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Exemptive Relief Granted Under the
Political Contributions Rule After
Clearing Significant Procedural Hurdles

In a positive sign for investment advisers, the Securities and Exchange Commission
(“SEC”) recently approved an application for exemptive relief pursuant to rule
206(4)-5 (“Political Contributions Rule”) under the Investment Advisers Act of
1940 (“Advisers Act”) allowing an investment adviser to retain the full $37 million
of fees at issue following a Political Contribution Rule violation by a covered em-
ployee, indicating the SEC’s willingness to consider exemptive relief even in cases
involving potentially large disgorgements.'

The Political Contributions Rule prohibits an investment adviser from receiving
compensation for providing advisory services to a government pension plan or other
government entity for two years following certain political contributions. The rule
also prohibits coordination or solicitation of certain political contributions. Without
exemptive relief, investment advisers who violate this rule can be forced to disgorge
compensation received from such government entities, and may also be subject to
other potential fines or penalties.” This positive sign is tempered by the significant
conditions and mitigating factors cited by the SEC in granting this relief (described
below), which is consistent with the SEC’s prior grants of exemptive relief for
violations of the Political Contributions Rule. The difficulty of obtaining exemptive
relief, coupled with the ease with which violations can occur’ and the SEC Enforce-
ment Division’s active efforts to monitor political contributions through public
database searches, all create a high degree of risk for investment advisers relating to
political contributions and political fundraising activity by their personnel.

In applying for relief, the adviser noted that:
¢ the political candidate in question was running for federal and not state office;

* the adviser executive in question had extremely limited or no interaction with
the candidate;

* the adviser executive had limited or no interactions with the government entities
doing business with the adviser;

¢ the value of the contribution was within federal limits;

¢ the adviser was unaware of the executive’s intention to make the contribution; and
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* the government entities had made the decision to engage the advisory services of
the adviser prior to the contribution and had not uncharacteristically increased
the amount of their investment following the contribution.

* In granting relief, the SEC also noted the following factors, among others, which
it appeared to view as mitigating factors:

* the consequences of the violation would appear disproportionate in comparison
to the violation (the adviser would forego fees 13,700 times greater than the
value of the contribution);

* the adviser had placed the full $37 million in compensation in an escrow account
pending the outcome of the exemptive application;

* the adviser had significant policies and procedures in place to prevent such
breaches, including education programs and multiple reminders, some of which
policies (a) actually went further than required under the Political Contributions
Rule, and (b) were in the process of being made even more stringent as a result of
the contribution;

* the adviser executive had sought and received a full refund of the contribution
after discovering its prohibited nature; and

* the nature of the contribution was not intended to influence the selection of the
adviser as a provider of advisory services to any government entity and the selec-
tion of the adviser significantly predated the contribution.

1 See SEC Order granting exemption (June 6, 2018). See also SEC Notice of Application (May 11,
2018) and applicant’s second Amended Application for exemptive relief (March 28, 2018), de-
scribing the facts and the basis for relief. See also applicant’s first Amended Application (November
21, 2017) and initial Application (May 26, 2017) for earlier versions of the applicant’s descriptions
of the facts and basis for exemptive relief.

2 InJanuary 2017, the SEC brought enforcement actions against ten investment advisers for violat-
ing the Political Contributions Rule by accepting compensation from public pension fund investors
following campaign contributions that triggered the rule. See SEC Press Release, which also con-
tains links to the relevant SEC Consent Orders, and our prior KirklandAIM (January 19, 2017).

3 The Political Contributions Rule is drafted in strict liability fashion, allowing a violation to be trig-
gered by a single political contribution or by any amount of political fundraising coordination efforts.
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SEC Issues Relief from “Inadvertent
Custody” Status in New FAQ Guidance

for Separate Accounts

In two new FAQs appearing in the SEC’s FAQ guidance on rule 206(4)-2 under
the Advisers Act (the “Custody Rule”), the SEC staff provided no-action relief with
respect to situations involving what it has termed “inadvertent custody” occurring
in the context of certain separately managed accounts.! Prior SEC staff guidance?
had indicated that, where an advisory client has established its own account with a
qualified custodian, advisers should exercise caution because the client’s custodial
agreement with the custodian “may grant an adviser broader access to client funds
or securities than the adviser’s own agreement with the client contemplates,” which
might occur, for example, “where the custodial agreement enables the adviser to
withdraw, or transfer, client funds or securities upon instruction to the custodi-
an.” This might even be the case where the adviser was unaware that the custodial
agreement contained such provisions. Under such circumstances the adviser would
be deemed to have custody under the Custody Rule although, from the adviser’s
perspective, only inadvertently.

The SEC staff’s more recent FAQ guidance now provides relief in cases of “inadver-
tent custody” where the following conditions are met:

* the adviser does not have a copy of the client’s custodial agreement;

* the adviser does not know, or have reason to know, whether the custodial agree-
ment would give the adviser “inadvertent custody”;

* “inadvertent custody” is the sole basis for custody, and there is no other basis for
the adviser to be deemed to have custody over the assets in the relevant account;?
and

* the adviser has not recommended, requested, or required the client’s use of the
custodian.

1 See Questions II.11 and I1.12 in the SEC’s Staff Responses to Questions About the Custody Rule
(posted June 5, 2018).

2 See IM Guidance Update (February 2017).

3 An adviser generally would be deemed to have custody over the assets in a client’s account where,
for example, the adviser’s advisory contract with the client permits the adviser to transfer assets to
or from the account (other than in certain narrow cases where the adviser’s authority to transfer
assets is limited to “delivery versus payment”).
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