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The Honorable Tim Johnson

Chairman

The Honorable Richard C. Shelby

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

The Honorable Spencer Bachus
Chairman

The Honorable Barney Frank
Ranking Member

Committee on Financial Services
House of Representatives

Subject: Securities and Exchange Commission: Investment Adviser Performance
Compensation

Pursuant to section 801(a)(2)(A) of title 5, United States Code, this is our report on a
major rule promulgated by the Securities and Exchange Commission (Commission),
entitled “Investment Adviser Performance Compensation” (RIN: 3235-AK71). We
received the rule on February 17, 2012. It was published in the Federal Register as
a final rule on February 22, 2012, with an effective date of May 22, 2012. 77 Fed.
Reg. 10,358.

The final rule amends the rule under the Investment Advisers Act of 1940 that
permits investment advisers to charge performance based compensation to
“qualified clients” also known as rule 205-3. The amendments revise the dollar
amount thresholds of the rule’s tests that are used to determine whether an
individual or company is a qualified client. These rule amendments codify revisions
that the Commission recently issued by order that adjust the dollar amount
thresholds to account for the effects of inflation. In addition, the rule amendments:
provide that the Commission will issue an order every 5 years in the future adjusting
the dollar amount thresholds for inflation; exclude the value of a person’s primary
residence and certain associated debt from the test of whether a person has
sufficient net worth to be considered a qualified client; and add certain transition
provisions to the rule.
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Enclosed is our assessment of the Commission’s compliance with the procedural
steps required by section 801(a)(1)(B)(i) through (iv) of title 5 with respect to the rule.
Our review of the procedural steps taken indicates that the Commission complied
with the applicable requirements.

If you have any questions about this report or wish to contact GAO officials

responsible for the evaluation work relating to the subject matter of the rule, please
contact Shirley A. Jones, Assistant General Counsel, at (202) 512-8156.

signed

Robert J. Cramer
Managing Associate General Counsel

Enclosure
cc: Elizabeth M. Murphy

Secretary of the Securities and
Exchange Commission
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ENCLOSURE

REPORT UNDER 5 U.S.C. § 801(a)(2)(A) ON A MAJOR RULE
ISSUED BY THE
SECURITIES AND EXCHANGE COMMISSION
ENTITLED
"INVESTMENT ADVISER PERFORMANCE COMPENSATION"
(RIN: 3235-AK71)

(i) Cost-benefit analysis

The Commission states that it is sensitive to the costs and benefits imposed by its
rules. Inits Proposing Release, the Commission analyzed the costs and benefits of
the proposed rules and sought comment on all aspects of the cost-benefit analysis,
including identification and assessment of any costs and benefits not discussed in
the analysis.

The Commission notes that the final rule’s exclusion of the value of an individual's
primary residence will benefit certain investors. The Commission believes that the
value of an individual’'s primary residence may bear little or no relationship to that
person’s financial experience or ability to bear the risks of performance fee
arrangements. The Commission states that because of the generally illiquid nature
of residential assets, the value of an individual’s home equity may not help the
investor to bear the risks of loss that are inherent in performance fee arrangements.
Therefore, according to the Commission, some of the clients who do not meet the
net worth test of rule 205-3 without including the value of their primary residence
may not possess the financial experience or ability to bear the risks of performance
fee arrangements. The Commission estimates that the exclusion of the value of an
individual's primary residence will result in up to 1.3 million households that no
longer qualify as “qualified clients” under the revised net worth test and, therefore,
will now be protected by the performance fee restrictions in section 205 of the
Advisers Act. Additionally, the Commission believes the amendments will promote
regulatory consistency in the treatment of primary residences between this rule and
other rules that the Commission has adopted that distinguish high net worth
individuals from less wealthy individuals. According to the Commission, the
amendments to the rule’s transition provisions will allow advisory clients and
investment advisers to avoid certain costs resulting from the statutory mandate to
adjust for inflation and the Commission’s resultant July 2011 Order. Finally, the
Commission believes that the amendments allow an investment adviser and its
clients to maintain existing performance fee arrangements that were permissible
when the advisory contract was entered into, even if performance fees would not be
permissible under the contract if it were entered into at a later date.
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The Commission believes that the amendments are unlikely to impose a significant
net cost on most advisers and clients. The Commission notes the costs such as
excluding the value of the primary residence (and debt secured by the property up
to the current market value of the residence) means that 1.3 million households that
would have met the net worth threshold if the value of the residence were included,
as is currently permitted, will no longer be “qualified clients” under the revised net
worth test and, therefore, will be unable to enter into performance fee contracts
unless they meet another test of rule 205-3. For purposes of this cost-benefit, the
Commission estimates the percentage of households that will separately meet the
“qualified clients” definition under the assets-under-management test, and,
therefore, will be able to enter into performance fee arrangements, while the
percentage who will have access only to those investment advisers (directly or
through the private investment companies they manage) that charge advisory fees
other than performance fees. Of that latter percentage, the Commission estimates
that the majority will enter into non-performance fee arrangements, while the
minority will decide not to invest their assets with an adviser. For those households
in non-performance fee arrangements, a client might end up paying higher overall
fees than if he had paid performance fees, depending on the adviser’s performance.
The Commission recognizes that the exclusion of the value of a person’s primary
residence from the calculation of a person’s net worth will reduce the pool of
potential qualified clients for advisers which, in turn, might result in a reduction in
the total fees collected by investment advisers. In order to replace those clients and
lost revenue, the Commission believes some advisers may choose to market their
services to more potential clients, which may result in increased marketing and
administrative costs.

(ii) Agency actions relevant to the Requlatory Flexibility Act, 5 U.S.C. §§ 603-605,
607, and 609

The Commission certified in the Proposing Release, pursuant to section 605(b) of
the Regulatory Flexibility Act, that the proposed rule amendments would not, if
adopted, have a significant impact on a substantial number of small entities.

(iii) Agency actions relevant to sections 202-205 of the Unfunded Mandates Reform
Act of 1995, 2 U.S.C. §§ 1532-1535

As an independent regulatory agency, the Commission is not subject to title Il of the
Unfunded Mandates Reform Act of 1995.

(iv) Other relevant information or requirements under acts and executive orders

Administrative Procedure Act, 5 U.S.C. §§ 551 et seq.

On May 13, 2011, the Commission published a notice of proposed rulemaking
entitled “Investment Adviser Performance Compensation.” 76 Fed. Reg. 27,959.
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The Commission received approximately 50 comments on the proposed rule
amendments and is adopting amendments to rule 205-3 largely as proposed, with
modifications to address issues raised by commenters, which the Commission
discusses in the final rule.

Paperwork Reduction Act, 44 U.S.C. §§ 3501-3520

The amendments to rule 205-3 under the Investment Advisers Act do not contain
any “collection of information” requirements as defined by the Paperwork Reduction
Act of 1995, as amended (PRA). Accordingly, the Commission states that the PRA
is not applicable and it received no comments on any PRA issues.

Statutory authorization for the rule

The Commission states that it is adopting amendments to rule 205-3 pursuant to
the authority set forth in section 205(e) of the Investment Advisers Act of 1940.

15 U.S.C. § 80b-5(e).

Executive Order No. 12,866 (Regulatory Planning and Review)

As an independent regulatory agency, the Commission is not subject to the review
requirements of the Order.

Executive Order No. 13,132 (Federalism)

As an independent regulatory agency, the Commission is not subject to the review
requirements of the Order.

Page 3 GAO-12-503R




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /PageByPage

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Sheetfed Uncoated v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Warning

  /CompatibilityLevel 1.4

  /CompressObjects /Off

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.1000

  /ColorConversionStrategy /LeaveColorUnchanged

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams true

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments false

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Preserve

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 150

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 150

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.76

    /HSamples [2 1 1 2] /VSamples [2 1 1 2]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 15

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile (None)

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<





    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /CZE <>

    /DAN <>

    /DEU <>

    /ESP <>

    /ETI <>

    /FRA <>







    /HUN <>

    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)

    /JPN <>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /LTH <>

    /LVI <>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)

    /NOR <>

    /POL <>

    /PTB <>





    /SKY <>



    /SUO <>

    /SVE <>

    /TUR <>



    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



