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I. introduction
Generally, Rule 206(4)-2 under the Investment Advisers Act of 1940 (the “Custody Rule”) requires that a registered investment adviser (an “adviser” or “investment adviser”) who has custody of client funds or securities (1) maintain them with a “Qualified Custodian” (as defined below), (2) submit to an annual surprise examination and (3) ensure that the Qualified Custodian is sending quarterly account statements to the clients.  There are limited exceptions to these requirements (as well as additional requirements) discussed below.
At the end of 2009, the Securities and Exchange Commission (the “SEC”) adopted amendments to the Custody Rule.
  The amendments were one of the SEC’s responses to the revelations concerning Bernard Madoff and various other Ponzi schemes.  One particular concern raised by the Madoff scheme is that his brokerage firm met the criteria for being a Qualified Custodian.  The SEC was faced with the question of whether it should require all client assets to be maintained with third-party custodians or impose new safeguards to limit the risks that might be associated with maintaining assets with the adviser or a “Related Person” (i.e., a person who, directly or indirectly, controls , is controlled by or under common control with the investment adviser).
The SEC took that latter path, but in doing so imposed significant new requirements on advisers.  The amendments also have raised a number of interpretative issues.  The staff of the SEC’s Division of Investment Management has published a series of responses to FAQs concerning the implementation of the amendments and the requirements of the revised Custody Rule.  These FAQs are attached to this outline.

II. Who does the Custody Rule apply to?

A. SEC Registered Investment Advisers.  The Custody Rule applies to any investment adviser registered with the SEC under the Advisers Act who has “custody” of a client’s funds and securities.
B. Non-U.S. SEC Registered Investment Advisers.  With respect to a non-U.S. registered investment adviser, the adviser is only required to comply with the Custody Rule with respect to its U.S. clients.
C. State-Registered Investment Advisers.  An investment adviser that is registered with a state (as opposed to the SEC) is not required to comply with the Custody Rule.  The applicable state may impose its own regulations with respect to custody.

D. Registered Investment Companies.  A registered investment adviser is not required to comply with the Custody Rule with respect to clients that are registered investment companies (e.g., mutual funds).  The custody of registered investment company assets is regulated under Section 17(f) of the Investment Company Act of 1940.
III. WHAT IS CUSTODY?
A. The Definition of Custody
1. The term “custody” is defined as “holding, directly or indirectly, client funds or securities, or having any authority to obtain possession of them.”
  This definition is quite broad and can be subject to considerable interpretation.  
2. The definition itself provides several examples of arrangements that are deemed to constitute “custody” under the Custody Rule.

(a) The term includes any arrangement (including a general power of attorney) under which the adviser is authorized or permitted to withdraw client assets maintained with a custodian upon the adviser’s instruction to the custodian.  For example, an adviser is deemed to have custody if it has the authority to make withdrawals from client accounts to pay advisory fees (“Fee Deduction Authority”).
(b) An adviser is deemed to have custody if it acts in any capacity that gives the adviser or its employees legal ownership of or access to client funds or securities.  For example, the general partner of a limited partnership is generally deemed to have custody of the partnership’s assets. 
Pooled Investment Vehicles:  The Custody Rule contains several provisions that are designed to address limited partnerships, limited liability companies and other types of pooled investment vehicles.  For purposes of convenience, we refer to these investment vehicles as “private funds.”

(c) Inadvertent Custody.  
(i) The inadvertent receipt by the investment adviser of client assets constitutes custody unless the adviser returns the assets to the sender within three business days.  
(ii) The SEC staff has provided no-action relief addressing the receipt by the adviser of client tax refunds, class action lawsuit settlement proceeds and dividend checks.
  In these cases, the adviser must:  
(1) promptly identify the client assets that it inadvertently receives; 
(2) promptly identify the client (or former client) to whom such client assets are attributable; 
(3) within five business days following the adviser’s receipt of such assets, either forward the assets to the client or a Qualified Custodian or return the assets to an appropriate third party; and 
(4) maintain and preserve appropriate records of all client assets inadvertently received by it, including a written explanation of how the assets were dealt with.
(d) An investment adviser generally will be deemed to have custody if an employee of the firm serves as a trustee to a firm client, unless the employee has been appointed as trustee as a result of a family or personal relationship with the grantor or beneficiary and not as a result of employment with the adviser.
 
(e) An adviser will not be deemed to have custody if it has authority to transfer client funds or securities between two or more of a client’s accounts maintained with the same Qualified Custodian or different Qualified Custodians if, among other things, the client has authorized the adviser in writing to make such transfers and a copy of that authorization is provided to the Qualified Custodians.

(f) The FAQs address numerous other fact patterns that raise the issue of whether an adviser has the type of access that would be deemed custody.

3. Related Person Custody.

(a) An adviser is also deemed to have custody of client assets held by a Related Person who is a Qualified Custodian (a “Related Custodian”) “in connection with” advisory services provided by the adviser to the client. 
(b) The “in connection with” limitation is designed to prevent an adviser from being deemed to have custody of client assets held by a Related Person broker-dealer (or other Related Custodian) with respect to which the adviser does not provide advice.  For example, an adviser would not have custody of a client’s assets that are held by an affiliated broker if those assets are not managed by the adviser. 
B. The Role of the Qualified Custodian
1. An investment adviser that is deemed to have custody of client assets must arrange for those assets to be maintained with a Qualified Custodian, subject to two exceptions.

(a) Securities issued by an open-end investment company (i.e., a mutual fund) may use the investment company’s transfer agent in lieu of a Qualified Custodian.
(b) A “Privately Offered Security” need not be maintained with a Qualified Custodian, unless it is owned by a private fund that does not satisfy the Annual Audit Exception described below.   See Section V.C below.  A Privately Offered Security is a security that is:

(i) acquired from the issuer in a transaction or chain of transactions not involving any public offering;

(ii) uncertificated, and ownership thereof is recorded only on the books of the issuer or its transfer agent in the name of the client; and

(iii) transferable only with prior consent of the issuer or holders of the outstanding securities of the issuer.

2. Who May Serve as a Qualified Custodian?

(a) Qualified Custodians include banks, registered broker-dealers, registered futures commission merchants or foreign financial institutions that customarily hold financial assets for its customers.
(b) The adviser or one of its Related Persons may serve as a Qualified Custodian if it falls into one of these categories, subject to additional requirements discussed below.  See Section III.D.
3. Regulation of Qualified Custodians.  

(a) While the Custody Rule does not regulate Qualified Custodians, it does, in effect, require the investment adviser to take certain actions that will have an impact on the Qualified Custodian.  
(b) As discussed below, under certain circumstances, the Qualified Custodian may be asked to 
(i) provide the adviser’s clients with quarterly account statements (see Section IV);

(ii) provide an internal control report to the investment adviser (see Section III.D); or
(iii) subject itself to “surprise examinations” by an accountant.  (see Section III).
(c) Pursuant to the Section 929Q of the Dodd-Frank Wall Street Reform and Consumer Protection Act, the SEC now has the authority to examine the records of custodians and any other person who has “custody” of client assets (including assets of registered investment companies).  If, however, that person is subject to regulation and examination by a Federal financial institution regulatory agency (e.g., the Federal Reserve, etc.), then any such information or examination request may be satisfied by providing to the SEC a detailed written listing of the securities, deposits or credits of the client with the custody or use of such person.
4. Client Accounts.
(a) The client assets must be maintained either: 
(i) In a separate account for each client under that client’s name or
(ii) In accounts that contain only clients’ funds and securities, under the adviser’s name as agent or trustee for the clients.
(b) The adviser must notify its clients in writing of the Qualified Custodian’s name, address, and the manner in which the funds or securities are maintained, promptly when the account is opened.
(c) If the adviser moves client assets among a pre-selected group of Qualified Custodians (for example, from a broker that handles securities trading to a futures commission merchant that handles futures), the adviser need not provide the client with a new notice each time the assets are moved.  The adviser may give the client a one-time notice concerning all of the Qualified Custodians.

IV. THE SURPRISE EXAMINATION REQUIREMENT
A. General

1. An investment adviser that has custody of client assets is subject to a surprise examination at least once during a calendar year (the “Surprise Examination Requirement”) by an independent accountant at a time chosen by the accountant without prior notice, with certain exceptions discussed below.  

(a) The Surprise Examination Requirement requires an independent public accountant to verify all client funds and securities by actual examination of all of the funds and securities.
(b) For the purposes of the Custody Rule, an independent accountant is a public accountant that meets the standards of independence described in rule 2–01(b) and (c) of Regulation S–X.  This may include the accountant that audits the books of the adviser or a private fund managed by the adviser.

(c) If the Qualified Custodian is a Related Custodian, the accountant performing the examination must be registered with, and subject to inspection by, the Public Company Accounting Oversight Board (a “PCAOB Registered Accountant”).
2. An adviser that is deemed to have custody solely because it has the Fee Deduction Authority is not subject to the Surprise Examination Requirement.  The SEC also suggested that advisers implement a number of procedures to ensure that fees are calculated and deducted properly.  See Section VI.C.3.  The Adopting Release specifically notes that SEC examiners will be instructed to focus on fee deduction issues during their examinations.
3. An adviser is subject to the Surprise Examination Requirement with respect to mutual fund shares if the transfer agent to the mutual fund, who is permitted to be used in lieu of a Qualified Custodian with respect to that mutual fund’s shares (see Section II.B.1(a)), is a Related Person.

B. The Surprise Examination:  Some Formalities
1. The adviser and the independent accountant must enter into a written agreement.  If custody is maintained with a Related Custodian, the written agreement must provide that the examination occur no later than six months after obtaining the internal control report discussed below.  See Section III.D.2.
2. The written agreement must require the accountant to:
(a) File a certificate on Form ADV–E with the SEC within 120 days of the commencement of the examination stating that it has examined the funds and securities and describing the nature and extent of the examination;
(b) Notify the SEC of any material discrepancies found in the examination within one business day of the finding; and
(c) Notify the SEC within four business days of the termination of the engagement (or the removal of itself from consideration for being reappointed).  This notification must include the date of the termination, contact information of the accountant and an explanation of any problems relating to the examination that contributed to the termination.
C. Guidance For Accountants
1. In adopting the amendments, the SEC published interpretative guidance for independent accountants relating to certain matters under the Custody Rule (the “Accounting Guidance Release”).
  
2. The Accounting Guidance Release specifies that the examination is a compliance examination to be conducted in accordance with American Institute of Certified Public Accountants’ (“AICPA”) attestation standards.  See AT Section 601,Compliance Attestation (“AT 601”).
3. The Accounting Guidance Release addresses several matters relating to the examination, including the types of records that the accountant should review and the types of procedures that the accountant should follow in reviewing sample client accounts.  For example, the Accounting Guidance Release states that the verification procedures with respect to a privately offered security selected for testing should include confirmation with the issuer of or counterparty to the security, or, where replies are not received, alternative procedures.
4. The AICPA has issued an illustrative surprise examination report to reflect the reporting specified in the Accounting Guidance Release.

5. The SEC brought a recent enforcement action against an accounting firm who failed to conduct the surprise examinations in accordance with the professional standards set forth by AICPA.

D. Related Custodians:  Surprise Examinations and Internal Control Reports
1. As noted above, if the custodian is a Related Custodian, the Surprise Examination must be performed by a PCAOB Registered Accountant.

2. In addition, the adviser must receive from the custodian, at least annually, a written report (“internal control report”) prepared by a PCAOB Registered Accountant with respect to the custodian’s internal controls.  The internal control report must include an opinion of an independent public accountant as to whether controls have been placed in operation as of a specific date, and are suitably designed and are operating effectively to meet control objectives relating to custodial services, including the safeguarding of funds and securities held by either the adviser or a Related Person on behalf of advisory clients, during the year;
(a) A Type II SAS 70 Report conducted in accordance with AU Section 324, Service Organizations (“AU 324”) of the AICPA auditing standards would be sufficient to satisfy the requirements of the internal control report.  An examination on internal control conducted in accordance with AT 601 would also be sufficient.
  The AICPA recently developed a report that under AT 101, Attest Engagements, of the AICPA’s professional standards that would be acceptable under the Custody Rule.

(b) The internal control report should address control objectives and associated controls related to the areas of client account setup and maintenance, authorization and processing of client transactions, security maintenance and setup, processing of income and corporate action transactions, reconciliation of funds and securities to depositories and other unaffiliated custodians, and client reporting. 
(c) The Accounting Guidance Release sets forth the elements of the required internal control report.
3. An adviser does not need to receive an internal control report from a Related Person who is not acting as a Qualified Custodian but who has “custody” of client assets.

4. An adviser must receive an internal control report from a transfer agent to a mutual fund, who is permitted to be used in lieu of a Qualified Custodian with respect to that mutual fund’s shares (see Section II.B.1(a)), and is a Related Person.

E. “Operationally Independent” Related Persons
1. There is a limited exception to the Surprise Examination Requirement (but not the internal control report requirement) if the adviser has custody solely because of a Related Person that is “operationally independent” of the adviser.  
2. The Custody Rule establishes a presumption that a Related Person is not operationally independent unless four conditions are met:
(a) client assets in the custody of the Related Person are not subject to claims of the adviser’s creditors; 
(b) advisory personnel do not have custody or possession of, or direct or indirect access to client assets of which the Related Person has custody, or the power to control the disposition of such client assets to third parties for the benefit of the adviser or its Related Persons, or otherwise have the opportunity to misappropriate such client assets; 
(c) advisory personnel and personnel of the Related Person who have access to advisory client assets are not under common supervision; and  

(d) advisory personnel do not hold any position with the Related Person or share premises with the Related Person.

3. In addition, the presumption may only be overcome if “no other circumstances can reasonably be expected to compromise the operational independence” of the Related Person.  Such circumstances may include a situation where the management of the adviser and Related Person are controlled by persons with close familial relationships.
Further Study?  The Madoff situation focused Congressional attention on the pre-amendment Custody Rule and the perceived risks associated with Related Custodians.  The Dodd-Frank Act reflects something of a “wait and see” approach.  The Dodd-Frank Act added a new section to the Adviser Act that provides that an adviser “shall take such steps to safeguard client assets over which such adviser has custody, including, without limitation, verification of such assets by an independent public accountant, as the [SEC], by rule, prescribe.”  At the same time, the Dodd-Frank Act directs the Comptroller General of the United States to conduct a study of the compliance costs associated with the Compliance Rule including the “the additional costs” if the provision relating to “operational independence” were eliminated.  The study is to be submitted to the Senate and House oversight committees by July 21, 2013.

F. The Annual Audit Exception for Private Funds
1. In the case of an adviser to a private fund, the Surprise Examination Requirement may be satisfied by obtaining an audit and delivering the audited financial statements, prepared in accordance with United States generally accepted accounting principles (“U.S. GAAP”), to fund investors within 120 days of the fiscal year-end (or 180 days and, in certain circumstances, 260 days in the case of fund of funds)
 (the “Annual Audit Exception”).  
(a) A private fund organized outside of the United States, or having a general partner or other manager with a principal place of business outside the United States, may have its financial statements prepared in accordance with accounting standards other than U.S. GAAP so long as they contain information substantially similar to statements prepared in accordance with U.S. GAAP.

(b) The private fund must, upon its liquidation, distribute its audited financial statements to all of the investors promptly after the completion of the final audit.
(c) The audit must be conducted by an independent PCAOB Registered Accountant.

(d) For purposes of this exception, a private fund may include a limited partnership that has only one limited partner.

2. If the assets of private fund are held by the investment adviser or a Related Custodian, the adviser must obtain, or request from the Related Custodian, an internal controls report.

3. An adviser will not be deemed to be in violation of the Custody Rule if the private fund fails to distribute its audited financial statements within the specified time period provided that the adviser reasonably believed that the private fund’s audited financial statements would be distributed within the time period, but the deadline was missed because of unforeseeable circumstances.

4. An adviser that has custody of client assets will be subject to the Surprise Examination Requirement if it has clients that are not private funds and it has custody of such clients’ assets.

5. The Annual Audit Exception is not available with respect to any client that is not a private fund.

V. THE ACCOUNT STATEMENT REQUIREMENT
A. General
1. An investment adviser that has custody of client assets must have a “reasonable belief” that the Qualified Custodian delivers account statements to clients on a quarterly basis (the “Account Statement Requirement”).  
2. The account statement should identify the amount of funds and each security in the account at the end of the period and set forth all transactions in the account during that period.
3. If the adviser sends its own account statements to clients, the adviser’s account statements must include a disclosure “urging” clients to compare account statements received from the Qualified Custodian with account statements they receive from the adviser.

4. Account statements may be delivered electronically, if 
(a) The client has given informed consent to receiving the information electronically; 
(b) The client can effectively access the electronically delivered information; and 
(c) Evidence of the delivery is received, such as an email return-receipt or other confirmation that the information was accessed.

5. If the Qualified Custodian uses a sub-custodian, the Qualified Custodian may send a consolidated account statement.

B. Reasonable Belief

1. The adviser’s “reasonable belief” may be formed only after “due inquiry.”
2. The Adopting Release provides one example of the manner in which the adviser may establish that is has a “reasonable belief” – if the Qualified Custodian provides the adviser with a copy of the account statement that was delivered to the client.  
3. The Adopting Release notes that the mere availability of account statements on the custodian’s website would not satisfy this requirement.
4. An adviser whose clients receive electronic statements must still form a reasonable belief after due inquiry that the clients are receiving those statements.  The adviser may satisfy this requirement by, for example, being copied on the email notifications of account statement postings sent to clients in addition to having access to client statements on the custodian’s website.  There may be other means of forming a reasonable belief.

VI. Private funds SUBJECT TO THE SURPRISE EXAMINATION AND ACCOUNT STATEMENT REQUIREMENTS:  SOME PECULIAR ISSUES
A. Application of the Surprise Examination Requirement
1. If the private fund does not satisfy the requirements of the Annual Audit Exception, the fund adviser must comply with the Surprise Examination Requirement.

2. The accountant’s confirmation procedures for a surprise examination of a private fund should include confirmation with the fund’s investors of certain matters.  For example, the accountant should obtain confirmation from investors of contributions and withdrawals of funds and securities to and from the private fund by the investor since the date of the last examination. 
3. SEC staff guidance also suggests that investors provide confirmation of the client assets held by the private fund as of the date of the examination.  According to the SEC staff, investors would have a basis for providing this confirmation based on the account statements they receive from the Qualified Custodian.  See Section IV.A.2.

B. Application of the Account Statement Requirement

1. If the private fund does not satisfy the requirements of the Annual Audit Exception, the fund adviser must comply with the Account Statement Requirement.
2. The account statements must be sent to fund investors, not to the “client” (the private fund).  
3. The account statement should be a statement of client assets held by the private fund and transactions entered into by the private fund.  It should not be a statement of the investor’s ownership interest in the private fund.
4. Delivery to Related Private Funds. 
(a) The Account Statement Requirement is not considered satisfied if the account statements are sent solely to beneficial owners that are themselves private funds and are Related Persons.

(b) In such circumstances, the account statements must be delivered to the beneficial owners of the investing private fund (unless they are also private funds who are Related Persons, in which case, the exercise is repeated as necessary).  See discussion of SPVs in Section V.D below.
C. Custody of Privately Offered Securities
1. If the client is a private fund that does not rely on the Annual Audit Exception, Privately Offered Securities owned by the private fund must be maintained with a Qualified Custodian and must, like other securities owned by the private fund, be subject to the Surprise Examination Requirement.  
2. Privately Offered Securities are, by definition, uncertificated.  Often, the only evidence of ownership is on the books of the issuer, and the typical issuer is not a Qualified Custodian.  How can an uncertificated security be placed in the safekeeping of a Qualified Custodian?  
3. The SEC staff has concluded that the Qualified Custodian requirement may be satisfied either by keeping the subscription agreement for the security with a Qualified Custodian or having the Qualified Custodian act as nominee for the limited partnership.

D. Special Purpose Vehicles

1. Special Purpose Vehicles (“SPVs”) include vehicles organized to facilitate investments in certain securities by one or more private funds (“main funds”) that the adviser manages.  The SEC was concerned that multi-tiered investment vehicles (using SPVs) would provide a basis for undercutting the protections provided by the Custody Rule.  For example, the SEC was concerned that an investment adviser would take the view that the financial statements of an SPV need only be provided to the main fund or entities controlled by the investment adviser rather than to investors in the main fund, thus undercutting the Custody Rule’s protections.  
2. The Custody Rule provides that sending an account statement or distributing audited financial statements will not satisfy the rule if, in effect, they are only sent to the investment adviser or its Related Persons.  

3. The Adopting Release provides the investment adviser with two options for dealing with SPVs. 

(a) The adviser may treat the SPV as a separate client, in which case the adviser will be deemed to have custody of the SPV’s assets.  Under this approach, the adviser could either subject the SPV to a surprise examination or distribute audited financial statements of the SPV to the beneficial owners of the main fund.
(b) The adviser may treat the SPV’s assets as assets of the main fund.  Under this approach, the assets of the SPV must be considered within the scope of the main fund’s financial statement audit or the Surprise Examination.
private fundS:  A SUMMATION 
1.
If the adviser to a private fund intends to rely on the Annual Audit Exception: 

· The private fund must be audited annually by a independent PCAOB Registered Accountant.
· The audited financial statements must be delivered to fund investors within 120 days (180 days, in the case of a fund of funds) of the private fund’s fiscal year-end.
· The private fund must obtain an audit upon liquidation of the private fund when the liquidation occurs prior to the fund’s fiscal year-end.

· Privately Offered Securities do not need to be maintained with a Qualified Custodian.  
2.
If the adviser to a private fund does not intend to rely on the Annual Audit Exception:
· The adviser must satisfy the Surprise Examination Requirement.

· The adviser must satisfy the Account Statement Requirement.
· Privately Offered Securities must be maintained with a Qualified Custodian and would be covered by the Surprise Examination.  

3.
For all investment advisers to private funds, the adviser would have to obtain, or receive from the Related Custodian, an internal controls report if the assets of the private fund are held by the investment adviser or a Related Custodian.
4.
For all investment advisers to private funds, the Account Statement Requirement is only considered satisfied if the account statements are ultimately delivered to persons other than private funds who are Related Persons.
VII. OTHER MATTERS
A. The Independent Representative
1. A client may designate an “independent representative” to receive, the notices and account statements required by the Custody Rule.  
2. An independent representative is a person that 
(a) acts as agent for an advisory client (including in the case of a private fund, for fund investors) and by law or contract is obliged to act in the best interest of the advisory client or the fund investors; 
(b) does not control, is not controlled by, and is not under common control with the adviser; and 
(c) does not have, and has not had within the past two years, a material business relationship with the adviser. 
3. The Custody Rule does not explicitly prohibit the investment adviser from appointing an independent representative for its clients without the consent of its clients.  However, the SEC staff has issued a reminder that an adviser’s fiduciary duties may require client consent.  The SEC staff also observed that appointment of a representative without consent of the client suggests that the representative may not be truly independent.

4. The SEC staff believes that it is unlikely that an accounting firm that acts as the independent auditor (or is engaged to undertake the surprise examination) of an adviser or a private fund managed by the adviser can act as the independent representative for the clients or private fund investors.
  

5. An advisory client of an adviser may act as an independent representative for other clients if that client meets the tests for independence set forth in the Custody Rule.  If the client has a “material business relationship” with the advisory firm, the client will not meet the tests for independence.

B. Disclosure

1. The SEC adopted amendments to Form ADV (the investment adviser registration form) that are designed to provide more complete information about an adviser’s custody practices and to provide the SEC with additional data to improve its ability to identify compliance risks.  
2. The amendments include provisions specifically applicable to private fund sponsors.  Among other things, the amendments require the adviser to a private fund to report whether the private fund’s financial statements are audited.
C. Compliance Oversight
1. Investment Advisers are required to adopt compliance policies and procedures designed to reasonably designed to prevent violation by the firm of the Advisers Act and the rules that the SEC has adopted under the Act.

2. The Adopting Release provides guidance regarding the types of policies and procedures relating to safekeeping of client assets that advisers should consider including in their compliance programs.  Recommended policies include:

(a) conducting background and credit checks on employees of the investment adviser who will have access to client assets;
(b) requiring the authorization of more than one employee before the movement of assets within, and withdrawals or transfers from, a client’s account, as well as before changes to account ownership information;
(c) limiting the number of employees who are permitted to interact with custodians with respect to client assets and rotating them on a periodic basis;
(d) if the adviser also serves as a Qualified Custodian, segregating the duties of its advisory personnel from those of custodial personnel to make it difficult for any one person to misuse client assets without being detected;
(e) limiting the ability of employees to acquire custody of client assets (e.g., by becoming trustees of client assets or obtaining powers of attorney for clients separate and apart from the adviser) or implementing disclosure and oversight of any employees performing such functions;

(f) implementing periodic tests of the effectiveness of the adviser’s compliance policies; and
(g) comparing the client addresses used by Qualified Custodians to which the quarterly account statements are sent with the addresses in the files of the adviser.
3. If the adviser has custody due to Fee Deduction Authority, the Adopting Release states that the adviser must institute policies and procedures designed to address the risk that the adviser or its employees deduct fees that it is not entitled to under the terms of its advisory contract.  Examples of such policies include:

(a) periodic testing on a sample basis of fee calculations for client accounts to determine their accuracy;

(b) testing of the overall reasonableness of the amount of fees deducted from all client accounts for a period of time based on the adviser’s aggregate assets under management; and

(c) segregating duties between those personnel responsible for processing billing invoices, those personnel responsible for reviewing the invoices for accuracy, and those personnel responsible for reconciling those invoices and listings with deposits of advisory fees by the Qualified Custodians into the adviser’s proprietary bank account.
4. The SEC’s fundamental point appears to be that the adviser’s custody of client assets presents elevated compliance risks, and that advisers and their Chief Compliance Officers must therefore provide appropriate attention to these risks.  It is likely that the SEC staff, in its examinations, will pay particularly close attention to an adviser’s implementation of the amendments to the Custody Rule and to custody issues generally.  
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� 	See the Accounting Guidance Release.  


� 	See FAQ XIII.3.  An illustrative report is currently available on the AICPA’s website at http://www.aicpa.org/InterestAreas/AccountingAndAuditing/Community/InvestmentCompanies/DownloadableDocuments/Custody_report_September_1final.pdf.


� 	See FAQ XIII.1.


� 	See FAQ XV.1.


� 	See FAQ VI.8A & VI.8B.


� 	See FAQ VI.5.


� 	See Section � REF _Ref271206203 \w \h � \* MERGEFORMAT �III.A.1(b)� for a discussion of independence.


� 	See FAQ VII.11.


� 	See FAQ VI.9.


� 	See FAQ X.1.


� 	See FAQ IV.1.


� 	See FAQ IX.1.


� 	See FAQ IV.2.


� 	See FAQ VII.2.


� 	See FAQ VIII.1.


� 	See FAQs VIII.2 and VIII.3.


� 	See FAQ VIII.5.
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