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Important Disclosures

Please carefully review the following disclosures and limitations of this course.

Although the sponsor of this course, RIA Compliance Consultants, Inc. (“Sponsor”), is an affiliate
of a law firm and Sponsor may have an individual on its staff that is also licensed as an attorney
providing legal services in a completely separate capacity, Sponsor is not a law firm and does
not provide legal services or legal advice. A consulting relationship with Sponsor does not
provide the same protfections as an attorney-client relationship.

This course is offered for educational purposes only and should not be considered an
engagement with Instructor or Sponsor. This presentation should not be considered a
comprehensive review or analysis of the topics discussed today. These educational materials are
not a substitute for consulting with an attorney or compliance consultant in a one-on-one
context whereby all the facts of your situation can be considered in their entirety.

Key Point: Taking this educational course does not create an attorney-client relationship or a compliance
consulting relationship between you and your Instructor or the program Sponsor. If you have questions
about your particular circumstances, we encourage you to discuss them with your compliance

professional and/or your attorney.




Please Read Our Fine Print

Instructor and Sponsor make all reasonable efforts to ensure the educational material is current and
accurate at the time of presentation. Instructor and Sponsor are not be under an obligation to advise
you of any regulatory developments or subsequent changes to educational material presented in this
IAR CE course.

Information provided during this course is provided "as is" without warranty of any kind, either express or
implied, including, without limitation, warranties and merchantability, fitness for a particular purpose, or
non-infringement. Instructor and Sponsor assume no liability or responsibility for any errors or omissions in
the content of the presentation.

There is no guarantee or promise that concepts, opinions and/or recommendations discussed will be
favorably received by any particular court, arbitration panel or securities regulator or result in a certain

outcome.

Key Point: Laws and regulations change over time, and it is impossible to predict how a court, arbitration
panel, or securities requlator will act in the future. After taking this course, you should be alert for future

regulatory developments.




Keep in Mind...

Communication with Instructor is not protected from discovery by third-parties during litigation or
regulatory proceedings. Please keep questions during this course in a hypothetical form.

Reviewing the slides and/or attending this course does not create a consulting engagement
with RIA Compliance Consultants, Inc. A consulting relationship can be established only after the
following two events have been completed: (1) our thorough review with you of all the relevant
facts pertaining fo a potential engagement; and (2) the execution of a written engagement
and fee agreement and our advance receipt of any retainer required under such an
agreement. The slides and/or course should not be regarded as a complete analysis of the
subjects discussed. The information on these slides and in the course should not be relied upon
as a substitute for one-on-one compliance advice. Often fimes, a party needs professional
advice that applies to his or her specific situation. Your investment adviser firm should retain a
compliance professional and/or aftorney to provide you with specific guidance regarding your
firm’s situation.

Key Point: Do not disclose confidential or proprietary information during this course. If you have questions
about your particular circumstances, we encourage you to discuss them with your compliance
professional and/or your attorney.
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Course

Requirements

Login - You must be logged in during the presentation
under your email address.

View Entire Presentation — You are required to watch the
entire live presentation the course.

Attendance Codes - As you watch the presentation, you
will receive two attendance codes, each containing three
alphanumeric characters. Save these codes. You will need
to enter the full six-chagracter attendance code prior to
accessing the final quiz.
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htfps://www.CE4Advisers.com and select/purchase this
course.
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If you have questions about the content of
C . ' this course or need technical help, please
onten contact us via the email address below:
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» Jarrod James, Senior Vice President of RIA Compliance Consultants,
Inc.

» Experienced compliance professional working with investment
adviser firms since 2001

» Investment Adviser Certified Compliance Professional® designation
since 2007

» Masters of Arts in Management (2005)

»jjames@ria-compliance-consultants.com
»877-345-4034 x 103




»Bryan Hill, President

»RIA Compliance Consultants, Inc.

»Bryan has over 30 years of experience working with investment
advisers, broker-dealers and investors as a compliance consultant,
attorney and executive.

»bhill@ria-compliance-consultants.com
»877-345-4034 x 101




» Teresa O'Grady, Senior Compliance Consultant of

RIA Compliance Consultants, Inc.

» Teresa began her career in the financial services
industry in 1989.

» Significant experience working in almost every facet of
the broker/dealer and investment adviser industry.

» Joined RIA Compliance Consultantsin 2016
» togrady@ria-compliance-consultants.com
» 877-345-4034x 114




»Shelly Welch, Compliance Analyst Il at RIA
Compliance Consultants, Inc.

» Shelly has 27 years of regulatory experience with 19
years as a Compliance Examiner and Chief of
Registration at the Kansas Securities Commissioner’s
office. She joined RIA Compliance Consultants, Inc.
in February 2022.




Limitations & Exclusions

» This course is focused on SEC requirements and does not necessarily cover
additional requirements and differences for state-registered investment
adviser firms. If you are with a state-registered firm, you are encouraged to
review the custody requirements of your home state and other states
where your firm is registered.

» This not an exhaustive review of all custody considerations. Although this
course covers the minimum requirements and the more common custody
situations, there could be additional issues and requirements that apply to
your firm that are not covered in this course.



Learning Objectives / Course Overview

Understand what constitutes 'custody' under Rule 206(4)-2

Best practices for fee deduction and fee audit procedures

Distinguish between first-party and third-party SLOAs

Identify types of custody that trigger a surprise verification exam

Understand custody implications for private fund sponsors

Questions & Answers



Resources

> 206(4)-2 - Custody of funds or securities of clients by investment advisers.
>

» Staff Responses to Questions About the Custody Rule
>

» SEC Investment Management Guidance Update: Inadvertent Custody: Contract
Versus Custodial Contract Authority

>
» SEC No-Action Letter to Investment Adviser Association (Feb. 21, 2017)

>



- Proposed
Safeguarding

Rule -
Withdrawn

The proposed rule sought to broaden the scope of
assets covered by the custody rule, requiring registered
investment advisors to maintain all client assets,
including crypto assets, with qualified custodians.

It also aimed to impose new requirements on qualified
custodians and to explicitly include discretionary frading
authority within the definition of custody.

The new rule was proposed on February 15, 2023

It was formally withdrawn in June 2025



Proposed
-Safeguarding

Rule —
Withdrawn
(contfinued)

The SEC does not intend to issue a final
rule based on the 2023 proposal.

Therefore, existing Rule 206(4)-2 remains
the governing regulation for investment
advisers with custody of client funds or
securifies.




Definition of Custody

Custody means holding, directly or indirectly, client funds or securities, or having any authority fo
obtain possession of them. You have custody if a related person holds, directly or indirectly,
client funds or securities, or has any authority to obtain possession of them, in connection with
advisory services you provide to clients. Custody includes:

» (i) Possession of client funds or securities (but not of checks drawn by clients and made
payable to third parties) unless you receive them inadvertently and you return them to the
sender promptly but in any case within three business days of receiving them;

» (i) Any arrangement (including a general power of attorney) under which you are
authorized or permitted to withdraw client funds or securities maintained with a custodian
upon your instruction to the custodian; and

» (i) 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 frustee of a trust) that gives you or your supervised person legal ownership of or
access to client funds or securities.



Minimum Requirements for Investment Advisers with Custody

1. Client funds and securities must be held by a qualified custodian (include banks,
broker/dealers, and future commission merchants).

2. Clients must know the name/location of the qualified custodian.

3. Clients must receive quarterly account statement directly from the qualified
custodian. Investment adviser firm must have a reasonable belief, upon due
inquiry, the client is receiving account statements.

» Performance/position reports/statements provided by the investment
adviser must include a disclosure urging clients o compare against account
statements from the qualified custodian.

4. Investment advisers must hire third-party accountant to perform surprise
verification examinations.



Consequences for Failing to Comply with the Custody Rule

Non-Compliance can lead to:
» SEC examination deficiencies
» SEC enforcement actions

» Fines and penalties

Need to get Custody RIGHT!

ENFORCEMENT




Fee Deduction and Custody Implications

If fee debit authorization is
the only type of custody, do
not need to answer “yes” to

ltem 9 of Form ADV Part 1.

However, it is still custody and
should be explained at Item
15 of Form ADV Part 2A.

Fee deduction authority is
considered custody, but
does not require surprise
verification examination




Fee Deduction and Custody Implications (continued)

Many state regulators require
delivery of an invoice or
Investment adviser firm must statement at the same time the
attain written authorization from fee is deducted from the
the client to debit advisory fees. account. Not an SEC
requirement but some firms
choose to send invoices.

/Con be provided\ ( )
in the client Must ensure
agreement or invoices are
separate accurate.
authorization.




Custody Rule Enforcement Action

Enforcement Action Against Large IA and BD Firm (Sept. 2023)

Facts: Overcharged 10,900 advisory accounts more than $26.8 million due to incorrect fee
calculations and failure to apply agreed-upon discounts.

Results: Firm agreed to pay $40 million in penalties and restitution.

Key Lesson: Systemic billing errors can lead to massive restitution. Firms must implement
automated controls and periodic fee audits.

Citation & URL: In the Matter of Wells Fargo Clearing Services & Wells Fargo Advisors Financial
Network, LLC (Sept. 2023) https://www.sec.gov/newsroom/press-releases/2023-159



@ Accuracy of fee billing and procedures is always an

examination focus.

.. Implement sufficient policies and procedures for ensure the
=3 accuracy of fee calculations and develop fee audit
procedures.

;l Involve multiple staff memlbers.

Compliance
~Practices for

Automated
Controls and
Fee Audits

ﬁ Conduct back-end reviews.

Ea Maintain written documentation and records of fee audits.

When there are errors, take action to correct and resolve the
error in the best interest of the client.




Standing Letters of Authorization

(SLOAS)

» First-party transfers: between accounts owned by same client is not custody if the conditions outlined in the
SEC'’s February 21, 2017, frequently asked question are followed.

» The client has authorized the adviser in writing to make such transfers and a copy of that authorization is
provided to the qualified custodians, specifying the client accounts maintained with qualified custodians.

» Inthe SEC's view, “specifying” would mean that the written authorization signed by the client and
provided to the sending custodian states with particularity the name and account numbers on sending
and receiving accounts (including the ABA routing number(s) or name(s) of the receiving custodian) such
that the sending custodian has a record that the client has identified the accounts for which the transfer is
being effected as belonging to the client. That authorization does not need to be provided to the
receiving custodian.

» Moreover, in the SEC’s view, an adviser’s authority to transfer client assets between the client’s accounts
at the same qualified custodian or between affiliated qualified custodians that both have access to the
sending and receiving account numbers and client account name (e.g., o make first-party journal
entries) does not constitute custody and does not require further specification of client accounts in the
authorization.



Standing
Letters of

Authorization
(SLOAS)
(continued)

>

>

>

Third-party fransfers: are custody requiring
a surprise verification examination.

Third-party fransfers include the ability,
whether invoked or not, to
tfransfer/wire/move money from a client’s
account to an account not owned by the
client.

The SEC issued a no-action letter to the
Investment Adviser Association (dated
February 21, 2017), setting forth seven
conditions that if followed allow an
investment adviser to avoid surprise exam




Standing Letters of Authorization

(SLOAS) (contfinued)

» Seven conditions to avoid surprise verification examination when using third-
party SLOAs.

1.

The client provides an instruction to the qualified custodian, in writing, that includes
the client’s signature, the third party’s name, and either the third party’s address or
the third party’s account number at a custodian to which the fransfer should be
directed.

The client authorizes the investment adviser, in writing, either on the qualified
custodian’s form or separately, to direct transfers to the third party either on a
specified schedule or from time to time.

The client’s qualified custodian performs appropriate verification of the instruction,
such as a signature review or other method to verify the client’s authorization, and
provides a transfer of funds notice to the client promptly after each fransfer.



Standing Letters of Authorization

(SLOAS) (contfinued)

4. The client has the ability to terminate or change the instruction to the client’s
qualified custodian.

5. The investment adviser has no authority or ability fo designate or change the
identity of the third party, the address, or any other information about the third
party contained in the client’s instruction.

6. The investment adviser maintains records showing that the third party is not a
related party of the investment adviser or located at the same address as the
investment adyviser.

7. The client’s qualified custodian sends the client, in writing, an initial notice
confirming the instruction and an annual notice reconfirming the instruction.



Standing Letters of Authorization (SLOAS) (continued)

» Additional “Condition”

» Investment adviser firms relying on
the no-action letfter are required to
disclose the amount of clients and
dollar amount at Item 9.A. of Form
ADV Part 1A.




Standing Letters of Authorization

(SLOAS) (contfinued)

Have there been enforcement actions specifically for SLOAs?

» Direct enforcement for SLOAs alone is rare, but SLOAs often appear in broader
custody-related cases where advisers failed to:

» Obtain surprise exams
» Deliver audited financials
» Maintain proper controls over disbursements

The SEC has pursued enforcement where weak controls over third-party
disbursements enabled misappropriation.

Example: The SEC charged a firm in 2018 for failing to adopt policies to prevent misuse of
client funds. Adviser personnel could initiate third-party transfers up to $100,000/day based on
verbal confirmations, which allowed a particular advisory personnel to steal client funds. The
firm paid penalties and implemented remedial measures.



Other Types of Custody that Require Surprise Verification Exams

y - » Surprise Verification Exams are required
E when adviser has custody and no
GENERAL POWER exception applies.
OF ATTORNEY » Different Types of Custody
| — » Serving as frustee, executor and other
hereby ~appomi ____/ attorney in fact tcof similar legal capacities for clients.

. . may legally do throug!

my capami;l‘io do every act g | . .
attorney in fact. This power be in full force and effe > BI” poy services
the date below written and € @main in full force andj

until
» Full Power of Aftorney (POA)

or reéa'ﬁgtﬁeamer by either unless SDeCiﬁca"y exte
» Client login access

Dated ‘N /
STATE OF —




Other Types of
Custody that
Require

Surprise
Verification
Exams
(continued)

» Different Types of Custody

» Serving as investment adviser and
trustee for your investment adviser
firm’s company retirement plan.

» Inadvertent Custody

» Depending on the facts and
circumstances, custodial
agreements, client agreements,
and other written authorizations
could impute advisers with custody
they otherwise did not intend to
have.



Other Types of Custody that Require

Surprise Verification Exams (continued)

» |nadvertent Custody

» Adviser may have custody due to the authority resulting from various
agreements that may be in place in connection with relevant
custodial and advisory agreements. The custodial agreement between
a client and custodian may grant an adviser broader access to client
funds or securities than the adviser's own agreement with the client
contemplates. Depending on the wording of or rights conferred by
these custodial agreements, an adviser may have custody, and may
also be subject to the surprise examination requirement, even though it
did not otherwise intend to have such access.



Surprise Verification Exams

» Surprise verification exams must be conducted annually by a third-party,
independent accountant

» Name and contact information of the independent account must be
disclosed at Section 92.C. of Form ADV Part 1A.

» Accountants are required to immediately (within one business day) nofify
the SEC if discrepancies are discovered.

» Results of the surprise verification exam must be reported to the SEC and
made available to the public (via IAPD), by filing Form ADV-E.

» The accountant is required to upload the Form ADV-E.



Surprise Verification Exams (cont.)

Form ADV-E is required not only after the completion of the surprise examination, but also:
» Within four business days of the accountant’s resignation, dismissal, or termination.
» The filing must include:
» The date of the change.
» The name, address, and contact information of the accountant.

» An explanation of any problems related to the examination scope or procedure that contributed to the change

This requirement applies regardless of whether the adviser is switching to another accountant or
terminating the engagement entirely.

The written agreement between the adviser and the accountant must explicitly require the
accountant to:

» File Form ADV-E after the examination.

» Notfify the SEC of any discrepancies or termination



Custody Rule Enforcement Action

Facts: From 2018 through 2024, an investment adviser firm'’s president served as co-frustee of
two advisory client trusts, had signatory authority on four client accounts, and acted with
power of attorney on five client accounts. These roles established custody, and therefore
friggered surprise-examination obligations under Rule 206(4)-2(a)(4).

The firm did not arrange any required surprise examinations during that period.

Results: Settlement included a cease-and-desist order and a $50,000 civil penalty (no
admission or denial of wrongdoing).

Key Lesson: Even without client harm, failing to conduct surprise examinations when custody
exists is a violation—custody can arise from roles that may not initially appear risky, such as
frustee or POA.

Citation & URL: In the Matter of Munakata Associates LLC, SEC Administrative Proceeding, File
No. 3-22500 (Aug. 1,2025). Access the SEC order here:



Custody via Private Fund Sponsorship

» Serving as general parther/managing member/similar
legal capacity and investment adviser to a private
fund or other pooled investment vehicle is custody

PRIVATE FUNDS

|

» Private Fund Advisers must comply with the Rule
206(4)-2 requirements:

» Maintain all funds and securities with a qualified
custodian

» Ensure allinvestors are provided the qualified
custodian’s name/contact information.

» Ensure allinvestors receive account statements
directly from the qualified custodian

» Atftain annual surprise verification exam




Custody via Private Fund Sponsorship (continued)

Audit
) [ah-dat]
s A thorough review of

a company's financial
statements to ensure
the financial records
are fair and accurate.

2 Investopedia

For many private funds, compliance with
the primary requirements is not feasible or
too burdensome

However, they can avoid the annual
surprise examination requirement and
avoid the qualified custodian
requirement under the Custody Rule by
meeting the audit exception criteria.



Custody via Private
Fund Sponsorship
(continued)

» The audit exception allows
advisers to avoid the annual
surprise examination requirement
if specific conditions are met.

» 1. Annual audit by an
independent public accountant
registered with PCAOB.

» 2. Audit must comply with U.S.
GAAP.

PCAOB

PUBLIC COMPANY ACCOUNTING
OVERSIGHT BOARD

LY

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

a5 1&4_!4.-} -] %‘




Custody via Private Fund Sponsorship (continued)

» 3. Audited financials must be
completed and distributed to
all investors:

- Within 120 days of fiscal year-
end for most funds.

- Within 180 dayys for fund-of-
funds.

- Upon liquidation (i.e., closing)




Private Fund Custody Enforcement

SEC Charges Five Advisory Firms for Custody Rule Violations

Facts: Five firms—Lloyd George Management (HK) Limited, Bluestone Capital Management LLC, The
Eideard Group LLC, Disruptive Technology Advisers LLC, and Apex Financial Advisors Inc.—failed to
comply with safekeeping requirements. Violations included:

>
>
>
>
Results

Not performing required audifs

Failing to deliver audited financials to investors on time

Not ensuring a qualified custodian maintained client assets
Failing to update Form ADV disclosures regarding audits

: All firms agreed fo censure, cease-and-desist orders, and civil penalties ranging from

$50,000 to $225,000, totaling over $500,000.

Key Lesson: Timely audits and accurate Form ADV updates are critical. The SEC views these as core
investor protections, and enforcement sweeps target systemic failures.

Citation & URL: SEC Press Release No. 2023-168 (Sept. 5, 2023). Access the Press Release here:



Key

Takeaways

Custody is broader than physical possession.

It includes the ability to move (e.g., fransfer, wire,
move, withdraw) funds and securities from a client’s
account to a third-party.

Understand custody friggers and maintain accurate
policies, procedures and documented
testing/compliance reviews.

Limit custody to fee debit authorization fo avoid
surprise verification exams and needing to report the
number of custody clients and dollar amount on Form
ADV Part 2A

Use the SEC's February 21, 2017 no-action letter to the
Investment Advisers Association for SLOA framework to
avoid surprise verification examinations.

Private fund advisers can use the audit exception to
reduce compliance burden related to private funds
they sponsor.




Questions

Please submit any question online or email with any
questions about the content of this course.







