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The Commonwealth of M assachusetts

William FrancisGalvin, Secretaryf the Commonwealth
SecuritiedDivision

REQUEST FOR COMMENT

DATE: November2,2011

RE: Changedo the Definition of InstitutionalBuyer— 950CMR 12.205(1)(a)(6)
Exemptionfor Certain“Private Fund” Advisers— 950 CMR 12.205(2)
InvestmentAdviser CustodyRequirements- 950CMR 12.205(5)

Please Note: The hearing has been rescheduled from Tuesday, December 6, 2011, to
Thursday, January 5, 2012 at 10:00 a.m. The comment submission deadline is Friday,
January 6, 2011 at 5:00.

I ntroduction and Background

On April 20, 2011, the MassachusettSecuritiesDivision (the “Division”) requested
commenton proposedthangeto 950 CMR 12. 00 et. seg. (the“Regulations”). Among
otherthings,the Division proposedchangego the definition of institutionalbuyerfound
at 950 CMR 12.205(1)(a)(6)proposedan exemptionfor certain“private fund” advisers
(a “private fund exemption”),and proposedchangedo the regulatoryrequirementdor
thoseinvestmentadviserswith discretionover, or custodyof, client funds (collectively,
the“original proposedules” or “original proposal”). A public hearingon this matterwas
held on June23, 2011. In light of the commentseceivedon thesemattersand certain
developmentsn the regulatoryframeworksincethe original proposal,the Division has
amendedheseproposalgthe “amendedproposedules” or “amendedproposals”)andis
now seekingadditionalcomment.

In April, the Division proposeda conditionalregistrationexemptionfor certaintypesof
private fund advisers (a “private fund exemption”) in responseto certain recent
amendments$o the InvestmentAdvisersAct of 1940 (the “Advisers Act”) aspartof the
Dodd-Frank Consumer Protection and Regulatory Reform Act of 201Q As originally
proposed, the private fund exemption would have conditionally exempted from
registrationadviserssolelyto oneor moreventurecapitalfundsasdefinedby Rule 203(l)
underthe AdvisersAct (a “venture capital fund”), aswell as adviserssolely to one or
morefundsthatareexcludedfrom the definition of aninvestmentompanyundersection



3(c)(7)of the InvestmentCompanyAct of 1940(a“3(c)(7) fund”).! Suchadvisersvould

be “exemptreportingadvisers’andberequired,asa conditionof the exemptionto make
annualreportsto the Division via Form ADV andpayafiling fee. Theexemptiorwould

only be available where neither the adviser nor its affiliates were subject to a
disqualificationasdescribedn Rule 262 of RegulationA.? Unlike the provisionsof the
AdvisersAct andthe rulesthereundertherewasno provisionin the original proposalo

exemptadviserssolely to a fund that is excludedfrom the definition of an investment
compasnyundersection 3(c)(1) of the InvestmentCompanyAct of 1940 (a “3(c)(1)

fund”).

Also in April, the Division proposedto phaseout the use of certain aspectsof the

institutional buyer exclusion from the definition of investmentadviser. Advisers to

privatefundshavehistorically relied uponthis definition of institutionalbuyerin lieu of

registration. Thatproposahasbeenchangedo allow for advisergo suchfundsto accept
additionalinvestmentgrom existingbeneficialownersasdetailedbelow.

The Division also proposedo modify the minimum financial requirementdor advisers
that havediscretionover or custodyof client funds. The original proposecdrule would
haveincreasedhe suretybondrequiremenfor adviserswith discretionfrom $10,000.00
to $50,000.00andremovedthe option of maintaininga segregatedccountof $5,000.00.
The proposalalsowould haveremovedthe largely duplicativebondingrequirementgor
custodyand in its placewould requireadviserswith custodyto comply with the same
rulesandprocedureshatanadviserregisteredvith SecuritiesandExchangeCommission
(“SEC”) mustfollow underAdvisersAct Rule206(4)-2.

The amendedproposal,after considerationof previously submittedpublic comments,
makessubstantivechangedo the definition of institutional buyer, the proposedprivate
fund exemption (including the introduction of a grandfathering provision), and
requirementdgor adviserswith discretionover, or custodyof, client funds. This Request
for Commentalso proposesa technicalchangeto 950 CMR 12.203(5)(a)to correcta

typographical error. Namely, the provision changes the word “complete” to

“incomplete,”which, in context,is the only logical readingof the rule. The substantive
changesaswell as areasin which the Division is requestingadditional comment,are
describedn moredetailbelow.

The Proposed Changes to the Definition of I nstitutional Buyer

Advisersto solely “institutional buyers”are excludedfrom the definition of “investment
adviser” and therefore are not required to register as investment advisers in
Massachusetts.The original proposalto amend950 CMR 12.205(1)(a)(6)roposedto
modify existing subsection(b), which defined institutional buyer as including "an
investingentity whoseonly investorsare accreditednvestorsas definedin Rule 501(a)
underthe SecuritiesAct of 1933 (17 CFR 230.501(a))eachof whom hasinvesteda

115U.5.C.80a-3(c)(7).
217C.F.R.§230.262.
%15U.S.C.80a-3(c)(1).



minimumof $50,000"(the“6(b) exclusion”).The original proposalproposedo not allow

investmentadvisersclaiming the 6(b) exclusionfrom acceptingas of the effective date,
new beneficialownersor additionalfunds from existing owners.However,the original

proposaldid allow advisersrelying upon the 6(b) exclusionto continueto manage
existingfundsreceivedirom beneficialowners.

One comment expressedthe view that the phase out of the 6(b) exclusion and
implementationof the proposedprivate fund exemptionwould force some advisers
claiming the 6(b) exclusionto registerbecausehe privatefund they advisedwasneither
a venture capital nor 3(c)(7) fund? In addition, the commenterclaimed that the
compliancecosts associatedwith registrationwould add a large burden upon small
privatefund adviserscurrentlyfunctioningunderthe 6(b) exclusion.

The Division recognizeghat there may be costsof registrationfor thoseadviserswho

have,to this point, availedthemselve®f the 6(b) exclusionand havethereforenot been
required to register. The Division also believes however that investmentadviser
registrationfurthersthe goal of bringing transparencynd oversightto the operationof

privatefund advisersandthat sucha requirementvill promoteconsistencyoetweenthe
variousstatesregulationsandfederalregulations.

Theamendegroposalwill notallow adviserssolelyto fundsthatareinstitutionalbuyers
(claiming the 6(b) exclusion)to obtain new beneficialowners. However,the amended
proposalwould allow such funds too acceptadditional investmentsfrom beneficial

ownersthat existedasof the effectivedateof the regulation.The (6)(b) exclusionwill be

unavailableto advisersto private fundsthat comeinto existenceafter the effective date.

The Division seekscommenion theamendegroposed(b) exclusion’

Specifically, the Division seeks comment on the following:
1. Arethere any other alternative definitions of institutional buyer that the Division
should consider?
2. With regard to the proposed changes to the institutional buyer exclusion, what
are the anticipated benefits, quantifiable costs and/or other impacts on advisers
(and other affected parties)?

The Proposed Private Fund Exemption

Definition of “Private Fund”

Underthe original proposala “Private Fund” wasdefinedasan issuerthat would be an
investmenicompanyasdefinedin section3 of the InvestmentCompanyAct of 1940(the

* It is alsopossiblethatevenwith theinclusionof certain3(c)(1) fundsas theDivision now proposesthese
institutionalbuyerswill containbeneficialownerswho arenot qualifiedclients as defineth theamended
proposalor thatthefund is excludedrom the definition of investmentompanyundera different
provisionof the InvestmentCompanyAct.

> An adviserto oneor moreinstitutionalbuyers thaareprivatefundscouldalternativelychooseto utilize
the proposedrivatefund exemptionoutlinedbelow.



“IC Act”), but for sections3(c)(1) or 3(c)(7). This definition wastakenfrom the model
rule proposeddy the North AmericanSecuritiesAdministratorsAssociation(*NASAA”)
andthe definition found in section202(a)(29)of the AdvisersAct.® Somecommenters
have raised concernwhetherthe “but for” languagein the definition would make the
exemptionunavailableto advisergo fundsthatqualify for a 3(c)(1) or 3(c)(7) exclusion,
but may also qualify for an exclusion under a different section of the Investment
CompanyAct of 1940.

The amendedgroposalmodifiesthe definition of privatefund by definingsuchafund as
an issuerthat would be an investmentcompanyunderthe IC Act, but qualifies for an
exclusionfrom the definition of an investmentcompanypursuantto section3(c)(1) or
3(c)(7)of thatAct.

It hasalsobeensuggestedhat advisersto entitiesthat havehistorically beendefinedas
institutionalbuyersmay be unableto claim the proposedorivatefund exemptionbecause
they are not advisersto 3(c)(1) or 3(c)(7) funds. For example,an adviserto a fund
excludedfrom the definition of investmentcompanyexclusivelyundersection3(c)(5) of
the InvestmentCompanyAct (a “3(c)(5) fund”) would not be able to claim the private
fund exemptionbecausehe fund doesnot meetthe definition of “private fund.” The
Division seekscommenton theamendegroposediefinition of privatefund.

Soecifically, the Division seeks comment on the following:

3. Should the definition of private fund be changed so that the exemption is based on
investor qualification alone?

4. Are there additional types of funds that should be included in the proposed
definition of private fund?

5. Should the Division broaden the definition of private fund to cover all funds
excluded from the definition of investment company under section 3(c) of the
Investment Company Act?

6. Arethereany modifications or alternatives to the amended proposed private fund
definition that the Division should consider?

7. With regard to the proposed changes to the definition of private fund, what are
the anticipated benefits, quantifiable costs and/or other impacts on advisers (and
other affected parties)?

Inclusionof Advisersto Certain3(c)(1) FundsasExemptedAdvisers

Similar to rules 203(m) and 203(l) under the InvestmentAdvisers Act of 1940, the
Division’s original proposal would have conditionally exempted from registration

® The NASAA modelrule hasnotyet beenadoptecby the membership.The proposeduleis available
onlineat: http://www.nasaa.org/1787/proposed-model-rule-for-exempt-reporting-advisers



http://www.nasaa.org/1787/proposed-model-rule-for-exempt-reporting-advisers

advisersto 3(c)(7) fundsandventurecapitalfunds. Unlike the federalrule, the original
proposaldid not providefor anexemptionfor 3(c)(1)funds.

Unlike 3(c)(7) funds, which generally require beneficial owners to be “qualified
purchasers,a 3(c)(1)fundis not by its termsrequiredto havebeneficialownerswith any
particular level of financial assetsor sophistication. The Division thereforedoesnot
believe that a full exemptionfrom registrationfor all advisersof 3(c)(1) funds is
necessarilyconsistentwith investor protectioninterests. However, the Division does
recognizethat there may be appropriatereasonsto exemptadvisersto certain 3(c)(1)
fundsfrom registration providedthatinvestorprotectionconcernsaareaddressed.

As a result, the Division’s amendedoroposalwould exemptadvisersto certain3(c)(1)
funds where the beneficial owners demonstratea certain certain level of net worth.
Specifically, the exemption would be conditional upon all beneficial owners being
“qualified clients”, as defined by Advisers Act Rule 205-3(d)(1)’ However, the
amendegroposalwould requirethe valueof the beneficialowner'sprimaryresidenceo
be excludedirom the networth calculation.

As an additionalcondition of the exemptionfrom registration,advisersto 3(c)(1) funds
mustdisclosein writing at the time of the beneficialowner’'spurchasei) all servicesto
be providedto individual beneficialowners;ii) all dutiesthe investmentadviserowesto
the beneficial owners; and iii) any other material information affecting the rights or
responsibilitiesof the beneficialowners. If no servicesor dutiesareto be providedor
owedto the beneficialowners thatfact mustalsobe disclosed. Additionally, the private
fund advisershall obtainannuallyauditedfinancial statement$or each3(c)(1) fund that
is not a venture capital fund, and must deliver a copy of those audited financial
statementso the beneficialowners.

The Division believesthe amendedroposalallows additionalprivate fundsto claim the
exemption,while promotinginvestorprotectioninterests. The Division seekscomment
ontheamendegroposedrivatefund exemption.

Soecifically, the Division seeks comment on the following:
8. Should the Division extend the exemption to cover advisers to 3(c)(1) funds as
described in the proposal in light of investor protection concerns?
9. Should the Division extend the exemption to advisers to other types of funds and
based the exemption on investor qualification alone?
10. Are there any other alternative methods of exempting advisers to 3(c)(1) funds
that the Division should consider?

" The Securities andExchangeCommissionby order,recentlyraisedcertaincriteriafor beingconsidereda
qualifiedclient. Specifically,effective Septembefl9, 2011,the criteriafor beingqualifiedby virtue of the
client’s assets undéhne managemendf theadviserwasraisedfrom $750,000.0Q0 $1,000,000.00andthe
client networth criteriawasraisedfrom $1,500,000.0@0 $2,000,000.00 See“Order Approving
Adjustmentfor Inflation of the Dollar AmountTests inRule 205-3underthe InvestmentAdvisersAct of
1940,”1A ReleaseéNo.3236(July12,2011)[76FR 41838(July 15,2011)].



11. How might this proposed conditional exemption affect 3(c)(1) fund advisers that
have historically not been required to register?

12. With regard to the proposed private fund exemption, what are the anticipated
benefits, quantifiable costs and/or other impacts on advisers (and other affected
parties)?

GrandfatherindProvisions

The Division hasamendedhe proposedprivate fund exemptionto allow certainprivate

fund adviserscurrentlyin operationto claim the private fund exemptionevenwhenthey

advisea 3(c)(1) fund with non-qualifiedbeneficialowners. In orderto do so, the subject
fund must have existed prior to the effective date of the proposedregulation,i) the

subjectfund musthaveceasedo acceptbeneficialownerswho are not qualified clients

as of the effective date;ii) the private fund adviserto the fund mustbe in compliance
with investmentadviserregistrationrequirementsof as of the effective date? iii) the

private fund adviser must disclosein writing the information describedin paragraph
(3)(b) of the amendedproposalto beneficialowners;and iv) the private fund adviser
mustdeliver auditedfinancial statementssrequiredby paragraph3)(c). Existingnon-

qualified beneficialownerswould be permittedto makeadditionalinvestmentsnto the

fund underthesecircumstances.

The Division believesthe amendedroposaladdressemanyof the concerngaisedwith
respectto existing private fund advisers’transitionto the new regulatory framework
while promotingthe Division’s goal of enhancingransparencgndinvestorprotectionas
it relatesto private funds. The Division seekscommenton these grandfathering
provisions.

Soecifically, the Division seeks comment on the following:

13. How will the proposed grandfathering provision affect private funds created after
the effective date?

14. Arethereany other alternative grandfathering provisions that the Division should
consider?

15. With regard to the proposed grandfathering provisions, what are the anticipated
benefits, quantifiable costs and/or other impacts on advisers (and other affected
parties)?

Effective Date

Onecommentemnotedthat underthe original proposalcertainadviserscurrentlyexempt
from SECregistrationcould be forcedto registerat the statelevel or claim the proposed
private fund exemption,only to transitionto federalregistrationearly next year. The

Division’s intention is to implementany changesaffecting private fund advisersin a

mannerthat complementghe effective dateof relevantSECrulesandin a mannerthat

promotesa seamlessransitionto stateregistration.

8 The Division intendsthatthe grandfatheringrovisionbe availableonly to privatefund advisersvho
wereproperlyregisteredr notrequiredto beregisteredorior to the effectivedate.



The Division plansto enforcethe provisionsof the private fund andinstitutional buyer
proposalson March 30, 2012. This date coincideswith relevant Advisers Act rule
implementationdatesset by the SEC. Compliancewith certain requirementsof the
private fund exemptionwill not be possibleuntil the InvestmentAdviser Registration
Depository(“IARD”) is updatedaterthisyear.

The Division is requestingcomment as to the appropriatenessof this proposed
implementatiordate.

Soecifically, the Division seeks comment on the following:

16. Isthe March 30, 2012 implementation date reasonable?

17. Arethere issues affecting transition that would support either an earlier or later
implementation date?

18. Should the proposed changes in the institutional buyer definition be enforced at
the same time that the private fund exemption becomes available?

19. Are there any other alternative implementation dates that the Division should
consider?

Custody and Discretion Requirements (950 CM R 12.205(5))

InvestmenDiscretion

The Regulationscurrently provide two options for compliance with the minimum
financial requirementdor adviserswith discretionaryauthority over client funds. First,
theadvisermaymaintaina suretybondin theamountof $10,000.00.Secondtheadviser
may maintain a segregatedaccountof $5,000.00and demonstratethat the adviser
maintainsa positive net worth via a balancesheetthat is certified and preparedin
accordancevith generallyacceptediccountingprinciplesappliedon a consistenbasis?

The original proposalproposedto increasethe surety bond level from $10,000.00to
$50,000.00. The Division received many commentsin oppositionto the proposed
increaseciting variousreasonsvhy theincreasen coststo advisersvould outweighany
benefitto investors. Baseduponthesecommentsandthe Division’s researchwe have
eliminatedthis aspectof the proposaland proposeto maintainthe $10,000.00surety
bond.

The original proposalalso proposedo eliminatethe segregate@ccountoption. In our
experiencethereis a substantiallygreaterdegreeof non-complianceavith this alternative,
andbecausehe segregatedccounts not securednterestin anyway, it doesnot provide
the samelevel of investorprotectionasa suretybond. The Division receivedonly one
commenton this proposal. The commentercontendedthat to removethe segregated
accountoptionwould removeany corporateshield protectionan ownermay haveshould

° See“Demonstratiorof PositiveNet Worth for CertainMassachusetts-BasestateRegisterednvestment
Advisers”availableat http://www.sec.state.ma.us/sct/sctprs/prspnw/pnwidx(atrailableSeptembeB0,
2011). Seealso950CMR 12.205(5)and950CMR 14.412(C).



http://www.sec.state.ma.us/sct/sctprs/prspnw/pnwidx.htm

the adviserbe foundin violation of the securitiedaws, becausehe insurancecompanies
issuethe bondbasedon the creditworthinessandpersonafinancesof the owner(s)of the
advisoryfirm. Theamendegroposawould eliminatethe segregatedccountoption.

TheDivision seeksadditionalcommentson this proposal.

Soecifically, the Division seeks comment on the following:

20. Are there other alternatives other than a surety bond and a segregated account
that the Division should consider as a requirement for advisers with discretion
over client assets?

21. The Division encourages any comments as to the potential effects of removing the
segregated account option.

22. With regard to the proposed changes to the minimum financial requirements for
advisers with discretion, what are the anticipated benefits, quantifiable costs
and/or other impacts?

Custody

As with discretion, theRegulationsurrentlyprovidetwo optionsfor compliancewith the
minimum financial requirementdor adviserswith custodyof client funds. First, the
advisermay maintaina suretybondin the amountof $10,000.00. Second the adviser
may maintaina segregateéccountof $10,000.00and maintaina balancesheetcertified
to be in accordancevith generallyacceptedaccountingprinciples. Theserequirements
are often duplicative of the requirementdo exercisediscretion (particularly given the
proposalto eliminatethe segregateéccountoption for adviserswith discretion),asone
surety bond is typically utilized to satisfy both requirementsf the adviserhas both
discretionover, and custodyof, client funds. Recognizingthat the requirementsare
largely duplicative,andin light of recentscandalsncluding the infamouscaseinvolving
BernardL. Madoff andthe desireto further safeguardlient funds,the Division proposed
to explicitly adoptRule 206(4)-2underthe InvestmentAdvisersAct of 1940 (the “SEC
custodyrule”).

Generally,Rule 206(4)-2definescustodyto meanholding, directly or indirectly, client
fundsor securitiesor havingany authorityto obtainpossessionf them. An adviserthat
hascustodyis generallyrequiredto, amongotherthings,i) usea “qualified custodian”;ii)
make certain disclosuresto clients including the name of the custodian;iii) ensure
statementsresentto the client by the qualified custodianandiv) haveanunannounced
examinationperformedannuallyto verify client funds® Certainalternativemethodsof
complianceexistfor advisergo privatefunds,andexceptionexistfor certainadvisers:*

1% The auditingfirm may undercertaincircumstances need be a memberof the Public Company
AccountingOversightBoard (“PCAOB”").

" Forexample anadviserthathas custodyolelyas aresultof deductionof client feesmaynot be subject
to theannualsurpriseauditrequirementprovidedthey complywith the requirements othe exemptionas
outlinedbothin Rule 206(4)-2andthe additionalrequirements ipropose®50 CMR 12.205(5)(b)(ii).



One commenterrecommendedmaintaining the bonding requirementfor investment
adviserswith custody. Another commenterstated that the expenseof an annual
unannounce@xaminatiorto verify assetsvould be overly burdensoméor small private
fund advisers.

The amendedoroposalto adoptthe SEC custodyrule haschangedn onerespect. Rule
206(4)-2generallyexemptsadviserdrom the independenverificationrequirementf the
adviserhascustodyof the funds and securitiesof clientssolely asa consequencef its
authority to make withdrawals from client accountsto pay its advisory fees. The
Division believesthat the interestsof investorprotectionare servedby maintainingthe
currentDivision policy that requiresthe adviserto invoice the client for advisoryfees*?
The Division therefore proposesthat, in order to be exempt from the independent
verificationrequiremen(in the casethat custodyis solely a consequencef deductionof
advisoryfees),the adviser:i) haswritten authorizationfrom the client to deductadvisory
feesandii) sendghe qualified custodiarandclient aninvoice or statemenbf the amount
of the fee to be deductedrom the client’'s accounteachtime a feeis directly deducted.
TheDivision seeksadditionalcommentson this proposal.

Specifically, the Division seeks comment on the following:

23. Should the Division require invoicing of clients as proposed at 950 CMR
12.205(5)(b)(ii)?

24. Should the Division require the use of PCAOB member firms in the same
instances as rule 206(4)-2 does?

25. What are the relevant costs of hiring a PCAOB vs. non-PCAOB firm for an
unannounced independent verification of assets?

26. Arethere any modifications or alternatives to the amended proposed custody rule
that the Division should consider?

27. With regard to the proposed custody requirements for advisers with custody of
client funds, what are the anticipated benefits, quantifiable costs and/or other
impacts?

Comment Submission Process

Written commentson the amendedproposedregulationsshould be received by the
Division no laterthanFriday, January 6, 2012 at 5:00 p.m. All commentettersshould
referenceahe specificquestionor question(sfhe commentaddressesf applicable.

All comments are subject to public posting on the Securities Division website. We
do not edit personal indentifying information from submissions, submit only
information that you wish to make available publicly.

12 This requiremenis notsatisfiedby disclosureof the advisoryfeein the qualified custodian’s periodic
statements.



Submission Via Reqular Mail

Pleasemail anycommentsn the proposedhangedo:

Office of the Secretaryf the Commonwealth
Attn: ProposedRegulations
SecuritiedDivision, Room1701
OneAshburtonPlace

Boston,MA 02108

Submission Via Facsimile

Faxedcommentsmay be sentto (617) 248-0177. Commentssentvia facsimile should
includeacoversheeto the attentionof “ProposedRegulations.”

Submission Via E-Mail

E-mail commentsor submission®f scanneccommentlettersattachedo an e-mail may
be submittedto securitiesregs-comments@sec.state.ma.us

Public Hearing

A public hearingon theseproposedchangeswill be held at 10:00 a.m. on Thursday,
January 5, 2011 at OneAshburtonPlace,17thFloor, Boston,MA 02108.

Interestecpartieswill be affordedanopportunityto orally presentlata,viewsand
argumentselativeto the proposedaction.Written presentationsnaybe madeat the
hearingor submittedat anytime prior to the closeof business-riday,January6, 2012to
the SecuritieDivision, OneAshburtonPlace, Room1701,Boston,Massachuseti32108.
Copiesof theproposecamendmentareavailableon the Division'swebsiteat
http://www.sec.state.ma.us/sar by calling (617) 727-35480r (800) 269-5428
(Massachusettsnly).
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Amended Regulation Proposal

PROPOSED PRIVATE FUND EXEMPTION

950CMR 12.205(2): Changeheadingo read:“RegistratiorandNotice Filing
RequirementandPrivateFund Exemption”

950CMR 12.205(2)(athrough950CMR 12.205(2)(b):No Change.
950CMR 12.205(2)(c)RegistratiorExemptionfor CertainPrivateFundAdvisers

1. Definitions. For purpose®f this 950CMR 12.205(2)(c)thefollowing definitions
shallapply:

a."“Value of primaryresidence’meanghefair marketvalueof a person’sprimary
residencelesstheamountof debtsecuredy the propertyup to its fair market
value.

b. “Privatefund adviser’'meansaninvestmeniadviserwho providesadvicesolely
to oneor moreprivatefunds.

c. “Privatefund” meansanissuerthatqualifiesfor anexclusionfrom the
definition of aninvestmentompanypursuanto section(sB(c)(1)or 3(c)(7) of
theInvestmentCompanyAct of 1940,15U.S.C.80a.

d. “3(c)(1) fund” meansa privatefund thatqualifiesfor anexclusionfrom the
definition of aninvestmentompanypursuanto section3(c)(1) of the Investment
CompanyAct of 1940,15U.S.C.80a-3(c)(1).

e.“Venturecapitalfund” meansa privatefund thatmeetsthe definition of a
venturecapitalfundin SECRule203(l)-1,17 C.F.R.8§ 275.203(l)-1.

2. Exemption for private fund advisers. Subjectto theadditionalrequirement®f 950
CMR 12.205(2)(c)(3)a privatefund advisershallbe exemptfrom theregistration
requirement®f M.G.L c.110A,8 201if the privatefund advisersatisfiesall of the
following conditions:

a. neitherthe privatefund advisemor anyof its advisoryaffiliatesaresubjectto a
disqualificationasdescribedn Rule262 of SECRegulatiorA, 17C.F.R.8
230.262;

b. the privatefund adviserfiles with the stateeachreportandamendmenthereto
thatanexemptreportingadviseris requiredto file with the Securitiesand
ExchangeCommissiorpursuanto SECRule204-4, 17C.F.R.8 275.204-4and

c. theprivatefund advisermpaysa $300reportingfee;



3. Additional requirementsfor private fund advisersto certain 3(c)(1) funds. In
orderto qualify for theexemptiondescribedn 950CMR 12.205(2)(c)(2)a privatefund
adviserwho advisesatleastone(3)(c)(1)fund thatis not a venturecapitalfund shall,in
additionto satisfyingeachof the conditionsspecifiedin paragraph$2)(a)through(2)(c),
complywith thefollowing requirements:

a. Theprivatefund advisershalladviseonly those3(c)(1) funds(otherthan
venturecapitalfunds)whoseoutstandingecuritiegotherthanshort-termpaper)
arebeneficiallyownedsolelyby personsvho, afterdeductinghevalueof the
primaryresidencdrom the person’snetworth, wouldeachmeetthe definition of
aqualifiedclientin SECRule205-3, 17C.F.R.8§ 275.205-3atthetime the
securitiesarepurchasedrom theissuer;

b. At thetime of purchasethe privatefund advisershalldisclosethe following in
writing to eachbeneficialownerof a 3(c)(1)fund thatis nota venturecapital
fund:

i. all servicesjf any,to be providedto individual beneficialowners. If no
servicesareto beprovidedto individual beneficialowners, thatact must
bedisclosed;

ii. all duties,if any,theinvestmentdviserowesto the beneficialowners.
If nodutiesareowedto individual beneficialowners, thatact mustbe
disclosedand

iii. anyothermaterialinformationaffectingtherightsor responsibilitieof
thebeneficialowners.

c. Theprivatefund advisershallobtainon anannualbasisauditedfinancial
statementsf each3(c)(1)fundthatis notaventurecapitalfund, andshall deliver
acopyof suchauditedfinancial statement$o eachbeneficialownerof thefund.

4. Federal covered investment advisers. If aprivatefund adviseris registeredwith the
SecuritiesandExchangeCommissionthe advisershallnot beeligible for the exemption
outlinedin 950CMR 12.205(2)(c)andshallcomplywith the statenoticefiling
requirementgspplicableto federalcoverednvestmentadviseran M.G.L. c.110A,
§202(b).

5. Investment adviser representatives. A personactingasaninvestmentadviser
representatives exemptfrom theregistrationrequirement®f M.G.L ¢.110A,8201if he
or sheis employedby or associateavith aninvestmentdviserthatis exemptfrom
registrationin the Commonwealtlpursuanto 950 CMR 12.205(2)anddoesnot
otherwiseactasaninvestmentdviserepresentative.



6. Electronic filing. Thereportfilings describedn paragraph{2)(b) aboveshallbe made
electronicallythroughthe IARD. A reportshallbe deemediled whenthereportandthe
feearefiled andacceptedy the JARD on the behalfof the SecuritieDivision.

7. Grandfathering for private fund adviserswith non-qualified clients. A private
fund adviserto oneor more3(c)(1) funds(otherthanaventurecapitalfund) thatis
beneficiallyownedby personsavho arenot qualified clientsasdescribedn subparagraph
(3)(a)maynonethelesgualify for the exemptiondescribedn 950CMR 12.205(2)(c)f:
(a) the subjectfund(s)existedprior to March 30,2012;and,
(b) asof March 30,2012,thefund(s)cease(s)o acceptbeneficialownerswho are
not qualifiedclients,asdescribedn 950 CMR 12.205(2)(c)(3)(apf this
regulation;and,
(c) the privatefund adviserto the subjectfund(s)wasin compliancewith the
requirement®f MGL c¢.110A 8201 (chsof March30,2012;and,
(d) the privatefund adviserdisclosesn writing theinformationdescribedn
paragrap®50CMR 12.205(2)(c)(3)(bjo all beneficialownersof thefund(s);
and
(e)theadviserdeliversauditedfinancial statementssrequiredby paragraph

(3)(c).

Renumbethe currentsubsectior{c) of 950CMR 12.205(2)assubsectior{d)
Registratiorof InvestmentAdviser Representatives

PROPOSED CHANGESTO INSTITUTIONAL BUYER DEFINITION

950CMR 12.205(1)(a)(6)(b):

6. InstitutionalBuyer, for the purpose®f MGL c. 110A §401(m),shallincludeanyof
thefollowing:
a. An organizatiordescribedn Section501(c)(3)of the InternalRevenueCode
with a securitiesportfolio of morethan$25million.
b. An investingentity:

i. whoseonly investorsareaccreditednvestorsasdefinedin Rule501(a)
underthe SecuritiesAct of 1933(17 CFR230.501(a)eachof whomhas
investeda minimum of $50,000;and

ii. thesubjectfund existedprior to March30,2012;and.

lii. asof March30,2012,thesubjectfund ceasedo accepinew beneficial
owners.
c. Aninvestingentitywhoseonly investorsarefinancialinstitutionsand
institutionalbuyersassetforthin M.G.L. c. 110A, 8 401(m)and950CMR
12.205(1)(a)6.a.

PROPOSED RULE TEXT ON DISCRETION AND CUSTODY REQUIREMENTS

950CMR 12.205(5):



DiscretionandCustodyRequirements
a. Aninvestmentdvisermregisteredr requiredto beregisteredunderM.G.L. c.
110A whohasdiscretionaryauthorityoverclientfundsor securitiesshallbe
bondedn anamountof notlessthan$10,000.0(by a bondingcompanyqualified
to do businessn the Commonwealth.
b. Aninvestmentdvisemregisteredr requiredto beregisteredunderM.G.L. c.
110A whohascustodyof clientfundsor securitiesshallcomplywith the
provisionsof Rule206(4)-2underthe InvestmentAdvisersAct of 1940(17 CFR
275.206(4)-2).

I. “Custody”shallhavethe meaningdefinedin Rule206(4)-2(d)(2under
the InvestmentAdvisersAct of 1940(17 CFR275.206(4)-(2)(d)(2)).

ii. An adviseris notexemptfrom theindependenterificationrequirement
pursuanto Rule206(4)-2(b)(3)underthe InvestmentAdvisersAct of
1940unlesstheadvisermeetsthe following additionalrequirements:

A. Theadviseraswritten authorizatiorfrom theclientto deduct
advisoryfeesfrom theaccountheldwith the qualified custodianand

B. Theadvisersendghequalified custodiarandclientaninvoiceor
statemenof theamountof thefeeto be deductedrom theclient’s
accounteachtime afeeis directly deducted.

TECHNICAL CHANGE TO 950 CMR 12.203(5)(a):

(5) Duty to AmendinformationPreviouslyFiled

(a) If theinformationcontainedn anyapplicationor amendedipplicationfor
registrationasa broker-dealeragent,or issuer-agenthangesn a material
way, or is or becomesnaccurateor incompletein anymaterialrespectan
amendmenshallbefiled atthetime of knowledgeof suchchange.Such
amendmentshallbefiled with the CRD ordirectly with the Division.
Eventsconsiderednaterialinclude,but arenot necessarilyimited to, the
following:
[1-13: nochange]




