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(3) Short Title

Exchange transaction exemptions
Investment adviser registration procedure
Waiver of exam requirements for certain investment advisers and investment adviser representatives
Investment adviser capital requirements
Investment adviser required financial reports
Investment adviser custody or possession of funds securities

(4) PA Code Cite

64 Pa. Code § 203.203
64 Pa Code §303.012
64 Pa. Code § 303.032
64 Pa. Code § 303.042
64 Pa. Code §304 022
64 Pa. Code § 404.013

(5) Agency Contacts & Telephone Numbers

Primary Contact:
Mary E. Peters
783-4186

Secondary Contact:
Paul M. Schwartz
705-2961
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(6) Type of Rulemaking(check one)

X Proposed Rulemaking
Find Order Adopting Regulation
Final Order, Proposed Rulemaking Omitted

(7) Is a 120 Day Emergency Certification
Attached?

Yes: By the Attorney General
Yes: By the Governor

(8) Briefly explain the regulation in clear and nontechnical language.
a. Commission Regulation 203.203 would provide a self-executing exemption for certain exchange transactions of debt securities in which

certain accredited investors receive registered debt securities of the issuer in exchange for the issuer's debt securities that originally were
issued in a private transaction under SEC Rule 144A,.

b. Commission Regulation 303.012 would delete use of a management responsibility letter in lieu of an audit report where the investment
adviser applicant is a Certified Public Accountant. This regulation proposal is due to rule changes made by the American Institute of
Certified Public Accountants.

c. Commission Regulation 303.032 would require Certified Public Accountants and attorneys to notify the Commission of their eligibility
for a waiver of the examination requirement for investment advisers and investment adviser representatives,

d. Commission Regulation 303-042 would apply Pennsylvania's net worth requirements to an investment adviser with a principal place
of business in another state when seeking registration in Pennsylvania and tne firm is not currently registered as an investment adviser
in the state where it maintains its principal place of business.

e. Commission Regulation 304,022 would delete use of a management responsibility letter in lieu of an audit report where the investment
adviser applicant is a Certified Public Account. This regulation proposal is due to rule changes made by the American Institute of
Certified Public Accountants.

f. Commission Regulation 404.013 would permit an investment adviser to send itemized client statements to another person authorized by
the client or to reasonably rely on a qualified custodian of the client's funds or securities to send an itemized statement to the client It also
establishes specific criteria to eliminate die audit requirements in certain situations, where the investment adviser has inadvertant custody.
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(9) State the statutory authority for the regulation and any relevant state or federal court decisions.
a. 70 PS. § l-203(r) and

b. 70 P.S. § l-303(a) and

c. 70P.S. §l-303(d) and

d. 70 P.S. § l-304(b) and

e. 70 P.S. §i-304(b) and

f 70 P.S. §l-404(a) and

70 P.S. §l-609(a)

70 P.S. §l-609(a)

70 P.S. §l-609(a)

70 P.S. § l-609(a)

70 P.S. § l-609(a)

70 P.S. §l-609(a)

(10) Is the regulation mandated by any federal or state law or. court order, or federal regulation?
If yes, cite thl specific law, case or regulation, and any deadlines for action.
No - But it is being made to make Pennsylvania rules consistent with recently amended rules of the U.S. Securities and Exchange
Commission (SEC). It will also be consistent with recently amended Model Rules under the Uniform Securities Act of 1956 which were
recently adopted by the North American Securities Administrators Association (NASAA).
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f LOExpMn the compelling public interest that justifies the regulation, What is the problem it
Maresses ?
a. Commission Regulation 203,203 will codify Ac Exemptive Order issued by the Commission and published in the Pennsylvania

Bidkim on March 27,2004 at 34 Pa.B 1734.

b. Amendment to Commission Regulation 303.012 proposes to reflect changes in the rules based on recent changes set by the
AICPA, A1CPA no longer permits members to issue management responsibility letters. This proposed regulation would delete use
of management responsibility letters in lieu of an audit report where the investment adviser applicant is a Certified Public
Accountant or a firm consisting of Certified Public Accountants. Tills proposed regulation will also delete the ability of a public
accountant to render an audit report required by changes made to section 609(c) of the Act by Act 109 of 199S. This amendment
also deletes the definition of "principal" which pertains to the "management responsibility letter* * which is being deleted.

c. Amendment to Commission Regulation 303.032 would require Certified Public Accountants and attorneys to notify the Commission
of their eligibility for a waiver of the examination requirement for investment advisers and investment advisers representatives. All
applicants for registration as an investmentjidviser or investment adviser representative are processed electronically through the web
based Central Registration Depository (CRD). CRD only recognizes exam waivers for certain uniform designations, which do not
include attorneys or CPAs. Therefore, the only way the Commission knows mat those applicants are eligible for a waiver of the exam
requirement is to impose a notification requirement on the applicant.

d. Amendment to Regulation 303,042 would provide that Pennsylvania's net worth requirement applies in a situation where an
investment advisor is seeking registration in Pennsylvania but has its principal place of business in another state and is not registered
in mat other state,

e. Amendment to 304.022 would delete the use of a management responsibility letter in lieu of an audit report where the investment
adviser applicant is a Certified Public Accountant or a firm consisting of Certified Public Accountants, Also the amendment would
delete the ability of public accountant to render an audit report which is required by changes made to section 609(e) of me Act by Act
109 of 1998. Lastly, the amendment would exempt investment advisers with inadvertent custody of clients* funds or securities from
filing an annual audited balance sheet if the investment adviser meets certain exemptive conditions. This amendment also deletes the
definition of "principal" which pertains to the "management responsibility letter** which is being deleted,

£ Amendment to Regulation 404.013 would permit an investment adviser to send itemized client statements to another person
authorized by the client or to reasonably rely on a qualified custodian of the client's funds or securities to send an itemized statement
to the client.

(12) State the public health, safety ? environmental or general welfare risks associated with
non-reciilation:

The following regulations are being proposed for the following reasons:

Regulation 203,203 would codify the Exemptive Order issued by the Commission and published in the Pennsylvania Bulletin on March 27,
2004 at 34 Pa3.1734,

Regulation 303.012 would be amended to reflect changes made by the AICPA and changes made to section 609(c) of the act by Act 109 of
1998.

Regulation 303.032 would be amended to remedy the current situation where the Commission has no way of knowing which attorneys and
CPAs are eligible for a waiver of exam requirements by imposing a notification requirement

Regulation 303.042 would set a net worm requirement that was not previously addressed when the regulations was previously amended
because of the National Securities Markets Improvement Act of 1996 (NSMIA).

Regulation 304.022 would be amended to reflect changes made by the AJCPA and changes made to section 609( c) of the act by Act 109 of
1998.

Regulation 404.013 would clarify which investment advisers are subject to the additional requirements. Specifically, it would exempt
investment advisers who only have inadvertent custody in certain situations.
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(13) Describe who will benefit from timjegulation. (Quantify tbe benefits as completely as
possible ana approximate the number orpeople who will benefit.)

Issuers offering certain debt securities and certain debt security holders in Pennsylvania and investment advisers will be the primary
beneficiaries of these regulatory proposals.

f 14) Describe who will be adversely affected by the, regulation.,, (Quantify, the adverse effects
ossible and approximate the number ofpeople who will be adverselyletely as possit

No one.

(15) List, the persons
(Approximate the w

or entities thatfwill be required to comply with the regulation,
people who will be required to comply.)

Investment advisers who are required to be registered with the Commission and have custody of clients* funds or securities, which the
Commission estimates to be less than ten registrants. Also issuers that engage in a SEC Rule 144A Exchange Transaction with a holder of
debt securities located in Pennsylvania, Attorneys and CPAs who arc eligible for examination waiver.

escribe the communications with and input from the miblic in the develomner
g of the regulation. List the persons ana/or groups who were involved, ^applicable.

The Commission sought input of the replated community, primarily by means of the Commission's Attorney Advisory Committee,

community,
iwhcedures ich

(17) Provide ,a specific estimate Mthe costs and/or savings to the r e & T . ^ « ^
associated w4ULcompIiance? including and legal* accounting or consulting pro*

The new exemption for SEC Rule 144A Exchange Transactions will eliminate a current requirement that such transactions be registered
under Section 205 or 206 of the 1972 Act The Commission anticipates an annual revenue loss to the General Fund of approximately
$7,500, The proposed amendments applicable to the few investment adviser registrants who have custody of clients* funds or securities will
not impose significant additional record keeping costs beyond those which currently exist

(18) Provide a specific estimate of the costs and/or savinp to local governments associated with compliance, including any legal, accounting
or consulting procedures which may be required.

The proposed regulatory actions do not affect local government.

(19\Frovide,a specific estimate of costs and/or savings to state government associated with the
implementation of thejreguiation. including any legal; accounting, or consulting procedures
wmch maybe required.
The new exemption for SEC Rule 144A Exchange Transactions will eliminate a current requirement that such transactions be registered
under Section 205 or 206 of the 1972 Act The Commission anticipates an annual revenue loss to the General Fund of approximately
$7,500. The proposed amendments applicable to the few investment adviser registrants who have custody of clients* funds or securities will
not impose significant additional record keeping costs beyond those which currently exist.

(20)In the table below, provide an estimate qf the fiscal sayings and costs associated with
unplementatipn and compliance Tor the regulated community rTocai government, and state
government tor the current year and five subsequent years. *'

(in thousands) Current FY
Year

FY+1
Year

FY+2
Year

FY+3
Year

FY+4
Year

FY+5
Year

SAVINGS:

Replated Community

Local Government
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State Government

Total Savings

COSTS:

Regulated Community

Local Government

State Government

Total Costs

REVENUE LOSSES:

Regulated Community

Local Government

State Government

Total Revenue Losses

7,500

7,500

Analysis
|l§PSi|i|i||j§§RjjjjEP

Form JBMMMi

(20a) Explain how the cost estimates listed above were derived.
For proposed Regulation 203,203, the Commission estimates a loss of 15 registrants per year with a filing fee of $500 per registrant for a
total revenue loss of $7,500 per year

For the regulated community, the Commission does not have reliable data available to ascertain the amount of legal, accounting and other
costs associated with the few investment adviser registrants who have custody of clients* funds or securities. To the contrary, the
Commission believes that these changes may result in cost savinp to the regulated community because of exempt! ve provisions for certain
investment advisers.

(20b) Provide the past three year expenditure history for programs affected by the regulation.

PROGRAM

PA Securities
Commission
{TOM Stute
Appropriation)

FY-3 FY-2 FY-1 Current FY

(21)IJsing the cost-benefit information provided above* explain how the benefits of the
regulation outweigh the adverse effects and costs.
All of the regulatory proposals contained herein are beneficial as thevreduce compliance costs
on the regulated community without increasing program costs to the Commission:

(22) Describe^the nonregulatory alternatives considered and the costs associated with those
alternatives. Provide the reasons for their dismissal
All of the rcplatory proposals arc derived from specific statutory sections in the Act which authorize the Commission to take action only by
rule. Therefore, no non-regulatory alternatives were considered for the Commission Regulations proposed herein.
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(23) Describe alternative regulatory schemes considered and the costs associated with those
schemes. Provide the reasons for their dismissal.
Due to the response to Item 22, no alternative regulatory schemes were considered.

(24) Are. there any .provisions that aremore^trmg^it than federal standards?^ If yes, identify
the spepinc provisions and t ie compelling FenMyTvania interest that demands stronger
regulation, r & B

None of flic regulatory proposals are more stringent than comparable federal standards.

£25) How does this regulation compare with those of other stotes? Will the regulation put
Ferinsylvania at a competitive disadvantage with other states?
One of the focal points of Act 109 of 1998 and these subsequent regulatory proposals was to create uniformity in treatment of exemptions
and registrations with other states as outlined in the Uniform Securities Act, which has been adopted in a majority of states, including
Pennsylvania.

i) Will the regulaticm affect existing grproposed regulations of the promulgating agency or
er state agencies? if yes, explain aM provide specific citations.

The proposed regulations affect only the promulgating agency.

(27) Will any public hearings or mfcraiational meetings be scheduled? Please provide the
aates, times and locations, nappIicaBle, r

The Commission has previewed these replatory proposals with the Commission's Attorney Advisory Committee.

(28).Willthe^e

required as a rei

;e existing
Langes;

;, record keeping, or other J ^ f r w o j ^
pies oi forms or reports whrch wiITbe

ot implementation, it available:
a. Commission Regulation 203,203 would create a self-executing, exemption for SEC Rule 144A exchange transactions.

b. Commission Regulation 303,032 would require attorneys and Certified Public Accountants to report tiieir eligibility for waiver of the
examination requirement to the Commission.
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(29vp;
pniffected ground of perso
businesses, and farmers.

ial provisions which have been developed to meet the partic
rsons including, but not limited to, minorities, elderly, small

jular needs

lianee
nses or

(3,0) What is the anticipated effective date of the regulation; the date by, which comph
with the regulation wm be required; mid the date by which any required permits, licen
other apprdVais must be oDtamed?
It is anticipated that the regulations will become effective upon publication of final rulemaking in the Penmyhania Bulletin,

(31) Provide the schedule for continual review of the regulation.
The Commission Regulations proposed herein will be periodically reviewed by staff and, where changes are warranted, they will be included
in the Commission's Regulatory Agenda.
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PROPOSED RULEMAKING
PENNSYLVANIA SECURITIES COMMISSION

Statutory Authority

Notice is hereby given that the Pennsylvania Securities Commission (Commission),
pursuant to the authority contained in sections 203(r); 3O3(a) and (d); and 304(b) of the
Pennsylvania Securities Act of 1972, as amended, Act of December 5,1972 (PX. 1280, No. 284)
(70 P.S, §§1-101 etseq.) (Act), proposes to adopt and amend regulations concerning the subject
matter of the Act set forth in Annex A and further described under the Summary of Regulations.

Summary and Purpose of Regulations

§203.203. The Commission proposes to adopt a regulation that will provide a self-executing
exemption for certain exchange transactions of debt securities in which certain
Accredited Investors receive registered debt securities of the issuer in exchange
for the issuer's debt securities that originally were issued in a private transaction
under SEC Rule 144A (Rule 144A Exchange Transactions). This new regulation
will codify the Exemptive Order issued by the Commission and published in the
Pennsylvania Bulletin on March 27,2004 at 34 Pa.B. 1734.

§303.012 Since the American Institute of Certified Public Accountants no longer permits its
members to issue management responsibility letters, the Commission proposes to
amend this regulation to delete use of a management responsibility letter in lieu of
an audit report where the investment adviser applicant is a certified public
accountant or a firm consisting of certified public accountants. The Commission
also proposes to delete the definition of principal which was used to define who
could sign a management responsibility letter. Also, the Commission proposes to
delete the ability of public accountants to render an audit report which is required
by changes made to Section 609(c) of the Act by Act 109 of 1998.

§303.032. The Commission proposes to amend this regulation to require certified public
accountants and attorneys to notify the Commission of their eligibility for a
waiver of the examination requirement for investment advisers and investment
adviser representatives. All applications for registration as an investment adviser
or investment adviser representative are processed electronically through the web
based Investment Adviser Registration Depository (IARD). IARD only
recognizes exam waivers for certain uniform designations (codified at
§303.032(c)(l)(ii)(A)-(E) which do not include attorneys or CPAs. Therefore, the
only way the Commission knows that those applicants are eligible for a waiver of
the exam requirement is to impose a notification requirement on the applicant.



PROPOSED RULEMAKING
PENNSYLVANIA SECURITIES COMMISSION

3
§3OX.O42. Staff recently encountered a situation where it had to determine what net worth

requirement applied to an investment adviser seeking registration in Pennsylvania
which had its principal place of business in another state but was not licensed as
an investment adviser in that state. Under the federal National Securities Markets
Improvement Act of 1996 (NSMIA), the Commission must defer to the net worth
requirements of the state where the investment adviser has its principal place of
business if the investment adviser currently is licensed in that state and in
compliance with that state's net worth requirements. Since NSMIA did not
provide for the case at hand, staff applied PA's net worth requirement. Therefore,
the Commission proposes to amend this regulation to state that Pennsylvania's net
worth requirements apply where an investment adviser with a principal place of
business in another state seeks registration in Pennsylvania but is not currently
registered as an investment adviser in the state where it maintains its principal
place of business.

The Commission proposes to amend this regulation to make it clear that an
investment adviser will not be deemed to have custody of client's funds or
securities and thereby be subject to a higher net worth requirement solely due to
the investment adviser receiving a fee directly from the assets of the client,
serving as a general partner of a pooled investment vehicle or serving as a trustee
of a family beneficial trust if the investment adviser meets certain conditions.

§304.022. Since the American Institute of Certified Public Accountants no longer permits its
members to issue management responsibility letters, the Commission proposes to
amend this regulation to delete use of a management responsibility letter in lieu of
an audit report where the investment adviser applicant is a certified public
accountant or a firm consisting of certified public accountants. Also, the
Commission proposes to delete the ability of public accountants to render an audit
report which is required by changes made to Section 609(c) of the Act by Act 109
of 1998. The Commission further proposes to delete the definition of principal
which was used to define who could sign a management responsibility letter.
Lastly, the Commission proposes to exempt investment advisers with custody of
clients' funds or securities from filing an annual audited balance sheet if they only
inadvertently held clients' funds or securities and returned them to the client
within three business days.

§404.013. The Commission proposes to amend its regulation to permit an investment adviser
to send itemized client statements to a another person authorized by the client or
to reasonably rely on a qualified custodian of the client's funds or securities to
send an itemized statement to the client.



PROPOSED RULEMAKING
PENNSYLVANIA SECURITIES COMMISSION

Persons Affected by these Regulations

Investment advisers who are required to be registered with the Commission and have
custody of clients' funds or securities, which the Commission estimates to be less than ten
registrants, will be affected by these proposed amendments. Also affected will be issuers that
engage in a Rule 144 A Exchange Transaction with a holder of debt securities located in
Pennsylvania.

Fiscal Impact

The new exemption for Rule 144A Exchange Transactions will eliminate a current
requirement that such transactions be registered under Section 205 or 206 of the 1972 Act. The
Commission anticipates an annual revenue loss to the General Fund of approximately $7,500.
The proposed amendments applicable to the few investment adviser registrants who have custody
of clients* funds or securities will not impose significant additional record keeping costs beyond
those which currently exist.

Paperwork

The next exemption for Rule 144A Exchange Transactions will eliminate the filing of
Commission Form R. Commission proposes to eliminate Form 203-1. The proposed
amendments applicable to the few investment adviser registrants who have custody of clients'
funds or securities will require some new record keeping.

Effective Date

The proposed amendments and regulations will become effective upon publication in the
Pennsylvania Bulletin as final-form regulations.

Regulatory Review

Under Section 5(a) of the Regulatory Review Act (71 P.S. § 745.5(a)), on ,
the Commission submitted a copy of these proposed amendments to the Independent Regulatory
Review Commission (IRRC) and the Chairpersons of the House Committee on Commerce and
Economic Development and the Senate Committee on Banking and Insurance for comment and
review. In addition to submitting the proposed amendments, the Commission has provided
IRRC and the Committees with a copy of a detailed Regulatory Analysis form prepared by the
Commission in compliance with Executive Order 1996-1, "Regulatory Review and
Promulgation." A copy of this material is available upon request.



PROPOSED RULEMAKING
PENNSYLVANIA SECURITIES COMMISSION

If IRRC has objections to any portion of the proposed amendments, it will notify the
Commission within 10 days of the close of the committee comment period. The notification
shall specify the regulatory review criteria which have not been met. The Regulatory Review Act
specifies detailed procedures for review, prior to final publication of the final-form regulations by
the Commission, the General Assembly and the Governor of objections raised.

Availability in Alternative Formats

This proposed rulemaking may be made available in alternative formats upon request.
The Commission also will receive comments on this proposed rulemaking in alternative formats.
TDD users should use the AT&T Relay Center (800) 854-5984. To make arrangements for
alternative formats, contact Sam Dengel, ADA Coordinator, at (717) 787-6828.

Contact Person

Interested persons are invited to send comments concerning the proposed amendments
within 30 days of publication of this notice to Paul S. Schwartz, Director, Division of Licensing,
Securities Commission, Eastgate Building, 1010 N. Seventh Street, 2nd Floor, Harrisburg, PA
17102-1410, (717) 705-2961. Mr. Schwartz also is the contact person for an explanation of the
proposed amendments and regulations.

BY ORDER OF THE COMMISSION

wfo
S. PARSONS, SECRETARY



ANNEX A

§203.203. Certain Rule 144A exchange transactions exempt

Under section 203(r) of the act (70 P.S. §1-203), the Commission finds that it is neither
necessary nor appropriate for the protection of investors to require registration under section 201
of the act (70 P.S. §1-201) for the offer or sale of a security in a transaction if the following
requirements are met:

(1) A person who owns outstanding debt securities (and any related guarantees)
exchanges those securities for debt securities (and any related guarantees) of the same issuer
which are the subject of an effective registration statement filed with the United States Securities
and Exchange Commission (SEC) under Section 5 of the Securities Act of 1933 (15 U.S.C.
§77(e)) (Exchange Transaction).

(2) The outstanding debt securities (and any related guarantees) are "restricted securities"
as that term is defined in SEC Regulation 144(a)(3) (17 CFR 230.144(a)(3)).

(3) No consideration is paid by the owner of the outstanding debt securities (and any
related guarantees) in connection with the Exchange Transaction.

(4) There are no material differences in the terms of the outstanding debt securities (and
any related guarantees) and the debt securities (and any related guarantees) which are the subject
of the Exchange Transaction.

§ 303.012. Investment adviser registration procedure.

* * *

(b) Except as set forth in subsection (f), the following statements of financial condition shall
accompany an application for initial registration as an investment adviser:

(1) An applicant that has custody of client funds or securities or an applicant that requires
payment of advisory fees 6 months or more in advance and in excess of $1,200 per client shall
file an audited balance sheet of the applicant prepared in accordance with generally accepted
accounting principles and accompanied by a standard audit report containing an unqualified
opinion of an independent certified public accountant [or an independent public accountant].
The accountant shall submit, as a supplementary opinion, comments based upon the audit as to
material inadequacies found to exist in the accounting system, the internal accounting controls
and the procedures for safeguarding securities and funds and shall indicate corrective action
taken or proposed. The balance sheet required by this paragraph shall be as of the end of the



applicant's most recent fiscal year. If that balance sheet is as of a date more than 45 days prior to
the date of filing the application, the applicant also shall file a subsequent balance sheet prepared
in accordance with generally accepted accounting principles as of a date within 45 days of the
date of filing. This balance sheet may be unaudited and may be prepared by management of the
applicant [If the applicant is a certified public accountant or a public accountant or whose
principals include one or more certified public accountants or public accountants, the
applicant, in lieu of filing an audit report, may file a report modeled after the management
responsibility letter contained in paragraph 9600.22 of the American Institute of Certified
Public Accountant's Technical Information Service and signed by a certified public
accountant or public accountant who either is the applicant or one of the principals of the
applicant]

* * *

(e) For purposes of this section, the following terms have the following meanings:

[Principal-The chair, president, chief executive officer, general manager, chief
operating officer, chief financial officer, vice president or other officer in charge of a
principal business function (including sales, administration, finance, marketing, research
and credit), secretary, treasurer, controller and any other natural person who performs
similar functions.]

Principal place of business - The meaning set forth in 17 CFR 275-203 A-3(c) (relating to
definitions) promulgated under the Investment Advisers Act of 1940 (15 U.S.C.A. §§80b-l —
80b-21).

§303.032. Examination requirements for investment advisers and investment adviser
representatives.

* * *

(c) Waivers of exam requirements. Compliance with subsection (a) is waived if:

* * *

(2) The individual is licensed as a certified public accountant, is currently in good
standing and has no disciplinary history that requires an affirmative response to Items [23 A-E]
14A-E or Item [23H] 14H of Form U-4 or successor items thereto, and has notified the
Commission that the individual is eligible for a waiver of the examination requirement
imposed bv subsection (a).



(3) The individual is licensed as an attorney, is currently in good standing and has no
disciplinary history that requires an affirmative response to Items [23A-E] 14A-E or Item [23H]
14H of Form U-4 or successor items thereto* and has notified the Commission that the
individual is eligible for a waiver of the examination requirement imposed by subsection
£H.

(4) The individual has received an order from the Commission waiving compliance with
subsection (a).

§303.042. Investment adviser capital requirements.

(a) Every investment adviser registered [or required to be registered] under section 301 of the
act (70 P,S. §1-301) shall maintain at all times the following net worth requirements:

(1) fAnl The following shall apply where an investment adviser [that] has its principal
place of business in a state other than this Commonwealth [shall maintain the net worth
required by the state where the investment adviser maintains its principal place of business
if the investment adviser currently is licensed in that state and is in compliance with that
state's net worth requirements].

(i) If the investment adviser currently is licensed as an investment adviser in
the state in which it maintains its principal place of business and is in compliance with that
state9 s net worth requirements, the net worth required bv this section shall be the same as
the net worth requirement imposed by that state.

(if) If the investment adviser currently is not licensed as an investment
adviser in the state in which it maintains its principal place of business* the net worth
required by this section shall be the same as if the investment adviser had its principal
place of business in this Commonwealth.

* * *

(3) An investment adviser that has its principal place of business in this Commonwealth
and has custody of client funds or securities shall maintain at all times a minimum net worth of
$35,000 [except] unless the investment adviser meets any of the following:

(ft The investment adviser has custody solely as a result of receiving
fees directly deducted from clients' funds or securities if the investment adviser:

(A) Possesses written authorization from the client to deduct
advisory fees from an account held bv a qualified custodian.

8



CB) Sends the qualified custodian written notice of the amount
of the fee to be deducted from the client's account

(O Sends the client a written invoice itemizing the fee,
including any formulae used to calculate the fee, the time period covered by the fee and the
amount of assets under management on which the fee was based,

(ii) The investment adviser has custody solely as a result of serving as
a general partner* manager of a limited liability company or a person occupying a similar
status or performing a similar function which gives the investment adviser or its supervised
person legal ownership or access to client funds or securities if:

(A) The pooled investment vehicle is subject to audit at least
annually and distributes its audited financial statements which have been prepared bv an
independent certified public accountant in accordance with generally accepted accounting
principles to all limited partners* members or beneficial owners within 120 days of the end
of its fiscal vear»

(B) The investment adviser:

(D Hires an independent party to review all fees.
expenses and capital withdrawals from the accounts included in the pooled investment
vehicle prior to forwarding them to the qualified custodian with the independent party's
approval for payment

(ID Sends written invoices or receipts to the
independent party which describe the amount of the fees (including any formulae used to
calculate the fees, the time period covered bv the fees and the amount of assets under
management on which the fees were based), expenses or capital withdrawals for the
independent party to verify that payment of the fees, expenses or capital withdrawals is in
accordance with the documents governing the operation of the pooled investment vehicle
and any statutory requirements applicable thereto.

(iift The investment adviser has custody solely as a result of acting as
trustee for a beneficial trust in which the beneficial owners of the trust are a parent or step-
parent; grandparent or step-grandparent; spouse, brother or step-brother, sister or step-
sister, or grandchild or step-grandchild of the investment adviser,

• * *

(c) For the purpose of this section, the following terms have the following meanings:

Custody — A person is deemed to have custody of client funds or securities if the person directly



or indirectly holds clients funds or securities, has any authority to obtain possession of them or
has the ability to appropriate them.

Independent party - A person who meets all of the following requirements:

(1) Is engaged bv an investment adviser with respect to payment of fees, expenses or
capital withdrawals from a pooled investment vehicle in which the investment adviser has
custody solely as a result of serving as a general partner* manager of a limited liability
company or a person occupying a similar status or performing a similar function which
gives the investment adviser or its supervised person legal ownership or access to client
funds or securities,

(2) Does not control* is not controlled bv, and is not under common control with the
investment adviser*

(3) Within the preceding consecutive 12 month period, did not derive 5% or more of
its gross revenues from the investment adviser who hired the person to be an independent
party, including the amount to be received from the investment adviser under the terms of
the independent party engagement*

Net capital - The meaning set forth in 17 CFR 240.15c3-l (relating to net capital requirements
for brokers or dealers), promulgated under the Securities Exchange Act of 1934 (15 U.S.C.A.
§ 78a—78kk).

Net worth—The excess of assets over liabilities as determined by generally accepted accounting
principles reduced by the following:

(i) Prepaid expenses except items properly classified as current assets under generally
accepted accounting principles.

(ii) Deferred charges.

(iii) Goodwill, franchises, organizational expenses, patents, copyrights, marketing rights,
unamortized debt discount and expense and all other assets of an intangible nature.

(iv) Home furnishings, automobiles and any other personal items not readily marketable
in the case of an individual.

(v) Advances or loans to stockholders and officers in the case of a corporation; members
and managers in the case of a limited liability company; and advances or loans to partners in the
case of a partnership.
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Pooled investment vehicle — A limited partnership* limited liability company or En entity
with a similar legal status and performing similar functions, A pooled investment vehicle
does not include an investment company that has filed a registration statement under the
Investment Company Act of 1940 (54 Stat 789.15 U.S.C.S80a-l et seq.l

Principal place of business — The meaning set forth in 17 CFR 275.203 A-3(c)(relating to
definitions) promulgated under the Investment Advisers Act of 1940 (15 U.S.C.A § § 80b-
1— 80b-21).

Qualified custodian — The following shall be considered qualified custodians for purposes of
this section:

(i) A bank as that term is defined in section 102(d) of the act (70 P.S. §l-102(dV).

(if) A federally covered adviser as that term is defined in section 102(f.l) of the act
(70 P.S. Sl-102(f.lVL

(lift A broker dealer registered with the Commission under section 301 of the act (70
P.S. §1-301).

Supervised person - A person who meets the definition in section 202(a)(2fD of the
Investment Advisers Act of 1940 (15 U.S.C. S80b-2(a)(25tt.

§304.022. Investment adviser required financial reports.

(a) Except as provided in [subsection (b)] subsections (b) and (c\ the following investment
advisers registered under section 301 of the act (70 P.S. §1-301) shall file the following reports
of financial condition with the Commission within 120 days of the investment adviser's fiscal
year end:

(1) An investment adviser that has custody of client funds or securities or requires
prepayment of advisory fees 6 months or more in advance and in excess of $1,200 per client shall
file with the Commission an audited balance sheet as of the end of its fiscal year. The balance
sheet shall be prepared in accordance with generally accepted accounting principles and contain
an unqualified opinion of an independent certified public accountant [or independent public
accountant]. The accountant shall submit, as a supplementary opinion, comments based on the
audit as to material inadequacies found to exist in the accounting system, the internal accounting
controls and procedures for safeguarding securities and funds, and shall indicate corrective action
taken or proposed. [If the investment adviser is a certified public accountant or a public
accountant or whose principals include one or more certified public accountants or public
accountants, the investment adviser, in lieu of filing an audit report, may file a report
modeled after the management responsibility letter contained in paragraph 9600.22 of the
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American Institute of Certified Public Accountant's Technical Information Service signed
by a certified public accountant or public accountant or one of the principals of the
investment adviser.]

* * *

(c) [For purposes of this section, the following terms have the following meanings:

Principal - T h e chair, president, chief executive officer, general manager, chief
operating officer, chief financial officer, vice president or other officer in charge of a
principal business function (including sales, administration, finance, marketing, research
and credit), secretary, treasurer, controller and any other natural person who performs
similar functions*

Principal place of business - The meaning set forth in 17 CFR 275-203A-3(c)
(relating to defintions) promulgated under the Investment Advisers Act of 1940 (15
U.S.C.A. §§80b-l - 80b-21).J Where an investment adviser registered under section 301 of
the act inadvertently held or obtained a client's securities or funds and returned them to
the client within three business days or has forwarded third party checks within 24 hours,
the investment adviser shall not be deemed to have custody and subject to the
requirements of subsection (a) if the investment adviser maintains records which contains
the following information about the securities or funds returned to the client:

(1) If a security:

(i) The name of the issuer,

(ifi Type of security.

(lift Date of issuance,

(iv) Certificate number or other identifying information,

(v) Denomination, interest rate and maturity date applicable to a debt
security,

(vi) Name in which the securities are registered,

(2Hf funds:

(i) The name of the payee or beneficial owner,

(ii) Check number, transmittal number, oavor name and address and any
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other identifying information,

(3) Date on which the funds or securities were received bv the investment adviser,

(4) Date on which the funds or securities were sent bv the investment adviser to the
client

(5) Form of delivery used by the investment adviser to transmit the funds or
securities to the client and a copy of written confirmation of receipt of the funds or
securities bv the client

(d) For purposes of this section, the following terms have the following meanings:

Principal place of business - The meaning set forth in 17 CFR 275-203 A-3fc) (relating to
defintions) promulgated under the Investment Advisers Act of 1940 (15 U.S.C.A. §§80b-l -
80b-2R

§403.013. Investment adviser custody or possession of funds or securities.

(a) Failure of an investment adviser not registered as a broker dealer that has custody or
possession of funds or securities in which any client has a beneficial interest to comply with the
requirements of this section shall constitute a fraudulent, deceptive or manipulative act, practice
or course of business, within the meaning of section 404 of the act (70 P.S. §1-404).

(b) An investment adviser registered under Section 301 of the act (70 P.S. §1-301) that has
custody or possession of any funds or securities in which any client has any beneficial interest
shall:

(1) Notify the Commission in writing that the investment adviser has or may have
custody. Such notification shall be given on Form ADV.

(2) Segregate the securities of each client marked to identify the particular client having
the beneficial interest therein and held in safekeeping in some place reasonably free from risk of
destruction or other loss.

(3) Deposit all client funds in one or more bank accounts containing only client's funds.

(4) Maintain the accounts described in paragraph (3) in the name of the investment
adviser as agent or trustee for such clients.

(5) Maintain a separate record for each such account described in paragraph (3) showing
the name and address of the bank where the account is maintained, the dates and amounts of
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deposits in and withdrawals from the account, and the exact amount of each client's beneficial
interest in the account.

(6) Immediately after accepting custody or possession of funds or securities from any
client, notify the client in writing of the place where and the manner in which the funds and
securities will be maintained and subsequently, if and when there is a change in the place where
or the manner in which the funds or securities are maintained, the investment adviser gives
written notice thereof to the client.

(7) At least once every three months, send each client or the client's authorized
representative as defined in this section an itemized statement showing the funds and securities
in the investment adviser's custody at the end of each such period and all debits, credits and
transactions in the client's account during such period or have a reasonable basis for believing
that a qualified custodian will send an itemized statement to each client or the client's
authorized representative during the same time interval containing substantially the same
information.

(8) At least once every calendar year, engage an independent certified public accountant
[or independent public accountant] to verify all client funds and securities by actual
examination at a time chosen by the accountant without prior notice to the investment adviser. A
report stating that an accountant has made an examination of the client funds and securities, and
describing the nature and extent of the examination, shall be filed with the Commission within
30 days after each examination.

(c) Where an independent certified public accountant makes an examination described in
subsection fb)(8) and, upon examination* finds material discrepancies* the accountant shall
notify the Commission within one business day of the finding by means of facsimile
transmission or electronic mail* followed bv first class mail* directed to the Commission's
Division of Licensing.

[(c)] (d) For purposes of this section, a person will be deemed to have custody if [said ] the
person directly or indirectly holds client funds or securities, has any authority to obtain
possession of them, or has the ability to appropriate them.

(e) For the purpose of this section* the following terms have the following meanings:

Authorized representative - The person specified in a written authorization which the client
has signed and filed with the investment adviser or qualified custodian authorizing the
investment adviser or qualified custodian to deliver the client's account statements to that
person.

Qualified custodian - The following shall be considered qualified custodians for purposes of

14



this section:

(i) A bank as that term is defined in section 102fd) of the act (70 P.S. Sl-102fd)).

(ii) A federally covered adviser as that term is defined in section 102(f.l) of the act
(70 P.S. 81-102(f.ltt.

(lift A broker dealer registered with the Commission under section 301 of the act (70
P.S. Sl-301>.
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