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Exempt Heporting Advisers (SEC Fite No. 57-2024-02; FinCEN Docket No. 2024-001 1)

Dear Ms. Countryman and FinCEN Poticy Division:

The Atternative & Direct lnvestment Securities,Association ("ADlSA"),1 a member association
focused on alternative investment8, appreciates the opportunity to comment on the proposat (the
n'Proposat") bythe U.S. Securities and Exchange Commisoion ("$EC") and the U.$. Treasury's
Financial Crimes Enforcement Network ("FinCEN" ) to effectivety require investment advisers
registered with the SEC, as wetl as so-calted "exempt reporting advisersi to adopt customer
identification procedures { "CIPs"}, The Proposat fottows FinCEN's eartier proposat to designate
certain investment advisers as "financial, institution$" under the Bank Secrecy Act ('B$lv'') and

subject them inter alia to anti-money taundering and countering the financing of terrorism program

requirements as wetl as suspicious activity report ("SAR")fiting obtigations.

ADISA

ADISA's membership inctudes advisers registered with the SEC under the lnvestment Advisers Act
of 1040, as amended (the "Advises Act"), as wetl as State registered investment advisers, broker-
deaters, and firms that sponsor, manage and distribute various atternative investments, inctuding
private funds. ADISA rnembers generatty focus on atternative investments made avaitabte in the
retail and accredited investor spaces. As a broad-based member association, ADISA seeks to
engage in productive diatogue with tegistators and regulators with oversight of its members'

1 ADISA is the largest association of the retait direct investment industry in the United States. ADISA has
approximatety 5,000 members who emptoy over 220,000 investment professionats, together servingthe
interests of more than 2 mittion investors throughout the country. Direct and atternative investment programs

serve a critical need in the creation and ongoing management of diversified investment portfolios.



activities, with the goat of providing objective information aboutthe marketplace for atternative
investments.

-eomments

A. Background

Much of the Proposal re$ts on the Departmefi of the Treasury's 2024 lnvestment Adviser Risk
Assessment {the "Assessment"). To summarize the conctusions drawn on in the Assessment, the
Treasury Department concluded eartier this year that "the highest ittieit finance risk in the
investment adviser sector is among ERAs (who advise private funds exempt from SEC registration),
fottowed by RlAs who advise private funds, and then RlAs who are not duaLly registered as, or
affiliated with, a broker-deater (or is, or affitiated with, a banklj'2 The three main areas of concern
identified in the assessment are: (i) Laundering of ltticit Proceeds Through lnvestment Advisers and
Private Funds; (ii) Hussian Potiticat and Economic Etites'Access to U.S. lnvestments; and (iii)

Foreign State Actors That Qoul,d Use lnvestment Funds to Access Criticat lnfrastructure or Sensitive
Technotogies.s

According to the Asses$ment, the "mechanisms for laundering itticit proceeds through investment
advisers and private funds vary but generaLty consist of obscuring the itticit origins of funds and
pooling them with Legitimate funds to invest in U.S. securities, reat estate, or other assets." The

Assessment mentions the possibil,ity that "the investrnent adviser or other financial professional

may form a private fund through which itticit proceeds can be transferred as part of a money
[aundering scheme." The Assessment further notes that "an investment adviser may be unwittingty
compticit in this type of activity if they are not required to understand the origin of funds or nature of
their owner."

B. Specific Comments

ADISA is supportive of reguLatory initiatives designed to facititate the prevention, detection, and
prosecution of internationaI money taundering and the financing of terrorism. From its perspective,

however, ADISA believes that certain aspects of the ProposaI are unnecessarity broad and

burdensome and, potentiatty, imprecise and unworkabte. ln some cases, the Proposat simpty is not
drafted to address the issues that the Assessment identifies as critical threats when discussing the
need to impose AML and CIP programs on investment advisers. ln other words, the ProposaI woutd
reach retationships that simpty do not pose the "entry risk" etements that the Assessments and the
Proposal identify as criticaI vulnerabitities, as those retationships do not provide the access to the
capitat markets that is at the heart of the Assessment's threat anatysis. Finatty, the Proposal

creates a basis for atlowing an advisory firm to detegate their responsibitities to other parties, but in
doing so ignore the structures for AML and retated testing, etc. that atready exist inside most private

2 According to the Assessment, "private funds advised by RlAs, such as hedge and private equity funds, as
wet[ as venture capitat funds, hetd approximatety $20 trittion in assets under management (AUM) as of Q4
2022, and have [imited reporting obtigations under the federal securities [aws."
3 The Assessment atso notes that "advisers (RlAs, ERAs, and state-registered advisers) have defrauded their
ctients and stoten their funds," but it is hard to understand how this element ties either to AML or to CIP
requirements. Att fraud committed by advisers is unwarranted, but it is hard to see how a program to better
identify advisory ctients witt tead to a diminution in fraudulent activity by advisers.

2



fund structures and makes detegation, as far as it is proposed, very difficutt to set up and/or
maintain.

The most important aspects of the Proposal. are, in our opinion, two-fotd: the proposed reach of the
CIP program reguirements to att advisory accounts opened by covered firms, inctuding both private
funds managed or advised by an advisory firm or its affitiate(s) as wetl as advisory retationships that
do not invotve the custody of funds or other assets; and the abitity of an advisory firm to detegate to
others its duties under the proposed CIP requirements. We address these points in turn below.

i. Reach of Proposed Definition of "Account"

A$ stated above, the reach of the proposed CIP requirements isvery broad, in no smatt part
because of the definition of "account" and "customsr." The Proposat woutd define "account" for the
purposes of an adviser's CIP obtigations as "any contractuat or other business reLationship
between a person and an investment adviser underwhich the investment advi$er provides
investment advisory services."4

The Proposat's definition of account makes ctear that advisers woutd be required to perform CIP

duties on the private funds that they manage or advise, but not on the investors in such funds.
Advisers to funds, inctuding private funds, do not typicatl.y enter into agreements directty with
investors in the pooted vehictes but instead enter into an advisory agreement directty with the
pooled vehicte. White some commentators have suggested that prudent advisory firms wit[ atso
perform CIP on investors int the private funds themselves, the absence of a requirement to do so

means that CIP programs witt not be apptied to the types of investors that the Assessment was
focused on - to wit, money launderers as wetl as non-US governmentat entities that are betieved to
be seeking other benefits potentiatty availabte through investment in the funds that the advisory
firms manage.

ln addition to this structuraI deficiency, the definition of accounts is not nuanced and does not
distinguish between accounts that are funded by ctients and introduce money into the US and
globat financiaI systems, and those accounts that merety provide the advisory firm with
discretionary authority over funds or assets that are atready present in the US or gtobatfinancial.

system. lnvestment advisers that do not take custody of ctient assets or whose services do not
provide access to financial markets do not pose the risk of money taundering or terrorism financing
as described in the Proposat. The Proposat woutd require investment advisers'CIPs to appty to a[t

customers, regardtess of whether the investment advisory services facititate the activities the
Proposa[ is designed to address (and that were singted out in the Assessment). Many investment
advisers do not offer accounts where customers can hotd funds or securities or facilitate the type

4 According to the Proposat, the definition of account woutd inctude accounts opened for the purpose of
participating in an emptoyee benefit ptan estabti$hed pursuant to the Emptoyee Retirement lncome Security
Act of 1974 ("ERISA"). Those accounts are not being exctuded from the Proposat to "harmonize the
appticabitity of the proposed rute with the AML and SAR requirements, which were separatety proposed

eartier this year by FinCEN." ln addition, the proposed definition exctudes an account that an investment
adviser acquires through an acquisition, merger, purchase of assets, or assumption of tiabitities, on the
grounds that customers do not "open" such accounts.
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of money [aundering or terrorism financing described in this Proposal; neverthetess, the ProposaI
woutd require a[ investment adviser$ to imptement a ClP.

ADISA does not betieve that the SEC and FinCEN have explained the benefits associated with
imptementing and apptying a CIP to the types of investment advi$ory firms that do not facititate the
activities the Assessment and this Proposal are focused on. The Proposat acknowtedges that "the
benefits of the proposed rute woutd atso be lessened to the extent that an investment adviser's
customer hotds accounts for purposes other than accessing financial markets (for exampte, if the
customer hotds an account only to receive investment research services)." The Proposal then
caveats that statement with a footnote reading "however, these services could also be used to
facititate other aspects of the money [aundering process."

ADISA does not understand how an investment adviser providing advice could facil.itate the itLicit

activities identified in the Assessment and described in the Proposat. Atthough the Proposat woutd
atlow for a risk-based assessment of a customer, it does not permit advisers to distinguish among
investment advisory services that may facititate money taundering and other il.ticit activities, and

investment advisory services that do not. ADISA does not betieve that the SEC and FinCEN have

supptied sufficient evidence on why any advisory business that does not hotd assets or process

transactions shoutd be covered underthis Proposat.

For this reason, ADISA recommends that the SEC and FinCEN exctude from any requirement that
investment advisers have ClPs those advisory services that do not provide access to financiaI
markets. such activities do not represent the type of exposure to facititating money laundering or
terrorism financing the Proposat is designed to mitigate. This exctusion could also be

accomptished by excluding from the definition of Customer those customers to whom the
investment adviser does not provide custody services or access to financiaI markets.

Finatty, touching on a point that is atso discussed under Detegation, betow, the Proposat woutd
altow investment advisers to deem the requirements satisfied for any mutuaI fund it advises if the
mutuaI fund has developed and imptemented a CIP that is comptiant with CIP requirements
appLicabte to mutuat funds under regulations previousty adopted by FinCEN. The retease

accompanying the Proposat states that this exemption "is appropriate because of the regutatory
and practical retationship between mutuat funds and their investment advisers," and that "as a
practical matter... any CIP requirement imposed on an RIA [with regard to] a mutuat fund is atready

addressed by the existing CIP requirements imposed on the mutuat fund itsetf."

White ADI$A wetcomes this position as apptied to open-end funds that operate as mutuaI funds,
the Proposat exctudes ctosed-end funds from this exemption and does not extend the concept of
"duplication of regulatory effort and regime" to that part of the fund industry nor does it do so with
regard to the private fund world. White, as noted above, the CIP requirement would appty to the

vehicte itsetf and not to investors therein, ctosed-end funds that are not exchange-tisted utilize
much of the same direct investor framework that appties in the mutuaI fund space.s To the extent
that a ctosed-end fund or a private fund adopts a CIP for its operations that is compatibte with the

5 Exchange-ti$ted cto$ed-end funds and open-end funds that operate as exchange traded funds {or ETF$} are
typicatty hetd in brokerage or custody accounts, whlch woutd generatty be subject to AML and CIP rutes

imposed on banks and broker-deaters.
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FinCEN regime appticable to mutual funds, advisers to such funds shoutd be abte to exclude those
funds in the same manner that they are able to exstude quatifying mutuaI funds from their CIP
operations.

ii. Detegation

The Proposat would permit an adviser to rely on another financial institution to perform its CIP
requirements, provided that it compties with requirement$ to actively monitor the operation of its
CIP and assess its effectiveness in order to rety on another financiat institution, as wett as to enter
into an agreement with the third pafi covering the detegation.s The investment adviser woutd
remain responsible, however, for ensuring comptiance with the proposed rute and woutd not be
hetd responsibte for the faiture of the other financiat institution to futfitt adequatety the adviser's
CIP responsibilities onty if it can estabtish that its retiancewas reasonabte and that it obtained the
requ ieite contrtrcts a nd certif ications.T

ADISA submits that the detegation approach spetted out in the Proposat both requires more from
the adviser than is necessary and overtooks the appticabitity of the approach taken with regard to
mutual funds. Many private funds, both in the U.$. and offshore, emptoy custodians to receive and
hotd fund assets and utitize subscription or transfer agents that process subscriptions and
redemptions (and transfers). Both the custodian banks and the subscription/transfer agents are
often subject to the requirements of the BSA and thus emptoy both AML and CIP poticies in regard
to investors in the funds. ln our opinion, the SEC and FinCEN shoutd attempt to create a notion of
delegation that picks up on these etements and attows advisers to ctosed-end funds and private
funds to deem them to be in comptiance with their own CIP (and AML) requirements where the
agents for those funds have and appty AML and CIP regimes that are compatibte with and/or satisfy
the requirements apptiabl.e to other parties under the BSA.

Conctusion

At bottom, the Proposat woutd impose significant costs on investment advisers without
unnecessarity advancing the goats of the Assessment. ADISA does not betieve that the SEC and
FinCEN have supptied sufficient evidence on why advisory businesses that do not hotd assets
shoutd be covered under this Proposat, have articutated the benefit to be gained from having ClPs

5 Proposed S 1032.220(a)(6) woutd provide that an investment adviser's CIP may inctude procedures that
specify when the investment adviser may rety on the performance by another financiat institution (inctuding
an affitiate) of any procedures of the investment adviser's ClP, and thereby satisfythe investment adviser's
obtigations under the proposed rute. As proposed, retiance woutd be permitted onty if such retiance is
reasonabte under the circumstances, the other financiat institution is subject to a rule imptementing the
AML/CFT comptiance program requirements of 31 U.S.C. 5318(h) and is regutated by a Federat functionaI
regulator, and the other financiaI institution enter$ into a contract with the investment adviser reguiring it to
certify annuatly to the investmont adviser that it has implemented an AML/CFT program and witt perform (or
its agent witt perform) the specified requirements of the investment adviser's CIP.
7 As stated by the SEC and FinCEN, the investment adviser and the other financial institution upon which it
reties woutd have to satisfy att of the conditions set forth in this proposed rute and, if they do not, the
investment adviser woutd remain solety responsibte for apptying its own CIP to each customer in accordance
with this rute.
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appLied to accounts that are private funds or non-custodiat in nature, or have justified an overbroad

and overty exacting approach to detegation,

ADISA appreciates the opportunity to present its perspective and views on the SEC'S and FinCEN's

Proposal. Shoutd you have any questions about this tetter or wish to discuss the points made
herein in greater detai[, ptease do not hesitate to contact us.

deM
President

cc: ADISA Drafting Committee and Legistative and Regutatory Committee Co-chairs, John H.

Grady, Catherine Bowman
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