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BACKGROUND

The Department of Corporations (“Department”) licenses and regulates
investment advisers under the Corporate Securities Law of 1968 (Corporations Code
Section 25000 et seq., the “Corporate Securities Law”). Under the Corporate Securities
Law, it is unlawful for an investment adviser to conduct business without first applying
for and securing a certificate, as specified.

The Department is considering changes to certain regulations that impact
California investment advisers, and in accordance with Government Code Section
11346.45, the Department is seeking comments from interested parties and those who
would be subject to the proposed regulations, prior to the Department providing notice
of a proposed rulemaking action.

More specifically, the Department is seeking comments on amendments to the
following sections of Title 10 of the California Code of Regulations:

e Section 260.230.1 (Notice Filing Requirements for Investment Advisers
Registered Under Section 203 of the Investment Advisers Act of 1940),

e Section 260.231 (Application for Investment Adviser Certificate),

e Section 260.235 (Advertisements by Investment Advisers),

e Section 260.237 (Custody or Possession of Funds or Securities of
Clients),

e Section 260.237.2 (Minimum Financial Requirements),

e Section 260.238 (Investment Advisers: Fair, Equitable and Ethical
Principles), and

e Section 260.241.3 (Books and Records to be Maintained By Investment
Advisers).

The Department is further seeking comments on the adoption of the following
sections in Title 10 of the California Code of Regulations:

e Section 260.235.5 (Delivery of Brochures and Brochure Supplements),
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e Section 260.238.1 (Investment Adviser Code of Ethics),
e Section 260.238.2 (Payment for Client Solicitations) and
e Section 260.238.3 (Investment Advisers Business Continuity Plan).

Generally, the Department is considering changes to the rules to increase
investor safeguards, to clarify legal standards for persons providing investment advisory
services, and to increase consistency with model rules enacted by the North American
Securities Administrators Association.  Additionally, and to a lesser extent, these
proposed changes will increase consistency with recently modified or adopted
Securities and Exchange Commission rules and interpretations, where applicable.

Particularly noteworthy is the proposed amendment of the rule on custody
procedure requirements for investment advisers that have custody of client funds or
assets (Section 260.237). On December 30, 2009, The Securities and Exchange
Commission adopted amendments to its custody rule. (See SEC Release No. 1A-2968;
17 CFR Parts 275 and 279). The proposed amendments to Section 260.237
incorporate certain of the provisions contained in the amended SEC rule.

INVITATION

In accordance with Government Code Section 11346(b), the Department seeks
to involve parties who would be subject to the regulations and other interested parties in
discussions regarding the proposed regulations. Accordingly, the Department is
providing text draft regulations to interested parties, and invites interested parties to
submit comments on these documents by JANUARY 7, 2011. Within the following text,
additions to existing regulations are shown by underline, and deletions are shown by
strikethrough. Comments from interested persons will assist the Department in
determining whether amendments to regulations under the Corporate Securities Law
are necessary and appropriate.

This solicitation for comments from interested parties is not a proposed
rulemaking action under Government Code Section 11346, and the public will have an
additional opportunity to comment on proposed changes if, after consideration of the
comments from interested parties, the Department proceeds with a notice of a proposed
rulemaking action.

You may submit comments by any of the following means:
Electronic

Comments may be submitted electronically to requlations@corp.ca.gov. Please
identify the comments as PRO 27/03.
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Mail

California Department of Corporations
Office of Legislation and Policy

Attn: Karen Fong (PRO 27/03)

1515 K St., Suite 200

Sacramento, CA 95814

Fax

(916) 322-5875

CONTACT PERSON

Questions regarding this invitation for comments may be directed to lvan V.
Griswold, Corporations Counsel, at (415) 972-8937 or igriswol@corp.ca.gov.
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1. Amend Section 260.230.1 to read:

§ 260.230.1. Notice Filing Requirements for Investment Advisers Registered
Under Section 203 of the Investment Advisers Act of 1940.

(a) Initial notice: A person subject to subsection (a) of Corporations Code Section
25230.1 shall file an initial notice consisting of Form ADV (Uniform Application for
Investment Adviser Registration (17 CFR 279.1)) in accordance with the instructions in
Form ADV within thirty (30) days of conducting business in the state. The notice shall

be deemed filed when the fee required by Section 25608.1(d) and Form ADV are filed

with and accepted by IARD on behalf of this state.

e} (b) Annual renewal: The notice expires December 31st unless renewed. The

annual renewal shall be filed with IARD in accordance with its procedures. The renewal
of the notice filing shall be deemed filed when the fee required by Section 25608.1(d) is
filed with and accepted by IARD on behalf of the state.

(&) (c) Amendments to Form ADV: Any changes to the information contained in
Form ADV shall be filed with IARD in accordance with the instructions in Form ADV.

{e} (d) Investment Adviser Representatives: Each investment adviser

representative, as defined in Section 25009.5(b) of the Code, with a place of business in
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the state shall be reported in the manner prescribed in Section 260.236.1(b) of these
rules.

& (e) Switching to state registration: Upon the filing of Form ADV-W (Notice of
Withdrawal from Registration as an Investment Adviser) withdrawing registration with
the Securities and Exchange Commission under the Investment Advisers Act of 1940,
an investment adviser may not conduct business in this state as an investment adviser
until the investment adviser has secured a certificate from the Commissioner or unless
the investment adviser is otherwise exempt. An investment adviser may file an
application for an investment adviser certificate in accordance with the instructions in
Section 260.231 prior to the date the investment adviser's registration with the
Securities and Exchange Commission is subject to termination.

Note: Authority cited: Sections 25230.1, 25610 and 25612.5, Corporations Code.
Reference: Sections 25230.1, 25231, 25608.1(d), 25612.3 and 25612.5, Corporations

Code.

2. Amend Section 260.231 to read:

§ 260.231. Application for Investment Adviser Certificate.

The application for a certificate as an investment adviser and all amendments
thereto shall be filed as follows:

(a) Initial Application: The application for a certificate as an investment adviser
pursuant to Section 25231 of the Code shall be made by completing Form ADV in
accordance with the form instructions and by filing the form with IARD for transmission
to the Commissioner. The Commissioner may require additional documentation as

deemed appropriate as prescribed in subsection {a}4) (a)(3) of this rule.
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(1)2)}-An applicant shall complete a Customer Authorization of Disclosure of

Financial Records, as set forth in subsection (i), and maintain a copy of the form in the
applicant's books and records as provided in Section 25241 of the Code and Section
260.241.3 of these rules. The applicant shall provide the original form to the
Commissioner upen-reguest:

(2) (3) The applicant shall file directly with the Commissioner, a Statement of
Financial Condition with worksheet that demonstrates compliance with the minimum
financial requirements as prescribed in Section 260.237.2, investment advisory
contract(s), and proof of compliance with the qualification requirements prescribed in
Section 260.236.

(3) ¢4 The Commissioner may request additional information, documentation or
detail pertaining to Form ADV to be filed directly with the Commissioner.

(b) Filing fee: The fee for filing an initial application is $125 as prescribed in
Section 25608(q). The payment of this fee shall keep the certificate, if granted, in effect
during the calendar year during which it is granted. The applicant shall remit the fee
directly with IARD in accordance with its procedures for transmission to the
Commissioner. Fees are not refundable except pursuant to Government Code Sections

13140- through 13144.

(c) Completion of Filing: Ferthe-purpeses-ef-Section250-51-an-applicationfora

required-submissions-arereceived-by-the- Commissioner- The filing of Form ADV with

IARD does not constitute automatic approval. The applicant shall not consider the
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application approved until approved by the Commissioner and the approval has been
received through IARD.

(d) Amendments to Form ADV: Any amendment to Form ADV shall be filed with
IARD in accordance with the requirements of Section 260.241.4.

(e) Annual Renewal: The annual renewal shall consist of the fee as prescribed in
Section 25608(q). The renewal fee shall be filed through IARD in accordance with its
procedures for transmission to the Commissioner. This fee shall keep the certificate in
effect for the next calendar year.

() Successions: An application for a certificate as an investment adviser
pursuant to Section 25231 shall be filed in accordance with the instructions in this
section if a person is succeeding to the business of an investment adviser licensed
pursuant to Section 25230, and is not eligible for registration with the Securities and
Exchange Commission. Notwithstanding the foregoing, if an investment adviser
succeeds to and continues the business of a predecessor investment adviser, and the
succession is based solely on a change on the predecessor's date or state of
incorporation, form of organization, or composition of a partnership, and there has been
no practical change in control or management, the successor may, within 30 days after
the succession, amend the Form ADV of the predecessor investment adviser to reflect
these changes.

(g) Switching to Securities and Exchange Commission registration: Upon
registration with the Securities and Exchange Commission, the investment adviser shall
file Form ADV-W with IARD in accordance with instructions in Form ADV-W.

(h) Dually certificated broker-dealers: Subsections (b) and (e) of this rule shall not

apply to a broker-dealer licensed under Section 25210 of the Code.
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(i) An authorization for the disclosure of financial records shall be made on the

following form:

STATE OF CALIFORNIA
DEPARTMENT OF CORPORATIONS

CUSTOMER AUTHORIZATION OF DISCLOSURE OF FINANCIAL RECORDS

Pursuant to Corporations Code Section 25241 and Government Code Sections 7470

and 7473, any financial institution, wherever situated, possessing financial records of:

Name of (check appropriate designation(s) below)

Broker-Dealer

Investment Adviser

is hereby authorized to disclose to the California Department of Corporations records of

the above named broker-dealer or investment adviser business whether such records

relate to accounts which have been closed, accounts which are currently maintained, or

accounts which are hereafter established.
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This authorization is effective as of the date of execution and shall remain effective until
five years after the expiration or revocation of the above-named broker-dealer or

investment adviser license, including renewals of such license.

This authorization may not be revoked.

The terms used in this authorization shall have the definitions contained in the California

Right to Financial Privacy Act (Government Code Section 7460 et seq.) and the

Corporate Securities Law (Corporations Code Section 25000 et seq.).

The above-named licensee has duly caused this authorization to be signed on its behalf

by the undersigned, thereunto duly authorized.

Executed on , 20 at

Name of Licensee

Licensee's Department of

Corporations File Number

By

PRO 27/03 (Invitation for Comments) 9



(Title)

STATE OF CALIFORNIA

DEPARTMENT OF CORPORATIONS

INSTRUCTIONS FOR CUSTOMER AUTHORIZATION

OF DISCLOSURE OF FINANCIAL RECORDS

On the reverse is a Customer Authorization of Disclosure of Financial Records form.
The Commissioner of Corporations is authorized to require such authorization from
certain licensees and other persons pursuant to the authority cited in the first paragraph

of the form.

The form must be properly executed and submitted with the attached application for

license, qualification, registration or other authority.

All information required on the form, except the signature of the person executing the

form, is to be typewritten.

If the form requests a Department of Corporations file number, the applicant need only
provide such number if it is known to the applicant and is the type of file number
appropriate for the license, qualification, registration or other authority applied for in the

attached application.
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If additional authorization forms are needed, they may be obtained from any office of the
Department of Corporations, or accurate copies of the form may be utilized by
applicants.

() The following notices required by state and federal law are hereby

incorporated as part of any uniform form:

NOTICES REQUIRED UNDER STATE AND FEDERAL LAW
INFORMATION PRACTICES ACT OF 1977

(California Civil Code Section 1798.17)

(a) The Department of Corporations of the State of California, Securities
Regulation Division, is requesting the information specified in the application for
registration, qualification, a certificate or a license.

(b) The Chief Administrative Officer, 1515 K Street, Suite 200 Sacramento, CA
95814, telephone (916) 445-5541, is responsible for the system of records and shall,
upon request, inform individuals regarding the location of the Department of
Corporations' records and the categories of persons who use the information in the
records.

(c) The records are maintained pursuant to the Corporate Securities Law of 1968
(Corporations Code Section 25000, et seq.).

(d) The submission of all items of information is mandatory unless otherwise
noted. Section 17520 of the Family Code requires the Department of Corporations to

collect social security numbers from all applicants. The Privacy Act of 1974 prohibits a
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state agency from denying an individual any right, benefit or privilege provided by law
because of the individual's refusal to disclose the individual's social security account
number.

(e) Failure to provide all or any part of the information requested may preclude
the Department of Corporations from approving the application.

(f) The principal purposes within the Department of Corporations for which the
information is to be used are to determine whether (1) a license, qualification,
registration, certificate or other authority should be accepted, granted, approved,
denied, revoked or limited in any way; (2) business entities or individuals licensed or
otherwise regulated by the Department of Corporations are conducting themselves in
accordance with applicable laws; and/or (3) laws administered by the Department of
Corporations are being or have been violated and whether administrative action, civil
action, or referral to appropriate federal, state or local law enforcement or regulatory
agencies, or to a self-regulatory organization, as authorized by law, is appropriate.

(g) Any known or foreseeable disclosures of the information pursuant to
subdivision (e) or (f) of Civil Code Section 1798.24 may include transfers to other
federal, state, or local law enforcement or regulatory agencies, or to a self-regulatory
organization, as authorized by law.

(h) Subject to certain exceptions or exemptions, the Information Practices Act
grants an individual a right of access to personal information concerning the requesting

individual that is maintained by the Department of Corporations.

FEDERAL PRIVACY ACT OF 1974 (Public Law 93-579)
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In accordance with Section 7 of the Privacy Act of 1974 (found at 5 U.S.C. §
552a note (Disclosure of Social Security Number)), the following is information on
whether the disclosure of a social security account number is voluntary or mandatory,
by what statutory or other authority such number is solicited, and what uses will be
made of it.

(1) Section 17520 of the Family Code requires the Department of Corporations to
collect social security numbers from all applicants. The Privacy Act of 1974 prohibits a
state agency from denying an individual any right, benefit or privilege provided by law
because of the individual's refusal to disclose the individual's social security account
number.

(2) A social security account number is solicited pursuant to one or more of the
following authorities: Sections 25210, 25211, 25230, 25230.1, 25231, and 25241 of the
Corporations Code; Sections 260.210, 260.211, 260.211.1, 260.231, 260.231.2,
260.236.1, and 260.236.2 of Title 10, California Code of Regulations; and Section
17520 of the Family Code.

(3) For all persons disclosing a social security account number, the number may
be used, in addition to other information provided, to conduct a background
investigation of the individual by the Department of Justice's Identification and
Information Branch or by other federal, state or local law enforcement agencies, or a
self-regulatory organization, as authorized by law. The social security number may also
be used to respond to requests for this number made by child support agencies.

NOTE: Authority cited: Sections 25231, 25610, 25612.3 and 25612.5,
Corporations Code. Reference: Section 1798.17, Civil Code; Sections 25230, 25231,

25234, 25236, 25237, 25241, 25242, 25608, 25612.3, 25612.5 and 25613,
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Corporations Code; Section 17520, Family Code; Sections 7470, 7473, 7490 and
13140-13144, Government Code; and Section 7 of Public Law 93-579 (5 U.S.C. Section

552a note).

3. Amend Section 260.235 to read:

§ 260.235. Advertisements by Investment Advisers.

(a) It shall constitute a fraudulent, deceptive, or manipulative act, practice or
course of business, within the meaning of Section 25235 of the Code, for an investment
adviser, directly or indirectly, to publish, circulate or distribute any advertisement:

(1) which refers, directly or indirectly, to any testimonial of any kind concerning
the investment adviser or concerning any advice, analysis, report or other service
rendered by such investment adviser; or

(2) which refers, directly or indirectly, to past specific recommendations of such
investment adviser which were or would have been profitable to any person; provided,
however, that this Clause paragraph (2) does not prohibit an advertisement that, as

applicable, complies with subsection (b) and which sets out or offers to furnish a list of

all recommendations made by such investment adviser within the immediately
preceding period of not less than one year if such advertisement, and such list if it is
furnished separately:

(i) states the name of each such security recommended, the date and nature of
each such recommendation (e.g., whether to buy, sell or hold), the market price at that
time, the price at which the recommendation was to be acted upon, and the market

price of each such security as of the most recent practicable date, and
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(i) contains the following cautionary legend on the first page thereof in print or
type as large as the largest print or type used in the body or text thereof: "It should not
be assumed that recommendations made in the future will be profitable or will equal the
performance of the securities in this list."; or

(3) which represents, directly or indirectly, that any graph, chart, formula or other
device being offered can in and of itself be used to determine which securities to buy or
sell, or when to buy or sell them; or which represents, directly or indirectly, that any
graph, chart, formula or other device being offered will assist any person in making
his/her own decisions as to which securities to buy or sell, or when to buy or sell them,
without prominently disclosing in such advertisement the limitations thereof and the
difficulties with respect to its use; or

(4) which contains any statement to the effect that any report, analysis, or other
service will be furnished free or without charge, unless such report, analysis or other
service actually is or will be furnished entirely free and without any condition or
obligation, directly or indirectly; or

(5) which contains any untrue statement of a material fact, or which is otherwise
false or misleading.

(b) A licensed investment adviser may advertise its past performance (both

actual performance or model results) only if the advertisement discloses all material

facts necessary to avoid any unwarranted inference.

(1) Model and actual results. An investment adviser that advertises its

performance data in connection with model and actual results shall not be in violation of

subsection (a) if the advertisement:
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(A) discloses the effect of material market or economic conditions on the results

advertised (e.q., an advertisement stating that the accounts of the adviser’s clients

appreciated in value 25% should also disclose that the market generally appreciated

40% during that same period);

(B) includes model or actual results that reflect the deduction of advisory fees,

brokerage, or other commissions, and any other expenses that a client would have paid

or actually paid;

(C) discloses whether and to what extent the advertised results reflect the

reinvestment of dividends or other earnings;

(D) if suggesting or making claims about the potential for profit, discloses the

potential for loss;

(E) if comparing model or actual results to an index, discloses all material factors

relevant to the comparison (e.g., an advertisement that compares model results to an

index should disclose that the volatility of the index is materially different from that of the

model portfolio); and

(F) discloses any material conditions, objectives, or investment strategies used to

obtain the results advertised.

(2) Model results. An investment adviser that advertises its performance data in

connection with model results shall not be in violation of subsection (a) if the

advertisement:

(A) discloses prominently the limitations inherent in model results, particularly the

fact that such results do not represent actual trading and that they may not reflect the

impact that material economic and market factors might have had on the adviser’s

decision-making if the adviser were actually managing client’'s money;

PRO 27/03 (Invitation for Comments) 16



(B) discloses that the conditions, objectives or investment strategies of the model

portfolio changed materially during the time period portrayed in the advertisement and, if

so, the effect of any such change on the results portrayed;

(C) discloses that the adviser’s clients had investment results materially different

from the results portrayed in the model; and

(D) discloses that the advertised results involve model performance, rather than

actual performance.

(3) Actual results. An investment adviser that advertises its performance data in

connection with actual results shall not be in violation of subsection (a) if the

advertisement discloses prominently that the results portrayed relate only to a select

group of the adviser’s clients, the basis on which the selection was made, and the effect

of this practice on the results portrayed, if material.

{b)(c) For the purposes of this section, the term "advertisement" includes any

notice, circular, Internet website, letter or other communication addressed to more than

one person, or any notice or other announcement in any publication or by radio or
television, which offers (1) any analysis, report, or publication concerning securities, or
which is to be used in making any determination as to when to buy or sell any security,
or which security to buy or sell, or (2) any graph, chart, formula or other device to be
used in making any determination as to when to buy or sell any security, or which
security to buy or sell, or (3) any other investment advisory service with regard to
securities.

NOTE: Authority cited: Sections-25235(e)-and 25610, Corporations Code.

Reference: Section 25235, Corporations Code.
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4. Adopt Section 260.235.5 to read:

8 260.235.5. Delivery of Brochures and Brochure Supplements.

(a) General requirements. Unless otherwise provided in this section, an

investment adviser licensed or required to be licensed pursuant to Section 25231 of the

Corporations Code shall, in accordance with the provisions of this section, deliver a

brochure and one or more brochure supplements to each client or prospective client

that contains all information required by Part 2 of Form ADV (17 CFR 279.1), or such

other information as the Commissioner may require.

(b) Delivery requirements. An investment adviser shall:

(1) Deliver to a client or prospective client the investment adviser's current

brochure before or at the time the investment adviser enters into an investment advisory

contract with that client.

(2) Deliver to each client, annually within 120 days after the end of the

investment adviser’s fiscal year and without charge, if there are material changes in the

brochure since the last annual updating amendment:

(A) A current brochure; or

(B) The summary of material changes to the brochure as required by Item 2 of

Form ADV, Part 2A that offers to provide the investment adviser’s current brochure

without charge, accompanied by the website address (if available) and an e-mail

address (if available) and telephone number by which a client may obtain the current

brochure from the investment adviser, and the website address for obtaining information

about the investment adviser through the Investment Adviser Public Disclosure (IAPD)

system.
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(3) Deliver to each client or prospective client a current brochure supplement for

a supervised person before or at the time that supervised person begins to provide

advisory services to the client; provided, however that if the investment advice for a

client is provided by a team comprised of more than five supervised persons, a current

brochure supplement need only be delivered to that client for the five supervised

persons with the most significant responsibility for the day-to-day advice provided to that

client. For purposes of this section, a supervised person will provide advisory services

to a client if that supervised persons will:

(A) Formulate investment advice for the client and have direct client contact; or

(B) Make discretionary investment decisions for the client, even if the supervised

person will have no direct client contact.

(4) Deliver the following to each client promptly after the adviser creates an

amended brochure or brochure supplement, as applicable, if the amendment adds

disclosure of an event, or materially revises information already disclosed about an

event, in response to Iltem 9 of Part 2A of Form ADV or ltem 3 of Part 2B of Form ADV

(Disciplinary Information), respectively, (A) the amended brochure or brochure

supplement, as applicable, along with a statement describing the material facts relating

to the change in disciplinary information or (B) a statement describing the material facts

relating to the change in disciplinary information.

(c) Exceptions to delivery requirements.

(1) An investment adviser is not required to deliver a brochure to a client:

(A) That is an investment company registered under the Investment Company

Act of 1940 [15 U.S.C. 80a-1 to 80a-64] or a business development company as
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defined in that act, provided that the advisory contract with that client meets the

reguirements of section 15(c) of that act [15 U.S.C. 80a-15(c)]; or

(B) Who receives only impersonal investment advice for which the investment

adviser charges less than $500 per vear.

(2) An investment adviser is not required to deliver a brochure supplement to a

client:

(A) To whom the investment adviser is not required to deliver a brochure under

paragraph (c)(1) of this rule.

(B) Who receives only impersonal investment advice: or

(C) Who is an officer, employee, or other person related to the adviser that would

be a “qualified client,” as defined in paragraph (d)(1)(iii) of Rule 205-3 (17 CFR 275.205-

3(d) under the Investment Advisers Act of 1940), of the investment adviser’s firm.

(d) Wrap fee program brochures.

(1) If the investment adviser is a sponsor of a wrap fee program, then the

brochure that paragraph (b) of this section requires the investment adviser to deliver to

a client or prospective client of the wrap fee program must be a wrap fee brochure

containing all the information required by Part 2A, Appendix 1 of Form ADV. Any

additional information in a wrap fee program brochure must be limited to information

applicable to wrap fee programs that the investment adviser Sponsors.

(2) The investment adviser does not have to deliver a wrap fee program

brochure if another sponsor of the wrap fee program delivers to the client or prospective

client of the wrap fee program a wrap fee program brochure containing all the

information required by Part 2A, Appendix 1 of Form ADV.
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(3) A wrap fee program brochure does not take the place of any brochure

supplements that an investment adviser is required to deliver under paragraph (b) of

this section.

(e) Multiple Brochures. If the investment adviser provides substantially different

advisory services to different clients, the investment adviser may provide each client

with a different brochure, provided that each client receives all information about the

services and fees applicable to that client. The brochure the investment adviser

delivers to a client may omit any information required by Part 2A of Form ADV if the

information does not apply to the advisory services or fees that the investment adviser

will provide or charge, or that the investment adviser proposes to provide or charge, to

that client.

(f) Other disclosure obligations. Nothing in this section shall relieve any

investment adviser from any obligation under any provision of these rules and

requlations or other federal or state law to disclose any information to its advisory clients

or prospective advisory clients not specifically required by this section.

(g) Electronic delivery. Any delivery required by this rule may be electronic upon

prior written consent of the client.

(h) DEFINITIONS. For the purpose of this rule:

(1) “brochure” and “brochure supplement” means those terms as defined in Part

2 of Form ADV

(2) “contract for impersonal advisory services” means any contract relating solely

to the provision of investment advisory services:

(A) by means of written material or oral statements which do not purport to meet

the objectives or needs of specific individuals or accounts;
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(B) through the issuance of statistical information containing no expression of

opinion as to the investment merits of a particular security; or

(C) any combination of the foregoing services.

(3) “Current brochure” and “current brochure supplement” mean the most recent

revision of the brochure of brochure supplement, including all amendments to date.

(4) “Delivery” does not include the placement of a brochure or brochure

supplement on an Internet website.

(5) “entering into,” in reference to an investment advisory contract, does not

include an extension or renewal without material change of any such contract that is in

effect immediately prior to such extension or renewal.

(6) “Sponsor of a wrap fee program” means an investment adviser that is

compensated under a wrap fee program for sponsoring, organizing, or administering the

program, or for selecting, or providing advice to clients regarding the selection of other

investment advisers in the program.

(7) “Supervised person” means any partner, officer, director (or other person

occupying a similar status or performing similar functions), or employee of an

investment adviser, or other person who provides investment advice on behalf of the

investment adviser and is subject to the supervision and control of the investment

adviser, or any person defined in Section 25009.5 of the Code.

(8) “Wrap fee program” mean an advisory program under which a specified fee

or fees not based directly upon transactions in a client’s account is charged for

investment advisory services (which may include portfolio management or advice

concerning the selection of other investment advisers) and the execution of client

transactions.
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NOTE: Authority cited: Section 25610, Corporations Code. Reference: Section

25235(d), Corporations Code.

5. Amend Section 260.237 to read:

§ 260.237. Custody or Possession of Funds or Securities of Clients.
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(a) Safekeeping required. It is unlawful and deemed to be a fraudulent,

deceptive, or manipulative act, practice or course of business within the meaning of

Section 25235 of the Code for an investment adviser licensed or required to be

licensed, to have custody of client funds or securities unless:

(1) Notice to the Commissioner. The investment adviser notifies the

Commissioner that the investment adviser has or may have custody. Such notification

is required to be given on Form ADV.

(2) Qualified custodian. A gualified custodian maintains those funds and

securities:
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(A) In a separate account for each client under that client’'s name; or

(B) In accounts that contain only the investment adviser’s clients’ funds and

securities, under the investment adviser's name as agent or trustee for the clients.

(3) Notice to clients. If the investment adviser opens an account with a qualified

custodian on the investment adviser’s client's behalf, either under the client's name or

under the investment adviser's name as agent or trustee, the investment adviser shall

notify the client in writing of the qualified custodian’s name, address, and the manner in

which the funds or securities are maintained, promptly upon the opening of the account

and following any changes to this information. If the investment adviser sends an

account statement to a client to which the investment adviser is required to provide this

notice, the investment adviser shall include in the notice provided to that client and in

any subseguent account statement sent to that client, a statement urging the client to

compare the account statements from the custodian with those from the investment

adviser.

(4) Account statements must be sent to clients, either:

(A) By a qualified custodian. The investment adviser has a reasonable basis,

after due inquiry, for believing that the qualified custodian sends an account statement,

at least quarterly, to each client for which it maintains funds or securities, identifying the

amount of funds and of each security in the account at the end of the period and setting

forth all transactions in the account during that period including investment advisory

fees; or

(B) By the investment adviser.

(i) The investment adviser sends an account statement, at least quarterly, to

each client for whom the investment adviser has custody of funds or securities,
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identifying the amount of funds and of each security of which the investment adviser has

custody at the end of the period and setting forth all transactions during that period; and

(ii) An independent certified public accountant verifies all client funds and

securities by actual examination at least once during each calendar year at a time

chosen by the accountant without prior notice or announcement to the adviser and that

is irreqular from year to year, and files a copy of the auditor’s report with the

Commissioner within 120 days after the start of the examination, stating that it has

examined the funds and securities and describing the nature, extent and findings of the

examination; and

(iii) The independent certified public accountant, upon finding any material

discrepancies during the course of the examination, notifies the Commissioner within

one business day of the finding, by means of a facsimile transmission or electronic mail,

followed by first class mail, directed to the attention of the Commissioner; and

(iv) The investment adviser and the independent certified public accountant enter

into a written agreement, to be signed by both parties, setting forth the requirements of

clauses 260.237(a)(4)(B)(ii) and (iii).

(C) Special rule for limited partnerships and limited liability companies. If the

investment adviser is a general partner of a limited partnership (or managing member of

a limited liability company, or holds a comparable position for another type of pooled

investment vehicle), the account statements required under paragraph (a)(4) of this

section must be sent to each limited partner (or member or other beneficial owner or

their independent representative).
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(5) Independent designee. A client may designate an independent designee to

receive, on his or her behalf, notices and account statements as required under

paragraphs (a)(3) and (a)(4) of this section.

(6) Direct Fee Deduction. An adviser who has custody as defined in

subparagraph (c)(2)(B) of this section by having fees directly deducted from client

accounts must also provide the following safequards:

(A) Written Authorization. The investment adviser shall have written

authorization from the client to deduct advisory fees from the account held with the

qualified custodian;

(B) Notice of fee deduction. Each time a fee is directly deducted from a client

account, the investment adviser must concurrently:

(i) Send the qualified custodian notice of the amount of the fee to be deducted

from the client’s account; and

(ii) Send the client an invoice itemizing the fee. ltemization includes the formula

used to calculate the fee, the value of the assets under management on which the fee is

based, and the time period covered by the fee.

(C) Notice of Safequards. The investment adviser notifies the Commissioner in

writing that the investment adviser intends to use the safequards provided in paragraph

(a)(6). Such notification is required to be given on Form ADV.

(D) Waiver of Net Worth and Audited Financial Statements. An investment

adviser having custody solely because it meets the definition of custody as defined in

subparagraph (c)(2)(B) of this section and who complies with the safekeeping

requirements in paragraphs (a)(1) through (6) of this section will not be required to meet
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the custodial requirements as set forth in Section 260.237.2 and Section 260.241.2 of

these rules.

(7) Pooled Investments. An investment adviser who has custody as defined in

subparagraph (c)(2)(C) of this section and who does not meet the exception provided

under paradgraph (b)(2) of this section must comply with the following safequards:

(A) Engage an Independent Party. The investment adviser must hire an

independent party to approve all fees, expenses and capital withdrawals from the

pooled accounts;

(B) Review of Fees. The investment adviser must send all invoices or requests

for reimbursement to the independent party, detailing the amount of the fee, expenses

or capital withdrawal and the method of calculation such that the independent party can:

(i) Determine that the payment is in accordance with the pooled investment

vehicle standards (generally the partnership agreement or membership agreement) and

(ii) Forward to the gualified custodian approval for payment of the invoice with a

copy to the investment adviser.

(C) For purposes of this section, an independent party means a person that:

(i) Is engaged by the investment adviser to act as a gatekeeper for the payment

of fees, expenses and capital withdrawals from the pooled investment;

(ii) Does not control and is not controlled by and is not under common control

with the investment adviser;

(iii) Does not have, and has not had within the past two years, a material

business relationship with the investment adviser; and

(iv) Is a licensed certified public accountant or an attorney in good standing with

the California State Bar.
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(D) Notice of Safequards. The investment adviser must notify the Commissioner

in writing that the investment adviser intends to use the safeguards provided in

paragraph (a)(7). Such notification is required to be given on Form ADV.

(E) Waiver of Net Worth and Audited Financial Statements. An investment

adviser having custody solely because it meets the definition of custody as defined in

subparagraph (c)(2)(C) of this section and who complies with the safekeeping

reqguirement in paragraphs (a)(1) through (5) and (a)(7) of this section will not be

required to meet the custodial requirements as set forth in Section 260.237.2 and

Section 260.241.2 of these rules.

(8) Investment Adviser or Investment Adviser Representative as Trustee. When

a trust retains an investment adviser, investment adviser representative, or employee,

director or owner of an investment adviser as trustee and the investment adviser acts as

the investment adviser to that trust, the investment adviser will:

(A) Notice of Safeguards. Notify the Commissioner in writing that the

investment adviser intends to use the safequards provided in paragraph (a)(8). Such

notification is required to be given on Form ADV.

(B) Invoice Requirement. Send to the settlor of the trust, the attorney for the trust

if it is a testamentary trust, the co-trustee (other than the investment adviser, investment

adviser representative, or employee, director or owner of the investment adviser); or a

defined beneficiary of the trust, at the same time that it sends any invoice to the

qualified custodian, an invoice showing the amount of the trustee’s fee or investment

management or advisory fee, the value of the assets on which the fees were based, and

the specific manner in which the fees were calculated.
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(C) Agreement Requirement. Enter into a written agreement with a qualified

custodian which specifies:

(i) Payment of fees. That the qualified custodian will not deliver trust securities or

any funds to the investment adviser, any investment adviser representative or

employee, director or owner of the investment adviser, any investment adviser

representative or employee, director or owner of the investment adviser, except that the

qualified custodian may pay the trustee’s fees to the trustee and investment

management or advisory fees to the investment adviser, provided that:

(1) the settlor of the trust or attorneys for the trust, if it is a testamentary trust,

the co-trustee (other than the investment adviser, investment adviser representative,

or employee, director or owner of the investment adviser), or a defined beneficiary of

the trust has authorized the qualified custodian in writing to pay those fees;

(2) the statements for those fees show the amount of the fees for the trustee

and, in the case of statements for investment management or advisory fees, show

the value of the trust assets on which the fee is based and the manner in which the

fee was calculated; and

(3) the qualified custodian agrees to send to the settlor of the trust, the

attorneys for a testamentary trust, the co-trustee (other than the investment adviser,

investment adviser representative, or employee, director or owner of the investment

adviser), or a defined beneficiary of the trust, at least quarterly, a statement of all

disbursements from the account of the trust, including the amount of investment

management fees paid to the investment adviser and the amount of trustees' fees

paid to the trustee.
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(i) Distribution of Assets. Except as otherwise set forth in subclause

(a)(8)(C)(ii)(1), that the qualified custodian may transfer funds or securities, or both, of

the trust only upon the direction of the trustee (who may be the investment adviser,

investment adviser representative, or employee, director or owner of the investment

adviser), who the investment adviser has duly accepted as an authorized signatory.

The settlor of the trust or attorneys for the trust, if it is a testamentary trust, the co-

trustee (other than the investment adviser, investment adviser representative, or

employee, director or owner of the investment adviser), or a defined beneficiary of the

trust, must designate the authorized signatory for management of the trust. The

direction to transfer funds or securities, or both, can only be made to the following:

(1) to a trust company, bank trust department or brokerage firm independent of

the investment adviser for the account of the trust to which the assets relate;

(2) to the named settlors or to the named beneficiaries of the trust;

(3) to a third person independent of the investment adviser in payment of the

fees or charges of the third person including, but not limited to:

(a) attorney's, accountant's, or qualified custodian's fees for the trust; and

(b) taxes, interest, maintenance or other expenses, if there is property other

than securities or cash owned by the trust;

(4) to third persons independent of the investment adviser for any other

purpose legitimately associated with the management of the trust; or

(5) to a broker-dealer in the normal course of portfolio purchases and sales,

provided that the transfer is made on payment against delivery basis or payment

against trust receipt.
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(D) Waiver of Net Worth and Audited Financial Statements. An Investment

adviser having custody solely because it meets the definition of custody as defined in

clause (c)(2)(C) of this section and who complies with the safekeeping requirements in

paragraphs (a)(1) through (5) and (a)(8) of this section will not be required to meet the

custodial requirements as set forth in Section 260.237.2 and Section 260.241.2 of these

rules.

(b) Exceptions.

(1) Certain privately offered securities.

(A) The investment adviser is not required to comply with subsection (a) of this

section with respect to securities that are:

(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 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.

(B) Notwithstanding subparagraph (b)(1)(A), the provisions of subsection (b)(1)

are available with respect to securities held for the account of a limited partnership (or

limited liability company, or other type of pooled investment vehicle) only if the limited

partnership is audited, the audited financial statements are distributed to the limited

partners, as described in subsection (b)(2) of this section and the investment adviser

notifies the Commissioner in writing that the investment adviser intends to provide

audited financial to the limited partners as described in this subparagraph. Such

notification is required to be given on Form ADV.
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(2) Limited partnerships subject to annual audit. The investment adviser is not

required to comply with paragraph (a)(3) of this rule with respect to the account of a

limited partnership (or limited liability company, or another type of pooled investment

vehicle) that is audited at least annually and that distributes its audited financial

statements prepared in accordance with generally accepted accounting principles to all

limited partners (or members or other beneficial owners) within 120 days of the end of

its fiscal year. The investment adviser must also notify the Commissioner in writing that

the investment adviser intends to employ the use of the audit safequards described in

this paragraph. Such notification is required to be given on Form ADV.

(3) Reqistered investment companies. The investment adviser is not required to

comply with this rule with respect to the account of an investment company registered

under the Investment Company Act of 1940 (15 U.S.C. 80a et sed.).

(4) Beneficial Trusts. An investment adviser is not required to comply with

safekeeping requirements of subsection (a) or the custody requirements set forth in

Section 260.237.2 if the investment adviser has custody solely because the investment

adviser, investment adviser representative or employee, director or owner of the

investment adviser is a trustee for a beneficial trust, if all of the following conditions are

met for each trust:

(A) The beneficial owner of the trust is a parent, a grandparent, a spouse, a

sibling, a child or a grandchild of the trustee. These relationships shall include “step”

relationships.

(B) For each account under subsection (A) the investment adviser complies with

the following:
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(i) The investment adviser provides a written statement to each beneficial owner

(or the conservator or guardian thereof) of the account setting forth a description of the

requirements of subsection (a) of this section and the reasons why the investment

adviser will not be complying with those requirements.

(i) the investment adviser obtains from each beneficial owner (or the conservator

or legal guardian thereof) a signed and dated statement acknowledging the receipt of

the written statement required under clause (i) above.

(iii) the investment adviser maintains a copy of both documents described in

clauses (i) and (ii) above until the account is closed or the investment adviser is

no longer trustee.

(5) Any investment adviser who intends to have custody of client funds or

securities but is not able to utilize a qualified custodian as that term is defined in this

section must first obtain approval from the Commissioner and must comply with all of

the applicable safekeeping provisions in this division including taking responsibility for

those provisions that are designated to be performed by a gualified custodian.

(c) Definitions. For purposes of this section:

(1) “Control” means the power, directly or indirectly, to direct the management or

policies of a person, whether through ownership of securities, by contract, or otherwise.

For purposes of this definition:

(A) Each of the investment adviser’s officers, partners, or directors exercising

executive responsibility (or persons having similar status or functions) is presumed to

control the investment adviser;

(B) A person is presumed to control a corporation if the person:

PRO 27/03 (Invitation for Comments) 34



(i) Directly or indirectly has the right to vote 25 percent or more of a class of the

corporations’ voting securities; or

(ii) Has the power to sell or direct the sale of 25 percent of more of a class of the

corporation’s voting securities;

(C) A person is presumed to control a partnership if the person has the right to

receive upon dissolution, or has contributed, 25 percent or more of the capital of the

partnership;

(D) A person is presumed to control a limited liability company if the person:

(i) Directly or indirectly has the right to vote 25 percent or more of a class of the

interests of the limited liability company;

(ii) Has the right to receive upon dissolution, or has contributed, 25 percent or

more of the capital of the limited liability company; or

(iii) Is an elected manager of the limited liability company; and

(E) A person is presumed to control a trust if the person is a trustee or managing

agent of the trust.

(2) “Custody” means holding, directly or indirectly, client funds or securities, or

having any authority to obtain possession of them, or having the ability to appropriate

them. An investment adviser has custody if a related person holds, directly or indirectly,

client funds or securities, or has any authority to obtain possession of them, or has the

ability to appropriate them, in connection with advisory services the investment adviser

provides to clients. Custody includes:

(A) Possession of client funds or securities unless received inadvertently and

returned to the sender promptly, but in any case within 3 (three) business days of

receiving them.
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(B) Any arrangement (including a general power of attorney) under which the

investment adviser is authorized or permitted to withdraw client funds or securities

maintained with a custodian upon the investment adviser’s instruction to the custodian.

(C) Any capacity (such as general partner of a limited partnership, managing

member of a limited liability company or a comparable position for another type of

pooled investment vehicle, or trustee of a trust) that gives the investment adviser or the

investment adviser’s representative legal ownership of or access to client funds or

securities.

(3) Receipt of checks drawn by clients and made payable to unrelated third

parties will not meet the definition of custody if forwarded to the third party within 24

hours of receipt and the adviser maintains the records required under Section 260.241.3

of these rules.

(4) “Independent designee” means a person who:

(A) Acts as agent for an advisory client, including in the case of a pooled

investment vehicle, for limited partners of a limited partnership, members of a limited

liability company, or other beneficial owners of another type of pooled investment

vehicle, and by law or contract is obliged to act in the best interest of the advisory client

or the limited partners, members, or other beneficial owners;

(B) Does not control, is not controlled by, and is not under common control with

the investment adviser; and

(C) Does not have, and has not had within the past two years, a material

business relationship with the investment adviser.
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(5) “Qualified custodian” means the following independent institutions or entities

that are not affiliated with the adviser by any direct or indirect common control and have

not had a material business relationship with the adviser in the previous two years:

(A) A bank or savings association that has deposits insured by the Federal

Deposit Insurance Corporation under the Federal Deposit Insurance Act;

(B) A reqistered broker-dealer holding the client assets in customer accounts

insured by the Securities Investor Protection Corporation (SIPC);

(C) A reqistered futures commission merchant registered under Section 4f(a) of

the Commodity Exchange Act (7 U.S.C. 6f(a)), holding the client assets in customer

accounts, but only with respect to clients’ funds and security futures, or other securities

incidental to transactions in contracts for the purchase or sale of a commodity for future

delivery and options thereon; and

(D) A transfer agent of an open-end company as defined in Section 5(a)(1) of the

Investment Company Act of 1940 (15 U.S.C. 80a-5(a)(1)).

(6) “Related person” means any person, directly or indirectly, controlling or

controlled by the investment adviser, and any person that is under common control with

the investment adviser.

NOTE: Authority cited: Sections 25237 and 25610, Corporations Code.

Reference: Sections 25235 and 25237, Corporations Code.

6. Amend Section 260.237.2 to read:
§ 260.237.2. Minimum Financial Requirements.
(a) Every investment adviser who has custody of client funds or securities shall

maintain at all times a minimum net worth of $35,000, and every investment adviser
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who has discretionary authority over client funds or securities but does not have custody

of client funds or securities, shall maintain at all times a minimum net worth of $10,000.
(b) Every investment adviser who accepts prepayment of more than $500 per

client and six or more months in advance shall maintain at all times a positive net worth.

(c) If an investment adviser is subject to subsection (a) or (b) of this section, that

investment adviser shall at all times ensure that current liabilities do not exceed current

net capital.

(d) Every investment adviser who has custody or discretion shall compute and

prepare a trial balance and compute the minimum financial requirements of this rule on

a monthly basis.

{e)}(e) Unless otherwise exempted, as a condition of the right to continue to
transact business in this state, every investment adviser shall, by the close of business
on the next business day following the discovery that the investment adviser's net worth

or current net capital is less than the minimum required by this rule 4slessthan-the

minimum-reguired; notify the Commissioner that the investment adviser's net worth_or

current net capital is less than the minimum required-is-tess-than-the-minimum-required.

Such naotice shall not be deemed to be an authorization to continue to transact business

in this state while failing to meet the minimum standards set forth in this rule. After

transmitting such notice, by the close of business on the next business day, each
investment adviser shall file a report with the Commissioner of its financial condition,
including the following:

(1) A balance sheet and income statementtrial-balance-of-alHedgeraccounts;

(2) An itemized statement of eachal client’s funds ander securities-which-are-not

segregated,
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(3) A computation of the aggregate amount of client ledger debit balances; and
(4) A statement as to the number of client accounts—;and

(5) The location where the securities and funds are held.

{eh(f) For purposes of this rule, the term "net worth" shall mean an excess of
assets over liabilities, as determined by generally accepted accounting principles, but
shall not include as assets: prepaid expenses (except as to items properly classified as
current assets under generally accepted accounting principles), deferred charges,
goodwill, franchise rights, organizational expenses, patents, copyrights, marketing
rights, unamortized debt discount and expense, and all other assets of intangible
nature; home, home furnishings, automobile(s), and any other personal or tangible

items not readily marketable in the case of an individual;_retirement accounts; advances

or loans to or from stockholders-and, officers,_and directors in the case of a corporation;

and advances or loans to or from partners in the case of a partnership-, and all

advance, loans, or other receivables to or from any subsidiary, holding company parent,

or other affiliate of the officers, partners, managing members, directors or controlling

persons of such entities or the investment adviser.

(g) The term "current net capital” shall mean the current assets of the investment

adviser and (A) includes all unpledged, readily marketable securities and (B) excludes

all advances or loans to or from stockholders, officers, directors in the case of a

corporation; advances or loans to or from partners in the case of a partnership;

advances or loans to or from manading members in the case of a limited liability

company; advances or loans to or from an owner in the case of a sole proprietorship,

and all advances, loans or other receivables from any subsidiary, holding company,
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parent, or other affiliate or the officers, directors or controlling persons of such entities or

the investment adviser.

{e)-For purposes of this rule, the term “custody” shall have the same meaning as

in Section 260.237(c)(2) of these rules. a-person-wil-be-deemed-to-have-custody-f-said

H(h) For purposes of this rule, an investment adviser shall not be deemed to be

exercising discretion when it places trade orders with a qualified custodian, as that term

is defined in Section 260.237(c)(5), breker-dealer pursuant to a third party trading

agreement if:

(1) the investment adviser has executed a separate investment adviser contract
exclusively with its client which acknowledges that the investment adviser must secure
client permission prior to effecting each securities transactions for the client in the
client's brekerage investment account(s), and

(2) the investment adviser in fact does not exercise discretion with respect to the
account, and

(3) a third party trading agreement is executed between the client and a broker-

dealer qualified custodian which specifically limits the investment adviser's authority in

the client's broker-dealer investment account to the placement of trade orders and
deduction of investment adviser fees.

{e(i) The Commissioner may require that a current appraisal be submitted in
order to establish the worth of any asset.

() Every investment adviser that has its principal place of business in a state

other than this state shall maintain only such minimum capital as required by the state in
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which the investment adviser maintains its principal place of business, provided the
investment adviser is licensed in such state and is in compliance with such state's
minimum capital requirements.

(k) This section shall not apply to an investment adviser that has secured a
certificate as a broker-dealer from the Commissioner under Section 25210 of the Code

or an investment adviser registered under Section 203 of the Investment Advisers Act of

1940.

{() Forpurposes-ofsubsection{e)-this+ulefthe-An investment adviser that is

unable to establish compliance with the minimum financial requirements of this section

because of the failure to maintaindiscover-that-an-investment-advisers-hetworth-is-less

accurate and current the books and records as required under Section 260.241.3 of

these rules, the-investmentadviser will be deemed to have not met discovered-thatthe

investmentadvisers-netwerth-isless-that the minimum financial requirements required

by this section.

(m) An investment adviser with a net worth or current net capital less than the

minimum required by this section shall file any reports required under Section

260.241.2(d) of these rules.

(n) An investment adviser with a net worth or current net capital less than the

minimum required by this section shall disclose this deficiency in its financial condition

to each client in accordance with Section 260.235.4 of these rules.

NOTE: Authority cited: Sections 25237 and 25610, Corporations Code.

Reference: Sections 25237 and 25613, Corporations Code.
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7. Amend Section 260.238 to read:
8 260.238. Investment Advisers: Fair, Equitable and Ethical Principles.

(a) A person who is an investment adviser or an investment adviser

representative is a fiduciary and in the context of providing investment advisory services

has a duty to act primarily for the benefit of his or her clients.

(b) The following activities do not promote "fair, equitable or ethical principles," as
that phrase is used in Section 25238 of the Code:

&) (1) Recommending to a client to whom investment supervisory, management
or consulting services are provided the purchase, sale or exchange of any security
without reasonable grounds to believe that the recommendation is suitable for the client
on the basis of information furnished by the client after reasonable inquiry concerning
the client's investment objectives, financial situation and needs, and any other
information known or acquired by the adviser after reasonable examination of such of
the client's records as may be provided to the adviser.

b} (2) Placing an order to purchase or sell a security for the account of a client
without authority to do so.

e} (3) Placing an order to purchase or sell a security for the account of a client
upon instruction of a third party without first having obtained a written third-party trading
authorization from the client.

(&) (4) Exercising any discretionary power, including any power of attorney, in
placing an order for the purchase or sale of securities without first obtaining written
discretionary authority, unless the discretionary power relates solely to the price at
which, or the time when, an order involving a definite amount of a specified security

shall be executed, or both.
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{e} (5) Inducing trading in a client's account that is excessive in size and
frequency in view of the financial resources, investment objectives and character of the
account,

6 (6) Borrowing money or securities from a client unless the client is a broker-
dealer, an affiliate of the adviser, or a financial institution engaged in the business of
loaning funds or securities.

{g) (7) Loaning money to a client unless the adviser is a financial institution
engaged in the business of loaning funds or the client is an affiliate of the adviser.

) (8) Misrepresenting to any advisory client, or any prospective advisory client,
the qualifications of the adviser, its representatives or any employees, or
misrepresenting the nature of the advisory services being offered or fees to be charged
for such service, or omitting to state a material fact necessary to make the statements
made regarding the qualifications, services or fees, in light of the circumstances under
which they are made, not misleading.

) (9) Providing a report or recommendation to any advisory client prepared by
someone other than the adviser without disclosing the fact. This prohibition does not
apply, however, to a situation where the adviser uses published research reports or
statistical analyses to render advice or where an adviser orders such a report in the
normal course of providing service.

&) (10) Charging a client an advisory fee that is unreasonable in light of the type
of services to be provided, the experience and expertise of the adviser, the
sophistication and bargaining power of the client, and whether the adviser has disclosed

that lower fees for comparable services may be available from other sources.
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&) (11) Failing to disclose to a client in writing before entering into or renewing
an advisory agreement with that client any material conflict of interest relating to the
adviser, its representatives or any of its employees, which could be reasonably
expected to impair the rendering of unbiased and objective advice including:

& (A) Compensation arrangements connected with advisory services to clients
which are in addition to compensation from such clients for such services; and

&) (B) Charging a client an advisory fee for rendering advice without disclosing
that a commission for executing securities transactions pursuant to such advice will be
received by the adviser, its representatives or its employees, or that such advisory fee is
being reduced by the amount of the commission earned by the adviser, its
representatives or employees for the sale of securities to the client.

& (12) Guaranteeing a client that a specific result will be achieved (e.g., a gain or
no loss) as a result of the advice which will be rendered.

) (13) Disclosing the identity, affairs,-er investments, or other confidential

information of any client to any third party unless required by law to do so, or unless
consented to by the client.

) (14) Entering into, extending or renewing any investment advisory contract,
other than a contract for impersonal advisory services, unless such contract is in writing
and discloses, in substance, the services to be provided, the term of the contract, the
advisory fee or the formula for computing the fee the amount or the manner of
calculation of the amount of the prepaid fee to be returned in the event of contract
termination or nonperformance, whether the contract grants discretionary power to the

adviser or its representatives.
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{e) (15) Making any untrue statement of a material fact or omitting a statement of
material fact necessary in order to make the statements made, in light of the
circumstances under which they are made, not misleading in the solicitation of advisory
clients.

(16) Failing to comply with Section 260.238.1 of these rules.

(17) Including in an advisory contract, any condition, stipulation, or provision

binding any person to waive compliance with any provision of these rules.

(18) Engaging in conduct or any act, indirectly or through any other person,

which would be unlawful for such person to do directly under the provisions of these

rules.

(c) The conduct set forth above is not inclusive. Engading in other conduct such

as non-disclosure, incomplete disclosure, or deceptive practices shall be deemed an

unethical business practice.

NOTE: Authority cited: Sections 25238 and 25610, Corporations Code.

Reference: Section 25238, Corporations Code.

8. Adopt Section 260.238.1 to read:

8§ 260.238.1. Investment Adviser Code of Ethics.

Every investment adviser licensed or required to be licensed shall establish,

maintain, and enforce policies and procedures reasonably designed to prevent the

misuse of material, nonpublic information by such investment adviser or any of the

investment adviser’'s supervised persons.

(a) These policies shall be written and at a minimum shall include:
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(1) A standard of business conduct that the investment adviser requires of any

investment adviser representative that reflects the fiduciary obligations of the

investment adviser and those of the investment adviser representatives.

(2) Provisions requiring supervised persons to comply with applicable federal and

state securities laws;

(3) Provisions requiring the investment adviser to provide each of the supervised

persons with a copy of the code of ethics and any amendments, and requiring the

supervised persons to provide the investment adviser with a written acknowledgment of

their receipt of the code and any amendments;

(4) Provisions requiring supervised persons to report any violations of the code of

ethics promptly to the investment adviser or other person designated in the code of

ethics;

(5) Provisions reasonably designed to prevent access to material nonpublic

information about the securities recommendations and clients' securities holdings and

transactions, by persons who do not need such information to perform their duties; and

(6) Provisions requiring the investment adviser and investment adviser

representatives to maintain records of all securities holdings and transactions required

by paragraphs 260.241.3(a)(12) and (13) of these rules.

(b) Small Advisers. If the investment adviser has only one investment adviser

representative (i.e., himself or herself), the investment adviser is not required to create

written procedures as set forth in subsection (a) of this section, if the investment adviser

maintains records of all holdings and transactions required by paragraphs

260.241.3(a)(12) and (13) of these rules.

(c) Definitions. For the purpose of this section:
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(1) “Federal securities laws” means the Securities Act of 1933 (15 U.S.C. 77a-

aa), the Securities Exchange Act of 1934 (15 U.S.C. 78a — mm), the Sarbanes-Oxley

Act of 2002 (Pub. L. 107-204, 116 Stat. 745 (2002)), the Investment Company Act of

1940 (15 U.S.C. 80a), the Investment Advisers Act of 1940 (15 U.S.C. 80b), Title V of

the Gramm-Leach-Bliley Act (Pub. L. No. 106-102, 113 Stat. 1338 (1999)), any rules

adopted by the Securities and Exchange Commission under any of these statutes, the

Bank Secrecy Act (31 U.S.C. 5311 — 5314; 5316 — 5332) as it applies to funds and

investment advisers, and any rules adopted thereunder by the Securities and Exchange

Commission or the Department of the Treasury.

(2) “State securities laws” means the Corporate Securities Law of 1968

(Corporations Code 25000 et seq.) and any rules promulgated thereunder by the

Commissioner of Corporations.

(3) “Supervised person’” means any partner, officer, director (or other person

occupying a similar status or performing similar functions), or employee of an

investment adviser, or other person who provides investment advice on behalf of the

investment adviser and is subject to the supervision and control of the investment

adviser, or any person defined in Section 25009.5 of the Code.

NOTE: Authority cited: Sections 25238 and 25610, Corporations Code.

Reference: Section 25238, Corporations Code.

9. Adopt Section 260.238.2 to read:

8 260.238.2. Payments for Client Solicitations.
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(a) It shall be unlawful for any investment adviser licensed or required to be

licensed pursuant to Section 25230 to pay compensation, directly or indirectly, to a

solicitor with respect to solicitation activities unless:

(1) The investment adviser is licensed under Section 25230 of the Code;

(2) The solicitor is in compliance with reporting requirements set forth in Section

260.236.1 of these rules.

(3)The solicitor is not a person who is:

(A) Subiject to the Commissioner’s order under Section 25232.1 of the Code, or

(B) (i) subject to a Securities and Exchange Commission order issued under

section 203(f) of the Investment Advisers Act of 1940, or (ii) convicted within the

previous ten years of any felony or misdemeanor involving conduct described in section

203(e)(2)(A) through (D) of the Investment Advisers Act of 1940, or (iii) who has been

found by the Securities and Exchange Commission to have engaged, or has been

convicted of engaging, in any of the conduct specified in paragraphs (1), (5) or (6) of

section 203(e) of the Investment Advisers Act of 1940, or (iv) is subject to an order,

judgment or decree described in section 203(e)(4) of the Investment Advisers Act of

1940;

(4) The compensation is paid pursuant to a written agreement to which the

adviser is a party, which agreement the investment adviser shall retain a copy of as part

of the records required to be kept under Section 260.241.3 of these rules; and

(5) The compensation is paid to a solicitor:

(A) With respect to solicitation activities for the provision of impersonal advisory

services only; or
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(B) Who is (i) a partner, officer, director or employee of such investment adviser

or (ii) a partner, officer, director or employee of a person which controls, is controlled by,

or is under common control with such investment adviser; provided that the status of

such solicitor as a partner, officer, director or employee of such investment adviser or

other person, and any affiliation between the investment adviser and such other person,

is disclosed to the client at the time of the solicitation or referral; or

(C) Other than a solicitor specified in subparagraph (a)(5)(A) or (B) of this section

if all of the following conditions are met:

(i) The written agreement required by paragraph (a)(4) of this section: (1)

describes the solicitation activities to be engaged in by the solicitor on behalf of the

investment adviser and the compensation to be received therefor; (2) contains an

undertaking by the solicitor to perform his or her duties under the agreement in a

manner consistent with the instructions of the investment adviser and the provisions of

the Code and the rules thereunder; (3) requires that the solicitor, at the time of any

solicitation activities for which compensation is paid or to be paid by the investment

adviser, provide the client with a current copy of the investment adviser's brochure

required by Section 260.235.5 of these rules and a separate written disclosure

document described in subsection (b) of this rule.

(ii) The investment adviser receives from the client, prior to or at the time of

entering into any written or oral investment advisory contract with such client, a signed

and dated acknowledgment of receipt of the investment adviser's brochure and the

solicitor's written disclosure document. The investment adviser shall retain a copy of

each acknowledgment and solicitor disclosure document as part of the records required

to be kept under Section 260.241.3 of these rules.
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(iii) The investment adviser ascertains that the solicitor has complied with the

agreement.

(b) The separate written disclosure document required to be furnished by the

solicitor to the client pursuant to this section shall contain the following information:

(1) The name of the solicitor;

(2) The name of the investment adviser;

(3) The nature of the relationship, including any affiliation, between the solicitor

and the investment adviser;

(4) A statement that the solicitor will be compensated for his or her solicitation

services by the investment adviser:;

(5) The terms of such compensation arrangement, including a description of the

compensation paid or to be paid to the solicitor; and

(6) The amount, if any, for the cost of obtaining his or her account the client will

be charged in addition to the advisory fee, and the differential, if any, amonq clients with

respect to the amount or level of advisory fees charged by the investment adviser if

such differential is attributable to the existence of any arrangement pursuant to which

the investment adviser has agreed to compensate the solicitor for soliciting clients for,

or referring clients to, the investment adviser.

(c) Nothing in this section shall be deemed to relieve any person of any fiduciary

or other obligation to which such person may be subject under any law.

(d) For purposes of this section:

(1) Solicitor means any person who, directly or indirectly, solicits any client for, or

refers any client to, an investment adviser.

(2) Client includes any prospective client.
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(3) Impersonal advisory services means investment advisory services provided

solely by means of (A) written materials or oral statements which do not purport to meet

the objectives or needs of the specific client, (B) statistical information containing no

expressions of opinions as to the investment merits of particular securities, or (C) any

combination of the foregoing services.

NOTE: Authority cited: Sections 25238 and 25610, Corporations Code.

Reference: Section 25238, Corporations Code.

10. Adopt Section 260.238.3 to read:

8 260.238.3 Investment Adviser Business Continuity Plan

(a) Each investment adviser licensed or required to be licensed pursuant to

Section 25230 of the Code shall create and maintain a written business continuity plan

identifying procedures relating to an emergency or significant business disruption,

including death or incapacitation of the investment adviser or of any of its

representatives. Such procedures must be reasonably designed to enable the

investment adviser or any of his or her representatives to meet existing obligations to

customers.

(b) Each investment adviser must update its plan in the event of any material

change to the investment adviser's operations, structure, business or location. Each

investment adviser must also conduct an annual review of its business continuity plan to

determine whether any modifications are necessary in light of changes to the

investment adviser's operations, structure, business, or location.
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(c) The elements that comprise a business continuity plan are flexible and may

be tailored to the size and needs of an investment adviser. Each plan should, as

applicable, address:

(1) Data back-up and recovery (hard copy and electronic);

(2) Retention of client records;

(3) Continuity or termination of operations;

(4) Alternate communications between the investment adviser and;

(A) Its customers;

(B) Its employees;

(C) Its investment adviser representatives;

(D) The Commissioner; and

(E) The custodian.

(5) Alternate physical location of employees and investment adviser

representatives.

(6) Requlatory reporting.

(7) How the investment adviser will assure customers' prompt access to their

funds and securities, including prepaid fees, in the event that the investment adviser

determines that it is unable to continue its business.

(8) How the investment adviser will assure customers’ prompt access to their

funds and securities, including prepaid fees, in the event of the investment adviser’'s or

of any of the investment adviser representative’s death or incapacitation, including

alternative contact information.

(9) How the investment adviser will ensure that no client is charged for advi