statements that he prepared and that were 
relied upon by investors were not only incorrect, but grossly misleading and 
not prepared in accordance with generally accepted accounting principles. The 
department will continue to closely review information, including financial 
statements, that is furnished to investors in connection with an offering of 
securities to ensure that such information is accurate, complete, and not 
misleading. 

I co~~tinue to look forward to your comments and suggestions concerning the 
contents of this and prospective editions of the Bulletin. 

Banking Commissioner 



ANNOUNCEMENTS 

Staff Changes 

John P. Walsh was promoted to Securities Examiner 3 on July 18, 1986 

Naomi Church was promoted to Securities Examiner I on January 2, 1987 

Lisa Barone comenced employment with the Department of Banking as a 
Connecticut Careers Trainee on October 31. 1986. 

Jean Foto was promoted to Pre-Professional Trainee on November 21, 1986. 

Vera Garrison was promoted to Senior Clerk on November 21, 1986. 

Pamela Sailor commenced employment with the Department of Banking, Securities 
and Business Investments Division, as a Clerk Typist on Hay 23, 1986. 

Kristine Fonte, formerly of the Connecticut Department of Children and Youth 
Services in Danbury, joined the staff in the Securities Registration Section 
as a Clerk Typist on December 19, 1986. 

Kevin Atkins resigned as clerk typist to accept a position with the New 
England Telephone Company. 

Staff Awards 

Ralph A. Lambiase was awarded a plaque by the North American Securities 
Administrator's Association, Inc. in recognition of his work in the area of 
training and broker-dealer examinations. 

Conferences 

The Department of Banking participated in a conference sponsored by the 
American Law Institute/American Bar Association involving a course of study on 
New England Securities Regulation which was held in Hartford on October 23-25, 
1986. 



TASK FORCE ESTABLISHED BY THE SECRETARY OF THE STATE 

The Department of Banking is participating in a Task Force established by 
the Secretary of the State, Julia H. Tashjian. The purpose of the Task Force 
is to review the statutes, policies and procedures administered by the Board 
of Accountancy, an agency that has been recently placed under the jurisdiction 
of the Office of the Secretary of the State. 

Serving on the Task Force with the Department of Banking are represent- 
atives from the Office of the State Auditors of Public Accounts, the 
Connecticut Society of Certified Public Accountants, the Connecticut 
Association of Public Accountants and the academic community. 

The department is paying closer attention to those professionals who 
practice before this agency. The Securities and Exchange Commission has by 
statute disciplined accountants and attorneys who practice before it but few 
states have done likewise. 



RULE 504 OF REGULATION D 

On October 30, 1986, Commissioner Howard B. Brown promulgated amendments to 
Section 36-500-22(b)(9) of the Regulations under the Connecticut Uniform 
Securities Act. The amendments provide exempt status for offerings made 
pursuant to Rule 504 of federal Regulation D and are designed to facilitate the 
capital formation process for small businesses seeking to raise capital in an 
amount not exceeding $500,000. The amendments should have a favorable impact 
on the small business community, the venture capital industry, start-ups and 
incubators such as the Science Park Development Corporation of New Haven. 

Prior to their adoption, the amendments were circulated to the Connecticut 
Securities Bar and other interested persons for comment and subsequently 
approved by the Office of the Attorney General and by the Legislative 
Regulation Review Committee. The Advisory Committee to the Banking 
Commissioner provided invaluable advice and counsel concerning the formulation 
of the amendments. The Advisory Committee is comprised of representatives from 
various sectors of the business community including the Connecticut Bar 
Association, investment banking community, the insurance industry and the 
academic community, namely: 

William H. Cuddy, Esq. (Day, Berry & Howard of Hartford); 
Jody J. Cranmore, Esq. (Cranmore & Fitzgerald of Hartford); 
Harold B. Finn, Esq. (Cummings & Lockwood of Stamford); 
George N. Gingold, Esq. (Aetna Life & Casualty of Hartford); 
Robert Googins, Esq. (Executive Vice-President, Connecticut Mutual 

Life Insurance of Hartford); 
Joel M. Hartstone, Esq. (Hartstone and Dickstein, Inc. of Hartford); 
Dane Kostin, Esq. (Tarlow Levy Handell & Kostin, P.C. of 
Farmington); 
Lee G. Kuckro, Esq. (Advest, Inc. of Hartford); 
Frank J. Marco, Esq. (Shipman & Goodwin of Hartford); 
Willard F. Pinney, Esq. (Hurtha. Cullina, Richter & Pinney of 
Hartford); 
Richard L. Rose, Esq. (Cummings & Lockwood of Stamford); 
Stephen H. Solomson, Esq. (Danaher O'Connell, Attmore, Tedford & 

Flaherty, P.C. of Hartford); 
Robert B. Titus, Esq., Chairman (Professor, Western New England 

School of Law, Springfield, Hassachusetts); 
Nicholas Wolfson, Esq. (Professor, University of Connecticut 

School of Law, Hartford); and 
Barry Waxman, Esq. (Cohen and Wolf, P.C. of Bridgeport). 

(Not a member of the Advisory Cormnittee. Chairman of Securities 
Law Subcommittee of the Connecticut Bar Association's Executive 
Committee, Section on Corporation and Other Business 
Organizations). 



CONNECTICUT IMPLEHENTS MODIFIED 
RULE 504 OFFERING EXEMPTION 

By Willard F. Pinney. Jr., Esq.* 

Connecticut has adopted a modified version of Rule 504 pursuant to a 
regulation promulgated by the Banking Commissioner effective October 30, 
1986. This new offering exemption is intended to simplify and lessen the cost 
of smaller offerings in Connecticut, but qualified issuers must take care to 
comply with the filing, disclosure and other requirements of the regulation 
which differ significantly from Rule 504 in several respects. Rule 504 is one 
of a series of six rules within Regulation D promulgated under the Securities 
Act of 1933 (the "Securities Act"). Previously. Connecticut had only 
recognized exemptions contained in Rules 505 and 506 of Regulation D. (See 
"Status of Rule 504 Offerings in Connecticut", Connecticut Securities and 
Business Investments Division Bulletin, November 1984, CCH Blue Sky Law 
Reports 7 14,515.) Now, in addition to the exemptions contained in Rules 505 
and 506, Connecticut also recognizes a modified version of the exemption for 
smaller offerings contained in Rule 504 subject to filing, disclosure and 
other requirements set out in Section 36-500-22(b)(9) of the Regulations of 
Connecticut State Agencies (the "Connecticut Regulations") adopted under 
Section 36-500 of the Connecticut Uniform Securities Act (the "Connecticut 
Act"). 

 art from the modifications noted below, Rule 504 and related provisions 
of Regulation D under t.he Securities Act may now be relied upon in Connecticut 
in connection with offerings not over $500,000 by issuers, other than 
investment companies, which are not subject to the reporting requirements of 
Sections 13 or 15(d) of the Securities Exchange Act of 1934. Other applicable 
provisions of Regulation D include definitions contained in Rule 501, such as 
the definition of "accredited investor", and the procedural requirements of 
Rule 502. The notice requirements of Rule 503 are also applicable subject to 
variations in the timing, frequency and content of notices filed on Form D 
pursuant to the Connecticut Regulations. 

The principal modifications to Rule 504 as adopted by Connecticut are (a) 
a requirement that the number of non-accredited investors in Connecticut not 
exceed thirty-five and (b) a requirement that each offeree in Connecticut 
receive a written disclosure statement (the "Disclosure Statement") containing 
specified information. 

*Mr. Pinney is a partner in the Hartford law firm of Hurtha, Cullina, 
Richter and Pinney and a member of the Banking Comissioner's Advisory 
Committee on Securities. 



The Disclosure Statement which Connecticut requires in connection with a 
Rule 504 offering must contain: (1) the name, address and state of 
organization of the issuer and the names and residence addresses of the 
issuer's officers, directors, general partners or other principals, however 
designated, 2) a brief description of the offering, including the security 
being offered and the intended application of the proceeds of the offering; 3) 
the issuer's balance sheet dated within 120 days of the start of the offering 
and a profit and loss statement for the issuer's most recent fiscal year and 
for any period between the close of the last fiscal year and the date of the 
balance sheet, which financial statements need not be audited, 4 )  a discussion 
of the principal factors that make the offering speculative or one of high 
risk, and 5) such additional information as the comissioner may require in 
the public interest." The Connecticut Regulation also requires that the 
Disclosure Statement carry a legend "set forth boldly on the outside cover" as 
follows: 

THESE SECURITIES HAVE NOT BEEN APPROVED OR DISAPPROVED 
BY THE BANKING COHHISSIONER OF THE STATE OF CONNECTICUT 
NOR HAS THE COHHISSIONER PASSED UPON THE ACCURACY OR 
ADEQUACY OF THIS OFFERING. ANY REPRESENTATION TO THE 
CONTRARY IS UNLAWFUL. 

While the required content of the Disclosure Statement is far less than 
would be required to qualify the securities for sale in Connecticut under 
Section 36-487 of the Connecticut Act, careful attention must be given to its 
preparation, particularly with respect to the statement of risk factors. 
Typically, risk factors are presented in the context of a broader disclosure 
document containing more information concerning the issuer and its business 
than is required in the Disclosure Statement. Therefore, it may be 
appropriate for some issuers to include as risk factors certain statements, 
such as statements concerning their business or the industry in which they 
operate, which normally would be found in other parts of a prospectus or other 
disclosure document. Furthermore, issuers are free to make additional 
disclosures not specifically required by the Connecticut Regulation and should 
keep in mind the applicability of the antifraud provisions of the Act and the 
necessity that any statements contained in the Disclosure Statement not be 
materially false or misleading. 

Compliance with the Disclosure Statement requirements of the Connecticut 
Regulation would not constitute compliance with the registration by 
qualification requirements of Section 36-487 of the Connecticut Act so that 
the provisions limiting the manner of sale of, and ability to resell, the 
securities being sold set out in Rule 502(c) and (dl would continue to apply 
notwithstanding the provisions of Rule 504(b)(l). These limitations proscribe 
any general solicitation or advertising in connection with a Rule 504 offering 



and require reasonable care to assure that purchasers are not statutory 
underwriters. "Reasonable care" includes certain specific actions set out in 
both Rule 502(d) and in the Connecticut Regulation such as 1) written 
disclosure to the effect that the securities being sold have not been 
registered under either the Securities Act or the Connecticut Act and may not 
be resold without such registration or an available exemption from 
registration and 2) a legend to the same effect on the certificate or other 
document evidencing the security. Issuers relying on the Connecticut 
Regulation should consider including this disclosure in the Disclosure 
Statement. 

Reliance on Rule 504 in Connecticut also requires the filing of a Form D, 
including a special undertaking to provide certain additional information, 
such as the Disclosure Statement, upon the request of the Banking Comissioner. 

The Connecticut Regulation is the result of a cooperative effort between 
the Banking Comissioner and his staff and members of the Connecticut Bar who 
saw the need for a small offering exemption in Connecticut benefiting 
non-reporting companies. While it should prove to be a considerable benefit 
to qualifying issuers, reliance on this exemption will require careful 
adherence to its unique requirements. 



ORDER GOVERNING THE REGISTRATION BY COORDINATION 
OF SECURITIES ISSUED BY CERTAIN UNIT INVESTHENT TRUSTS 

1. The Banking Commissioner (the "Commissioner") is charged with the 
administration of Chapter 662 of the Connecticut General Statutes, the 
Connecticut Uniform Securities Act (the "Act"). 

2. The Commissioner is also charged with the administration of Sec- 
tion'36-500-1 & w. of the Regulations of Connecticut State Agencies 
promulgated under the Act. 

3. Section 36-500(a) of the Act provides, in part, that: 

The Commissioner may from time to time make, 
amend and rescind such . . .  forms and orders as 
are necessary to carry out the provisions of 
this chapter, including . . .  forms and orders 
governing registration statements, applications, 
and reports, and defining any terms, whether or 
not used in this chapter, insofar as the defini- 
tions are not inconsistent with the provisions 
of this chapter. For the purpose of ... forms 
and orders, the commissioner may classify 
securities, persons and matters within his 
jurisdiction and prescribe different require- 
ments for different classes. 

4. The Commissioner finds that the issuance of this order is necessary or 
appropriate in the public interest or for the protection of investors and 
consistent with the purposes fairly intended by the policy and provisions 
of the Act. 

5. Section 36-488(d) of the Act provides, in part, that "[alny document 
filed under this chapter ... within five years preceding the filing of a 
registration statement may be incorporated by reference in the registca- 
tion statement to the extent that the document is currently accurate." 

6. Section 36-488(e) of the Act provides, in part, that "[tlhe comissioner 
may ... permit the omission of any item of information or document from 
any registration statement." 

7 .  Section 36-500-32(a)(6) of the Regulations states that "[tlhe commissioner 
may exempt a person, security or transaction from a specific provision of 
these Regulations." 



8. Pursuant to the authority granted to him under Sections 36-488 and 36-500 
of the Act and Section 36-500-32(a)(6) of the Regulations, the Commis- 
sioner therefore orders as follows: 

(a) A unit investment trust that satisfies the eligibility requirements 
of Rule 487, 17 C.F.R. 5230.487, promulgated by the Securities and 
Exchange Commission under the Securities Act of 1933, and which 
seeks to designate the date and time when the federal registration 
of securities of a series of such unit,investment trust, other than 
the first series, shall become effective under Rule 487, may register 
such securities under Section 36-486 of the Act in accordance with 
the following procedure. 

(1) Pursuant to subsections (d) and (el of Section 36-488 of the 
Act and Section 36-500-32(a)(6) of the Regulations, the 
following may be omitted from the registration statement filed 
under Section 36-486(b) of the Act if the registrant represents 
to the Commissioner in writing that the omitted information 
does not differ in any material respect from that contained in 
a registration for a prior series that became effective under 
Section 36-486 of the Act, but not pursuant to this order, 
within the previous two years and for which federal effective- 
ness was determined by the Securities and Exchange Commission: 

(A) One copy of the latest form of prospectus filed under the 
Securities Act of 1933, as required by Section 36-486(b)(l) of 
the Act and Section 36-500-17-1(b)(2) of the Regulations. 

(8) The organizational instruments required by Section 36-486(b)(2) 
of the Act and Sections 36-500-17-1(b)(3) and 36-500-17-1(b)(4) 
of the Regulations. 

(C) The copy of any agreements with or amqng underwriters required 
by Section 36-486(b)(2) of the Act and Section 36-500-17-1(b1(5) 
of the Regulations. 

(D) The copy of any indenture or other instrument governing the 
issuance of the securities to be registered, as required by 
Section 36-486(b)(2) of the Act. 

(E) The specimen or copy of the security required by Section 
36-486(b)(2) of the Act. 

(F) If applicable, the advisory, custodian and business management 
agreements required by Sections 36-500-17-1(b)(6), .. 
36-500-17-1Cb)(7) and 36-500-17-1(b)(9) of the Regulations. 



(GI The focm of application to purchase securities required by 
Section 36-500-17-1(b)(8) of the Regulations. 

(HI The sales literature required by Section 36-491 of the Act and 
Section 36-500-23(a) of the Regulations. 

(I) An undertaking to forward all pre-effective amendments to the 
federal prospectus, other than an undertaking that merely 
delays the effective date of the registration statement, as 
required by Section 36-486(b)(4) of the Act. 

(J) A copy of any pre-effective amendment to. the federal 
registration statement, as required by Section 36-500-17-1(e) 
of the Regulations, and a copy of any pre-effective amendment 
to the prospectus, as required by Section 36-500-19(d)(l) of 
the Regulations. 

(b) Prior to the date of federal effectiveness, a unit investment trust 
described in paragraph 8(a) of this order shall submit the following 
in connection with the registration by coordination of its 
securities: 

(1) A separate nonrefundable filing fee of $300 for each series as 
required by Section 36-488(a) of the Act and Section 
36-500-19(b) of the Regulations. 

(21 A separate registration (Form U-1) for each series, as required 
by Section 36-500-17-1(a) of the Regulations. 

(3) The amount of securities to be offered, as required by 
Section 36-488(~)(1) of the Act. 

(4) The states in which a registration statement or similar 
document in connection with the offering has been or is to be 
filed, as required by Section 36-488(~)(2) of the Act. 

(5) The name of any broker-dealer or agent of issuer registered to 
do business under the Act who may offer the securities in 
Connecticut, as required by Section 36-488(~)(3) of the Act. 

(6) Information on any adverse order, judgment, decree or permanent 
or temporary injunction entered in connection with 1) the 
offering. 2) other securities of the issuer, or 3) the person 
seeking the registration, by the regulatory authorities in each 
state, by any self-regulatory organization or by any court or 
the Securities and Exchange Commission, as required by Sec- 
tion 36-488(~)(4) of the Act and subparagraphs (B) and (E) of 
subdivision (2) of subsection (dl of Section 36-500-19 of the 
Regulations. 



(7) An undertaking to forward all post-effective amendments to the 
federal prospectus, as required by Section 36-486(b)(4) of the 
Act and Section 36-500-19(d)(l) of the Regulations. 

(8) Any request by the issuer or person seeking the registration to 
withdraw an application pending before a state or federal 
agency to register the same security he or she seeks to 
register under the Act, as required by Section 
36-500-19(d)(2)(C) of the Regulations. 

(9) Final notice from any state or federal administrative agency 
that the security or any information or document filed with 
that agency relating to such security fails to meet the 
agency's requirements, as required by Section 
36-500-19(d)(2)(D) of the Regulations. 

(10) If required by Section 36-502(g) of the Act, a Consent to 
Service of Process. 

(11) Written notice of the date and time of federal effectiveness 
designated under Rule 487 and the one or more previous series 
of the trust for which the Securities and Exchange Commission 
and the Commissioner have determined the effectiveness date. 

(12) A copy of the written opinion of counsel, if any, provided 
pursuant to subsection (b)(6) of Rule 487, stating that the 
federal registration statement or pre-effective amendment does 
not contain disclosures that would render the registration 
statement ineligible to become effective in accordance with 
Rule 487. 

(c) A registration of unit investment trust securities shall become 
effective in accordance with the designation of effectiveness made 
pursuant to federal Rule 487 if the conditions precedent to state 
effectiveness under Section 36-486(c) of the Act are satisfied, 
except that: 

(1) The condition contained in Section 36-486(~)(2) of the Act that 
the registration statement be on file with the Commissioner for 
at least 15 days shall be waived under Section 36-486 of the 
Act; and 

(2) The condition contained in Section 36-486(c)(3) of the Act 
requiring that a written or telegraphic statement of the 
maximum and minimum proposed offering prices and the maximum 
underwriting discounts and conmrissions be on file with the 
Comissioner for two full business days shall be waived. 



(d) Nothing in this order shall relieve a registrant of unit investment 
trust securities of its obligation to 1) provide notice of the 
content of the price amendment, a confirmation of federal effective- 
ness and the post-effective amendment required under Section 
36-486(c) of the Act within the time prescribed by that section and 
2) make any other post-effective filings required by the Act or the 
Regulations. 

(e) Nothing in this order shall relieve a registrant of unit investment 
trust securities of its obligation under Section 36-488(j) of the 
Act and Section 36-500-19(j) of the Regulations to file a correcting 
amendment with the Commissioner should the information or documents 
contained in the registration statement become inaccurate or 
incomplete in any material respect. 

(£1 Should the Securities and Exchange Cormnission suspend the ability of 
the unit investment trust to designate the date and time of federal 
effectiveness of a series of such trust, the registrant shall notify 
the Commissioner in writing of such fact within one business day 
after the registrant receives notice thereof, and, if a request for 
a hearing is made, the registrant shall promptly notify the Comis- 
sioner of the results of any hearing held by the Securities and 
Exchange Commission. 

So ordered. this $3 day of July 1986. 

~owakci-~. Brown ~~ 

Banking Commissioner 



ORDER PURSUANT TO SECTION 36-500 OF CHAPTER 662 
OF THE CONNECTICUT GENERAL STATUTES, THE CONNECTICUT 

UNIFORM SECURITIES ACT (THE "ACT") AND 
SECTION 36-500-32(a)(6) OF THE REGULATIONS 

OF CONNECTICUT STATE AGENCIES 

1) The Banking Commissioner (the "Commissioner") is charged with the 
administration of the Act. 

2) The Comissioner is also charged with the administration of Sections 
36-500-1, et seq. of the Regulations of Connecticut State P.gencies 
promulgated under the Act. 

3) Section 36-500(a) of the Act provides that: 

The commissioner may from time to time make, 
amend and rescind such regulations, forms and 
orders as are necessary to carry out the 
provisions of this chapter, including regula- 
tions, forms and orders governing registration 
statements, applications and reports, and 
defining any terms, whether or not used in 
this chapter, insofar as the definitions are 
not inconsistent with the provisions of this 
chapter. For the purpose of regulations, 
forms and orders, the commissioner may 
classify securities, persons and matters 
within his jurisdiction and prescribe 
different requirements for dif ferent classes. 

4) Section 36-500(b) of the Act, provides, in part, that "[iln prescribing 
regulations, forms and orders the comissioner may cooperate with the 
securities administrators of the other states and the Securities and 
Exchange Commission with a view to effectuating the policy of this 
chapter to achieve maximum uniformity in the form and content of reg- 
istration statements, applications and reports wherever practicable.'' 

5) Section 36-500-22(b)(9)(C)(v) of the Regulations requires that, in an 
offering made pursuant to Rules 504, 505 or 506 of federal Regulation 
D, 17 C.F.R. 5 s  230.501 through 230.506, the issuer must file with the 
comissioner a notice on Form D at the following times: prior to the 
first sale of securities in this state and no later than 15 days after 
the last sale of securities in this state. 

(6) On October 2, 1986, the Securities and Exchange Conunission adopted 
various revisions to Form D and Regulation D under the Securities Act 
of 1933 designed to make Form D a uniform notification form that could 
be filed with the Securities and Exchange Commission and with the 
states. Among other things, the revisions eliminated the requirement 
that Form D be updated every six months until the offering is 
completed and the requirement that a final filing be made within 30 
days of the final sale or the completion of the offering. 



7) Section 36-500-32(a)(6) of the Regulations provides' that "[tlhe 
commissioner may exempt a person, security or transaction from a 
specified provision of these Regulations." 

8)  The Commissioner finds that the issuance of this order is necessary 
and appropriate in the public interest and for the protection of 
investors and consistent with the purposes fairly intended by the 
policy and provisions of the Act. 

9) Pursuant to the authority granted to him by Section 36-500 of the Act 
and Section 36-500-32(a) of the Regulations, the commissioner therefore 
orders that the requirement in Section 36-500-32(b)(9)(C)(v)(bb) of the 
Regulations mandating that a notice on Form D be filed no later than 15 
days after the last sale of securities in this state be waived. 

10) The Commissioner further orders that, for purposes of compliance with 
Section 36-500-22(b)(9)(C)(vii)(aa) of the Regulations, which requires 
the issuer to file an undertaking to furnish information provided under 
Rule 502(b)(2) of Regulation D and Section 36-500-22(b)(9)(C)(iii) of 
the Regulations, he will accept an executed Part E of Form D which 
contains an undertaking by the issuer to furnish state administrators, 
upon their written request, with information furnished by the issuer 
to offerees. 

11) Nothing in this order shall excuse an issuer from amending its Form D 
to disclose material changes in the information submitted or to ensure 
that such information is accurate and complet'e. 

So ordered this 2 && day 
of January 1987 

Banking Commissioner 



INVESTOR ALERT: PYRAMID SCHEME FKAUDS* 

PYRAMID SCHEME FRAUDS 

The pyramid scheme, in which promoters lure the unwary by extravagant 
promises of profit which are tied to an ever-expanding circle of new 
participants, is back on the American scene. State securities regulators and 
the Council of Better Business Bureaus warn that this classic get-rich-quick con 
game has returned in new and sometimes more sophisticated guises leavin~ 
thousands of defrauded investors in its wake. 

The recent renewed national interest in entrepreneurship has provided the 
cover for a new generation of unscmpulous pyramid scheme operators who combine 
a money-making variation of the age-old chain letter game with modern high 
pressure sales techniques. While the new pyramids often employ the use of a 
"product" to enhance the appearance of legitimacy, the bottom line is that the 
profits always come out of the next investor's pocket. 

A recent survey by the North American Securities Administrators Association 
(NASAA) and the Council of Better Business Bureaus (CBBB) revealed a myriad of 
pyramids operating throughout the U.S. and Canada: 

Over twenty states have issued Cease and Desist Orders against 
the principals of a company which used a pyramid sales scheme to 
promote sales of "lactic activator" kits. The kits contained a 
substance which purchasers would combine with milk to produce a 
type of mold culture which an affiliated company would allegedly 
repurchase for use in the manufacture of a new cosmetic product. 
The company selling the kits has filed for bankntptcy, claiming 
27,000 creditors. Investors throughout the U.S. lost $6 million. 
Investigators discovered that the vast majority of cultures were 
simply being ground up and recycled into new activator kits and 
that each kit's value was a fraction of the price being charged 
to investors. 

*The Investor Alert is a quarterly release produced jointly by the Council 
of Better Business Bureaus (CBBB) and the North American Securities 
Administrators Association (NASAA), a national organization comprised of 
securities administrators from the fifty states and the Canadian provinces. l'he 
Investor Alert exposes investment frauds to the publicand provides useful 
information on how to avoid the often sophisticated and unlawful schemes that 
are perpetrated on investors. 



in both civil and criminal actions against operators in Canada 
and Oklahoma. The latest schemes combine alleged new uses for the 
same old mold with a religious approach to investors. 

Tn a number of states, the latest fad is the pyramid party, in 
which the product is dispensed with altogether. A player p~~ts up 
$1,000 to enter the bottom of the pyramid and then must recruit 
two more players to recoup his or her original investment. Heavy 
peer group pr.essure is employed in hopes that each new player will 
recruit enough others to produce a 64 person pyramid that puts the 
original player on top with $16,000. An operator cunning a similar 
scheme in Illinois was ordered to repay thousands of losers after 
the pyramid's inevitable collapse. 

At least twelve states including Tennessee, Texas and Minnesota 
have acted to halt sales of a pyramid scheme disguised as a "self- 
motivation" program. Participants, who pay up to $6,000 each to 
attend self-improvement and nutritional seminars, are then motivated 
to recoup their investment by introducing the program to new 
investors and receiving a conunission on the fee. State actions 
followed numerous complaints that the seminars were difficult to 
sell and that the materials were not worth the price charged. 

The U.S. Postal Service obtained a consent order in late 1985 from 
an Arizona company it had alleged was falsely advertising large 
earnings from a multi-level credit card sales scheme in which 
participants could supposedly build up huge credit lines and 
never have to pay balances due. The State of New Hexico also 
obtained a consent agreement with the company after charging it 
with vioLating the state Pyramid Sales law. 

Other questionable schemes that have come to the attenti.on of securities 
regulators and Better Business Bureaus in recent months have included plans 
for multi-level sales of investment newsletters. One such program promises to 
provide new subscribers with part ownership i.n investment portfolios if they 
recruit new subscribers. Another offers conunissions for new subscriber sales 
in the form of silver bullion, as well as cash. 

WHAT IS A PYRAWTT) SALES SCHEHE? 

In its purest form, a pyramid sales scheme involves the collectiqnk 
money from i n d i r  
pyramid. The program appeals simply to the greea of individuals and their 
willingness to take the risk that the pyramid will last until they get to the 
top. 



Many pyramids attempt to prove their legitimacy by the use of a product. 
The mason is that most state laws prohibit a program where the profit 
pot-ential comes not primarily from the sales of products to consumers. but 
from the inducement of other investors to ioin the scheme. The Federal Trade 
Commission states that such pyramids display two essential elements: the 
payment of money for the right to sell the product and the payment for the 
right to recruit others into the program for rewards that are unrelated to 
sales of the product to ultimate users. 

The classic model for such pyramid scams originated in the late 1960's 
with Koscot Interplanetary, Inc., Glen Turner and Dare to be Great. Investors 
purchased individual distributorships for up to $5,000 which enabled them to 
sell mink oil cosmetics to the public or to participate in a self-motivation 
course. At revival-type meetings, investors were dazzled by Turner's 
quasi-religious pitch and promises of enormous wealth. 

However, the company provided limited advertising and product 
distribution, thus encouraging most investors to try to recoup their losses by 
selling distributorships to new investors. The scheme ultimately collapsed ! 

after thousands of people lost over forty million dollars. Turner was 
prosecuted and sued by investors, but the model was set and other schemes 
q.uickly followed. I 

! 

In contrast, a legitimate multi-level marketing business emphasizes a 
solid product or service. Success is based on two factors, product quality 
and hard work based on the ability to sell the product. Recruiting new 
distributors is secondary. 

FRAUDULENT TECHMQUES--NO ROOM AT THE TOP 

Unlike most economic activity, no new money is created in a pyramid sales 
scheme; those who get in on the ground floor take money from those who come 
later. Thus, for everyone who makes money, some other person must lose money. 

Program always produce promoters at the top of the pyramid who wave in 
front of prospects checks for thousands of dollars they claim to have received 
from pyramid payments. As more people come in, new levels of pyramid are 
created with the initial promoter and a few early participants on the top 
levels. Latter recruits are on the bottom with little chance of getting the 
riches promised by the promoters. 

Pyramid schemes are doomed from their inception. Like insatiable 
monsters, they demand more and more players to stay alive. A successful 
pyramid would eventually involve more people than live in North America. This 
is why pyramid schemes always collapse. 

Furthermore, program operators often target closely-knit groups to 
increase peer-group pressure to participate. Such groups may be as diverse as 
religious and social organizations, football team, and coLlege students. A 
prospect is led to believe that if a program does not use the mails or is 
being promoted by a religious group, it must be legitimate and safe. 



HOW TO AVOID BEING SWINDLED 

The one sure way to avoid losing money in a pyramid is not to play the 
game. Pyramids are illegal and are thus not registered by any federal or 
state agency. However, in addition to securities laws many states do have 
business opportunity laws which may apply to any given promotional scheme. 
Prospective participants would check with their state securities regulator to 
see what kind of laws may apply to their situation. Here are some basic ales 
to follow in steering clear of pyramid schemes: 

Watch out if the start-up cost for the investment is substantial. 
Pyramid schemes pressure you to pay a large amount to become a 
"distributor." Profits are thus based on the signing up of new 
recruits. Beware of promises of wick. easy and unreasonable high 
profits. 

Must you buy a product in order to become a distributor? Find out 
if the company will buy back inventory .....y ou could get stuck with 
unsold products. Remember that legitimate companies should offer 
and stick to inventory buybacks for at least 80 to 90 percent of 
what you paid. 

What is the consumer market for the products? If the promoters seem 
to be making most of their money through sale of distributorships 
or through volume sales to new recruits, stay away. 

If the distributorship is providing a product for use in making 
a final product,  make^  sure^ that whatever you are required to pro- 
duce under the investment program is actually reaching the final 
manufacturer. 

Get all the facts about the company, its officers, and its products. 
Get written copies of the company's marketing plan, sales liter- 
ature, etc. Avoid promoters who fail to provide clear and detailed 
emlanations of their plans. 

Resist the temptation to invest just because the person selling you 
the program is a friend or is part of your religious or social 
organization. Remember, that person may have been misled into 
believing he/she can make large amounts of money in a short time. 
Also remember that your participation in such a cash pyramid scheme 
may result in closer IRS scrutiny of your tax return. 

FOR MORE IIWORI(AT1ON 
v 

The securities administrator in your state, province, or territory is 
responsible for the protection of investors insuring that complete information 
is available for many types of investments. If you have questions about 
possible pyramid sales schemes, contact the securities administrator listed in 
this alert. Your prompt action could save you money. 



The Council of Better Business Bureaus and the Better Business Bureaus 
(BBB) of the U.S. and Canada answer inquiries on companies located in areas 
they serve. Before putting your money in an investment plan, it is a good 
idea to contact your local BBB for a reliability report on the company you 
intend to deal with. For more information. contact the BBB listed in this 
Alert. 

The quarterly Investor Alerts expose investment frauds to the public and 
provide useful information on how to avoid the often sophisticated and 
unlawful schemes that prey on investors. 



Letters of Credit Issued in Connection with Governmental Bond Offerings 

The Department of Banking has been receiving a number of requests for 
advisory interpretations on the exempt status of letters of credit issued in 
connection with governmental bond offerings. Where an irrevocable letter of 
credit supports the payment of principal and interest on governmental bonds, 
the letter of credit would be tantamount to a "guarantee" and hence a separate 
security under Section 36-471(m) of Chapter 662 of the Connecticut General 
Statutes the Connecticut Uniform Securities Act. It has been the position of 
the department, however, that if the letter of credit is issued by a domestic 
financial institution, the letter of credit would be exempt from securities 
registration under Section 36-490(a)(3) or Section 36-490(a)(4) of the Act. 
Where the letter of credit is issued by a domestic branch or agency of a 
foreign bank, the department has taken a no-enforcement action position as 
long as the domestic branch or agency of the foreign bank remains subject to 
domestic supervision, thus bringing the letter of credit within the spirit of 
Section 36-490(a)(3) of the Act. 

The department is issuing this statement to outline its position on the 
exempt status of letters of credit issued in connection with governmental 
offerings. The department's position on tender option bonds has been set 
forth in the CCH Blue Sky Law Reporter at para. 14,526. Due to the large 
volume of requests for advisory interpretations concerning the exempt status 
of governmental bond offerings, guarantees, letters of credit and tender 
options issued in connection with such offerings, the department will no 
longer issue written advisory interpretations on these issues unless the 
particular offering presents novel or unresolved questions of law. A Consent 
to Service of Process (Form U-2) would, of course, still have to be filed 
where required by Section 36-502(g) of the Act. 



ADHINISTRATIVE ORDERS 

HHK Manazement Corporation/David Kearney 

Following an administrative hearing. David 3. Kearney of Bantam, 
Connecticut was found to have sold unregistered securities of HMK Management 
Corporation ("HHK") and to have made fraudulent statements to investors. It 
was further found that Mr. Kearney solicited funds on behalf of HHK from at 
least six investors during the period from 1982 to 1984 and raised at least 
$120,000. 

On January 28, 1985, Mr. Kearney was ordered to Cease and Desist from 
offering and selling unregistered securities in the form of promissory notes. 
Based on the evidence received during the administrative hearing, the Cease 
and Desist Order was sustained. 

Cusack. Linht and Company, Inc. 

On July 31. 1986, Commissioner Brown cancelled the broker-dealer 
registration of Cusack, Light and Company, Inc. of West Orange, New Jersey. 
The firm was found to be insolvent and inactive and has ceased to do business 
in Connecticut. 

Waterhouse Securities. Inc.. 

Commissioner Brown has sanctioned a New York-based discount brokerage firm 
for conducting securities business in Connecticut while it was unregistered. 

Following an investigation conducted by the Securities and Business 
Investments Division of the Department of Banking, it was alleged that the 
firm was not authorized to conduct securities business in Connecticut from 
January 1985 through July 1986. Without admitting or denying these 
allegations, Waterhouse Securities, Inc. entered into a stipulation with the 



Waterhouse Securities. Inc..(Continued) 

Department of Banking whereby it agreed to pay a fine of $10,000, to receive a 
letter of censure and to revise its compliance manual so as to detect and 
prevent the occurrence of future violations of the state securities laws. 

The firm is presently registered as a broker-dealer in Connecticut and has 
approximately 20 agents registered to do business in this state. The invest- 
igation by this office was commenced in July of 1986 as a result of a routine 
public inquiry. 

ISC nail Room, a Division of 
Interstate Services Cornoration 

On September 22, 1986, Commissioner Brom, through the Securities and 
Business Investments Division of the Department of Banking, ordered ISC Mail 
Room, a division of Interstate Services Corporation of Las Vegas, Nevada, to 
Cease and Desist from offering and selling business opportunities in the State 
of Connecticut. 

Based on the division's investigation, it was alleged that the Respondents 
offered and sold unregistered business opportunities and failed to provide pur- 
chaser-investors with a disclosure statement. It was further alleged that the 
Respondents violated the anti-fraud provisions of the Connecticut Business 
Opportunity Investment Act because they failed to provide purchaser-investors 
with statements of the financial condition for Interstate Services Corporation 
and its subsidiaries, affiliates or divisions; failed to provide a description 
of risk factors relating to the business opportunity and to disclose that the 
business opportunity was unregistered; and failed to inform purchaser- 
investors of adverse orders, judgments, decrees and pending litigation in each 
state. 

Paris Hatch, Ltd. 

On October 29, 1986, Commissioner Brown ordered Paris Match, Ltd. of New 
York City to Cease and Desist from the offer or sale of business opportunities 
in Connecticut. As a result of an investigation by the Securities and 
Business Investments Division of the Department of Banking, it was alleged 
that the Respondents offered and sold unregistered business opportunities. It 
was also alleged that the Respondents failed to disclose to purchaser- 
investors certain information including: (a) statements of financial condition 
for Paris Hatch, Ltd.; (b) statements of risk factors relating to the 
business opportunities; (c) statements concerning the unregistered status of 
the business opportunities; and (dl statements concerning any adverse orders, 
judgments or decrees, or pending litigation in each state. 



Investors International Securities, Inc./Robert Chapman 

On October 30, 1986, Connnissioner Brown ordered Investors International 
Securities. Inc. and its officer Robert Chapman of Westlake Village and Agoura 
Hills, California, respectively, to Cease and Desist from the further sale of 
securities in Connecticut. The respondents allegedly sold and purchased 
securities in Connecticut from April 1984 through August 1985 without effecting 
a broker-dealer or agent registration. The Cease and Desist Order provided the 
respondents with the opportunity to request a hearing on the allegations 
contained in the Order if the request were made within fourteen (14) days 
following the respondents' receipt of the Order. 

Homerica. Inc. 

On November 21, 1986, Commissioner Brown ordered Homerica, Inc. located in 
nount Penn, and Wyomissing, Pennsylvania, and East Haven, New Haven, and 
Wallingford, Connecticut to Cease and Desist from further violations of the 
Connecticut Business Opportunity Investment Act. 

An investigation conducted by the Securities and Business Investments 
Division of the Department of Banking disclosed that the Respondents sold 
unregistered business opportunities and failed to disclose to purchaser- 
investors certain relevant investment information including: (a) statements of 
financial condition for Homerica, Inc. and the other Respondents; (b) statements 
of risk factors relating to the business opportunities; (c) statements 
concerning the unregistered status of the business opportunities; and (dl 
statements concerning any adverse orders, judgments or decrees, or pending 
litigation in each state. 

Raphael Cosmetics. Inc. 

On November 21, 1986, Connnissioner Brown ordered Raphael Cosmetics, Inc. of 
8200 Brook River Drive, Suite 106, Dallas, Texas, to Cease and Desist from 
further violations of the Connecticut Business Opportunity Investment Act. 

An investigation conducted by the Securities and Business Investments 
Division of the Department of Banking disclosed that the Respondents sold 
unregistered business opportunities and failed to disclose to purchaser- 
investors certain relevant investment information including: (a) statements of 
financial condition for Raphael Cosmetics, Inc. and the other Respondents; (b) 
statements of risk factors relating to the business opportunities; (c) state- 
ments concerning the unregistered status of the business opportunities; and (dl 
statements concerning any adverse orders, judgments or decrees, or pending 
litigation in each state. 



Photo Concepts International, Inc. 

On December 23, 1986, Comissioner Brown ordered Photo Concepts 
International, Inc. and its principal officer, Darrell Piercy of Costa Mesa, 
California, to Cease and Desist from the offer and sale of business opportunities 
in Connecticut. 

An investigation conducted by the Securities and Business Investments 
Division disclosed that the firm offered and sold unregistered business 
opportunities and failed to disclose to purchaser-investors certain material 
investment information including: (a) statements of financial condition for 
Photo Concepts International, Inc.; (b) statements of risk factors relating to 
the business opportunities; (c) statements concerning the unregistered status of 
the business opportunities; and (d) statements concerning any adverse orders, 
judgments or decrees, or pending litigation in each state. 

First Heridian Planning Corporation 

On December 22, 1986, Comissioner Brown ordered a New York financial 
planning company and its officers to cease and desist from offering or selling 
securities in Connecticut and notified them of his intent to revoke the firm's 
registration as an investment adviser. 

The action was brought against First Ueridian Planning Corporation of 
Albany and its president, Roger V. Sala and vice president, John W. Donovan, for 
violations of the Connecticut Uniform Securities Act. 

An investigation conducted by the Securities and Business Investments 
Division found that First Meridian offered and sold unregistered securities and 
employed certain personnel who were not registered as investment adviser 
agents. In addition, the firm and its employees provided investors with untrue 
or misleading information pertaining to their investments. 

The agency's investigation was part of an ongoing investigation initiated 
by state prosecutors in New York who last month charged First Meridian with 
defrauding hundreds of investors in four states out of millions of dollars. 
First Heridian allegedly had a total of 950 clients from New York, New 
Hampshire, Uassachusetts and Connecticut who were induced to invest more than 
$55 million. As part of its financial planning advice, the company would 
recommend that clients invest primarily in three products -- condominiums, 
numismatic coins and art -- and would then make arrangements for the purchase. 



The investigation also revealed that at least 80 Connecticut residents 
invested more than $6 million in First Meridian products. Investments in 
condominiums, many of which were located in Florida, amounted to $4.2 million 
while coin investments totalled $1.6 million and $463,000 was invested in works 
of art. After a review of company documents and from testimony obtained from 
former sales employees, the department determined that First Meridian's sale of 
coin portfolios and art constituted transactions in securities and that the 
offerings should have been registered with the Department. 

First Meridian has been registered with the Department of Banking as an 
investment adviser since September, 1984 and at one time maintained an office in 
this state. 



CIVIL REFERRALS 

Microbvx Corporation 

On August 15, 1986, Judge Aronsen of the Hartford Superior Court granted a 
motion of the Attorney General to dismiss a Petition of Appeal made by John 
Andresen, a principal of Microbyx Corporation, a research and development 
company incorporated in Delaware. 

The petition of appeal was made as a result of an administrative hearing 
before the Department of Banking on a preliminary Cease and Desist Order issued 
against the Andresens in March of 1984 that became final in March of 1985. It 
was established that Mr. and Mrs. Andresen: (1) sold unregistered securities of - 
Microbyx stock in violation of state securities laws and (2 )  failed to disclose 
to investors certain material information relating to Microbyx stock, including 
the basis upon which the stock was valued; the fact that the exclusive assets of 
the company were the subject of litigation; and information concerning the 
financial condition of the company. 

The motion was granted on the basis that Mr. Andresen failed to serve the 
appeal petition on the Banking Commissioner within the statutory period required 
by Section 4-183(b) of the Connecticut General Statutes which provides that 
copies of an appeal petition shall be served upon all parties of record within 
30 days after the mailing of the final decision of the agency. Mr. Andresen's 
failure to serve the appeal petition in a timely manner removed the appeal from 
the subject matter jurisdiction of the court. 

Mountain Cavital Corporation 

The Department of Banking requested Attorney General Joseph I. Lieberman to 
seek the appointment of a receiver over the assets of Mountain Capital 
Corporation. 

The Attorney General's Office closed its case against Mountain Capital 
Corporation after a petition for involuntary bankruptcy was filed in bankruptcy 
court in Bridgeport. Attorney Richard Belford was named trustee. The Attorney 
General's Office and the Securities and Business Investments Division of the 
Department of Banking are referring any inquiries on Mountain Capital Corporation 
to the trustee. 



Kennedy Intervest Funds Limited 

The Office of the Attorney General has been informed that 106 people who 
invested in Groton-based Kennedy Intervest Fund Ltd., most of them residents of 
southeastern Connecticut, have received their full investment through the 
liquidation of the fund. The public fund was liquidated in two installments at 
the urging of the Department of Banking and the Office of the Attorney General. 
On January 28, 1986, Cormnissioner Brown requested the Attorney General to seek 
an injunction, the appointment of a receiver and an accounting of investor funds 
that were managed by Lyle H. Kennedy of Groton, Connecticut through the Kennedy 
Intervest Public Fund and the Kennedy Intervest Private Fund. 

ADMINTSTRATIVE SETTLEHENTS 

Petition Filed With The State 
Board Of Accountancy/Glenn G. Gardner. C.P.A. 

On November 13, 1986, Colmnissioner Brown filed a petition with the State 
Board of Accountancy. The petition requested that the Department of Banking be 
allowed to intervene and participate in a hearing involving the suspension and 
revocation of the accounting license of Glenn G. Gardner, C.P.A. Gardner 
prepared certain financial statements for the Kennedy Intervest Fund Limited 
which were filed with the department. As a result of a review of the financial 
statements by the staff of the Securities and Business Investments Division. 
several discrepancies were identified which caused the statements to be false 
and misleading. These financial statements were furnished to investors in the 
fund who relied upon the financial statements in deciding whether to maintain 
their investment with the fund. It was the department's position that the 
discrepancies in the financial statements adversely affected the investors in 
the fund. 

These deficiencies were referred to the Board of Accountancy for its 
review, namely: 1) the value of real estate held by the Fund was not based on 
generally acceptable auditing standards; 2)  the opinion rendered in connection 
with the financial statements dated December 31, 1984 should have noted several 
areas of material departures from generally accepted auditing standards and 
therefore should have been a "subject to" qualified opinion rather than a clean 
opinion; 3) there was insufficient testing in the amounts represented on the 



statement of assets and liabilities; 4) the auditor's opinion concerning 
pending litigation and unasserted claims and assessments was insufficient; 5) 
the financial statement dated December 31, 1984 failed to disclose material 
related party transactions; 6) there were no quality control policies or 
procedures used in the acceptance of the Fund as a client; and 7 )  the scope of 
examination of the Fund was restricted and deviated from the scope of review 
contemplated in the engagement letter. 

The department, therefore, recommended that the Board of Accountancy take 
the following action with respect to the Respondent's license: 

1) If the Board of Accountancy found that the Respondent's 
acts constituted a violation of subsections (£1, (g) or (h) 
of Section 20-280-15c of the Regulations of Connecticut State 
Agencies, it should revoke the Respondent's license pursuant 
to Section 4 of P.A. 85-504. 

(2) If the Board of Accountancy found that the revocation 
of Respondent's license was not an appropriate sanction, it 
should prohibit the Respondent from practicing accounting 
before the Department of Banking for a period of three (3) 
years. Section 4(c) of P.A. 85-504 states, in part, that 
"[tlhe board may, upon a finding of any cause specified in 
subsection (d) of this section [concerning the violation 
of an applicable statute or.regulation1 . . .  limit [the 
practitioner's1 practice to areas prescribed by the board. . . ."  
In addition, the department requested that the Board of 
Accountancy, in accordance with Section 11 of P.A. 85-504, 
censure the Respondent by requiring that he retract the 
opinion in question and provide the reasons for such 
retraction to all investors in the Fund. 

On December 11, 1986, the Board of Accountancy concluded a Settlement 
Agreement with Glenn G. Gardner, C.P.A. who resides in Gales Ferry, 
Connecticut. Under the term of the Settlement Agreement, Mr. Gardner's license 
was suspended for one year, which suspension was stayed and he was placed on a 
probationary status for a period of two years. Mr. Gardner was further required 
to retract the opinion that he provided to those who invested in the limited 
partnership. He is required to make this retraction known to all investors. He 
is further required to take certain remedial educational courses including 
accounting and professional ethics. Significantly, he is barred from practicing 
accounting before the Department of Banking for a period of three years. 

The department views this action as a precedent-setting case from the 
standpoint of exercising some degree of accountability over those who practice 

" before this agency. ~ 
I 
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I N V E S Z  ADVISEXSt P M I A L  PLANNERS, AND OTBERS - 
AN OVERVIiW OF THE lXKSE3T ADVLSEW ACT OF 1943 '/ - 

A. Legislative Background 

fi Inveatmnt Advisers Act  of LWD ('Act') is the l a s t  i n  a ser ies  

of federal s t a tu t e s  intended to aliminate &uses i n  thc amcudties -try 

that Ccngress believed contributed to the st& matket crash of 1929 and 

the  &pression of the 1930's. The Act is baaed ar a congressioraally mandated 

study of investment t r u s t s  and inves-nt c-nies, including coneideratian 

of inoostmnt counsel and investment advisory lrorvices, carried art by tAe 

Securit ies and Exchange Qmnission (*SZC' o r  *&uuission") during the 

1930's. - l/ The' Conaission's report traces the history and grovth of invest- 

mcnt dvisers an3 re f lec t8  the at t i -  that inves tsmt  adviaern d d  not 

propsrly pekform their function unleaa al; conf l ic t s  between thaD and their 

c l i e n t s  were nmoved. The report stressed that a d g n i f i m t  problem in 

*/ - (c) v g h t  1986 Kathryn 8. mSm=h. This outline uaa prcparcd by 
6 a u a s  P. Iamke and S. Barman of the Division of Investnmt 
lgnagement, Securities and %chanqe Cutmission, w i t h  maisWce frm 
Forrest  R. FQM, Jay 8. Cnrld, h r y  Joan Bean, John Kcmauke, 
Qmld T. Lbm, Stephanie X. Kanco, Mary S. Rdesta, ud Elizabeth T. 
%mi. Be Camissim, a8 a matter of @icy, d i a d a i a a  rsspmmibility 
f o r  any prim& p b l i c a t i c n  by y of its aployees.  %as, the views 
oq~essed herein a m  thoclc of the a u t h o n  and do not m c e m i l y  
n f l c t  thr v i e w  of the C h r m i ~ i e n  or its 8taff.  

- I[ - See knnsmnt  Trusts a d  I m r e s n t  Ccrrpani es, Rrport of the 
Securit ies a d  -change Cannission, Pursuant to Section 30 of the 
m l i c  Utili ty Iiolding Cmpany Act of 1935, on Investment Counsel, 
Imrestment MaMgement, InvesOnent Supervisory and i m t e s a n t  &isory 
srvias, H.R. bc. NO. 477, 76ti OW., Sess. (1939). 



the i ndwt ry  MS the existe=, either consciously o r ,  mare l i ke ly ,  

~ i o u s l y ,  of a prejudice by advisers i n  favor of t h e x r  w n  f a m c a a l  

i n t e r e s u .  

D m  SEC rep* nrlminated i n  the in t ro juc t ia r  of a b i l l  t h a t ,  vith 

ame m e s r  bcamc the kt. 2/ Although the original  b i l l  coatdined a - 
mct ion  attributirrg rrpcific abuses to the imrantmnt advisory p r o f e d o n ,  

this p m v i s i m  was eliminated frm the final version, apparently a t  the 

urging of investment advizera concerned v i t h  the i r r e p r a b l e  harm a W l i c  

and general i n d i c m n t  might cause t h e i r  fledgling profession. Mnetheless, 

the fundamental of thc Act r a n i n e d  the narce, ud t h  A C ~ ,  as 

adopted, r e f l ec t s  W s s i o ~ l  recogni t im of t h  .dslieatr' f iduciary 

mblra of the advisory relationship,  as -11 aa Wymsa' &&re to elimi- 

mte, o r  a t  least ex-=, all conflicts of in te res t  vhich d g h t  cause 

adviaera, 8ith.r comcioualy o r  ~ ~ ~ r u e i c u a l y ~  to render a d v i a  which was 

mt disinterastad. S n u r i t i e n  and Erehange CmInission v. Qpital  Cains 

Rr-fif! a t m u ,  ilr. r 375 0.S. 180, 191-192 (1963). 

B. Qganization of t h i s  atline 

Z%s a t t L i m  will disaaa  fcur  q u r s t i w  under the Act: 

1. UW is an irnr.ntfmnt &iar und.r thr Act'. definit ion? = - Rart i f 1  infra) 

3. - IEW das an invesnmnt adviser rsgister? (s R u t  IV, 
Mra) - 

4. KS&T requirements a m l y  to a r q i s t e r e d  i n v e s m n t  adviser? 
art v, infra) - - 

Part- TI di-s e u m n t  events. 

2/ 'lSe Act l s ' d i f i e d  i n  U U.S.C. -1 et 5. - - 
-31- 



XI. WRO i8.m Lnvestment Adviaer Gnder the Act's Definition? - 
A. Qfini t ion of 'Imnstaent Adviser* 

'She term .invesbncnt &viaerg is defined in  Section 202(a)(11) 

of tho Act a s  any p r s o n  uho 

- for cenpcmatian 

- of p m r r d n g  advice to others,  o r  issue$ 
reports o r  analyses, regarding -ties. 

To ba an inves-nt c ldv i r r  w&r the Ssction 202(a) (11) def ini t ion,  

a p r s o n  muat satasfy all three of i w  elements. - 
T f e  umat froquenc questions under the definit i tm of an i n v e s o l ~ n t  

adviser t y p i t d l y  mlata to i d i n d u a l s  krwn arr . f i ~ n c i a l  planmra.. 

p v e s t n m t  misers kt Rel. M. 770 hug. U, 1981) ("Release no9) is the 

seminal interpret ive releaae mgardfng f i ~ n c i a l  p h n r r r s .  Publ ishd by 

the Oxmission in 1381, Relcaa 7?0 rep+csmnts L ?  vievs of the a taf f  of 

the 5ECe 8 Division of Investmant m n a g a a n t  - uhich is prirmrily responsible 

f o r  &ministering th Kt - m a *  tim applicabi l i ty  of the Act to f i ~ n c i a l  

planners, m i o n  m t a n t s r  ud o t h r t  p r m  ~ h O r  M an integral part 

of o t h r  f inancial ly  relatad m r v i a s ,  *do inves-nt rfoimary s r m i c e s  

to ottnra. Pdar mlmw 1701 u d i m  mra fu l ly  k1ov1 mat ffrvrncial 

planners arm inves-t advimrs un&r th & t r  and unrld therafon  have to 

tapply with it  u n l e ~  they can r r l y  on any of 'the Kt's eraaptions o r  

o x c e p t i o ~ ,  which are di& - infra. T h  &iff gemral ly  m 1-r 

issues no-actim letten cmcerning the a&icability of the Act to f imnc ia l  

planners (set - E. e m ,  W. .trail. My M, 1982)- 

T3m a lemnta  of tba statutoy &fini t ion are d i m  individually 

klw, part icular ly those w t r r  relevant to financial  planners. 



1. 'Ccmpensation" 

l%e term 'ccmp2nS3ti0nn i n  the definit ion has been broadly 

constmed. Ttrus, the raceipt  of 3 econcmic benefit ,  v k t h e r  i n  the form 

of an d i s r y  fee ,  othcr fee relatiq to the total services rendered, 

a d s s i c n ,  o r  scme d i m t i o n  thereof, s a t i s f i e s  t h i s  el-nt. 

31 a i t i m  , the s t a f f  baa mted Mat: 

- a a p a r a t e  fee f o r  adoieory services is m t  
rrces~ry  (=.p., PINEXD, pub. avail .  Dec. 11, 
1979) - this a l e m n t  is sa t i s f ied  i f  a single 
fee is charged f o r  a m&er of a e r v i a s ,  includ- 
5 . q  advisory antias: 

- ampmation need not be received d i rec t ly  f m  the 
c l i e n t  (e-q., m n  M. Livimston, pab. avail. 
lhrch 8,-1980) - this eleraent is sa t i s f ied ,  for  example, 
l f  a person receives a enrmission or  other fee fmm an 
i ~ u r a n x  e~apany  based on the c l i en t ' s  purchase of an 
insurance product 

2. The 'Rwiness' S t a d a d  

A p r s o n  muat bc i n  the gbusines.  of pmvidifq invesnent  

d v i c a  f o r  cabprimtion fa bc vithin the defini t ion of an investnrnt adviser. 

'Lhia med m t  bc the p r m n ' s  - sola or principal kuinasa ,  but i t  wt be a 

bus inas .  -re is m hard an3 f a s t  stMdard in applying this elasrent. 

'Lho s t a f f  vim three criteria as =levant to drtermininq whether a p r s o n  

lDlRtS this elamMf: 

i. Is thc prwxl giving inves-nt advice solely incidental 
to hi8 non-sdvimry bunireas? 

- if m, the pram wre l i ke ly  is not an 
adviser. If mt, the opposite -re l i ke ly  is 
trur (Rcleaae 770, -1 

ii. Bar specif ic  is thc &ice? 

- the laore s p c i f i c  the advice, the more 
l i ke ly  a p e r m  is i n  the advimry 
b 8 1 ~ ~  (d.) 



iii. Gees the person receive canpensation, ubether 
directly o r  indirectly? 

- i f  the person receives q n s a t i o n  fo r  
prwiding investment advice, the business 
element =re Likely is ~ t i s f i e d  (Id.) - 

A mmrrbg question is har to dist i rquish a person in the 

huiness of prwidi rq  advice f w  are vha provides advicc inci- 

dental  to another business. In the finencia1 planner context, 

Release 770 offers  the following guidance: 

- a parson vho holds W l f  au t  to the public 
as an investment &iser o r  aa  me who prwides  
i n v e s m n t  advice is i n  the business of prwiding 
irmestmcnt advice 

- i f  a financial plmner 'a principal bruin+= 
is not prwiding investment advice, then he 
generally is not i n  the advisory business i f  
he m r e l y  discxlsses i n  general terms the 
&isabi l i ty  of imstiq i n  .ocurities i n  the 
-text, f o r  example, of a d iscasJ im of general 
.cerwmic n t t e r a  or the role of f m r c s m n t s  
gemral ly  in a c l i e n t ' s  overall  f i ~ n c i d l  plan 

- a f insncial  plannr  is i n  the buainrsn of 
. providing imsfmmt advice i f ,  on Mything 

other than rare ard iselated imtaneaa, he 
d i s u s s c s  the advisabili ty of investing in 
g c c i f i c  mcur i t iea  or fyps  of amxxities, a d  

QNiaraly, a p e m  meats the third element of the 

s tatutory defini t ion if h, provides advice about, o r  issues reports 

emcerning, w i f i c  ~ r i t i e s .  The more d i f f i c u l t  questions arise 

w i t h  l e sa  v i f i c  advice. 'Ihc s t a f f  has stated in t h i s  mgard: 



- advice about market trends i a  advice about 
m i t i e s  (Dov Tfieory Forecasts, Inc., pub. avail. 
Peb- 21 19781 

- advice i n  the form of s t a t i s t i c a l  o r  h is tor ica l  
data generally ia advice about securities unless 
the advice is no =re than an abjective *prt 
of f a c u  on a noneelect ive basis (Bridge Data (b., 

pb. avail .  My 3 l t  1975) 

- a financial  plawr who advises clients about the 
ralection of an investnent manager may meet the 
third element ( F X  Securit ies (brp., pub. avai l .  
Dec. 1, 1974: Release 770, supra) 

- a financial  planner who advines c l i en t s  concerning 
the advantages of investirq i n  ~ r i t i e s  versus 
o tk r  types of investments (e-p., real estate ,  coins, 
stamps) is providing advice -about &t ies  (xd. - ) , and 

- a person vho provides c l i en t s  vith a splective 
list of a c u r i t i e r  pmvides advice about secur i t ies  
even though he does not make specif ic  reccamendations 
fran the list 

8. Exceptions f r m  the Investment Mviser Definition 

Paragraphs (A)-(P) of Section 202ta) (ll) except n i x  mtegories  

of persons vim otherwise p r e d l y  (or a t  least arguably) satisfy all 

three elements of the definit ion, but fo r  whau Ox-qreas determined tint 

ragulation under the Act w m  onnegssary. If a person f a l l s  v i m  any of 

tk exceptions, hg i n  not &jet 0 prwisio~ of the Act ( i n  contrast  

18'1th the t r ea tmnt  given a p o m n  d y  is exempted fron the registration, 

but net  the antifraud prwis ion  of the Act, M d i S U M d  in Part 111, 

fnfrh). A paraon relying on an u c e p t i a r  mst -t all the requiremen- of - 
the exception. The avai lab i l i ty  of any exception nece-rily depends on 

the part icular  f ac t s  3nd circumstances involved. The exceptions, and 



relevant interpretive sta-nts, a re  wmmarized belov: 

1. Any Bank o r  Bank Bolding Cmpny 

Section 2OZ(a) (2) defines t h e  term 'bank" as: 

i. any banking ins t i tu t ion  organized Mder the laws 
of the United States, 

i f .  any h r  bank of the E'ederal Reserve System, 

iii. any other banicing institution o r  t r u s t  c q n y  
#ting the follovilq four requiramsnts: 

a. doing buainesa under the laws of any s t a t e  
or of tho mitea states, 

b. a substantial  portion of the business of 
which m i s t s  of receiving dewits or  exer- 
c is ing fiduciary W r s  similar to those 
pnnittad mtional  banks, 

c .  8uperiised and examined by state or federal 
bank regulators, an3 

d. not operated fo r  the purpse of evading the 
Act, or 

i v .  any receiver or  other liquidating agent of any 
i m t i t u t i o n  l i s t ed  above. . 

a aeveral aeasions the s t a f f  has a d d r e d  this exception: 

- a fomign bank is not within thc exceptim. 
IPtt8r t o  03ngresa~n W i l l i a ~  J. Rughen (ptb. 
avail, JIIlw 4. 1 W )  

- .a stat. *red trust a q n n y  m y  ba a tnnk rtrder the Act 

- an frmestmcnt adviser arbsidiay of a bank tmld i rq  
anzpny is not a 'bank h o l d i q  caopanyD within this 
exception. William h s a y  (pb. avail. June 1, 1974) 

- a savings an3 loan w i a t i o n  is not a bank m5er the 
Act. Ameriway Savings Aamia t ion  (pub. avail. April 
28, 1986). 



- a PanaImnian txust caqany is not within the exception. 
mr-3urner & Asnociatest Inc . , p&. avail. Peb . 7 ,  
1974 

2. Am buyer, Acccuntant, m i n e r ,  o r  lkacher 

Paragraph (B) of the adviaer definition excepts four 

classes of ptofesaionals, m loog as they pruvide investment d v l c e  

d e l y  incidental to tk practice of their profession. 'the key 

determination under this exception is whetbar advice is provided 

d e l y  incidental to the profession, and the staff loolo to the 

follaring factors: 

- Qes th is  person hold himelf out to tk public 
M an adviser o r  financial p lannr  or a s  providing 
pnsion consulting or other financial advisory 
services - i f  so, the exception ia not available 
($q., blearre 770: LaMrrna 6 B o M ,  pb. avail. 
?larch Zl, 1983 (accountant) : a u k ,  Sclle i 'Pamni, 
P.C-1 pub. a w l .  Y 21 1986 

- '  any eisoxy aemices rendared wwt be r e a d l y  
d a t e d  to professional act ivi t ies 

- any ehargt for advisory mmicea 8hculd be bad 
on same factors that &tennine the  professional's 
u d  chzgea 

3. Any Emker or baler 

-+ (c) a c e p t s  any bmker/dsaler who provides 

investmmnt advice m l d y  inci&ntal to ttu e t  of its businas aa a 

broker/dtaler - ard uho mceives rp v i a l  acmpnmtion for amch advice. 

mt p s t i o n s  d r  this exaption axcorn vhat is 'special caqensation.' 

Jn mrt S. Strevell (prb. avail. -1 29, 1985), the staff discussed the 

v i a l  ccmpewation issue a t  length. The staff concluded that brokerage 



cmmdssioru generally wnald not constitute special c~npensation unless a 

d e a r l y  definable part of the camission is for invesment advice. The 

staff  also has sbted that: 

- the exception is available to any registered 
representative of a broker vho prwides invesmnt  
advice in that capc i ty ,  - i.e., - the register& 
repreatntative provides advice in his capacity aa a 
mpervised employee of h i s  cmployer broker (Id. - ) 

- the exception is not available to any ragistercd 
mprezentative ac t im as a financial olanner outside 
of' the of h i s  &ploPnt w i t h  tiis bmker employer 
(E. 1 

Pie amaission hs stated that a bmker4ealer or a registered repre- 

*native thereof who employs the tern .financial planner' =rely aa a device 

to i n h r e  the ss le  of d t i e s  might violate the antifraud provisions of the 

Securities Act of 1933 and Scurities Exchange Act of 1934. In the Platter of 

6siqhr & m., Inc. securities Exchange Act Rel. No. 9082 (Feb. 19, 1971). 

The SEC staff has stated that a registered representative uho holds 

himself art to  the public a s  a financial planner cannot rely on the broker- 

dnler axcrption unless he receives no rrpecial ccmpe~ation therefor and 

gives investment &vice mlely in  his capacity M a registered representative. 

The registered representative a l r ,  must bP mbject to mtml by his .aploycr 

brekcr-dealer and r+t be providing inves-nt advia with the knovl-e 

and approval of his q l a y c r .  Elmar D. Iiabinam (pub. avail. Jan. 6 ,  

1986): Besnt A. miser (prb. avail. Jan. 21r 19861. Aa for what constitutes 

'contml,. that sfaff ha6 stated that the pteslrmption that an indepwknt 

contractor cannot be subject to the control of its employer is incorrect in 



the context of the Securities Exdwge Act of 1934. Furthermore, the staff 

has stated that &re a f i rm forms a relationship w i t h  an irdeperdent 

contractor, the f i m  must assume supervisory respnsibi l i ty  for that contractor 

o r  else ensure that the aDnMCtor is i t se l f  registered. Letter f r m  

Dwglaa Scarff, Director, Division of mrket -ation, to Gordon S. 

PBcWin, Resident, mtional &sociatim of Sscurities Dealers. IF. (June 

4. Any prblisher 

*tion 202(a) (11) (D) excepts f m  the Act the publisher 

of any born fide newspaper o r  financial publication of general a d  regular 

circulation. 

i. Lawe - the Supreme Wrt defines the acope of - 
the pmlishers' exception 

- 
W-v. shcuritics 4 mc'hngt ~omminsiOnj-53 
U.S.L.W. 4705 (June 10, 19BS), the Ccnmussion 
interpreted this exception to be available 'only 
where, hr& on the cMltont, advertising material, 
readership, ud other relevant factors, a m l i c a t i o n  
i s  not vrinerilv a -hide for distr ibutim investment 
advioa.; Inves-&ent Advisers kt -1. m--563, ~ ~- ~ ~ 

n. i - ( a . l o ,  1977),--- -itias and Exctmrqe 
Camisaim v. Wall Street RansccSpt CUT. 422 P.213 
1371, cart. denied, 398 U.S. 958 (1970). l Y n  axlrt -- 
rejected this arbjective awroaeh, atatins tha t  the 
l-* of the exception ik -its widativ+ 
history q r t  a broad mading of the ml i ahe ra '  
excep~en.  

T h  CDurt concluded that  the exception is available to any pbl isher  
mtisfying thrte elements: 

a. Its pbl icat ion muat offer only impersonal 
advice - i.e., - advice mat tailored to  the 
individual needs of a s p c i f i c  cl ient  
o r  portfolio 



b. Its publication must be 'bona fide" - 
i n  the sense that it vould contain d i s i n t e ~ s t e d  
col.aentary and analysis rather than pro- 
a ~ t i - 1  material d i d ~ t e d  by a 'tout" 
o r  a 'h i t  am3 run t ipster ."  Tw a t  24-25. - 

c. Its publication must be of general and 
regular circulation - it must not be 
timed to m i f i c  market ac t iv i ty  o r  to 
events affecting the uxwities industry. 
Id. a t  27-28. - 

ii. e f t e t a  of L&me: Positive ard/or Negative 

- =re reliance on caveat i n  deal- 
i r q  w i t h  p l b l i a h e r  

- Me Burt pcesesved the Ccmmissim's 
jurizdiction to  take action against 
pblishers offering fraudulent 
investment &ice 

- the CWrt cut back the Omnission's 
ability t o  p n m d  against fraud 
unless it relates to i m e s m n t  
advice 

- thr Canrt fourd the l ag is la t ive  h i s w r y  
reflected Lhgreu iona l  concam over the 
rirat a h n t  and fook a very expaiuive 

- vieu of the pbl i8bers '  rxception to effectuate 
that O x q r e ~ i o n a l  i n a n t  

- m t  plbliahera have been carved out of Act 

- the O x r t  preserved tbe C u d s s i m ' a  juris- 
dict ion to  prcceed against f r a m e n t  
ncurities advice 

- the m t  left wnnsiered a nmber of questions 



iii . Post-Lme Developrents 

- Fossible Coarmission Actions 

a. legislation - mane to Q t e  

b. rulemdcing - none to  date 

c. interpretations - The staff will not issue 
no-action le t ters  on the 
question whether a 
publisher m y  &-register 
(or mt register) rmlying on . BaRver, i f  a publisher - 
voluntarily m i s t e r s  or 
remains registered, the staff 
has stated that the p&lisber 
v i l l  bc treated i n  the same 
aanner M other rsgistemd 
advisers. Vincent J. &sentino . avail. Rb. 13, 1986). 

5. Goverrmcnt Securities M i s e r s  

mmgraph (E) excepts any person whois advice or reparts are 

limited to -ties vhich are direct c4ligatiom of the Wtcd States o r  

mecurides of corporations i n  vhich the Wted States bas a dSrret or  

6. Otfmr Pcrmna 

Wsagraph (P) gives fhe h i s i o n  authority to designate, 

by rule or by order, &-other p m  who are not dfhfn tlm intent of 

t;h. adviser definition. mre presently are M rules &opted under this 

authority. Any person d i n g  an order pursuant to this provision ahculd 

rrfer to Rule 0-5 mder the Kt (17 CPR 275.0-51, which describes the prooedurcs 

for  f i l ing ehc awlicatien mceacrary to obtain such an order. This rule 

alu, applies to  applications f i led urder Section 206A of the Act, vhich 

gives the Curmission broad authority t o  exempt any person frrm any or a l l  

p r o v i s i w  of the Act. Ln Sprbq 1985, the m i s s i o n  p~blished a release 



advising prospective applicants of ~~edures and guidelines they should 

f o l l w  in d i t t i r q  exesptive applications. Imresmnt  CaPpany ~ c t  R e l .  

No. 14492. 

111. IJBICEI Inves8msnt Advisers Wt m i s t e r  Uder the Act? - 
Saction 203(a) of the Act p m i d a s  tha t  wery investment adviser who 

uaes the means of interstate casmcrce mast regis ter  with the M s s i o n  

-93.y e x q t e d  frem r sg is t ra t ion  by Section M3(b). Zhis latter prowision 

exempt6 3 classes of investment advisers. Any adviser relying cm an exemption 

is not & je t  to thC Act's regis t rat ion requirements but is &ject t o  

Section 206, the antifraud provision. l%e exemptiom are dincmaed belcm: 

A. in t ras ta te  adviser i n  unlisted -ties - Smction 203(b)( l )  

exempt6 any adviser a l l  of vhose cl ient6 are v i th in  the mme s t a t e  a s  the 

adviser 's  principal businem off ice and who does not pmvide advice o r  issue 

=parts about &ties  listod on my national securities mxchange. 

8. adviaers to insurance eollrpanies - Section 203(b)(2) exempts any 

adviser whosc only climn- aru inmsance cuqanies. 

C. private advisers,- Ssction 203(b)(3) exempts m y  adviser uho 

- durirq pmricam 12 iuantha haa hhd fewer than 15 climts 

- dces not tmld i t m ~  out gwmrally to thc prblic an an 
M r r ,  and 

- Qas not act an b u s - n t  adviser to any registered invertmant 
c w  o r  buainass develqment company 



W e  msst colrmon interpretive questions under the private adviser 
exception are as  follovs: 

1. What  constitutes holding omself our to the p b l i c  as an 
dvitber? - 

- Factors t h a t  indicate an adviser is holding iGself 
alt: 

a. Eoes the e i se r  advertise? 

b. Lbas it refer to 'investmnt advimy or  
a similar tam on a business card or  
atationesy? 

c. Is it l isted a s  an inveshent adviser in 
a telephone, business, or tuilding directory? 
(Dale n. Wller, pub. avail. M. XI, 1984) 

d. Des it l e t  it be k n m  generally by word of 
muth that it is available to prwide invesmnt  
advice (Peter a. Jacobs, w. avail. W. 7, 
1979) or to accept m u  clients? (Richard W. Blanz, 
pub. avail. Jan. 28, 1985) 

2. Should foreign cl ients be counted the name as  her ican clients? 

Yes (Wter L. Stephem, pub. avail. Nor. 18, 1985) 

3. mu should trusts bc munted7 

a. for  plrposes of Section 203(b)(3), emch 
twt i a  a .clientg (Phillip Eisamn, 
prb. a a i l .  July 22, 1976) 

b. tnrsts count a s  separclte clients wen i f  they 
aham a -tea (OSIRIS m- 

- mn:, w. avail. Peb. 17, -1985.) 

c. trusts w i t h  th same t en f i c i a r i e s  oxrnt M 
a d r q l e  c l i e n t  (Id: First  Security Lmtes-nt 
U a w p m n t ,  @. -el. Xafih 25, 1985) 

4. Bov should a general partner ectirq as cdviscr to a 
limitad partnership count the limited partners? 

Sccricm 203(b)(3) exempts frax registration any Gviser wi th  
fewer than 15 clients during the precedirq year vhe does not 
hold himeelf out to the p b l i c  a d  doesn't advise any registered 



invesbrent cnpmy or  electing business d e v e l o p n t  c a p m y ,  
but it does not define the term 'client." Bov does one knov 
when be has 15 c l i en t s  and must therefore ragister? The 
aMucr may be - sense i n  m n e  instances. Marc d i f f i c u l t  
c p s t i o ~  arise i n  determining har to cvmt a t rus t?  An 
investment club? A partnership? (In the  limited partrrership 
or oach Limited pattner the .clientg?) 

ii. bdqrmnd 

In 1977, thc Second Circuit wrestled with th question of IWU 
M &isor 3rxlld count the partnership he mnages. brahamsan 
v. Pleecbner, 568 P.2d 862, cert. denied, 436 U.S. 913 (1978). 
It original ly  characterized the individual limited partners 
aa the .clientat. but i t  l a t e r  withdrev t h i s  h r a c t e r i z a t r o n  
( w r e n t l y  in response to the SEC's request) ,  and the question 
ramainad unreslved. 

iii. Cmmission Action 

In Feb~ary ,  1985, the QmPission prcpoaed Rule 203(b)(3)-1, 
to provide a safe harbor permitting an adviser t o  cau~t. the 
partnership a s  a s i rq l e  c l i e n t  under cer tain cirammtances 
(IA-956, Pebnnry 25, 1985). The f ina l  rule m s  adopted in  
U-983 (July 12 r 1985 ) . 

iv. . R a t i a n l e  for Rule 

Ehssive inves8ment vehicles organized M limited partnerships 
should be accorded the treatment an passive investment 
vehicles organized an corporations. Mareaver, Srction 
203(b)(3) had been amm3d by the -11 Business I n v e s m n t  
Incentive Act of 1980 to m l v e  this problem i n  the bosiness 
&velapent  c c m p q  context. 

v. Significance of Rxla 

The nrle creates a Oerfe W r '  which allow grrmral partners 
or other P~SOM adrrising a limitad partnership to count the 
partnership, rather than the id iv idual  limited partners, a s  
thm .client. f o r  pvpoas of Soction 203(b)(3). This increases 
the powib i l i t y  tha t  tha general partner o r  other parson 
vill not have to reginter a s  an &istr under tlm Act and, 
therefom, vill not bc mbjeet to the Act's prohibition on 
prformance fees  and its recordkeeping requirements. 



vi.  m r y  of Rule 

a F r e l i m i ~ r y  Mte 1: re i te ra tes  that  the rule is a 
aafe  harbor ,  and is not intended t o  prescribe the 
exclusive lDcans f o r  a general partner to count 
limited partnerships. 

b. R e l i m i ~ r y  Pbte 2: a reminder tha t  Scctim 208(d) makes 
it i l l e g a l  to do indirect ly  what one amnot  & direct ly .  

note uarns a registered adviser who sets up a limited 
partnership to take advantage of the rule  tha t  the adviser 
ud the gemral partmr may be vaeusd an one fo r  plrpobes 
of Section 203(b) (3) h n t  soprate  ard d i s u n c t  opera- 
trow (see - Ellis/R.E. Boldings Lrmi ted, pub. 
avail. Sap teab r  17, 1981) vhich sets forth a five-factor 
test of when Me seaff ur l l  view cperatiww a s  separate 
and distinct). 

c. mragraph ( b ) ( l ) :  nets for th  the general p r o p s i t i o n  tha t  
a limited partnership -11 be counted an on c l ien t .  

d. Paragraph (b) ( 2 )  : mts for th  the corresponding prppoaitim 
that a limited partner of a partnership w i l l  not be 
counted a s  a c l i e n t  (newrate  f m  the p a m a h i p )  i f  
two conditions a r e  met: 

(1) paragraph (b) (2) ( i l  : the limited partnership in t e re s t s  
are securities: and 

(2) pragraph (b) (2) (ii) : the general p a r t m r  o r  other 
p r s o n  advising the p r t n c r a h i p  does m on the basis 
of the i n v e s m n t  ab jec t ims  of the p a r t m a h i p  
( r a t b r  than baaed on the abjectives of m m ,  but 
mt a l l ,  the limited partners) 

a. Paragraph (b) (3) : specif ies  certain situations i n  which 
the safe  haharbor is unavailable wi th  n-t u, a par t icular  
l5mit.d -partner. 

Onara l ly  epmkirq, r eg i s t r a t i a r  in e f a i r l y  8-le p r c c d w e  - m 
i m e s t m n t  adviser mat f i l e  a hrm ADV and pay a $150 rsqis t ra t ion fee. 
Rmn ADV is priunri ly  a d i s c 1 o . s ~ ~  donrPent which gives informtion both to 
th Cuanission a d  % Statas f o r  its d n i s t r a t i v e  w s  and to ad- 
vimry c l i e n t s  f o r  d i a l o a u e  -8. A m, uniform PDrm AW - joint ly  
draf tsd by She SeC and, on &half of tha States,  the North h r i c a n  
Suuritles Pdministrators Association (.NASAAm) - has been apprwcd by 
both the CEamission and NASAA. A l l  regis t rants  muat f i l e  a n u  ADV with 
the Camiruion by ila& 3, 1985. Onlike the broker4ealer  regulatory 
framework, the d v i s e r ' s  regis t ra t ion statement covers h i s  employees ad 
those be cmtmls - so long a s  their advisory a c t i v i t i e s  a re  undertaken on 
behalf of the registered adviser - ad the adviser 's  employees do not have 
t o  reg is te r  themeelves individually M imreatwnt d v i m r s  o r  M agent of 
an adviser. 



A. Part I of Farm ADV 

lhis part of the form is primarily for SEC and State use, and it con- 

tains informa tion mch as: 

- vhether tk adviser holds i t se l f  out a s  a f imncial  planner and, 
i f  it doas, the mmber of thee c l i e n b  ard the size of their 
imnsapcnts 

- uho contmls the adviser and h w  are tk adviser's operations 
financsd 

- the s ta tes  in vhich the i n v e s a n t  &viser is l iarwd/registered 

- hov the adviser vil.1 mainbin custcdy of d i e n t  assets 

- a *scription through rrhedules of t5e owhership structure of the 
invesfment adviser. Anyone vho beneficially arns 59 or =re of 
any class of the &iscrls equity securities EUE~ be l i s ted on 
M wnership W e .  

- whether the adviser has been involved in raaterial c ivi l  
l i t igation 

- m r  and d z e  of discretionary and nondiscretionary accounts 

B. Part 11 of Porm AW 

¶%is part  of the form, which ran be given to the d i e n t  to aatisfy 

the "bnxhure d e *  roquirem~nt (Rule 204-3) (me - discusmion in mrt 8.4, 

infra), is primarily for d i e n t a '  uae and contains informtion uch as: - - vbtkr the adv ia r  c d b  any of its mrvi&s 'financial 
pbnntrq' 

- a balance sheet ( th i s  is required only of those few advisers 
vho bve custcdy or  possesoion of clients '  umeta or  vho 
mquim large prepaymen- of dvisory focs. 

- discussim of tfn types of &imry services the &ir r  
provides and the advisory fees it  charges 

- a discussion of the typos of oecurities a b u t  vhich the 
adviser provides advice 



- a description of the methcds of aecurity analysis the adviser uses 

- didosure of the ahriser's affiliations vi th  other securities 
professionals 

- vhethcr the adviser ef f eets eecuri ties transactions, as broker or 
an principal, f o r  advisory c l i en t s  

- uhcther the adviser k a  brokerage o r  i n v e s m n t  discretion on behalf 
of c l i e n t s  

- a &scription of the education and business backqmurd of investment 
adviscr (but n o b r  the Act dces not require any qualifications fo r  
reg is t r s t ion)  

Registration M Porn ADV is effect ive au tumt ica l ly  45 &ys after f i l i n g  
unlesa the Cnmisaion institutes prcceadiqs  t o  deny registration. It can da 
a, vhere the aeplicant h%s bsen convicted of a felony involving the ptrchase 
or d a  of rcurities, or involving thaf t ,  larceny, forgery, etc. If tbe 
a taf f  wbich p r a e s s e s  the Rrm ADVs bs questions o r  prd~lems vith a f i l i n g ,  
it typically All phone or wits th~? nqistrant. If the s t a f f  m d a  to, it 
m y  ask tk regis t rant  to agree to delay the effectiveness of its ADV aa t ha t  
any pmblems can be resolved. 

To keep this regis t ra t ion i n  good starding, an adviser must amply v i t h  
2 &re requi-nts: 

1 - it n t  duoend ifs ADV when its anarcn to the qors t icm 
change. Rule 204-1 nets for th  guidelines as to vhcn a 
must d. Iksical ly ,  routine i t m a  require ame-nt 
within 90 days after end of reg is t ran t ' s  f i d  par if 
they  bear^ inaccurate f o r  any reason. bre d g n i f i a t  
itema require p r ~ n p t  am-nt if they becaoe inaccurate 
i n  a mterial lanncr. 

2 - it mt f i l e  a short aMudl aqpplcment, Fmm ADV-S, w i t h i n  90 
days after its en3 of f i n a l  year (Note: 6 cmdaaim ray 
terminate-an adoi=rga r a g i s ~ t i ~  f o r  f a i l u r e  to f i l e  a m a l l y  

. a Porn ADV-S) . 
C. Other D l a c l m  ~equi-ts.lbrlevant to Wistcrcd Invesamnt kivisers  

In aadition to Um disclesutr  requirements imposed on a d v i n a  by the kt, 
several prwisiooo of the S.curities R c t n q e  Act of 1934 may br =levant to an 
adviser, par t icular ly  where the adviser has discretionary authority m r  c l i e n t  
a s w t s :  

1. Sehtdule 13D - This echedule must be f i l e d  by any parson wtm, 
a f t e r  a c q u i r i q  d i rec t ly  o r  indirectly =re than 58 
of the b e n t f i e i d  ovnership of any equity securi ty  



of a class plrsuant to $12 of 1934 Act or 
uly mty M t y  of an insurance company relying on 
Ilt(g) ( 2 )  (GI or any closed-nd investmnt canpany 
mgiatered undct 1940 kt. It -t be f i led vitfiin 10 
*ys after such acquisition vith (1) the SEC, ( 2 )  each 
ucfange h r e  8ecurity is traded, and vith (3) the 
principal office of thc iascer. Rr duty to asend 
13D is found in  rule 13-2 d r  the 1934 Act. 

2. Schedule l 3 G  - lhis d n d u l e  may tm filed in 1i.u of a W n d d e  
UD i f  mxh p e m  has  acquired a s x i t i e s  in the 
ordimry m m  of business and not vith plrpate of 
changing or  influencing control of the issuer and 
atch prson  is a regrs+ered invesrmznt adviser. 
Rule Ed-l(b) (1) (ii) (El under the 1941 Act. Schedule 
UG must be f i led within 45 days after end of 
d a n d a r  year i n  vNch the &ligation amsc. The 
shedule nrod not be filed i f  the p r s o n  does not 
am lpre ttmn S t  a t  tha end of the c a l d r  par. 
If  the p r a n  no longer holds such ~ u d t i e a  i n  
the ordinary course of its business, it must prcmptly 
f i l e  a 130. The duty tb amend 13G is found in 
Rule Ud-2. 

'Ihc +zaae 'lmneficial m r a h i p , .  as defined in  
rule 1M-3, indlldes any prsm uho directly or 
irdiirrctly h a  or  A r e a :  

( i )  mtinq -rr vhicb inddes the p r  to vote, 
or to direct t h  voting of mch mcurity: and/or 

( i i )  invesment pwr, vhich i n c l d a  the pour to  
diapaa, or to diract the digosi t ion of aach 
rcurfty. 

3. Zbrm 13 - Pris tom mst b. f i l d  by .any inetitutional invest- 
mont v e r  vhich u e r c i r s  investrmnt diacrstlon 
vith 1-8-t to arravlu holding aquify securities 
bving an aggregate f a i r  markt  value of a t  least 
$100 ri l l ion.  B ~ i d l y ,  any pr son  ubjrct tn 
th i s  provision mst f i l e  d t b i n  45 &ye of .nd of 
.ach quartrr. Were are scmr p r o v i d a  for the 
confi&ntiality of these reptrs, e. e n  rink 
arbitrage positions. S e  $13( f )  ( 3  ?' of the 1934 Act 
and EM D of tke General Instructima accaqanying 
hrm UP. 



V. - rrBA.r mquirements m l y  to a Registared XnvzstPmnt Adviser? 

Ple Act  imp~es four types of requirements on a registered i m r e s e n t  

advi=r: (1) a fi- duty to clients:  (2) d s t a n t i v e  prwisiona: (3) 

raeordkecping w r e m s n t s :  and (4) e n i s t r a t i v e  oversight by tk SEC, 

primarily by in6pution. Bmm requirezents a re  d i m  belw.  

A. t i d u c i w  CIlty to Clients 

Rudamental to the kt is the notion tha t  an adviser oes its 

c l i e n t s  a fiduciary obligation vhich is in&& to eliminate confl ic ts  of 

interest and to prevent the adviser frun overreachirq o r  taking unfair ad- 

van- of a c l i e n t ' s  tmt. A fiduciary ares its c l ien ts  more t tnn  honesty 

and good f a i th  alone. A fiduciary m ~ l s t  be wns i t ive  to the conscicua snd 

unconscious p s s i b i l i ~  of rendering l e s s  than disinterested advice, and i t  

may be faulted even vhere it did rot intend tn injure the c l i e n t  ard even i f  

the c l i e n t  does not d f e r  a m m t a r y  loan. The lan&mrk twrt deciaion 

&fining t h  dut ies  of a fiduciary is J u t i c e  Qrcbzo's cpinion i n  

a i n t n r d  v. Salmon, 249 N.Y. 458, vhicb states, i n  rmlevant part: - 
mmy forms of conduct parmissible i n  the ~ r k a d a y  w r l d  
f o r  those acting a t  arm's length, are forbidden by Lhocm 
batnd by fiduciary ties. A fiduciary ia held to scarthirq 
atrictrr than the ll~rals of thc m r b t  place. t13t 
-sty alone but tha v t i l i o  of m tPDnor the wst 
ammitipa, is then tha standard of behavior. 

Tho essential sanfiment of t h i s  appmach saa adopted 'by the Suprame 

Court in i t a  1963 decision in Securities ard Ezdmqe Crmmi~ion v. 

Capitdl h i m  mearch Bxreau, Tnc., 375 U.S. 180, the seminal decision 

on tho fiduciary duty of an adviser undar the Act. A8 the Court stated: 

(tjhe Xnvesrmcnt Mvisars k t  of 1940 reflects a 
congressional v n i t i c n  of thc del icate  fidu- 
ciary nature of an irmesbent advisory relation- 
ship as well an a congressional intent  to 



eliminate, o r  a l e a s t  t o  expose, all m n f l i c t s  
of i n t e re s t  which might incline an i n v e s b n t  
e i a e r  - cooaciourly o r  unconsciously - to render 
adpice vhidi was not  disinterested.  Id. - 
at 191-192. 

T h  .delicate fiduciary nature of an investment advisory -relatiomhip" w s  

re i te ra ted  i n  In the Mtter of Alfrcd C. R i u o ,  Investment Mvisers  Act 

-1. No. 897 (Jan. l l r  19841, ubre the -&ion s ta ted  t h a t  an adviser ' s  

duty to have a reanamble, independent basis  f o r  his investment advice 

f l w e d  f i ~ m  such a fiduciary r e b t i o ~ h i p .  Other fiduciary principles t o  

be kept in mind a r e  the adviser 's  duty of (1) best  executim (E 

Interfinancial  corporation, p.b. avail .  March 18, 19851, (2) suitability, 

and ( 3 )  utmDst and exclusive loyalty to  the c l ien t .  An a d v i r r  ~ t u r a l l y  

might ask, 'What is the source of the fiduciary duty? An adviser 's  fiduciary 

duty is not 

- m i f i e a l l y  net for th  i n  the kt, although meetions 
through 206(4) deal generally v i t h  fiduciary duty 

- a n s u l t  of a contract befrncn the dise r  and 
thta c l i e n t  (i.e.,  it is not samething tha t  ean 
be ncqotiaGy) 

Ratherr a fiduciary duty is maed a! a n ' a d v i r r  by e r a t i o n  

of law bscausc of tha ~ t u r a  of the n b t i a n s h i p  betwen thc t w  pnrties. 

The fiduciary duty concept is incorporated indirect ly  into the A c t  i n  various 

ptohib i t iom ard discTmz% rrcquiremants, d i e d  klw. 

B. Substantive Provisions 

1. Parformana Pees: Saction 205(1) 

kt prohibi ts  a capemtion arrangement k m  a s  a 'performance 
fee,' which is dcf imd aa an investment advisory. fee that var ies  vith tbe 
adviser 's  ~ C & M  in manaqiq h i s  client's -y - a f e e  based on a share 
O f  tho cap i t a l  gains or appreciation of a c l i e n t ' s  fmda. congress included 



t h i s  prohibation in the A c t  because of its concern that  a performance fee 
wuld encourage undue spscLilation v i t h  d i e n t s '  invcs-nts. It f e l t  that 
this type of fee might encourage an adviser to s n k  the m a x h m  gain and 
thereby take the mi- ridr nth its cl ien ts '  assets. Any fee that a s  
c o n t i v e n t  upon seme level of investment p r f o m c e  d d  generally be 
anaidered  a performanoc fee and, thua, unlavful. S e  Lnves-nt Mviaers - 
Act -1. No. 72l (My 16, 1980). A fee based on a percentage of premim 
i x a m  received for  vritifq options also is a performance fee. m n h e i m e r  
Capital Gorp. (pm. avail.- pal 18, 1985): In'- M t t e r  of &-S. Gorski, 
Investment M v i ~ r s  Act -1. No. 214 (Dec. 22, 1967). 

Bccptiona to the m i b i t i o n  

i. Statutory. The statute excepts f w  the pr£ormance fee 
protubation a type of fee known a s  a ' fu lc rm fee.' Ttus 
is a fee f o r  .big players,' wbere the investment &asory 
-tract involves registered inves-nt c-res or  cer tain 
parson8 or e n t i t i e s  vith $ 1 million of aaaets. The fee must 
be b a d  on the asset value of the fund un&r ma~genen t  
a-raged ovtr a *clgeelfied period" and must i ~ ~ r e a a  and 
decrease propr t ionate ly  w i t h  tk 'investment prformance" of 
ftlrrder undcr ma~gement i n  relat ion to an 'appropriate index 
of secur i t ies  prices.. Rules 205-1 and 205-2 define the 
terms quoted above. 

ii. kjministrative. t h  Ccmaisaion LUmYtly adopted a rule tha t  
relaxes the perfornmnce fee prohibition, but still only 
i n  the ewe of cer tain p e r m s  and e n t i t i e s  v i th  significant 
assets. Rule 205-3 prmits an adviaer to receive a perfonaance 
fee i f  the following condition8 are mat: 

- the c l i e n t  has a t  1-t $500,000 under tb b i r r ' s  
w c a n e n t  o r  a net vorth over $1 million: 

- cempenmtion is M on a forwrla including eapi ta l  
m s :  

- cempnsatim f a  based on l ed  1-s i n  the - c l ien t ' a  account f o r  a p r i o d  of a t  leaat am yaar 

- th i n v e s a n t  advirwr . m l y  believes' that 
the fee ia an 'arma-length" arrangement bebeen tk 
par t i e s  ax3 that thc c l i e n t  d r s t a n d s  the risks 
hived. 

- plrrticrilar disclosures are made 

2. Wency QOM hanaactionm and Rincipal Tzanmctions: Section 206( 3) 

SLction M 6 ( 3 )  imkes it unlawful fo r  an adviser, in certain cases, 
t o  act a s  broker f o r  a c l i e n t  o r  to a c t  an principal in buying o r  sell ing 
mr i t i e s  frmp a c l ien t .  



Mency Cross har&ctions (&re adviser acts as bmker t o  both 
the advi~ory client ard the other side of the transaction) 

An adviser can m t  

A. Act ing  as broker for a person other than itx client ,  knovingly 

- kry q. security For its client 

- sell any m i t y  to its client  

B. Without 

i. d i s d o s i q  to the client the capacity i n  vhich 
it is acting 

- in vritirq and 

- bcfore completion of the transaction, end 

ii. obtaining the client 's  consent t o  the transaction. 

Rincipal Transactions 

Similarly, an adviser can mt: 

A. Acting an principal for his wn account, kpvingly 

- buy any secrvity frm a cl ient ,  o r  

- ell any sscutity to a cl ient  

B. Without 

i. disclosing to the client ths capacity in  vNch it is 
=tins 

- h f o m  caplet ion of the m e t i o n ,  

ii. obtaining the client 's  ameent to acrch ash' 
transaction. 

Agcncy Cross Transaction Rule - Rule 206(3)-2 

Section 206(3), M a practical matter, nmkes it impomible for an 
adviser to do a g e q  crow transactions. The --ion has recognized, 
W e r ,  that agency cross transactions may be beneficial to clients, provided 



certain conditions a re  mat. Accordingly, it adopted Rule 206(3)-2, W c h  
provldes a eafe harkor f o r  agency croas transactions ueetiq ttbe follcurng 
condiuons: - the c l i e n t  executes a written -nt pmapectavely au thor l z .1~  

such transactions 

- the adviser makes f u l l  writ ten disclosure to the c l i e n t  of 

i. the capcity i n  which it is acting a d  

fi. ita pssible c o n f l i c t i ~ d i v i s i o n  of loyalty and 
r e q n s i b i l i t y  

- Ma a d v i r r  amda the client written confirmation of 
each agency cross transaction 

- the adviser m u a l l y  wnde tho c l i en t  a statement of a l l  
agcny crises trarrsactiona fo r  the year, ard 

- all diselomre statements must advise the c l i en t  t h a t  it 
can revoke the authority granted thc adviser a t  any time 

In addition, paragraph (c )  of the agency c r o ~  transaction n r l e  aQlPnishes 
advisers tha t  the rule does not relieve t h e m  of their respansibil i ty to a c t  
i n  thr best in teres ts  of ttteir c l ien ts ,  includirq fu l f i l l i ng  the i r  duty of 
abtaining beat price and execution f o r  any transaction. 

3 Antifraud Rwidon: SIctim m ( 4 )  

?Be antifraud pmvision, r c t i m  206, dces it d a v f u l  f o r  any 
InvesDmt adviser uiq thr Pails o r  in t e r s t a t e  onmem b &fraud, h i v e ,  
o r  manipulate any c l i e n t  o r  proqrc t ive  c l i en t ,  and shctim (4) of the anti-  
fraud p m ~ i s i o n  gives the Camission authority,  by nrle o r  regulation, to 
&fine and prescribe those acta  o r  business practices vhich are  fraudulent, 
W p t i v e ,  o r  manipulative. ?Be CDmiaaion hacr adqted three rules plrsuant 
to this rrctim, and these rules &al v i th thertisiq, ma- of c l ien ts '  
asnets, and =l ic i ta t ion  of clients.  

Rule 206(4)-1 ? r e ~ t f b e s  various a d v e r t i s i q  practicer, aa fraudulent, -pave, 
o r  manipdative v i th in  the meaning of arction 206(4). 

a. ' hs t imnfa ls  cannot bc umd. 206(4)-l(a)(l) .  

b. lhst spccific recamendations tha t  wre profitable can 
rmt be r e f e d  to but an adviser can offer  to furnish a 
list of all recarmendations made durirrg the past year. 
206(4)-1(&)(2). 



c. An adviser cannot represent tha t  any graph, chart, or 
formula can i n  and of i t s e l f  be used to determine vhach 
cities to buy o r  -11. 206(4)-1(a)(3). 

d. An adviaer canot &ertise any report, a m l y s i s ,  o r  
senrice a s  f ree  unless it rea l ly  is. 206(4)-1(a)(4). 

e. Catch-all: adviser -t use any advertisement vhicfi 
amtains any untme statement of a mterial f ac t  o r  
uhich is othervise fa l se  or misleadirq. 206(4)-l(aI(5). 

ii. Omtody of Client A8sets: Rule 206(4)-2 

The Qmmiasion adapted Rule 206(4)-2 t o  deal v i t h  advisers 
who have 'custdy o r  possession of the funds o r  w i t i e s  of their cl ients .  
It requires that: 

a. all rwcurities of each c l i e n t  llnut be segregated, 
m&ed to identify the par t icu lar  c l i en t  who ams 
tbm, and held in  safekeeping: 

b. all fun3a of c l ien ts  must te deposited i n  a 
bank acrount which contains only c l ien t  funds 
and the adviser must w i n t a i n  a aeparate record 
fo r  each mch account: 

c. the adviser nuat notify each c l i e n t  an to vhare 
it vill hold the c l i en t ' s  6ecurities and funds and 
of any ctnnges in thc place or  mmer mch wts 
are held: 

d. the adviaer mst mnd to each c l ien t ,  a t  least 
quarterly,  an itemized statement of all of the 
c l i e n t ' s  securities and funds it holds: and 

e. all mch funds and rwcurit ies muat be verified 
a t  least - a year by a mrp+e audit  by an 
indopardent . . @lit acccuntmt. 

This rule does not &ply to an &isor who &la, is mgistercd aa a bmker- 
dealer un&r $15 of the 1934 Act i f  auch p r m n  is i n  cpnplianca vith the 
net capi tal  requirements, rule 15c3-1, of that a c t  o r  is a memkr of an 
exchange whose members a re  ex6npt from that rule. 

iii. Solicitations: M e  206(4)-3 

Rm m l i c i t a t i o n  Rllc makes it unlavEul fo r  any adviser to  pay a 
cash  fee to one who w l i c i t s  c l i en t s  unless 

( a ) ( i )  the advivr is registercd: 
( i i )  tha s o l i c i t o r  M not a .bad boy" (not subject t o  

cavt order o r  d i n i s t r a t i v e  sanction) : 



(iii) such cash fee is paid pursuant to a v r i t * ~ n  
agreamnt to which the adviser is a prty: ard 
i f  the wlicitor is not an off icer ,  amployee, 
or prtner of adviser and is mt controlled 
by d v i s r r ,  the written agreement required 
W e  mt: 

(1) Qacriba the m l i c i t a t i o n  ac t iv i t i e s  to 
be undertaken 

(2) rrquire the so l i c i to r ,  a t  the tire of 
.e l ic i ta t ion ,  t o  provide c l i e n t  w i t h  
a copy of tk adviser's 'brcchure" and 
the saprate disc:- agreement man- 
Qltd by this rule. This &?parate dis- 
closure agreement must describe, amrig 
other things, any a f f i l i a t i o n  between 
the m l i c i t o r  and the adviser, the berms 
of the so l i c i to r ' s  eempensaticn, and the 
difference, i f  any, i n  the adviser 's  ad- 
visory fee t h a t  is at t r ibutable  to the 
m l i c i t a  tion arrangement. 

4. '8nxhurr? me*: Rule 204-3 

Pra broehure ru le  rmq~~ires an adviser to provide certain 
info=tion to its cl ients .  

Mmt - inveatmcnt a d v i r r  generally muat pmvide c l ien ts '  w i t h  a - 
written d i a l o m r e  stateamnt eontaining information about back- 
gzvuf~I  an3 k u i n c s s  practices - Part X of Porm ADV o r  a written 
&cment  containing a t  l e t  the informtion erquirpd by M 11 
(brcaum the balafm dRet requirement fs fcund i n  Ihrt 11, Chis 
iu h w  Irdviaory climb tho p-y their advirrory fee6 o r  uhd give 
wtody of their auaets to  their adviser pt to cM: on the finan- 
c i a l  wll-bting of -is &iaer). Parsgraph (d) of th broehute 
rule allwe an adviser to d t  frm it8 brochura information i n  Part 
11 applicable m l y  to a of advimry =-ice o r  fcc not charged 
to that cl ient .  

Mun - brochure must k &liverod a t  least 2 Z y a  bforr? thc &isory - 
oontract is ontend into or a t  the t ime contract is entered in to  if 
the d i e n t  can terminate the eontract vi thin 5 days. 

An investmnt adviser a l so  must &liver, or  o f fe r  i n  vriting t o  
&liver ,  annually, an mtd brochure. This requirement is not 
mquimd for  advisory c l i e n t s  receiving advisory aerviees m l e l y  
-slant to a mntract f o r  impersonal advisory cervices requiring 
a p a p n t  of lem then $2fX (see rule 20+3(b)(2)). 



A .contract fo r  i q e r s o n a l  advisory aemices' rmaw a contract 
whenby i n v e s m n t  advice is pnvided solely by means of ora l  
statemenu or  written nmterials vhic.. & not purplrt to met 
the investmPnt rreds of qecific individuals o r  a t a t i s t i c a l  
informaticm ns t  expressing any opinions about t h e  invesrslent 
merit of particrrlar securities (aee Rule 2 0 e 3 ( f ) ( l ) ) .  - 

Registered i n v e m t  advisers have a cartinuing r e s p n a i b i l i t y  
tq m q l y  with thC M v i ~ r s  mr a d  this duty inclucks the 
supnrision of ard r e s p o ~ i b i l i f y  f o r  yone acrinJ in their 
brhalf -+in FWbrrnM S b n r  4l S-E-C. 7f? (1963) : TBA m ~ i d l  
Cbrporatim (pub. mil. Pc. 7, 19831. Thia duty to -mine is 
cmprable to ttm duty to s u p r v i s c  imposed opon broker-dealers in  
fha 1934 Act. 

lln Act  generally mquises an advislr  to  maintain W types of a 

ud ruurda: (1) th typical accounting recoda mt any biness u w l d  

normally h p ,  and (2) certain additiorml records the Cunnisaion believes 

u e  ncessary in l i g h t  of the advisory's fiduciary duty, a s  d i m &  below: 

1. D i c a l  aerountirq records 

i. all cbeck books, bank ~tatements ,  e a ~ l l e d  cheeks. ( a ) ( 4 )  
of 204-2. 

li. dl written ag ramanb  enterad into by investmrnt adviaer 
vith ury dimt  o r  otfieraise relat ing to t b  tusineaa of 
ttr i n v e s a n t  a d v i r r .  l%is would inelud. m n t a l  and 
rrvia agreamantil, wC-es, rpploymurt contracts, ud 
contracts f o r  immstmrnt advimry erxicaa. ( r I ( l0 ) .  

fii. al& b i l l s  o r  rrtatementa mlatirq to & b r a s  b i m ~  as 
mch. (r)(51. 

iv.  iU trial balances, f inancial  stateumnm, and internal  audit  
w o w  pap- nlatirg to bunineru of LnvesOnnt advizmr. 
(rI(6). 

i. r rrcord of the prsondl secur i t ies  transactions of ek 
adviser ud its -loyeem. (aI(12). 

ii. a memorarrdilm of each ordrr  given by the invesbent  adviser 
f o r  t h  pvehaae o r  sale of any mcurity and any instruction 

Vw d i e n t  concerning m h  pl&& ot sale. ( a l ( 3 ) .  



iii. the originals of all vr i t t en  communications received and ccpies 
of all v r i t t an  colrmnication sent by the adviser relat ing to 

a. any mcomwtdation made o r  proposed to be made, any 
advice given o r  propsed  to & given 

b. .ny receipt,  disbursement o r  delivery of furds o r  
maxi ties, or 

c. the placing o r  executing of any order to plrchase or 
-11 any d t y .  (irI(7). 

v .  a of a l l  c i rcu lars ,  advertisements, neuqaper 
articles, a tc .  sen t  ta 10 or mre persons. ( a ) ( l l ) .  

v. a list of a l l  accounts tha t  investrent adviser has 
authority over. (a)(8) .  

oi. a cqy of each vr i t t en  stateraent given to any c l i en t  
in cmpl imce  w i t h  brochure rule. (a)(14) .  

v i i .  c l i e n t ' s  acknowledgement of receipt of solicitation 
agteenrnt. (6)(15). 

3. Other Requirements Regarding W o r d k e e p i q  

i. An invesaaent adviser who has custody o r  possession of 
il.cutities o r  funds of m y  c l i e n t  must kaep additional 
rscorda regarding tht activity.  Rule 204-2(b). 

ii. An i m s t m n t  adviser vhc renders any lnvestmcnt super- 
viaory mrvice . ttY giving of continuous &ice as 
0 the investrmn= fun38 cn the basis  of individual need 
of o~ch c l i e n t )  or management sawice  mat alao keep 
a i t i o n a l  m r d a  9 r d i n 3  Umt activify.  Rule 204-2ic). 

iii. all beaks ard ricodn ~ q u i r u d  to k kept by th. rule nut 
b. m i n t a i d  ard pre r rvad  in an eas i ly  accessible place for  
a period of not lee16 than 5 years. Rule 2C4-2(e). 

iv. Records -red by the rule my k kapt a, f i lm o r  ampllr. 
Rule 204-Z(g). 

v. T b  rocodkeepirrg r d e  pmvides an exemption to the extent 
tha t  the inves-nt miner is a broker&aler keeping Me - recoda p r s u a n t  to n i l e s  17a-3 and 1 7 a 4  of tk 1934 
An. Rule 204-2(h). 

. recordkeeping provision8 f o r  nan-resi&nt irmestmnt 
advisers a r e  rrt for th i n  Rule 2*2( j) . 



4. a n i s t r a t i v e  CXlersight 

Snspctia-18 are usually done by personnel i n  the Caunisaion'a 

v d a u  Rrgiaral Offices, although Division of Imeaatent m m p m n t  p e r m 1  

occarriooally a-ny the Raglord Offices. There a r e  tuo types of inspections: 

(I) Routine i m t i o n s  

(2)  Pbr cause inspections. vfrich may be b a d  on 

- m i p t  of a plblic -h in t  

Inspectors look particularly for  evidence of: 

1 - chunrirq - arceaaive trading 

2 - scalping - is the adviser trading on short-tern 
market ac t iv i ty  caused by h i s  reccnmendacions 

3 - is th. adviser erqaging i n  broke- p r a c t i a s  
that a re  not i n  the c l i e n t ' s  i n t e re s t  (-, 
fa i lure  to abtain best e x e a t i o n )  

4 - mitability - are the adviser's rsc~mrndat iw  
mitable fo r  c l i en t ' s  fi-a 

5 - deceptive advertisirq 

There are-gemrally Mm pssible &dts fran a inspection 

1 - tha adviser receives a d e a n  b i l l  of health 
(a rant event! 

2 - the s t a f f  auda a .deficiency letter' informing 
the a d v i n r  of any v io la t ima  o r  poMfble 
v io la t iom f o u d  and requesting the adviser t o  
contact the s t a f f  regarding any necessary 
corrective steps. 

3 - the s t a f f  comaenas an enforcement proceedirg - 
this resalt is not conmon as a f i r s t  s tep 



PI February 20, 1986, the SEC authorized the Division t o  discuss 
various legis lat ive and rulclaaking s t a f f  proposals w i t h  the mrth W r i c a n  
SscuE.ities Mmbistratots Aasociatim ('NASAA" ) . )Lmsng these proposals were 
nrlss that vould exempt cer tain investment advise- vho were registered in  
. t a t en  &re they corducted business, had a limited nrmber of c l i en t s ,  and 
had no custody o r  possesaim of c l i e n t  funds o r  d t i e s .  A t  present, 
the s t a f f  iS ezplorbq  tha rules with NASAA, but  t h y  have not y e t  &en 
p r o p a d  by the Cbwirssion. 

On ! k y  27, 1986, the SEC -roved a b n i t t i n g  to Congress the 
Investment Advisers Amerdments Act of 1986, whach incorporated many of the 
leqis lat ive p r o p a d s  mijcred i n  Ftbruary. Bovever, the i n i t i a l  subis- 
sion was with3raun f o r  technical reasons and the carmiation's nta f f  is 
continuing to work on the lagialation. lh k a o d n t a  Act inclukd pmvi- 
dau to c la r i fy  ambiguities which had arisen i n  the aftermath of the 

&tufts decision i n  Lpus. W e  provisions d d  have d r n i z e d  the - 
&fini t icn  of an invesannt  adviser while uemptiq f w  registration those 
crdviara prwiding aolely iaprsord investmant advice thrcugh ~armunications 
media. 

Other provisions of the Amendrents A c t  pmvided for greater  infor- 
laauon-sharing with other federal, s t a t e  and foreign secur i t ies  regulators 
or l a w  e n f o r c e n t  of f ic ia l s .  In addition, the p r ~ p o s a l s  id* an 
increate i n  tha regis t rat ion fee  f o r  uhiata and the e e t a b l i h n t  of an 
unnnl fee. ?Inally, the A m e h n t s  Act would have c la r i f ied  the SeC's 
authority to m i r e  adviarn to  f i l e  a r t a i n  cbmaents electmnicklly.  

The In tenn t io~l  Aamxfatien f o r  Pin%ncial Planning han 
established a cumittee to p m w t e  the es t ab l i s tmnt  of (or mre) 
alf-regulatory o rgan iza t i ca  (an *SI10*) f o r  f i n a n c i d  planners. Tim 920 
vould be under SEC -w-ersight an3 ux3.d bc b q l e n t e d  by - r i a  amcrrdmants 
to Act, including a de f in i t i a ra l  mw3nent to mke clear that  all financial  
plarwra a n  ' i m e u m n t  &isarsm f o r  prpoaes of the kt. T b e z  a n d -  
m n t s ,  generally speaking, wi l l  prwide f o r  SeC &legation to the SQ of 
certain existing funct ima d r  the Act  M they =late to f i ~ n c i a l  planners. 
m r  the p-sal, tJu 51(0 varld: 

- reg is te r  ' f imncial  planners' 

- !ae manktory. fo r  financial  plannerz 

- be a ~ n - p r o f i t  organization funded thmugh .user fees" 

- perform f i e ld  e r a m i n a t i o ~  



- process canplaints against f inancial  planners 

- develop professional qual i f icat ion stankrds for  financial  
planners 

- impose continuing education requirements 

- coordinate a c t i v i t i e s  vit!! the states 

2. SEC a d  lwu8tq Iieactim 

lb date, the SEC b e  not taken a formal position a~ tht 9t0 p r o p e a l .  
Ihe .staff of the Division of Inoesment PWnqement kna indicated its view 
that an SRl is an interest ing idea tha t  ahculd & explored further.  A similar 
opinion was expresed by NICSAA. A t  tha SES's Roundtable on Inves-nt 
miters and Financial Planners, held My 7, 1906, this c~clcapt van disweed 
a t  greater  length by e r s  of the C a m i ~ i c n  ard varicua industry prnctz- 
tionea. Mile grovth i n  the financial  planning industry is a w t  there 
was m cmaensus that m l f  r sgu la t im wm necessary or pract ical ,  though 
a4vera.l Rwndtable par t ic ipants  Hldorsd e ~ m e  degree of m l f  -tory 
responsibility. In edditiont tho NUD annaurcd that it had r w m t l y '  
established a p i l o t  program to explorc the m i b i l i t y  of the NASD's semi- 
a8 an SR13 f o r  ahrissrs.  Zha p i l o t ,  which wi l l  be CWrdiMtcd with the SEC 
a d  ia scheduled to be ecmpleted by year-tMr wuld apply aily to l&SD 
m r  breker-3ealara and t h e i r  associated prmM vho a re  investment 
advisers. It could l a t e r  be extended to  evaluate self  regulation of advisory 
a f f i l i a t e s  of NaSD members. 

3. ~ n g r e s a i o n d  W r i n g s  on ~ i m n c i a l .  Planners ard Lnvesmmnt Advisers 

11 1986, the Chairman of the SEC, along with aelf  regulatory 
representatives, trade aarwriation a d  irduatry memkta, ard victims of fraud- 
ulent advisers tes t i f ied  brfore the Bou& Subcolmrittee on blecom~micat ions ,  
Ommamr PcPte=tion arid Finance. As a, result of this taatiarxy, which 
focorwd on the grwing f i rnncial  planning and invesnnent advimry i d u s t r i e s ,  
Qngrpss m y  mquire the SEC to conduct a study cn the i-try, its problems, 
ud w i b l e  mluticcls. 



SECOND GUEST LECTURE PROGRAM 
(PUBLIC SERVICE CONFERENCE) 

On September 25, 1986, the Department of Banking sponsored the second in a 
series of Guest Lectures at the Stamford branch of the University of 
Connecticut. The conference addressed some of the regulatory concerns and 
problems encountered by small businesses in raising capital. Specifically, 
there was an overview of the venture capital industry and the Investment 
Advisers Act of 1940. There was also a discussion of the private placement 
exemptions under both federal and state securities laws as well as a discussion 
of the financial programs administered by the Connecticut Development Authority 
of the Department of Economic Development. 

Lectures were given by representatives from the Securities and Exchange 
Commission, Hartstone and Dickstein, Inc. of Hartford, Shipman & Goodwin of 
Hartford, Cummings & Lockwood of Stamford and the Department of Economic 
Development. 



ANGELA C. HALL, ESQ.* 
DlVISION OF IMIESTHENT MANAGEMENT 

UNITED STATES SECURITIES AND 
EXCHANGE COMMISSION 

WASHINGTON, D.C. 20549 

Excemts of Speech Taken From 111e 
Second Guest Lecture Program 

I will discuss only two of the topics covered in the outline included in your 
materials. The two topics I will discuss will be first, to what extent a general 
partner or other person giving advice to a limited partnership can deem the 
limited partnership rather than the limited partners to be his client for 
purposes of determining whether he is exempt from registration under the under 
Section 203(b)(3) of the Investment Advisers Act of 1940 which generally exempts 
from federal registration requirements those advisers with fewer than fifteen 
clients. 

After I discuss that, I will discuss the rule adopted by the Commission in 
November of last year that, to a great extent, relaxes the prohibitions that were 
in effect inhibiting registered investment'advisers from charging their clients a 
performance-based fee. 

Section 203(b) of the Investment Advisers Act of 1940 is the registration 
section. It generally provides that every investment adviser who comes within 
the Act's definition, and who uses the means of interstate commerce, must 
register with the Commission, unless he is specifically exempted from 
registration under Section 203(b). 

I will deal with the first two subsections very briefly. Section 203(b)(l) 
generally exempts any adviser all of whose clients are within the same state 
where he maintains his principal place of business so long as the adviser does 
not render any advice as to any securities listed on a national securities 
exchange. That is 203(b)(l). 

Briefly, Subsection 203(b)(2) exempts advisers who only have insurance 
companies as their clients. I understand you're particularly interested in 
Section 203(b)(3), which exempts any adviser who, during the previous twelve 
months, has had fewer than fifteen clients so long as first, he does not hold 
himself out to the public as an adviser; and, second, he does not have as a 
client any registered investment company or any business development company. 

*The Securities and Exchange Commission, as a matter of policy, disclaims 
responsibility for any private publication or statement by any of its employees. 
Thus, the views expressed herein are those of the authors (speaker) and do not 
necessarily reflect the views of the Commission or its staff. 



A very common question that gets a lot of attention from advisers trying to 
determine whether they can rely on 203(b)(3), is what do we mean by holding 
yourself out to the public as an adviser? A lot of times this is a very common- 
sensical question. 

If you are advertising, we are going to say you are holding yourself out to 
the public as an adviser. If you have business cards that refer you to an 
investment adviser or investment counsel, we would consider that to be holding 
yourself out to the public and other things, such as being listed in a telephone 
directory, building directory, or business directory as an adviser counsel. 

We have also taken the position that even if you do not advertise and don't 
use business cards, if you have some clients and let them by word of mouth tell 
other people about your business and you accept new clients in that fashion, that 
could be considered holding yourself out to the public. And if you do that, you 
cannot rely on 203(b)(3). 

We have taken a number of positions on trusts. Generally speaking, a trust 
will count as one client. We have even alluded to the fact that when different 
trusts have identical beneficiaries, we might consider that to be one client. 

We have issued no-action letters in that area, but the question arises as to 
what does a general partner do when he finds himself acting as an adviser to a 
limited partnership and he wants to know whether or not he can rely on 
S203(b)(3). It is an important question for an adviser because being exempt From 
federal registration requirements means you are exempt from all provisions of the 
Act but for the anti-fraud sections. This means you are not subject to the 
record keeping requirements and you don't have to pay attention to performance 
fee restrictions. It is a very important question for someone who finds himself 
in that position. 

In 1977, the Second Circuit tried to deal with the question. In Abrahamson 
vs. Fleschner, the court originally characterized the individual limited partners 
as clients. They later withdrew this characterization, but left the question 
unresolved. 

In February of 1985, the SEC proposed Rule 203(b)(3)-1 to provide a safe 
harbor for an adviser to count the partnership as a single client rather than the 
individual limited partners. The final rule was adopted in July of last year. 

The rationale for the rule 1 think is very easy to understand. The idea is 
that when you have a passive investment vehicle set up as a limited partnership, 
it should be given the same treatment as other passive investment vehicles, such 
as a corporation. Someone who is acting as an investment adviser to a 
corporation and is not giving individualized investment advice to the 
shareholders in their individual capacity counts the corporation, not the 
individual shareholders, as his client in most situations. 



The Comission felt the time was right to allow limited partnerships to be 
accorded the same treatment. It is important to note that the rule creates a 
safe harbor. It is not intended to be the exclusive means in determining when 
you can count the partnership as the client or limited partners themselves, but 
it is a safe harbor. If you come within the tern you're home free. If you 
don't, you can still make the argument, but you probably should get some 
assurance from your counsel or from the Comission staff. 

I will summarize the rule and just go through its most important points. The 
rule has a couple of preliminary notes. Preliminary Note One states the rule is 
a safe harbor and not the exclusive means for a general partner to count Limited 
partnerships. 

Preliminary Note Two represents a change from the rule as proposed. It 
contains a reminder to the industry that Section 208(d) of the Investment 
Advisers Act makes it illegal for an adviser to try to do indirectly what he is 
not allowed to do directly. We have a 1981 no-action letter out to Richard 
Ellis. It sets out a five-factor test as to when we would view operations as 
separate and distinct. It deals with the question whether the subsidiary is 
adequately capitalized, whether the subsidiary comes up with its own advice or 
merely relies on the advice from the parent and only receives the investment 
advice that the parent is giving to other clients. 

Paragraph (b)(l) sets forth the general proposition that a limited partner of 
a partnership may be counted as one client. Paragraph (b)(2) sets forth the 
corresponding proposition that' a limited partner of a partnership shall not be 
counted as a client separate from'the partnership if two conditions are met: 
first, the limited partnership interest must be a securities interest. The 
reason for this is so that the protection of the antifraud section will apply and 
give the holders of the limited partnership those protections. 

Also, the Uniform Limited Partnership Act, I believe, also protects the 
limited partners to some extent. I think it makes the general partner liable for 
the debts and puts the general partner in the capacity of acting as a fiduciary 
towards the Limited partners. But that requirement is clear, the Limited 
partnership interest must be securities. 

The second condition is certainly important, it is that the general partner 
or other person advising the partnership must do so on the basis of the 
investment partnership as a whole. He cannot be gearing his investment advice to 
the investment objectives of any of the limited partners as individuals. Of 
course this requirement is there to make sure that this is not a sham to avoid 
the requirement of the Act. We would not want someone setting up a limited 
partnership where they were in reality looking through and giving each of the 
represented partners specialized advice. The advice rendered must be to the 
partnership as a whole. 



Paragraph (b)(3) of the rule sets forth certain situations in which the safe 
harbor is unavailable with respect to a particular limited partner. The best 
example I can think of here would be where I am the general partner of a limited 
partnership. There is -- let's say it has ten limited partners and I want to 
count the partnership as one client. I can do that, but if one of the limited 
partners is also someone I've known fifteen years and I have been giving him and 
his wife individualized investment advice, he has a status as a client apart from 
the limited partnership and I can't, by virtue of him being a limited 
partnership, take away his separate status as a client in his own right, and that 
is pretty much what it is intended to prevent. 



Stephen J. Benedetto 
Loan Officer 

Connecticut Development Authority 
Department of Economic Development 

210 Washington Street 
Hartford, CT. 06106 

Excemts of Speech Taken From The 
Second Guest Lecture Proaram 

The Connecticut Development Authority ("CDA") was formed in 1973 and is part 
of the Connecticut Department of Economic Development. The chairman of CDA is 
the Commissioner of Economic Development. We provide funding under a wide 
variety of programs mostly to manufacturers and wholesalers throughout 
Connecticut. 

We have a financing arrangement known as the self-sustaining program which is 
an individual bond or an individual industrial revenue bond. Generally, those 
loans are from one to ten million dollars and are made to large companies for 
land, building, machinery and equipment. We have a direct loan program called 
the umbrella program which provides funding up to eight hundred thousand dollars 
for land, building, machinery and equipment. 

Under the umbrella program, we borrow on a line of'credit from a consortium 
of Connecticut and New York banks and we lend this money out to businesses 
secured by real estate. We have a mortgage insurance program, under which we can 
provide loan guarantees up to ten million dollars for a term of twenty-five years 
on land and building projects. 

We can finance ninety percent of the cost or appraised value, whichever is 
lower. We can guarantee a loan made by a private lending institution, generally 
a bank or insurance company. This enables our borrowers to generate funds 
sometimes at a lower rate and most times at a longer term. 

We can also provide fixed mortgage insurance for production machinery 
financing' guaranteeing eighty percent of the cost, for a maximum tern of ten 
years. And that's also been a very successful program and something that has 
been in existence for many years. 



I also administer the small manufacturers revolving loan fund. In 
municipalities such as Bridgeport, we can lend up to $150,000 or eighty percent 
of the cost of any fixed asset purchase for the maximum term of ten years. The 
interest rate today would be 7.6 percent fixed for the term of the loan. There 
is a small application fee, which does not exceed two hundred dollars. In 
addition to the loans already described, we can make working capital loans for 
that program in most municipalities up to two hundred fifty thousand dollars for 
a term up to seven years at a rate of interest presently 7.6% 
fixed for the term of the loan. 

With working capital financing, there must be a match, generally bank 
borrowings or equity equal to every dollar we lend. We are the first state in the 
country to have enterprise zone legislation. We have six enterprise zones in 
Connecticut that are located in three municipalities with populations of 80,000 
or more and three municipalities with less than 80,000. The larger communities 
that have enterprise zones are Bridgeport, New Haven and Hartford. The smaller 
municipalities are Norwalk, New London and New Britain. There are a wide variety 
of tax incentives and job creation grants and other incentives that are provided 
by the Department of Economic Development. 

Our maximum loan under the enterprise zone program is $200,000 and our 
maximum term, if we are financing a portion of real estate, is ten years. If no 
real estate is being financed, it is seven years. The interest rate is 7.6 
percent fixed for the term of the loan. There is no application fee of any sort. 
In the case of a new business, a minimurn of ten percent of the start-up capital 
must be contributed by the owner or officers of the business. 

No capital infusion is necessary in the event of an existing business. There 
must be some kind of expansion for job creation. There are some rules about 
that. Our loan must be matched dollar for dollar from money derived from 
internal or external sources. We have another loan program for small 
construction contractors. If someone is a construction contractor, has been in 
business for a period of more than one year, has sales of less than $1.5 million 
their most recently completed fiscal year, they are eligible. 

Last, the Connecticut Development Authority has within its structure a 
separate and distinct corporation knom as the Connecticut Business Development 
Corporation. CBDC finances land, building and machinery equipment on a long teem 
basis through the small business administration 504 program. 



Frank J. Marco, Esq. 
Shipman & Goodwin 
Counselors at Law 
799 Main Street 

Hartford, CT 06103 
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A venture capital firm creates new businesses by investing in businesses, 
either start-ups or later stage companies or turn-around-type situations. Its 
investments are usually high risk investments with a view to earning a high 
return on the investment. Usually, the structure used is based on an equity 
investment of some sort which is appropriate to the venture capital investor. 
Historically, the objective has been to maintain a long-term capital gains 
orientation. The founder typically "earns': his equity by putting in the sweat of 
the company. The venture capitalist's objective is to invest money and to receive 
long term capital gains. 

The venture capitalist usually is actively associated with the company and 
often serves on the board of directors. He attempts to help the company through 
its ups and downs as it matures. The venture capitalist, in addition, usually 
looks to obtain a portion of the gain, personally, by having a piece of the 
action in his venture capital fund. 

In terms of the structure of a typical venture capital enterprise the 
investors are limited partners. They thus have limited financial risks and 
certain legal rights as partners. 

The management group, the venture capitalists themselves, are usually the 
general partner. They receive an annual fee for their expenses, and then in 
addition usually have some override or carried interest to the extent that the 
fund is profitable. Often a board of advisors consisting of people from industry 
including representatives of the limited partners themselves, act in an advisory 
capacity. Typically the fund has a lifetime of about ten years, that being the 
time it takes to get the fund or money invested and to work with these early 
stage companies to have them grow. 

Typically, the way the funds are structured is that capital gains are 
returned pro rata to the investors, i.e., ninety-nine percent to the limited 
partners; one percent to the general partner, until some point in time, when the 
limited partners have recovered the original investment. Once that hurdle is 
achieved, then thelimited partners' allocation would go down to eighty percent 
and the allocation to the general partner would go to twenty percent. It is 
fairly typical for the venture capitalist or the general partner to set up a 
corporation, the venture management company, of which they would become 
employees. Usually, there is a management fee paid to the management company 
annually, usually around two-and-a-half percent of the capital under management. 



Right now in the United States as of the end of 1985 there was 
approximately $19.5 billion of venture capital under management. Of that 
amount, about seventy-five percent was managed by independent private venture 
capital firms. About thirteen percent was managed by corporate financial 
institutions. 

In addition, industrial companies, many of which are located in 
Connecticut, manage about eight percent of venture capital, and venture 
capital small business investment companies represent four percent. 

California had thirty-three percent of the total venture capital under 
management. Connecticut was fifth on the list with five percent, or 
approximately one billion dollars. Of course this is just capital that has 
been reported. 

Of the $2.6 billion disbursed in 1985, approximately 25% went into early 
stage companies. This represents a significant number of companies because 
early stage financings are a higher risk and a smaller type of investment than 
the later stage expansion or public offering financing. 

Wore and more money is going into marketing types of enterprises. 
Traditionally, venture capitalists have looked for companies they feel are 
going to have some proprietary position, where the company has a good chance 
of going from $50 to $100 million worth of sales in five years. These 
criteria are usually associated with a leading edge technology. 

There are a number of reasons for the resurgence of venture capital from 
1969 to date. Probably one of the primary ones was the capital gains tax 
reductions that took place in 1978 when the capital gains tax was reduced to 
twenty-eight percent. In 1981. when it went to twenty percent. the 
differential between ordinary income and capital gains fue1ed.a lot of the 
growth in the public stock markets and made the investment in equity 
securities attractive. 

Institutions and other investors invest in venture capital because of the 
pay back from the high values that those companies might ultimately obtain 
when they go public, which means there has to be a healthy securities market. 
The liberalization of SEC Rule 144 made it easier to sell restricted 
securities without going through the registration process. In addition, many 
high tech companies are acquired by larger companies looking for ways of 
getting into new growth areas of business. The ERISA plan asset exemption was 
another factor leading to the resurgence in venture capital. There was doubt 
about the ability of pension fund or regulated entities to invest in venture 
capital firms. A question existed whether the assets of the fund constituted 
"plan assets," thereby subjecting the fund and its managers to various types 
of fiduciary as well as prohibited transaction problems. There have been a 
number of proposed regulations that have been outstanding that have provided 
some relief in that area. 



All this really has led to a tremendous interest by money sources in 
venture capital as a means of diversifying portfolios and of achieving high 
gains on investment. One of the basic objectives that a venture capitalist 
typically looks for in structuring an investment in a portfolio company is a 
senior security, usually some sort of a preferred stock or debt security. 
Typically, the venture capitalist is not a lender, but may receive between 
forty and sixty percent of the postfinancing equity, particularly for a 
start-up type investment. 

The venture capitalist is often actively involved with the company. 
typically either controlling the board or having at least certain controlling 
rights over what the company does. 

In addition, he will look for a means for liquidity. Liquidity may either 
be from a private sale of securities, a public offering, a merger or sale. 
The venture capitalist usually has the right to put his securities back to the 
company, or at least have the company redeem the securities. This is often 
used in a so-called living deadtype of situation where at some point in time 
the venture capitalistwants to get out of a flat situation. 

The Connecticut Uniform Securities Act is very similar to the federal 
Investment Advisers Act of 1940 in its treatment of venture capital firms as 
investment advisers. The definition of "investment adviser" states that any 
person who, for compensation, engages in the business of advising others as to 
the value of securities is an investment adviser. Of course, a threshold 
issue is whether a venture capitalist or a general partner is advising others 
as to the value of securities. 

The definition goes on to state that certain persons are not inciuded 
within the definition of investment adviser. Excluded from the definition are 
perions whose only clients in the state are institutional investors, or any 
person who has no more than five clients in the state and doesn't hold himself 
out to the public as an investment adviser. 

These definitional exclusions are similar to those in Section 203(b) of 
the Investment Advisers Act, which exempts people who advise less than fifteen 
clients. 

Venture capital firms typically take the position that first of all they 
are not advisers. No advisory relationship really exists and that they do not 
give advice to the investors in the fund. Further, it is argued that, if any 
advisory relationship exists, then the fund constitutes only one client. 

The situation became complicated in June of 1983 when a regulation was 
adopted under the Connecticut Uniform Securities Act which said that a 
corporation and a partnership are deemed to be a single client but only if the 
entity was not formed for the purpose of purchasing securities or seeking 
investment advice. 



Of course, by definition, a venture capital firm is formed for the purpose 
of purchasing securities. The regulation doesn't say explicitly that a venture 
capital Fund or entity formed for the purpose of purchasing securities is an 
adviser, but by implication, of course, the definition does cause some trouble. 

By Order dated July 23, 1984, the Connecticut Banking Comissioner stated 
that certain institutional-type venture capital firms were not within the 
intent of the definition of an investment adviser. The Order was based on 
several findings which included, among other things: 1) fact that the Funds 
invested a substantial part of their assets in securities of privately held 
companies; 2)  the sale of the interests in the funds had to comply with 
applicable state securities laws when they were issued; 3) the manager in the 
fund could not render advisory services to more than five funds which have a 
Connecticut investor (other than certain institutional investors); and certain 
prescribed disclosure requirements had to be met. The disclosure requirements 
are very similar to the ones which are stated under SEC Rule 205-3. 



CORRECTIONS 

The following corrections should be noted pertaining to Ms. Joan K. 
Willin's presentation at the First Guest Lecture held in Hartford, which was 
included in the Hay 1986. Volume I1 No. 3 Securities and Business Investments 
Division Bulletin: 

The quotation marks should be closed at the end of the 
fifth paragraph at the bottom of page 45. 

In the second paragraph of page 46, the reference to 
George Gould should be as under-secretary for domestic 
finance. 

In the fifth paragraph of page 46 the first sentence should 
read "Central to an understanding of the litigation involving 
the Fund is the Glass-Steagall Act case, ICI V. C w ,  the 
1971 Supreme Court decision in which Citibank's comingled 
managing agency account was held to violate the Glass-Steagall 
Act. " 

In the second paragraph on page 47, the fourth sentence should 
read "As they are getting larger year by year, people are going 
to be looking at them as more than just a tax deduction." 

In the fourth paragraph on page 47, there should be a paren- 
thesis as follows: "The OCC approved the establishment of 
collective funds by Citibank in 1982 and (of course the timing , 

was crucial, it came the year after the passage of ERTA, that's 
why there was the economic incentive then to begin offering these 
funds), to Wells Fargo and Bank of California 1984 and to CBT in 
1985. " 

In the third sentence of the third paragraph of page 48, the word 
"mutual" should be deleted and an "s" added to account. 



In the third sentence of the third paragraph on page 49, there 
should be a semi-colon as follows: "This is the only criteria 
that nobody seems to be able to meet; the applicant will stand 
ready to broker a large number of investment companies securities 
at least through the fund, including funds from at least five 
different families of funds." 

In the fifth paragraph on page 50, the reference to the Bankers 
Trust subsidiary should be to 3 Securities Corporation, not "ET 
Securities Corporation." 

In the fourth sentence of the sixth paragraph at the bottom of 
page 50 the reference to Judge Green should be "She" rather 
than "He" and the sentence should read as follows: "She held 
that there was underwriting and that there was no Section 16 
agency exception available." 

In the second sentence of the fourth full paragraph on page 51 
the reference should be to "our lenislative experts" rather than 
to "legislature". 




