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1.

Text of the Proposed Rule Change
(a) Pursuant to the provisions of Section 19(b)(1) of the Securities Exchange Act

of 1934 (“Exchange Act,” “Act” or “SEA”),1 Financial Industry Regulatory Authority,
Inc. (“FINRA”) is filing with the Securities and Exchange Commission (“SEC” or
“Commission”) a proposed rule change to adopt FINRA Rules 2030 (Engaging in
Distribution and Solicitation Activities with Government Entities)2 and 4580 (Books and
Records Requirements for Government Distribution and Solicitation Activities) to
establish “pay-to-play”3 and related rules that would regulate the activities of member
firms that engage in distribution or solicitation activities for compensation with
government entities on behalf of investment advisers.
The text of the proposed rule change is attached as Exhibit 5.
(b) Not applicable.
(c) Not applicable.
2.

Procedures of the Self-Regulatory Organization
At its meeting on February 10, 2010, the FINRA Board of Governors authorized

the filing of the proposed rule change with the SEC. No other action by FINRA is
necessary for the filing of the proposed rule change.
1

15 U.S.C. 78s(b)(1).

2

FINRA published the proposed rule change as FINRA Rule 2390 in Regulatory
Notice 14-50 (November 2014) (“Notice”). FINRA has determined that the
proposed rule change is more appropriately categorized under the FINRA Rule
2000 Series relating to “Duties and Conflicts.”

3

“Pay-to-play” practices typically involve a person making cash or in-kind political
contributions (or soliciting or coordinating others to make such contributions) to
help finance the election campaigns of state or local officials or bond ballot
initiatives as a quid pro quo for the receipt of government contracts.
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If the Commission approves the proposed rule change, FINRA will announce the
effective date of the proposed rule change in a Regulatory Notice to be published no later
than 60 days following Commission approval. FINRA intends to establish an effective
date that is no sooner than 180 days following publication of the Regulatory Notice
announcing Commission approval of the proposed rule change, and no later than 365
days following Commission approval of the proposed rule change.4
3.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change
(a)

Purpose

Background & Discussion
In July 2010, the SEC adopted Rule 206(4)-5 under the Investment Advisers Act
of 1940 (“Advisers Act”) addressing pay-to-play practices by investment advisers (the
“SEC Pay-to-Play Rule”).5 The SEC Pay-to-Play Rule prohibits an investment adviser
from providing advisory services for compensation to a government entity for two years
after the adviser or its covered associates make a contribution to an official of the
government entity, unless an exception or exemption applies. In addition, it prohibits an
investment adviser from soliciting from others, or coordinating, contributions to

4

See infra Effective Date, for a more detailed discussion regarding the effective
date of the proposed rule change.

5

See Investment Advisers Act Release No. 3043 (July 1, 2010), 75 FR 41018 (July
14, 2010) (Political Contributions by Certain Investment Advisers) (“SEC Pay-toPlay Rule Adopting Release”). See also Investment Advisers Act Release No.
3221 (June 22, 2011), 76 FR 42950 (July 19, 2011) (Rules Implementing
Amendments to the Investment Advisers Act of 1940); Investment Advisers Act
Release No. 3418 (June 8, 2012), 77 FR 35263 (June 13, 2012) (Political
Contributions by Certain Investment Advisers; Ban on Third Party Solicitation;
Extension of Compliance Date).
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government entity officials or payments to political parties where the adviser is providing
or seeking to provide investment advisory services to a government entity.
The SEC Pay-to-Play Rule also prohibits an investment adviser and its covered
associates from providing or agreeing to provide, directly or indirectly, payment to any
person to solicit a government entity for investment advisory services on behalf of the
investment adviser unless the person is a “regulated person.” A “regulated person”
includes a member firm, provided that: (a) FINRA rules prohibit member firms from
engaging in distribution or solicitation activities if political contributions have been
made; and (b) the SEC finds, by order, that such rules impose substantially equivalent or
more stringent restrictions on member firms than the SEC Pay-to-Play Rule imposes on
investment advisers and that such rules are consistent with the objectives of the SEC Payto-Play Rule.6 The SEC stated that this SEC ban on third party solicitations would be
effective nine months after the compliance date of a final rule adopted by the SEC by
which municipal advisors must register under the SEA.7 The SEC adopted such a final
rule on September 20, 2013, with a compliance date of July 1, 2014.8

6

See SEC Pay-to-Play Rule 206(4)-5(f)(9). A “regulated person” also includes
SEC registered investment advisers and SEC-registered municipal advisors,
subject to specified conditions.

7

See Investment Advisers Act Release No. 3418 (June 8, 2012), 77 FR 35263
(June 13, 2012).

8

See Securities Exchange Act Release No. 70462 (September 20, 2013), 78 FR
67468 (November 12, 2013) (Registration of Municipal Advisors). On June 25,
2015, the SEC issued notice of the compliance date for its third party solicitation
ban as July 31, 2015. See Investment Advisers Act Release No. 4129 (June 25,
2015), 80 FR 37538 (July 1, 2015). In addition, staff of the Division of
Investment Management (the “Division”) added Question I.4 to its Staff
Responses to Questions About the Pay to Play Rule stating, among other things,
that until the later of (i) the effective date of a FINRA pay-to-play rule or (ii) the
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Based on this regulatory framework, FINRA is proposing a pay-to-play rule, Rule
2030, modeled on the SEC Pay-to-Play Rule that would impose substantially equivalent
restrictions on member firms engaging in distribution or solicitation activities to those the
SEC Pay-to-Play Rule imposes on investment advisers. FINRA is also proposing rules
that would impose recordkeeping requirements on member firms in connection with
political contributions.9
The proposed rules would establish a comprehensive regime to regulate the
activities of member firms that engage in distribution or solicitation activities with
government entities on behalf of investment advisers. FINRA believes that establishing
requirements for member firms that are modeled on the SEC’s Pay-to-Play-Rule is a
more effective regulatory response to the concerns the SEC identified in the SEC Pay-toPlay Rule Adopting Release regarding third-party solicitations than an outright ban on
such activity. For example, in the SEC Pay-to-Play Rule Adopting Release, the SEC

effective date of an MSRB pay-to-play rule, the Division would not recommend
enforcement action to the Commission against an investment adviser or its
covered associates under rule 206(4)-5(a)(2)(i) for the payment to any person to
solicit a government entity for investment advisory services. See
https://www.sec.gov/divisions/investment/pay-to-play-faq.htm. See also infra
Effective Date, for a more detailed discussion regarding the effective date of
FINRA Rules 2030 and 4580.
9

In connection with the adoption of the SEC Pay-to-Play Rule, the Commission
also adopted recordkeeping requirements related to political contributions by
investment advisers and their covered associates. See Advisers Act Rule 2042(a)(18) and (h)(1).
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stated that solicitors10 or “placement agents”11 have played a central role in actions that it
and other authorities have brought involving pay-to-play schemes.12 The SEC noted that
in several instances, advisers allegedly made significant payments to placement agents
and other intermediaries to influence the award of advisory contracts.13 The SEC also
acknowledged the difficulties that advisers face in monitoring or controlling the activities
of their third-party solicitors.14 Accordingly, the proposed rules are intended to enable
member firms to continue to engage in distribution and solicitation activities with
government entities on behalf of investment advisers while at the same time deterring
member firms from engaging in pay-to-play practices.15

10

“Solicitors” typically locate investment advisory clients on behalf of an
investment adviser. See Investment Advisers Act Release No. 2910 (August 3,
2009), 74 FR 39840, 39853 n.137 (August 7, 2009) (Political Contributions by
Certain Investment Advisers).

11

“Placement agents” typically specialize in finding investors (often institutional
investors or high net worth investors) that are willing and able to invest in a
private offering of securities on behalf of the issuer of such privately offered
securities. See id.

12

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41037 (discussing the
reasons for proposing a ban on using third parties to solicit government business).

13

See id.

14

See id.

15

In response to a request from SEC staff, FINRA previously indicated its intent to
prepare rules for consideration by the SEC that would prohibit its member firms
from soliciting advisory business from a government entity on behalf of an
adviser unless the member firms comply with requirements prohibiting pay-toplay practices. See Letter from Andrew J. Donohue, Director, Division of
Investment Management, SEC, to Richard G. Ketchum, Chairman & CEO,
FINRA (December 18, 2009), available at http://www.sec.gov/comments/s7-1809/s71809-252.pdf (requesting whether FINRA would consider adopting a rule
preventing pay-to-play activities by registered broker-dealers acting as legitimate
placement agents on behalf of investment advisers). See also Letter from Richard
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FINRA sought comment on the proposed rule change in the Notice.16 As
discussed further in Item 5 below, commenters were generally supportive of the proposed
rule change, but also expressed some concerns. In considering the comments, FINRA
has engaged in discussions with SEC staff. In addition, as discussed in Item 4 below,
FINRA has engaged in an analysis of the potential economic impacts of the proposed rule
change. As a result, FINRA has revised the proposed rule change as published in the
Notice. In particular, as discussed in more detail in Item 5, FINRA has determined not to
propose a disclosure requirement for government distribution and solicitation activities at
this time. In addition, FINRA has determined not to propose a disgorgement requirement
as part of the pay-to-play rule. FINRA believes that these revisions will more closely
align FINRA’s proposed pay-to-play rule with the SEC Pay-to-Play Rule and help reduce
cost and compliance burden concerns raised by commenters.
The proposed rule change, as revised in response to comments on the Notice, is
set forth in further detail below.

G. Ketchum, Chairman & CEO, FINRA, to Andrew J. Donohue, Director,
Division of Investment Management, SEC (March 15, 2010), available at
http://www.sec.gov/comments/s7-18-09/s71809-260.pdf (stating “[w]e believe
that a regulatory scheme targeting improper pay to play practices by brokerdealers acting on behalf of investment advisers is . . . a viable solution to a ban on
certain private placement agents serving a legitimate function”).
16

See supra note 2.

Page 9 of 243
Proposed Pay-to-Play Rule
A. Two-Year Time Out
Proposed Rule 2030(a) would prohibit a covered member from engaging in
distribution17 or solicitation18 activities for compensation with a government entity on
behalf of an investment adviser that provides or is seeking to provide investment advisory
services to such government entity within two years after a contribution to an official of
the government entity is made by the covered member or a covered associate (including a
person who becomes a covered associate within two years after the contribution is made).
As discussed in more detail below, the terms and scope of this prohibition are modeled on
the SEC Pay-to-Play Rule.19
17

As discussed in Item 5 below, FINRA is not eliminating the term “distribution”
from the proposed rule as suggested by some commenters. Thus, subject to the
limitations discussed in Item 5, the proposed rule would apply to covered
members engaging in distribution (as well as solicitation) activities with
government entities. Specifically, the proposed rule would apply to distribution
activities involving unregistered pooled investment vehicles such as hedge funds,
private equity funds, venture capital funds, and collective investment trusts, and
registered pooled investment vehicles such as mutual funds, but only if those
registered pools are an investment option of a participant-directed plan or
program of a government entity.

18

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(11) defines the
term “solicit” to mean: “(A) With respect to investment advisory services, to
communicate, directly or indirectly, for the purpose of obtaining or retaining a
client for, or referring a client to, an investment adviser; and (B) With respect to a
contribution or payment, to communicate, directly or indirectly, for the purpose of
obtaining or arranging a contribution or payment.” The determination of whether
a particular communication would be a solicitation would depend on the facts and
circumstances relating to such communication. As a general proposition, any
communication made under circumstances reasonably calculated to obtain or
retain an advisory client would be considered a solicitation unless the
circumstances otherwise indicate that the communication does not have the
purpose of obtaining or retaining an advisory client. See also infra note 40.

19

See SEC Pay-to-Play Rule 206(4)-5(a)(1).

Page 10 of 243
The proposed rule would not ban or limit the amount of political contributions a
covered member or its covered associates could make. Instead, it would impose a twoyear time out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates make a contribution to an official of the government entity.
Consistent with the two-year time out in the SEC Pay-to-Play Rule, the two-year time out
in the proposed rule is intended to discourage covered members from participating in
pay-to-play practices by requiring a cooling-off period during which the effects of a
political contribution on the selection process can be expected to dissipate.
1.

Covered Members

Proposed Rule 2030(g)(4) defines a “covered member” to mean “any member
except when that member is engaging in activities that would cause the member to be a
municipal advisor as defined in Exchange Act Section 15B(e)(4), SEA Rule 15Ba11(d)(1) through (4) and other rules and regulations thereunder.” As noted above, the SEC
Pay-to-Play Rule includes within its definition of “regulated person” SEC-registered
municipal advisors, subject to specified conditions.20 Specifically, the SEC Pay-to-Play
Rule prohibits an investment adviser from providing or agreeing to provide, directly or
indirectly, payment to an SEC-registered municipal advisor unless the municipal advisor
is subject to a Municipal Securities Rulemaking Board (“MSRB”) pay-to-play rule.21
A member firm that solicits a government entity for investment advisory services
on behalf of an unaffiliated investment adviser may be required to register with the SEC
20

See supra note 6.

21

See SEC Pay-to-Play Rule 206(4)-5(a)(2)(i)(A) and 206(4)-5(f)(9).
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as a municipal advisor as a result of such activity.22 Under such circumstances, MSRB
rules applicable to municipal advisors, including any pay-to-play rule adopted by the
MSRB, would apply to the member firm.23 On the other hand, if the member firm
solicits a government entity on behalf of an affiliated investment adviser, such activity
would not cause the firm to be a municipal advisor. Under such circumstances, the
member firm would be a “covered member” subject to the requirements of proposed Rule
2030.24
22

See Exchange Act Section 15B(e)(9) and Rule 15Ba1-1(n) thereunder (defining
“solicitation of a municipal entity or obligated person” to mean “a direct or
indirect communication with a municipal entity or obligated person made by a
person, for direct or indirect compensation, on behalf of a broker, dealer,
municipal securities dealer, municipal advisor, or investment adviser . . . that does
not control, is not controlled by, or is not under common control with the person
undertaking such solicitation for the purpose of obtaining or retaining an
engagement by a municipal entity or obligated person of a broker, dealer,
municipal securities dealer, or municipal advisor for or in connection with
municipal financial products, the issuance of municipal securities, or of an
investment adviser to provide investment advisory services to or on behalf of a
municipal entity.”)

23

On August 18, 2014, the MSRB issued a Regulatory Notice requesting comment
on draft amendments to MSRB Rule G-37, on political contributions made by
brokers, dealers and municipal securities dealers and prohibitions on municipal
securities business, to extend the rule to cover municipal advisors. See MSRB
Regulatory Notice 2014-15 (August 2014). MSRB Rule G-37 was approved by
the Commission in 1994 and, since that time, has prohibited brokers, dealers and
municipal securities dealers engaging in municipal securities business from
participating in pay-to-play practices. See Securities Exchange Act Release No.
33868 (April 7, 1994), 59 FR 17621 (April 13, 1994) (Order Approving File No.
SR-MSRB-94-2).

24

FINRA notes that a person that is registered under the SEA as a broker-dealer and
municipal advisor, and under the Advisers Act as an investment adviser could
potentially be a “regulated person” for purposes of the SEC Pay-to-Play Rule.
Such a regulated person would be subject to the rules that apply to the services the
regulated person is performing. See also supra note 23 (noting that brokers,
dealers and municipal securities dealers engaging in municipal securities business
are subject to MSRB Rule G-37).
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2.

Investment Advisers

The proposed rule would apply to covered members acting on behalf of any
investment adviser registered (or required to be registered) with the SEC, or unregistered
in reliance on the exemption available under Section 203(b)(3) of the Advisers Act for
foreign private advisers, or that is an exempt reporting adviser under Advisers Act Rule
204-4(a).25 Thus, it would not apply to member firms acting on behalf of advisers that
are registered with state securities authorities instead of the SEC, or advisers that are
unregistered in reliance on exemptions other than Section 203(b)(3) of the Advisers Act.
The proposed rule’s definition of “investment adviser” is consistent with the definition of
“investment adviser” in the SEC Pay-to-Play Rule.26
3.

Official of a Government Entity

An official of a government entity would include an incumbent, candidate or
successful candidate for elective office of a government entity if the office is directly or
indirectly responsible for, or can influence the outcome of, the hiring of an investment
adviser or has authority to appoint any person who is directly or indirectly responsible
for, or can influence the outcome of, the hiring of an investment adviser.27 Government

25

See proposed Rule 2030(g)(7).

26

See SEC Pay-to-Play Rule 206(4)-5(a)(1). FINRA notes that, consistent with the
SEC Pay-to-Play Rule, the proposed rule would not apply to state-registered
investment advisers as few of these smaller firms manage public pension plans or
other similar funds. See also infra note 98 and accompanying text.

27

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(8) defines an
“official” to mean “any person (including any election committee for the person)
who was, at the time of the contribution, an incumbent, candidate or successful
candidate for elective office of a government entity, if the office: (A) Is directly
or indirectly responsible for, or can influence the outcome of, the hiring of an
investment adviser by a government entity; or (B) Has authority to appoint any
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entities would include all state and local governments, their agencies and
instrumentalities, and all public pension plans and other collective government funds,
including participant-directed plans such as 403(b),28 457,29 and 529 plans.30
Thus, the two-year time out would be triggered by contributions, not only to
elected officials who have legal authority to hire the adviser, but also to elected officials
(such as persons with appointment authority) who can influence the hiring of the adviser.
As noted in the SEC Pay-to-Play Rule Adopting Release, a person appointed by an
elected official is likely to be subject to that official’s influences and recommendations.
It is the scope of authority of the particular office of an official, not the influence actually
exercised by the individual that would determine whether the individual has influence
over the awarding of an investment advisory contract under the definition.31
person who is directly or indirectly responsible for, or can influence the outcome
of, the hiring of an investment adviser by a government entity.”
28

A 403(b) plan is a tax-deferred employee benefit retirement plan established
under Section 403(b) of the Internal Revenue Code of 1986 (26 U.S.C. 403(b)).

29

A 457 plan is a tax-deferred employee benefit retirement plan established under
Section 457 of the Internal Revenue Code of 1986 (26 U.S.C. 457).

30

A 529 plan is a “qualified tuition plan” established under Section 529 of the
Internal Revenue Code of 1986 (26 U.S.C. 529). Consistent with the SEC Pay-toPlay Rule, proposed Rule 2030(g)(6) defines a “government entity” to mean “any
state or political subdivision of a state, including: (A) Any agency, authority or
instrumentality of the state or political subdivision; (B) A pool of assets sponsored
or established by the state or political subdivision or any agency, authority or
instrumentality thereof, including but not limited to a “defined benefit plan” as
defined in Section 414(j) of the Internal Revenue Code, or a state general fund;
(C) A plan or program of a government entity; and (D) Officers, agents or
employees of the state or political subdivision or any agency, authority or
instrumentality thereof, acting in their official capacity.”

31

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41029 (discussing the
terms “official” and “government entity”).
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4.

Contributions

The proposed rule’s time out provisions would be triggered by contributions made
by a covered member or any of its covered associates. A contribution would include a
gift, subscription, loan, advance, deposit of money, or anything of value made for the
purpose of influencing the election for a federal, state or local office, including any
payments for debts incurred in such an election. It would also include transition or
inaugural expenses incurred by a successful candidate for state or local office.32
Consistent with the SEC Pay-to-Play Rule, FINRA would not consider a donation of time
by an individual to be a contribution, provided the covered member has not solicited the
individual’s efforts and the covered member’s resources, such as office space and
telephones, are not used.33 Similarly, FINRA would not consider a charitable donation
made by a covered member to an organization that qualifies for an exemption from
federal taxation under the Internal Revenue Code,34 or its equivalent in a foreign

32

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(1) defines a
“contribution” to mean “any gift, subscription, loan, advance, or deposit of money
or anything of value made for: (A) The purpose of influencing any election for
federal, state or local office; (B) Payment of debt incurred in connection with any
such election; or (C) Transition or inaugural expenses of the successful candidate
for state or local office.”

33

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030. The SEC also
noted that a covered associate’s donation of his or her time generally would not be
viewed as a contribution if such volunteering were to occur during non-work
hours, if the covered associate were using vacation time, or if the adviser is not
otherwise paying the employee’s salary (e.g., an unpaid leave of absence). See
SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030 n.157. FINRA
would take a similar position in interpreting the proposed rule.

34

Section 501(c)(3) of the Internal Revenue Code (26 U.S.C. 501(c)(3)) contains a
list of charitable organizations that are exempt from Federal income tax.
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jurisdiction, at the request of an official of a government entity to be a contribution for
purposes of the proposed rule.35
5.

Covered Associates

As stated in the SEC Pay-to-Play Rule Adopting Release, contributions made to
influence the selection process are typically made not by the firm itself, but by officers
and employees of the firm who have a direct economic stake in the business relationship
with the government client.36 Accordingly, consistent with the SEC Pay-to-Play Rule,
under the proposed rule, contributions by each of these persons, which the proposed rule
describes as “covered associates,” would trigger the two-year time out.37
Contributions by an executive officer of a covered member would trigger the twoyear time out. As discussed in Item 5 below, commenters requested that FINRA define
the term “executive officer” for purposes of the proposed pay-to-play rule. Accordingly,
consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(5) defines an
“executive officer of a covered member” to mean: “(A) The president; (B) Any vice
35

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030 (discussing the
scope of the term “contribution” under the SEC Pay-to-Play Rule). Note,
however, proposed Rule 2030(e) providing that it shall be a violation of Rule
2030 for any covered member or any of its covered associates to do anything
indirectly that, if done directly, would result in a violation of the rule.

36

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41031.

37

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(2) defines a
“covered associate” to mean: “(A) Any general partner, managing member or
executive officer of a covered member, or other individual with a similar status or
function; (B) Any associated person of a covered member who engages in
distribution or solicitation activities with a government entity for such covered
member; (C) Any associated person of a covered member who supervises,
directly or indirectly, the government entity distribution or solicitation activities
of a person in subparagraph (B) above; and (D) Any political action committee
controlled by a covered member or a covered associate.”
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president in charge of a principal business unit, division or function (such as sales,
administration or finance); (C) Any other officer of the covered member who performs a
policy-making function; or (D) Any other person who performs similar policy-making
functions for the covered member.” Whether a person is an executive officer would
depend on his or her function or activities and not his or her title. For example, an officer
who is a chief executive of a covered member but whose title does not include “president”
would nonetheless be an executive officer for purposes of the proposed rule.
In addition, a covered associate would include a political action committee, or
PAC, controlled by the covered member or any of its covered associates as a PAC is
often used to make political contributions.38 Under the proposed rule, FINRA would
consider a covered member or its covered associates to have “control” over a PAC if the
covered member or covered associate has the ability to direct or cause the direction of
governance or operations of the PAC.
6.

“Look Back”

Consistent with the SEC Pay-to-Play Rule, the proposed rule would attribute to a
covered member contributions made by a person within two years (or, in some cases, six
months) of becoming a covered associate. This “look back” would apply to any person
who becomes a covered associate, including a current employee who has been transferred
or promoted to a position covered by the proposed rule. A person would become a
“covered associate” for purposes of the proposed rule’s “look back” provision at the time
he or she is hired or promoted to a position that meets the definition of a “covered
associate.”
38

See id.
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Thus, when an employee becomes a covered associate, the covered member must
“look back” in time to that employee’s contributions to determine whether the time out
applies to the covered member. If, for example, the contributions were made more than
two years (or, pursuant to the exception described below for new covered associates, six
months) prior to the employee becoming a covered associate, the time out has run. If the
contribution was made less than two years (or six months, as applicable) from the time
the person becomes a covered associate, the proposed rule would prohibit the covered
member that hires or promotes the contributing covered associate from receiving
compensation for engaging in distribution or solicitation activities on behalf of an
investment adviser from the hiring or promotion date until the two-year period has run.
In no case would the prohibition imposed be longer than two years from the date
the covered associate made the contribution. Thus, if, for example, the covered associate
becomes employed (and engages in solicitation activities) one year and six months after
the contribution was made, the covered member would be subject to the proposed rule’s
prohibition for the remaining six months of the two-year period. This “look back”
provision, which is consistent with the SEC Pay-to-Play Rule, is designed to prevent
covered members from circumventing the rule by influencing the selection process by
hiring persons who have made political contributions.39

39

Similarly, consistent with the SEC Pay-to-Play Rule, to prevent covered members
from channeling contributions through departing employees, covered members
must “look forward” with respect to covered associates who cease to qualify as
covered associates or leave the firm. The covered associate’s employer at the
time of the contribution would be subject to the proposed rule’s prohibition for
the entire two-year period, regardless of whether the covered associate remains a
covered associate or remains employed by the covered member. Thus, dismissing
a covered associate would not relieve the covered member from the two-year time
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B.

Prohibition on Soliciting and Coordinating Contributions

Proposed Rule 2030(b) would prohibit a covered member or covered associate
from coordinating or soliciting40 any person or PAC to make any: (1) contribution to an
official of a government entity in respect of which the covered member is engaging in, or
seeking to engage in, distribution or solicitation activities on behalf of an investment
adviser; or (2) payment41 to a political party of a state or locality of a government entity

out. See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41033
(discussing the “look back” in that rule).
40

Proposed Rule 2030(g)(11)(B) defines the term “solicit” with respect to a
contribution or payment as “to communicate, directly or indirectly, for the
purpose of obtaining or arranging a contribution or payment.” This provision is
consistent with a similar provision in the SEC Pay-to-Play Rule. See SEC Pay-toPlay Rule 206(4)-5(f)(10)(ii). Consistent with the SEC Pay-to-Play Rule, whether
a particular activity involves a solicitation or coordination of a contribution or
payment for purposes of the proposed rule would depend on the facts and
circumstances. A covered member that consents to the use of its name on
fundraising literature for a candidate would be soliciting contributions for that
candidate. Similarly, a covered member that sponsors a meeting or conference
which features a government official as an attendee or guest speaker and which
involves fundraising for the government official would be soliciting contributions
for that government official. Expenses incurred by the covered member for
hosting the event would be a contribution by the covered member, thereby
triggering the two-year ban on the covered member receiving compensation for
engaging in distribution or solicitation activities with the government entity over
which that official has influence. Such expenses may include, but are not limited
to, the cost of the facility, the cost of refreshments, any expenses paid for
administrative staff, and the payment or reimbursement of any of the government
official’s expenses for the event. The de minimis exception under proposed Rule
2030(c)(1) would not be available with respect to these expenses because they
would have been incurred by the firm, not by a natural person. See also SEC Payto-Play Rule Adopting Release, 75 FR 41018, 41043 n.328, 329 (discussing the
term “solicit” with respect to a contribution or payment).

41

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(9) defines the
term “payment” to mean “any gift, subscription, loan, advance or deposit of
money or anything of value.” This definition is similar to the definition of
“contribution,” but is broader, in the sense that it does not include limitations on
the purposes for which such money is given (e.g., it does not have to be made for
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with which the covered member is engaging in, or seeking to engage in, distribution or
solicitation activities on behalf of an investment adviser. This provision is modeled on a
similar provision in the SEC Pay-to-Play Rule42 and is intended to prevent covered
members or covered associates from circumventing the proposed rule’s prohibition on
direct contributions to certain elected officials such as by “bundling” a large number of
small employee contributions to influence an election, or making contributions (or
payments) indirectly through a state or local political party.43
In addition, as discussed in Item 5 below, in response to a request for clarification
from a commenter regarding the application of this provision of the proposed rule,
FINRA notes that, consistent with guidance provided by the SEC in connection with SEC
Pay-to-Play Rule 206(4)-5(a)(2), a direct contribution to a political party by a covered
member or its covered associates would not violate the proposed rule unless the
contribution was a means for the covered member to do indirectly what the rule would
prohibit if done directly (for example, if the contribution was earmarked or known to be
provided for the benefit of a particular government official).

the purpose of influencing an election). Consistent with the SEC Pay-to-Play
Rule, FINRA is including the broader term “payments,” as opposed to
“contributions,” to deter a covered member from circumventing the proposed
rule’s prohibitions by coordinating indirect contributions to government officials
by making payments to political parties. See SEC Pay-to-Play Rule Adopting
Release, 75 FR 41018, 41043 n.331 and accompanying text (discussing a similar
approach with respect to restrictions on soliciting and coordinating contributions
and payments).
42

See SEC Pay-to-Play Rule 206(4)-5(a)(2).

43

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41043 (discussing
restrictions on soliciting and coordinating contributions and payments).
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C.

Direct or Indirect Contributions or Solicitations

Proposed Rule 2030(e) further provides that it shall be a violation of Rule 2030
for any covered member or any of its covered associates to do anything indirectly that, if
done directly, would result in a violation of the rule. This provision is consistent with a
similar provision in the SEC Pay-to-Play Rule44 and would prevent a covered member or
its covered associates from funneling payments through third parties, including, for
example, consultants, attorneys, family members, friends or companies affiliated with the
covered member as a means to circumvent the proposed rule.45 In addition, as discussed
in Item 5 below, in response to a request for clarification from a commenter regarding the
application of this provision of the proposed rule, FINRA notes that, consistent with
guidance provided by the SEC in connection with SEC Pay-to-Play Rule 206(4)-5(d),
proposed Rule 2030(e) would require a showing of intent to circumvent the rule in order
for such persons to trigger the two-year time out.
D.

Covered Investment Pools

Proposed Rule 2030(d)(1) provides that a covered member that engages in
distribution or solicitation activities with a government entity on behalf of a covered

44

See SEC Pay-to-Play Rule 206(4)-5(d).

45

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 (discussing
direct and indirect contributions or solicitations). This provision would also
cover, for example, situations in which contributions by a covered member are
made, directed or funded through a third party with an expectation that, as a result
of the contributions, another contribution is likely to be made by a third party to
“an official of the government entity,” for the benefit of the covered member.
Contributions made through gatekeepers thus would be considered to be made
“indirectly” for purposes of the rule.
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investment pool46 in which a government entity invests or is solicited to invest shall be
treated as though the covered member was engaging in or seeking to engage in
distribution or solicitation activities with the government entity on behalf of the
investment adviser to the covered investment pool directly.47 Proposed Rule 2030(d)(2)
provides that an investment adviser to a covered investment pool in which a government
entity invests or is solicited to invest shall be treated as though that investment adviser
were providing or seeking to provide investment advisory services directly to the
government entity.48

46

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(3) defines a
“covered investment pool” to mean: “(A) Any investment company registered
under the Investment Company Act that is an investment option of a plan or
program of a government entity, or (B) Any company that would be an
investment company under Section 3(a) of the Investment Company Act but for
the exclusion provided from that definition by either Section 3(c)(1), 3(c)(7) or
3(c)(11) of that Act.” Thus, the definition includes such unregistered pooled
investment vehicles as hedge funds, private equity funds, venture capital funds,
and collective investment trusts. It also includes registered pooled investment
vehicles, such as mutual funds, but only if those registered pools are an
investment option of a participant-directed plan or program of a government
entity.

47

Consistent with the SEC Pay-to-Play Rule, under the proposed rule, if a
government entity is an investor in a covered investment pool at the time a
contribution triggering a two-year time out is made, the covered member must
forgo any compensation related to the assets invested or committed by the
government entity in the covered investment pool. See SEC Pay-to-Play Rule
Adopting Release, 75 FR 41018, 41047.

48

As discussed in Item 5 below, FINRA has added proposed Rule 2030(d)(2) in
response to comments on the Notice to clarify, for purposes of the proposed rule,
the relationship between an investment adviser to a covered investment pool and a
government entity that invests in the covered investment pool.
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Proposed Rule 2030(d) is modeled on a similar prohibition in the SEC Pay-toPlay Rule49 and would apply the prohibitions of the proposed rule to situations in which
an investment adviser manages assets of a government entity through a hedge fund or
other type of pooled investment vehicle. Thus, the provision would extend the protection
of the proposed rule to public pension plans that access the services of investment
advisers through hedge funds and other types of pooled investment vehicles sponsored or
advised by investment advisers as a funding vehicle or investment option in a
government-sponsored plan, such as a “529 plan.”50
E.

Exceptions and Exemptions

As discussed in more detail below, the proposed rule contains exceptions that are
modeled on similar exceptions in the SEC Pay-to-Play Rule for de minimis contributions,
new covered associates and returned contributions.51
In addition, proposed Rule 2030(f) includes an exemptive provision for covered
members that is modeled on the exemptive provision in the SEC Pay-to-Play Rule52 that
would allow covered members to apply to FINRA for an exemption from the proposed
rule’s two-year time out. Under this provision, FINRA would be able to exempt covered
members from the proposed rule’s time out requirement where the covered member
discovers contributions that would trigger the compensation ban after they have been

49

See SEC Pay-to-Play Rule 206(4)-5(c).

50

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 (discussing the
applicability of the SEC Pay-to-Play Rule to covered investment pools).

51

See SEC Pay-to-Play Rule 206(4)-5(b).

52

See SEC Pay-to-Play Rule 206(4)-5(e).
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made, and when imposition of the prohibition would be unnecessary to achieve the rule’s
intended purpose. This provision would provide covered members with an additional
avenue by which to seek to cure the consequences of an inadvertent violation by the
covered member or its covered associates that falls outside the limits of one of the
proposed rule’s exceptions. In determining whether to grant an exemption, FINRA
would take into account the varying facts and circumstances that each application
presents.
1.

De Minimis Contributions

Proposed Rule 2030(c)(1) would except from the rule’s restrictions contributions
made by a covered associate that is a natural person to government entity officials for
whom the covered associate was entitled to vote53 at the time of the contributions,
provided the contributions do not exceed $350 in the aggregate to any one official per
election. If the covered associate was not entitled to vote for the official at the time of the
contribution, the contribution must not exceed $150 in the aggregate per election.
Consistent with the SEC Pay-to-Play Rule, under both exceptions, primary and general

53

Consistent with the SEC Pay-to-Play Rule, for purposes of proposed Rule
2030(c)(1), a person would be “entitled to vote” for an official if the person’s
principal residence is in the locality in which the official seeks election. For
example, if a government official is a state governor running for re-election, any
covered associate who resides in that state may make a de minimis contribution to
the official without causing a ban on the covered member being compensated for
engaging in distribution or solicitation activities with that government entity on
behalf of an investment adviser. If the government official is running for
president, any covered associate in the country would be able to contribute the de
minimis amount to the official’s presidential campaign. See SEC Pay-to-Play
Rule Adopting Release, 75 FR 41018, 41034 (discussing the applicability in the
SEC Pay-to-Play Rule of the exception for de minimis contributions).
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elections would be considered separate elections.54 These exceptions are based on the
theory that such contributions are typically made without the intent or ability to influence
the selection process of the investment adviser.
2.

New Covered Associates

Proposed Rule 2030(c)(2) would provide an exception from the proposed rule’s
restrictions for covered members if a natural person made a contribution more than six
months prior to becoming a covered associate of the covered member unless the covered
associate engages in, or seeks to engage in, distribution or solicitation activities with a
government entity on behalf of the covered member. This provision is consistent with a
similar provision in the SEC Pay-to-Play Rule.55 As stated in the SEC Pay-to-Play Rule
Adopting Release, the potential link between obtaining advisory business and
contributions made by an individual prior to his or her becoming a covered associate who
is uninvolved in distribution or solicitation activities is likely more attenuated than for a
covered associate who engages in distribution or solicitation activities and, therefore,
should be subject to a shorter look-back period.56 This exception is also intended to
balance the need for covered members to be able to make hiring decisions with the need
to protect against individuals marketing to prospective employers their connections to, or
influence over, government entities the employer might be seeking as clients.57

54

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41034.

55

See SEC Pay-to-Play Rule 206(4)-5(b)(2).

56

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41034 (discussing the
applicability of the “look back” in the SEC Pay-to-Play Rule).

57

See id.
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3.

Certain Returned Contributions

Proposed Rule 2030(c)(3) would provide an exception from the proposed rule’s
restrictions for covered members if the restriction is due to a contribution made by a
covered associate and: (1) the covered member discovered the contribution within four
months of it being made; (2) the contribution was less than $350; and (3) the contribution
is returned within 60 days of the discovery of the contribution by the covered member.
Consistent with the SEC Pay-to-Play Rule, this exception would allow a covered
member to cure the consequences of an inadvertent political contribution to an official for
whom the covered associate is not entitled to vote. As the SEC stated in the SEC Pay-toPlay Rule Adopting Release, the exception is limited to the types of contributions that are
less likely to raise pay-to-play concerns.58 The prompt return of the contribution provides
an indication that the contribution would not affect a government entity official’s
decision to award business. The 60-day limit is designed to give contributors sufficient
time to seek the contribution’s return, but still require that they do so in a timely manner.
In addition, the relatively small amount of the contribution, in conjunction with the other
conditions of the exception, suggests that the contribution was unlikely to have been
made for the purpose of influencing the selection process. Repeated triggering
contributions suggest otherwise. Thus, the proposed rule would provide that covered
members with 150 or fewer registered representatives would be able to rely on this
exception no more than two times per calendar year. All other covered members would
be permitted to rely on this exception no more than three times per calendar year. In
addition, a covered member would not be able to rely on an exception more than once
58

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41035.
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with respect to contributions by the same covered associate regardless of the time period.
These limitations are consistent with similar provisions in the SEC Pay-to-Play Rule.59
Proposed Recordkeeping Requirements
Proposed Rule 4580 would require covered members that engage in distribution
or solicitation activities with a government entity on behalf of any investment adviser that
provides or is seeking to provide investment advisory services to such government entity
to maintain books and records that would allow FINRA to examine for compliance with
its pay-to-play rule. This provision is consistent with similar recordkeeping requirements
imposed on investment advisers in connection with the SEC Pay-to-Play Rule.60 The
proposed rule would require covered members to maintain a list or other record of:


the names, titles and business and residence addresses of all covered
associates;



the name and business address of each investment adviser on behalf of
which the covered member has engaged in distribution or solicitation
activities with a government entity within the past five years (but not prior
to the rule’s effective date);



the name and business address of all government entities with which the
covered member has engaged in distribution or solicitation activities for

59

See SEC Pay-to-Play Rule 206(4)-5(b)(3). The SEC Pay-to-Play Rule includes
different allowances for larger and smaller investment advisers based on the
number of employees they report on Form ADV.

60

See Advisers Act Rule 204-2(a)(18) and (h)(1).
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compensation61 on behalf of an investment adviser, or which are or were
investors in any covered investment pool on behalf of which the covered
member has engaged in distribution or solicitation activities with the
government entity on behalf of the investment adviser to the covered
investment pool, within the past five years (but not prior to the rule’s
effective date); and


all direct or indirect contributions made by the covered member or any of
its covered associates to an official of a government entity, or direct or
indirect payments to a political party of a state or political subdivision
thereof, or to a PAC.

The proposed rule would require that the direct and indirect contributions or
payments made by the covered member or any of its covered associates be listed in
chronological order and indicate the name and title of each contributor and each recipient
of the contribution or payment, as well as the amount and date of each contribution or
payment, and whether the contribution was the subject of the exception for returned
contributions in proposed Rule 2030.
Effective Date
As noted in Item 2 of this filing, if the Commission approves the proposed rule
change, FINRA will announce the effective date of the proposed rule change in a
Regulatory Notice to be published no later than 60 days following Commission approval.

61

As discussed in Item 5 below, FINRA has added “for compensation” to proposed
Rule 4580(a)(3) to clarify that, consistent with the SEC recordkeeping
requirements, FINRA’s proposed recordkeeping requirements would apply only
to government entities that become clients.

Page 28 of 243
FINRA intends to establish an effective date that is no sooner than 180 days following
publication of the Regulatory Notice announcing Commission approval of the proposed
rule change, and no later than 365 days following Commission approval of the proposed
rule change. This transition period will provide members firms with time to identify their
covered associates and government entity clients and to modify their compliance
programs to address new obligations under the rules.
Proposed Rule 2030(a)’s prohibition on engaging in distribution or solicitation
activities for compensation with a government entity on behalf of an investment adviser
that provides or is seeking to provide investment advisory services to such government
entity within two years after a contribution is made to the government entity, will not be
triggered by contributions made prior to the effective date. Similarly, the prohibition
will not apply to contributions made prior to the effective date by new covered associates
to which the two years or, as applicable, six months “look back” applies.
As of the effective date, member firms must begin to maintain books and records
in compliance with proposed Rule 4580. Members firms will not be required, however,
to look back for the five years prior to the effective date of the proposed rule to identify
investment advisers and government entity clients in accordance with proposed Rule
4580(a)(2) and (a)(3).
(b)

Statutory Basis

FINRA believes that the proposed rule change is consistent with the provisions of
Section 15A(b)(6) of the Act,62 which requires, among other things, that FINRA rules
must be designed to prevent fraudulent and manipulative acts and practices, to promote
62

15 U.S.C. 78o-3(b)(6).
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just and equitable principles of trade, and, in general, to protect investors and the public
interest.
FINRA believes that the proposed rule change establishes a comprehensive
regime to allow member firms to continue to engage in distribution or solicitation
activities for compensation with government entities on behalf of investment advisers
following the compliance date for the SEC’s ban on third party solicitations while
deterring member firms from engaging in pay-to-play practices. In the absence of a
FINRA pay-to-play rule, covered members will be prohibited from receiving
compensation for engaging in distribution and solicitation activities with government
entities on behalf of investment advisers. FINRA believes that establishing a pay-to-play
rule modeled on the SEC Pay-to-Play Rule is a more effective regulatory response to the
concerns identified by the SEC regarding third-party solicitations than an outright ban on
such activity. At the same time, FINRA believes that the proposed two-year time out will
deter member firms from engaging in pay-to-play practices and, thereby, protect
investors and the public interest.
4.

Self-Regulatory Organization’s Statement on Burden on Competition
FINRA does not believe that the proposed rule change will result in any burden

on competition that is not necessary or appropriate in furtherance of the purposes of the
Act.
As discussed above, FINRA published the Notice to request comment on the
proposed rule change.63 The Notice included an analysis of the economic impacts of the
proposed rule change and requested comment regarding the analysis. The assessment
63

See supra note 2.
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below includes a summary of the comments received regarding the economic impact of
the proposed rule change as set forth in the Notice as well as FINRA’s responses to the
comments.64
Economic Impact Assessment
A.

Need for the Rule

As discussed above, the SEC Pay-to-Play Rule prohibits an investment adviser
and its covered associates from providing or agreeing to provide, directly or indirectly,
payment to any person to solicit a government entity for investment advisory services on
behalf of the investment adviser unless the person is a “regulated person.” A “regulated
person” includes a member firm, provided that: (a) FINRA rules prohibit member firms
from engaging in distribution or solicitation activities if political contributions have been
made; and (b) the SEC finds, by order, that such rules impose substantially equivalent or
more stringent restrictions on member firms than the SEC Pay-to-Play Rule imposes on
investment advisers and that such rules are consistent with the objectives of the SEC Payto-Play Rule. Thus, FINRA must propose its own pay-to-play rule to enable member
firms to continue to engage in distribution and solicitation activities for compensation
with government entities on behalf of investment advisers.
B.

Regulatory Objective

The proposed rule change would establish a comprehensive regime to regulate the
activities of member firms that engage in distribution or solicitation activities with
government entities on behalf of investment advisers. FINRA aims to enable member

64

All references to commenters are to comment letters as listed in Exhibit 2b and as
further discussed in Item 5 of this filing.

Page 31 of 243
firms to continue to engage in such activities for compensation while at the same time
deterring member firms from engaging in pay-to-play practices.
C.

Economic Baseline

The baseline used to evaluate the impact of the proposed rule change is the
regulatory framework under the SEC Pay-to-Play Rule and the MSRB pay-to-play
rules.65 In the absence of the proposed rules, some member firms currently engaging in
distribution or solicitation activities with government entities on behalf of investment
advisers may not be able to receive payments from investment advisers for engaging in
such activities. Since a “regulated person” also includes SEC-registered investment
advisers and SEC-registered municipal advisors that would be subject to MSRB pay-toplay rules, member firms dually-registered with the SEC as investment advisers or
municipal advisors may be able to engage in distribution or solicitation activities for
compensation with government entities on behalf of investment advisers.66
The member firms that would have to cease their distribution or solicitation
activities for compensation with government entities on behalf of investment advisers
may bear direct losses as a result of the loss of this business. In addition, the absence of a
FINRA pay-to-play rule that the SEC finds by order is substantially equivalent to or more
stringent than the SEC Pay-to-Play Rule may impact investment advisers and public
pension plans.

65

See supra note 23 (discussing MSRB Rule G-37).

66

See supra note 24 (noting that a regulated person that is registered under the SEA
as a broker-dealer and municipal advisor, and under the Advisers Act as an
investment adviser would be subject to the rules that apply to the services the
regulated person is performing).
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Specifically, without such a rule, there could be a decrease in the number of thirdparty solicitors which may reduce the competition in the market for solicitation services.
Some investment advisers may need to search for and hire new solicitors as a result of the
absence of a FINRA pay-to-play rule to continue their solicitation activities. Due to the
potentially limited capacity of third-party solicitors, investment advisers may encounter
difficulties in retaining solicitors or delays in solicitation services. These changes would
likely increase the costs to investment advisers that rely on third-party solicitors to obtain
government clients.
To the extent that higher costs may reduce the number of investment advisers
competing for government business, public pension plans may face more limited
investment opportunities. In such an instance, there may be an opportunity cost to a
government entity either as it may not invest its assets optimally, or when seeking capital
due to limitations on its access to funding.
C.

Economic Impacts
1.

Benefits

The proposed rule change would enable member firms to continue to engage in
distribution or solicitation activities for compensation with government entities on behalf
of investment advisers within the regulatory boundaries of the proposed rule change. The
proposed rule change would prevent a potentially harmful disruption in the member
firms’ solicitation business, and accordingly may help member firms avoid some of the
likely losses associated with the absence of such a rule change. The proposed rule
change may also help promote competition by allowing more third-party solicitors to
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participate in the market for solicitation services, which may in turn reduce costs to
investment advisers and improve competition for advisory services.
The proposed rule change is intended to establish a comprehensive regime to
allow member firms to continue to engage in distribution or solicitation activities with
government entities on behalf of investment advisers while deterring member firms from
engaging in pay-to-play practices. FINRA believes the proposed rules would curb
fraudulent conduct resulting from pay-to-play practices and, therefore, help promote fair
competition in the market and protect public pension funds and investors. FINRA also
believes the proposed rules would likely reduce the search costs of government entities
and increase their ability to efficiently allocate capital, and thereby would promote capital
formation.
2.

Costs

FINRA recognizes that covered members that engage in distribution or
solicitation activities with government entities on behalf of investment advisers would
incur costs to comply with the proposed rules on an initial and ongoing basis. Member
firms would need to establish and maintain policies and procedures to monitor
contributions the firm and its covered associates make and to ensure compliance with the
proposed requirements. In addition, member firms that wish to engage in distribution or
solicitation activities with government entities may face hiring constraints as a result of
the two-year (or, in some cases, six months) “look back” provision.67

67

FINRA notes, however, the availability of the exemptive provision in proposed
Rule 2030(f) that would allow covered members to apply to FINRA for an
exemption from the proposed rule’s two-year time out.
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The compliance costs would likely vary across member firms based on a number
of factors such as the number of covered associates, business models of members firms
and the extent to which their compliance procedures are automated, whether the covered
member is (or is affiliated with) an investment adviser subject to the SEC Pay-to-Play
Rule, and whether the covered member is a registered municipal securities dealer and
thus subject to MSRB pay-to-play rules.68 A small covered member with fewer covered
associates may expend fewer resources to comply with the proposed rules than a large
covered member. Covered members subject to (or affiliated with entities subject to) the
SEC Pay-to-Play Rule or MSRB pay-to-play rules may be able to borrow from or build
upon compliance procedures already in place. For example, FINRA estimates that
approximately 400 member firms are currently subject to the MSRB pay-to-play rules.
The potential burden arising from compliance costs associated with the proposed
rules can be initially gauged from the SEC’s cost estimates for the SEC Pay-to-Play Rule.
The SEC has estimated that investment advisers would spend between 8 and 250 hours to
establish policies and procedures to comply with the SEC Pay-to-Play Rule.69 The SEC
further estimated that ongoing compliance would require between 10 and 1,000 hours
annually.70 The SEC estimated compliance costs for firms of different sizes. The SEC
assumed that a “smaller firm” would have fewer than five covered associates that would
be subject to the SEC Pay-to-Play Rule, a “medium firm” would have between five and

68

See supra note 23 (discussing MSRB Rule G-37).

69

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41056.

70

See id.
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15 covered associates, and a “larger firm” would have more than 15 covered associates.71
The SEC estimated that the initial compliance costs associated with the SEC Pay-to-Play
Rule would be approximately $2,352 per smaller firm, $29,407 per medium firm, and
$58,813 per larger firm.72 It also estimated that the annual, ongoing compliance expenses
would be approximately $2,940 per smaller firm, $117,625 per medium firm, and
$235,250 per larger firm.73
In addition, the SEC estimated the costs for investment advisers to engage outside
legal services to assist in drafting policies and procedures. It estimated that 75 percent of
larger advisory firms, 50 percent of medium firms, and 25 percent of smaller firms
subject to the SEC Pay-to-Play Rule would engage such services.74 The estimated cost
included fees for approximately 8 hours of outside legal review for a smaller firm, 16
hours for a medium firm and 40 hours for a larger firm, at a rate of $400 per hour.75
The SEC estimated that the recordkeeping requirements of the SEC Pay-to-Play
Rule would increase an investment adviser’s burden by approximately 2 hours per year,76
which would cost the adviser $118 per year based on the SEC’s assumption of a
compliance clerk’s hourly rate of $59.77 In addition, the SEC estimated that some small
71

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41055.

72

See supra note 69.
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See id.

74

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41057.

75

See id.

76

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41063.

77

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41061 n.541.

Page 36 of 243
and medium firms would incur one-time start-up costs, on average, of $10,000, and larger
firms would incur, on average, $100,000 to establish or enhance current systems to assist
in their compliance with the recordkeeping requirements.78
In the Notice, FINRA requested comment on the economic impacts of the
proposed rule change as set forth in the Notice, including on whether the proposed rule
change would impose similar compliance costs on member firms as the SEC estimated
for investment advisers. Several commenters raised cost and compliance burden
concerns in connection with the disclosure requirements set forth in the Notice, stating
among other things, that the disclosure requirements are “overly burdensome and create
difficult compliance challenges”79 and that FINRA’s cost estimates in the Notice “do not
accurately reflect the true compliance costs associated with the Proposed Rules, and
particularly the costs associated with the disclosure requirements . . . .”80
Monument Group stated that the vast majority of independent placement agents
that would be subject to the proposed rules are small businesses, many of which are
minority- or women-owned. Monument Group stated that these firms operate with
focused staff and no revenues from other lines of business. Accordingly, Monument
Group stated that incremental regulatory requirements that have little impact on larger
firms can create significant resource and cost issues for these smaller firms. Specifically,
Monument Group stated that the disclosure requirements would place significant and
unique burdens on independent third-party private fund placement agents. Another
78

See supra note 76.
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Monument Group.

80

SIFMA.

Page 37 of 243
commenter, 3PM, stated that the proposed rule change would add a new and significant
burden on small firms in terms of the disclosure and recordkeeping requirements. 3PM
also stated that not only would small firms be impacted by cost, but also by their limited
personnel resources who would have to take on additional responsibilities to comply with
the proposed rule change.
Monument Group requested that FINRA consider the already existing state,
municipal and local lobbying registration, disclosure and reporting requirements and payto-play regimes in calculating the cost and competitive impact of the proposed rule
change. Monument Group stated that the proposed rule change disproportionately affects
FINRA-registered placement agents (as compared with other broker-dealers) and has the
largest economic and anti-competitive effect on small independent firms.
As discussed above and in more detail in Item 5 below, after considering the
comments, FINRA has determined not to propose a disclosure requirement for
government distribution and solicitation activities at this time. FINRA believes that this
determination will reduce substantially the cost and compliance burden concerns raised
by commenters regarding the proposed rule change. FINRA however may consider a
disclosure requirement for government distribution and solicitation activities as part of a
future rulemaking and would consider the economic impact of any such revised proposed
disclosure requirement as part of that rulemaking.
Although FINRA has determined to retain a recordkeeping requirement, FINRA
notes that, in response to commenter concerns to the Notice regarding the significant
costs associated with maintaining lists of unsuccessful solicitations,81 FINRA has
81

See, e.g., 3PM.
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modified the proposed rule such that covered members would only be required to
maintain lists of government entities that become clients.82
Since the scope of the proposed rule after the modifications is substantially
equivalent to the SEC Pay-to-Play Rule, FINRA believes that the SEC’s cost estimates
serve as a reasonable reference for the potential compliance costs on member firms. In
response to the question on the costs of engaging outside legal services to assist in
drafting policies and procedures to comply with the proposed rule, 3PM estimated that
the majority of member firms would spend between $1,500 and $2,500 or approximately
five to 10 hours of a professional consultant’s time. In addition, 3PM estimated that a
member firm would exert approximately 10 to 20 additional hours of compliance
oversight in connection with the proposed rule each year. These estimates are slightly
lower than the SEC’s estimates discussed above.
The proposed rule is not expected to have competitive effects among member
firms engaging in distribution or solicitation activities, since all member firms will be
subject to the same prohibitions. Moreover, because the restrictions imposed by the
proposed rule are substantially equivalent to the restrictions imposed by the SEC Pay-toPlay Rule, the proposed rule is not expected to create an uneven playing field between
member firms and investment advisers. There may be a potential impact on the
competition between member firms and municipal advisors depending on the differences
between the proposed rule and the finalized MSRB rules regulating similar activities of
municipal advisors.83
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See proposed Rule 4580(a)(3).
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See supra note 23.
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E.

Regulatory Alternatives

Since the SEC requires that FINRA impose “substantially equivalent or more
stringent restrictions” on member firms that wish to act as “regulated persons” than the
SEC Pay-to-Play Rule imposes on investment advisers, FINRA believes it is appropriate
(and achieves the right balance between the costs and benefits) to model the proposed
rule change on the SEC Pay-to-Play Rule rather than impose a regulatory alternative,
including a more stringent regulatory alternative, on such member firms.
5.

Self-Regulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others
The proposed rule change was published for comment in Regulatory Notice 14-50

(November 2014) (“Notice”). FINRA received 10 comment letters in response to the
Notice. A copy of the Notice is attached as Exhibit 2a. A list of the comment letters
received in response to the Notice is attached as Exhibit 2b.84 Copies of the comment
letters received in response to the Notice are attached as Exhibit 2c.
Most commenters expressed appreciation or support for FINRA’s decision to
propose a pay-to-play rule, noting the potential disruption of an SEC ban on third party
solicitations if FINRA were not to propose and adopt a pay-to-play rule. The
commenters raised, however, a number of concerns with the proposed pay-to-play rule,
as well as the related proposed disclosure and recordkeeping requirements. A summary
of the comments and FINRA’s responses are discussed below.85
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All references to commenters are to the comment letters as listed in Exhibit 2b.
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Comments that speak to the economic impacts of the proposed rule change are
addressed in Item 4 above.
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First Amendment Concerns
CCP expressed First Amendment concerns with the proposed rule change.
Among other things, CCP raised vagueness and over-breadth concerns with a number of
the provisions in the proposed rule change,86 and asserted that the prohibition on
soliciting and coordinating contributions is a “grave infringement of the basic ‘right to
associate for the purpose of speaking.’”
In light of CCP raising these constitutional concerns, FINRA notes that the
proposed pay-to-play rule does not impose any restrictions on making independent
expenditures, ban political contributions, or attempt to regulate State and local elections.
FINRA acknowledges that the two-year time out provision may affect the propensity of
covered members and their covered associates to make political contributions.87 As
discussed in the Notice and as recognized by CCP, however, establishing requirements to
regulate the activities of member firms that engage in distribution or solicitation activities
with government entities on behalf of investment advisers is a more effective response to
the requirements of the SEC Pay-to-Play Rule than an outright ban on such activity. If

86

See CCP (discussing, among other things, the proposed definitions of the terms
“official of a government entity,” “solicit” and “contribution,” as well as the
provision prohibiting any covered member or any of its covered associates from
doing anything indirectly that, if done directly, would result in a violation of the
proposed pay-to-play rule).
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CCP requested that FINRA state explicitly whether the proposed rule would
permit contributions in support of independent expenditures. FINRA notes that,
consistent with the SEC Pay-to-Play Rule, the proposed rule would not in any
way impinge on a wide range of expressive conduct in connection with elections.
For example, the rule would not impose any restrictions on activities such as
making independent expenditures to express support for candidates, volunteering,
making speeches, and other conduct. See also SEC Pay-to-Play Adopting
Release, 75 FR 41018, 41024 (discussing independent expenditures).
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FINRA were not to have a pay-to-play rule, the result would be a ban on member firms
soliciting government entities for investment advisory services for compensation on
behalf of investment advisers.
Moreover, for an investment adviser and its covered associates to provide or agree
to provide, directly or indirectly, payment to a member firm to solicit a government entity
for investment advisory services on behalf of the investment adviser, the SEC must find
that FINRA’s pay-to-play rule imposes substantially equivalent or more stringent
restrictions on member firms than the SEC Pay-to-Play Rule imposes on investment
advisers and that FINRA’s rule is consistent with the objectives of the SEC Pay-to-Play
Rule. CCP suggested alternative approaches to the proposed pay-to-play rule that it
argued would be “less restrictive,” but FINRA does not believe that CCP’s suggested less
restrictive alternatives would meet the SEC’s requirements. Accordingly, FINRA has
crafted its proposal such that it is substantially similar to the SEC’s Pay-to-Play Rule.88
FINRA notes that the SEC modeled the SEC Pay-to-Play Rule on similarly
designed MSRB Rule G-37, which the United States Court of Appeals for the District of
Columbia Circuit upheld against a First Amendment challenge in Blount v. SEC.89 As
stated in the SEC Pay-to-Play Rule Adopting Release, the Blount opinion served as an
important guidepost in helping the SEC shape the SEC Pay-to-Play Rule.90 Similar to

88

In addition, FINRA notes that, to the extent there are interpretive questions
regarding the application and scope of the provisions and terms used in its pay-toplay rule, FINRA will work with the industry to understand the interpretive
questions and provide additional guidance where warranted.
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61 F.3d 938 (D.C. Cir. 1995), cert. denied, 517 U.S. 1119 (1996).
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41023.
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MSRB Rule G-37 and the SEC Pay-to-Play Rule, FINRA believes it has closely drawn
its proposal to accomplish the goal of preventing quid pro quo arrangements while
avoiding unnecessary burdens on the protected speech and associational rights of covered
members and their covered associates. This analysis is further supported by the Court of
Appeals for the District of Columbia Circuit’s recent unanimous en banc decision in
Wagner v. FEC, which relied on Blount to uphold against a First Amendment challenge a
law barring campaign contributions by federal contractors.91 As detailed below, the
proposed rule is closely drawn in terms of the conduct it prohibits, the persons who are
subject to its restrictions, and the circumstances in which it is triggered.
Proposed Pay-to-Play Rule
A.

Two-Year Time Out

Consistent with the Notice, proposed Rule 2030(a) would impose a two-year time
out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates make a contribution to an official of the government entity. NASAA
stated that member firms should be prohibited from engaging in distribution or
solicitation activities on behalf of an investment adviser directed at any government
entity for a period of four years following any qualifying contribution by the member
firm. In addition, NASAA stated that if a member firm has engaged in solicitation or
distribution activities with a government entity on behalf of an investment adviser, the
member firm should be prohibited from making any qualifying contributions to that

91

Wagner v. FEC, No. 13-5162, 2015 U.S. App LEXIS 11625 (D.C. Cir. July 7,
2015).
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government entity for a period of four years following the conclusion of the solicitation
or distribution activities. FINRA has declined to make NASAA’s suggested changes.
The proposed two-year time out is consistent with the time-out period in the SEC’s Payto-Play Rule, and FINRA believes that a two-year time out from the date of a
contribution is sufficient to discourage covered members from engaging in pay-to-play
practices.
1.

Government Entity

Government entities would include all state and local governments, their agencies
and instrumentalities, and all public pension plans and other collective government funds,
including participant-directed plans such as 403(b),92 457,93 and 52994 plans. CAI urged
FINRA or the SEC to provide additional guidance as to the criteria for determining
whether an entity is an “instrumentality” under the proposed rule. CAI noted that its
members have struggled to understand the contours of this term in the context of the SEC
Pay-to-Play Rule. As stated in the Notice and above, the definition of a “government
entity” is consistent with the definition of that term in the SEC Pay-to-Play Rule. The
SEC has not provided additional guidance regarding the meaning of the term
“instrumentality” in connection with its Rule. Thus, at this time, FINRA declines to
provide additional guidance as part of the proposed rule. FINRA recognizes, however,
the concerns raised by CAI and will continue to discuss with the industry interpretive
questions relating to the proposed rule change.
92

See supra note 28.
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See supra note 29.
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See supra note 30.
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2.

Solicitation

Consistent with the Notice, the proposed pay-to-play rule defines the term
“solicit” to mean, with respect to investment advisory services, “to communicate, directly
or indirectly, for the purpose of obtaining or retaining a client for, or referring a client to,
an investment adviser” and, with respect to a contribution or payment, “to communicate,
directly or indirectly, for the purpose of obtaining or arranging a contribution or
payment.”95 CAI sought confirmation that the proposed rule would not apply when a
covered member communicates with a third party and has no intent to obtain a client for,
or refer a client to, an investment adviser (in the context of investment advisory services)
and there is no intent to obtain or arrange a contribution or payment (in the context of
contributions to officials of government entities and payments to political parties).
As stated in the Notice and above, the determination of whether a particular
communication is a solicitation for investment advisory services or a contribution or
payment would be dependent upon the specific facts and circumstances relating to such
communication. As a general proposition, if there is no intent to obtain a client for, or
refer a client to, an investment adviser (in the context of investment advisory services) or
to obtain or arrange a contribution or payment (in the context of contributions to officials
of government entities and payments to political parties), FINRA would not consider the
communication to be a solicitation.96
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Proposed Rule 2030(g)(11).

96

See supra notes 18 and 40.
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3.

Investment Advisers

The proposed pay-to-play rule would apply to covered members acting on behalf
of any investment adviser registered (or required to be registered) with the SEC, or
unregistered in reliance on the exemption available under Section 203(b)(3) of the
Advisers Act for foreign private advisers, or that is an exempt reporting adviser under
Advisers Act Rule 204-4(a).97 NASAA and 3PM suggested that FINRA expand the
definition of “investment adviser” to include state-registered investment advisers, stating,
among other things, that it would further reduce the disruptions created by pay-to-play
schemes. To remain consistent with the SEC Pay-to-Play Rule, FINRA has determined
not to expand the scope of the proposed rule as suggested by commenters. FINRA notes
that the SEC declined to make a similar change to its proposed rule, stating that it is their
understanding that few of these smaller firms manage public pension plans or other
similar funds.98
4.

Covered Associates/Executive Officers

A “covered associate” includes any general partner, managing member or
executive officer of a covered member, or other individual with a similar status or
function.99 SIFMA requested that FINRA define the term “executive officer” for
purposes of the proposed rule. Consistent with the SEC Pay-to-Play Rule and for
purposes of the FINRA pay-to-play rule only, FINRA has added proposed Rule
2030(g)(5) to define an “executive officer of a covered member” to mean: “(A) The
97

See proposed Rule 2030(g)(7).

98

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41026.

99

See supra note 37 (defining the term “covered associate”).
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president; (B) Any vice president in charge of a principal business unit, division or
function (such as sales, administration or finance); (C) Any other officer of the covered
member who performs a policy-making function; or (D) Any other person who performs
similar policy-making functions for the covered member.”
A covered associate also would include a PAC controlled by the covered member
or any of its covered associates. FSI asserted that the restrictions on PAC contributions,
and the definition of “control” with respect to covered associates are vague and
potentially over-broad. For example, FSI stated that “[i]t is unclear whether an employee
or executive of a member firm that holds a position on a PAC board of directors or other
advisory committee would have ‘control’ of the PAC under the Proposed Rules. It would
also cover PACs that are not connected to the employee or executive’s member firm.” As
stated in the Notice and above, FINRA would consider a covered member or its covered
associates to have “control” over a PAC if the covered member or covered associate has
the ability to direct or cause the direction of governance or operations of the PAC. This
position is consistent with the position taken by the SEC in connection with the SEC Payto-Play Rule.100
5.

Distribution
a.

Inclusion of Distribution Activities

Consistent with the Notice, proposed Rule 2030(a) would impose a two-year time
out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates makes a contribution to an official of the government entity. Some
100

See SEC Pay-to-Play Adopting Release, 75 FR 41018, 41032 (discussing PACs).
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commenters questioned the meaning of the term “distribution” in the context of the
proposed rule. For example, SIFMA stated that it is their understanding “that the phrase
‘distribution and solicitation,’ as used in the SEC Pay-to-Play Rule, is interpreted to mean
‘the solicitation of investment advisory services.’” CAI stated that “[s]ince the term
‘distribution’ has no meaning in the context of an investment adviser and is inconsistent
with the personal nature of the services provided by investment advisers, [it] strongly
recommends that FINRA eliminate each and every reference to the word ‘distribution’
throughout the Notice and the Proposed Rules . . . . [I]t is not clear what activity the term
‘distribution’ is meant to cover that is not captured by the term ‘solicitation.’”
The SEC Pay-to-Play Rule prohibits an investment adviser and its covered
associates from providing or agreeing to provide, directly or indirectly, payment to any
person to solicit a government entity for investment advisory services on behalf of the
investment adviser unless the person is a “regulated person.”101 The SEC Pay-to-Play
Rule defines a “regulated person” to include a member firm, provided that FINRA rules
prohibit member firms from engaging in distribution or solicitation activities if political
contributions have been made.102 Thus, the SEC Pay-to-Play Rule requires FINRA to
have a rule that prohibits member firms from engaging in distribution (as well as
solicitation) activities if political contributions have been made.
Language in the SEC Pay-to-Play Rule Adopting Release further supports the
inclusion of distribution activities by broker-dealers in a FINRA pay-to-play rule. For
example, when discussing comments related to its proposed ban on using third parties to
101

See SEC Pay-to-Play Rule 206(4)-5(a)(2).

102

See SEC Pay-to-Play Rule 206(4)-5(f)(9)(ii)(A).
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solicit government business, the SEC addressed commenters’ concerns that the provision
would interfere with traditional distribution arrangements of mutual funds and private
funds by broker-dealers, by clarifying under what circumstances distribution payments
would violate the SEC’s Pay-to-Play Rule.103
Based on the SEC’s definition of “regulated person” as well as its discussion
regarding the treatment of distribution fees paid pursuant to a 12b-1 plan, FINRA
believes its proposed rule must apply to member firms engaging in distribution activities.
Accordingly, FINRA has not revised the proposed rule to remove references to the term
“distribution.”104
b.

Scope of Distribution Activities

ICI requested confirmation that, with respect to mutual funds, the proposed rule
would be triggered only when a member firm solicits a government entity to include a
mutual fund in a government entity’s plan or program and not when the member is
selling mutual fund shares to a government entity. FSI asked for clarification with

103

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41040 n.298 (stating
that “[m]utual fund distribution fees are typically paid by the fund pursuant to a
12b-1 plan, and therefore generally would not constitute payment by the fund’s
adviser. As a result, such payments would not be prohibited [under the SEC Payto-Play Rule] by its terms. Where an adviser pays for the fund’s distribution out
of its ‘legitimate profits,’ however, the rule would generally be implicated . . . .
For private funds, third parties are often compensated by the adviser or its
affiliated general partner and, therefore, those payments are subject to the rule.”)

104

In addition, FINRA notes that many of the concerns raised by commenters in
connection with including distribution activities in the proposed rule related to the
additional burden associated with the proposed disclosure requirements and such
activities. As discussed further below, FINRA has determined not to propose a
disclosure rule relating to government distribution and solicitation activities.
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respect to the treatment of traditional brokerage activities by a financial advisor as
“distribution or solicitation activities” in the context of government entity plans.
As discussed above, the proposed pay-to-play rule would apply to distribution
activities by covered members. FINRA notes, however, that based on the definition of a
“covered investment pool,” the proposed rule would not apply to distribution activities
related to registered investment companies that are not investment options of a
government entity’s plan or program.105 Thus, the proposed rule would apply to
distribution activities involving unregistered pooled investment vehicles such as hedge
funds, private equity funds, venture capital funds, and collective investment trusts, and
registered pooled investment vehicles such as mutual funds, but only if those registered
pools are an investment option of a participant-directed plan or program of a government
entity.106
CAI requested clarification that “compensation” in the context of covered
investment pools does not include conventional compensation arrangements for the
distribution of mutual funds, variable annuity contracts and other securities included
within the definition of “covered investment pool.” Consistent with the SEC Pay-to-Play

105

Proposed Rule 2030(g)(3) defines a “covered investment pool” to mean: “(A)
Any investment company registered under the Investment Company Act that is an
investment option of a plan or program of a government entity, or (B) Any
company that would be an investment company under Section 3(a) of the
Investment Company Act but for the exclusion provided from that definition by
either Section 3(c)(1), 3(c)(7) or 3(c)(11) of that Act.”

106

Although the proposed rule would not apply to distribution activities relating to
all registered pooled investment vehicles, FINRA notes the language of proposed
Rule 2030(e) that “[i]t shall be a violation of this Rule for any covered member or
any of its covered associates to do anything indirectly that, if done directly, would
result in a violation of this Rule.”

Page 50 of 243
Rule, to the extent the mutual fund distribution fees are paid by the fund pursuant to a
12b-1 plan, such payments would not be prohibited under the proposed rule as they
would not constitute payments by the fund’s investment adviser. If, however, the adviser
pays for the fund’s distribution out of its “legitimate profits,” the proposed rule would
generally be implicated.107 For private funds, third parties are often compensated by the
investment adviser or its affiliated general partner. Thus, such payments would be
subject to the proposed rule. In addition, FINRA notes that structuring such a payment to
come from the private fund for purposes of evading the rule would violate the rule.108
B.

Prohibitions as Applied to Covered Investment Pools
1.

General

In the Notice, proposed Rule 2390(e) (now proposed as Rule 2030(d)) provided
that a covered member that engages in distribution or solicitation activities with a
government entity on behalf of an investment adviser to a covered investment pool in

107

For a discussion of a mutual fund adviser’s ability to use “legitimate profits” for
fund distribution, see Investment Company Act of 1940 Release No. 11414
(October 28, 1980), 45 FR 73898 (November 7, 1980) (Bearing of Distribution
Expenses by Mutual Funds) (explaining, in the context of the prohibition on the
indirect use of fund assets for distribution, unless pursuant to a 12b-1 plan,
“[h]owever, under the rule there is no indirect use of fund assets if an adviser
makes distribution related payments out of its own resources . . . . Profits which
are legitimate or not excessive are simply those which are derived from an
advisory contract which does not result in a breach of fiduciary duty under section
36 of the [Investment Company] Act.”).
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See also SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41040 n.298 and
accompanying text. CAI also asked FINRA to consider afresh the SEC’s position
in its Pay-to-Play Rule that payments originating with an investment adviser
should be treated as a payment for solicitation, regardless of the purpose or
context for the payment. As discussed above, for purposes of the proposed rule,
FINRA is taking a position consistent with the SEC’s position in its Pay-to-Play
Rule.
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which a government entity invests or is solicited to invest shall be treated as though the
covered member was engaging in or seeking to engage in distribution or solicitation
activities with the government entity on behalf of the investment adviser directly. CAI
raised concerns regarding the application of the prohibitions of the proposed rule to
covered investment pools stating, among other things, “that a broker-dealer that offers
and sells interests in a mutual fund or private fund cannot be characterized as soliciting
on behalf of the investment adviser to a covered investment pool.” CAI reasoned that
“[t]here is no basis for this notion given the [SEC] staff’s interpretation in the Mayer
Brown no-action letter and the Goldstein case . . . , as well as the lack of any relationship
between the selling firm and the investment adviser.”109
After considering CAI’s concerns, FINRA has modified the language of the
proposed rule to recognize the relationship between the selling member and the covered
109

See Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006) and Mayer Brown LLP,
SEC No-Action Letter (“Mayer Brown letter”), available at
https://www.sec.gov/divisions/investment/noaction/2008/mayerbrown072808206.htm#P15_323. In Goldstein, the court held that the SEC’s “Hedge Fund
Rule,” which would have given the SEC greater oversight over hedge funds, was
invalid because it was arbitrary and in conflict with the purpose of the underlying
statute in which the new rule was included. The court concluded that hedge fund
investors are not clients of fund advisers for the purpose of the Adviser’s Act
registration requirement.
In the Mayer Brown letter, SEC staff stated that Rule 206(4)-3 generally does not
apply to a registered investment adviser’s cash payment to a person solely to
compensate that person for soliciting investors or prospective investors for, or
referring investors or prospective investors to, an investment pool managed by the
adviser. The letter distinguishes between a person referring other persons to the
adviser where the adviser manages only investment pools and is not seeking to
enter into advisory relationships with these other persons (but rather the other
persons will be investors or prospective investors in one or more of the
investment pools managed by the adviser), versus referring other persons as
prospective advisory clients. The letter notes that whether the rule applies will
depend on the facts and circumstances.
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investment pool, but also to clarify that for purposes of the proposed rule, a covered
member engaging in distribution or solicitation activities on behalf of a covered
investment pool in which a government entity invests or is solicited to invest shall be
treated as though the covered member was engaging in, or seeking to engage in,
distribution or solicitation activities with the government entity on behalf of the
investment adviser to the covered investment pool directly.110
As stated in the Notice, proposed Rule 2390(e) (now proposed as Rule 2030(d))
was modeled on a similar provision in the SEC Pay-to-Play Rule, Rule 206(4)-5(c),111
and was intended to extend the protections of the proposed rule to government entities
that access the services of investment advisers through hedge funds and other types of
pooled investment vehicles sponsored or advised by investment advisers.112 As noted by
CAI, however, FINRA recognizes that without a provision corresponding more closely to
SEC Pay-to-Play Rule 206(4)-5(c), there is nothing in the proposed rule that deems an
investment adviser to a covered investment pool to have a direct investment advisory
110

See proposed Rule 2030(d).
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SEC Pay-to-Play Rule 206(4)-5(c) provides that “an investment adviser to a
covered investment pool in which a government entity invests or is solicited to
invest shall be treated as though that investment adviser were providing or
seeking to provide investment advisory services directly to the government
entity.”
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In adopting this provision, the SEC noted a commenter’s questioning of its
authority to apply the rule in the context of covered investment pools in light of
the opinion of the Court of Appeals for the District of Columbia Circuit in the
Goldstein case. See supra note 109. The SEC concluded, however, that it has
authority to adopt rules proscribing fraudulent conduct that is potentially harmful
to investors in pooled investment vehicles pursuant to Section 206(4) of the
Advisers Act and, therefore, adopted SEC Pay-to-Play Rule 206(4)-5(c) as
proposed. See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41045
n.355.
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relationship with government entities investing in the pool. CAI noted that: “Without
such a provision, proposed rule 2390(e) would not apply the two year time out restriction
in proposed rule 2390(a) to advisers to [covered investment pools]. This is because
proposed Rule 2390(a) would only apply where an investment adviser ‘provides or is
seeking to provide investment advisory services to such government entity.’”
Accordingly, FINRA has modified the proposed rule to include proposed Rule
2030(d)(2) that provides that for purposes of the proposed rule “an investment adviser to
a covered investment pool in which a government entity invests or is solicited to invest
shall be treated as though that investment adviser were providing or seeking to provide
investment advisory services directly to the government entity.”
2.

Two-Tiered Investment Products

CAI sought confirmation from FINRA that the proposed pay-to-play rule would
not apply in the context of two-tiered investment products, such as variable annuities.
CAI asserted, among other things, that “[o]rdinarily, there is no investment adviser
providing investment advisory services to the separate account supporting the variable
annuity contract, although there are investment advisers providing investment advisory
services to the underlying mutual funds or unregistered investment pools.” CAI
requested clarification that a covered member selling two-tiered investment products is
not engaging in solicitation activities on behalf of the investment adviser and subadvisers managing the underlying funds. FINRA notes that the SEC did not exclude
specific products from the SEC Pay-to-Play Rule and, therefore, FINRA has determined
not to exclude specific products from its proposed rule.
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C.

Disgorgement

In the Notice, FINRA proposed a “disgorgement” provision that, among other
things, would have required that the covered member pay, in the order listed, any
compensation or other remuneration received by the covered member pertaining to, or
arising from, distribution or solicitation activities during the two-year time out to: (A) a
covered investment pool in which the government entity was solicited to invest, as
applicable; (B) the government entity; (C) any appropriate entity designated in writing by
the government entity if the government entity or covered investment pool cannot receive
such payments; or (D) the FINRA Investor Education Foundation, if the government
entity or covered investment pool cannot receive such payments and the government
entity cannot or does not designate in writing any other appropriate entity.
NASAA expressed support for FINRA’s inclusion of a disgorgement provision
for violations of the proposed rule. Most commenters, however, opposed the
requirement.113 SIFMA stated that “[w]hile disgorgement is the almost universal remedy
for violations of various pay-to-play rules, . . . making application of the remedy
mandatory could have the deleterious effect of dissuading covered members from
voluntary disgorgement of fees where such members discover pay-to-play violations
themselves.” ICI stated that “including disgorgement as a penalty is not necessary given
that the SEC and FINRA both have full authority to require disgorgement of fees, and
indeed, disgorgement has been the penalty universally applied (along with additional
penalties) in enforcement actions under existing pay-to-play rules, such as MSRB Rule
G-37 and SEC Rule 206(4)-5.”
113

See, e.g., SIFMA, CAI and ICI.
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After considering the comments and, in particular, that FINRA has authority to
require disgorgement of fees in enforcement actions, FINRA has determined not to
include a disgorgement requirement in the proposed rule.
D.

Prohibition on Soliciting and Coordinating Contributions

Consistent with the Notice, proposed Rule 2030(b) would prohibit a covered
member or covered associate from coordinating or soliciting any person or PAC to make
any: (1) contribution to an official of a government entity in respect of which the covered
member is engaging in, or seeking to engage in, distribution or solicitation activities on
behalf of an investment adviser; or (2) payment to a political party of a state or locality of
a government entity with which the covered member is engaging in, or seeking to engage
in, distribution or solicitation activities on behalf of an investment adviser. As stated in
the Notice and above, this provision is modeled on a similar provision in the SEC Pay-toPlay Rule.114
CAI sought confirmation that the proposed prohibition on soliciting and
coordinating contributions would not apply when a contribution is made to a political
action committee, political party or other third party, where there is no knowledge or
indication of how such contribution will be used. Similar to guidance provided in the
context of SEC Pay-to-Play Rule 206(4)-5(a)(2), FINRA notes that a direct contribution
to a political party by a covered member or its covered associates would not violate the
proposed rule unless the contribution was a means for the covered member to do
indirectly what the rule would prohibit if done directly (for example, if the contribution

114

See SEC Pay-to-Play Rule 206(4)-5(a)(2).
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was earmarked or known to be provided for the benefit of a particular government
official).115
E.

Direct or Indirect Contributions or Solicitations

Consistent with the Notice, proposed Rule 2030(e) provides that it shall be a
violation of the proposed pay-to-play rule for any covered member or any of its covered
associates to do anything indirectly that, if done directly, would result in a violation of
the rule. CAI requested that FINRA incorporate a knowledge and support requirement
into this provision of the proposed rule so that it would be violated only if a covered
member has direct knowledge of, and takes measures to aid and support, activities
undertaken by its affiliates. As stated in the Notice and above, this provision is modeled
on SEC Pay-to-Play Rule 206(4)-5(d). Consistent with guidance provided by the SEC in
connection with that provision, FINRA has clarified that it would require a showing of
intent to circumvent the rule for a covered member or its covered associates funneling
payments through a third party to trigger the two-year time out.116
F

Exceptions

In the Notice, FINRA included exceptions to the prohibition in the proposed payto-play rule for de minimis contributions and returned contributions. CAI and CCP stated
that they believe that the $350 and $150 de minimis contribution limits are unreasonably
low. CAI stated that it believes the $350 amount for returned contributions is
unnecessary because “[i]f the contribution is returned as is required under the exception,

115

See also SEC Pay-to-Play Adopting Release, 75 FR 41018, 41044 n.337.

116

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 n.340.
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then no harm will result as both the contributor and contributee are placed in the same
position they would have been in had no contribution been made.”
FINRA has determined not to modify the proposed exceptions. As stated in the
Notice and above, the exceptions are modeled on similar exceptions in the SEC Pay-toPlay Rule for de minimis contributions and returned contributions.117 Moreover, FINRA
believes that it is necessary to keep the amounts at the levels as proposed in the Notice to
meet the requirement in the SEC Pay-to-Play Rule that the restrictions in FINRA’s rule
must be substantially equivalent to, or more stringent than, the restrictions in the SEC
Pay-to-Play Rule.
Proposed Recordkeeping Requirements
A.

Unsuccessful Solicitations

Proposed Rule 4580 would require covered members that engage in distribution
or solicitation activities with a government entity on behalf of any investment adviser that
provides or is seeking to provide investment advisory services to such government entity
to maintain books and records that would allow FINRA to examine for compliance with
its proposed pay-to-play rule. SIFMA requested that FINRA not extend the
recordkeeping requirements to unsuccessful solicitations where the covered member does
not receive compensation because maintaining such records would impose significant
costs on covered members with little corresponding benefit.118

117

See SEC Pay-to-Play Rule 206(4)-5(b).

118

See also CAI, 3PM and FSI (requesting that FINRA not apply the proposed
recordkeeping requirements to unsuccessful solicitations of government entities).
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FINRA intends that the recordkeeping requirements of proposed Rule 4580 be
consistent with similar recordkeeping requirements imposed on investment advisers in
connection with the SEC Pay-to-Play Rule.119 The SEC does not require investment
advisers to maintain lists of government entities that do not become clients.120
Accordingly, FINRA has added the term “for compensation” to proposed Rule 4580(a)(3)
to clarify that the proposed Rule would not apply to unsuccessful solicitations.
B.

Indirect Contributions

Consistent with the Notice, proposed Rule 4580(a)(4) would require a covered
member to maintain books and records of all direct and indirect contributions made by
the covered member or any of its covered associates to an official of a government entity,
or direct or indirect payments to a political party of a state or political subdivision thereof
or to a PAC. 3PM requested that FINRA eliminate the requirement to maintain a list of
indirect contributions, arguing that “requiring firms to . . . track and monitor indirect
contributions could become extremely time consuming and costly for firms.” CAI
asserted that not all payments to political parties or PACs should have to be maintained.
Instead, CAI stated that only payments to political parties or PACs where the covered
member or covered associate: (i) directs the political party or PAC to make a
contribution to an official of a government entity which the covered member is soliciting
on behalf of an investment adviser, or (ii) knows that the political party or PAC is going
to make a contribution to an official of a government entity which the covered member is
soliciting on behalf of an investment adviser, should have to be maintained.
119

See Advisers Act Rule 204-2(a)(18) and (h)(1).

120

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41050.
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As stated in the Notice and above, the proposed recordkeeping requirements are
intended to allow FINRA to examine for compliance with its proposed pay-to-play rule.
Thus, the reference to indirect contributions in proposed Rule 4580(a)(4) is intended to
include records of contributions or payments a covered member solicits or coordinates
another person or PAC to make under proposed Rule 2030(b) (Prohibition on Soliciting
and Coordinating Contributions).121 In addition, payments to political parties or PACs
can be a means for a covered member or covered associate to funnel contributions to a
government official without directly contributing. Thus, FINRA is proposing to require a
covered member to maintain a record of all payments to political parties or PACs as such
records would assist FINRA in identifying situations that might suggest an intent to
circumvent the rule.122

121

This interpretation is consistent with the SEC’s interpretation of a similar
provision in Advisers Act Rule 204-2(a)(18)(i).

122

ICI stated that if FINRA applies the requirements of proposed Rule 4580(a)(4) to
a member firm holding an omnibus account on behalf of another broker-dealer
that solicited a government entity, and the omnibus dealer is unaware of the
broker-dealer’s solicitation activities, the omnibus dealer will likely be unable to
maintain records required by proposed Rule 4580. As a potential way in which to
address this concern, ICI referenced an SEC staff no-action relief letter that
addresses a similar concern regarding the recordkeeping requirements related to
the SEC Pay-to-Play Rule. See ICI referencing Investment Company Institute,
SEC No-Action Letter dated September 12, 2011, available at
http://www.sec.gov/divisions/investment/noaction/2011/ici091211-204incoming.pdf. FINRA recognizes the concern raised by ICI and will address
interpretive questions as needed regarding the application of the proposed
recordkeeping requirements to covered members holding omnibus accounts on
behalf of other broker-dealers that engage in distribution or solicitation activities
with government entities.
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Proposed Disclosure Requirements
In the Notice, FINRA proposed Rule 2271 to require a covered member engaging
in distribution or solicitation activities for compensation with a government entity on
behalf of one or more investment advisers to make specified disclosures to the
government entity regarding each investment adviser. Several commenters raised
concerns regarding the proposed disclosure requirements.123 For example, commenters
raised concerns regarding the scope and timing of the disclosure requirements124 and that
the requirements would be duplicative of existing federal and state investor protectionrelated disclosure requirements.125 In addition, commenters raised concerns regarding the
costs and compliance burdens associated with the proposed disclosure requirements.126
After considering the comments, FINRA has determined not to propose a
disclosure rule at this time. FINRA will continue to consider whether such a rule would
be appropriate. If FINRA determines to propose a disclosure rule at a later date, it would
do so pursuant to FINRA’s notice and comment rulemaking process.
6.

Extension of Time Period for Commission Action
FINRA does not consent at this time to an extension of the time period for

Commission action specified in Section 19(b)(2) of the Act.127

123

See, e.g., SIFMA, Monument Group, ICI, IAA, FSI, CAI and 3PM.

124

See, e.g., SIFMA, Monument Group, ICI, IAA, CAI and 3PM.

125

See, e.g., SIFMA, Monument Group and FSI.

126

See, e.g., SIFMA, Monument Group and 3PM.

127

15 U.S.C 78s(b)(2).
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7.

Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)(D)
Not applicable.

8.

Proposed Rule Change Based on Rules of Another Self-Regulatory
Organization or of the Commission
FINRA believes that the proposed rule change would impose substantially

equivalent restrictions on member firms engaging in distribution or solicitation activities
to those that the SEC Pay-to-Play Rule imposes on investment advisers and that it is
consistent with the objectives of the SEC Pay-to-Play Rule.
9.

Security-Based Swap Submissions Filed Pursuant to Section 3C of the Act
Not applicable.

10.

Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing
and Settlement Supervision Act
Not applicable.

11.

Exhibits
Exhibit 1. Completed notice of proposed rule change for publication in the

Federal Register.
Exhibit 2a. Regulatory Notice 14-50 (November 2014).
Exhibit 2b. List of commenters in response to Regulatory Notice 14-50
(November 2014).
Exhibit 2c. Comment Letters received in response to Regulatory Notice 14-50
(November 2014).
Exhibit 5. Text of the proposed rule change.
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34; File No. SR-FINRA-2015-056)

Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of
Filing of a Proposed Rule Change to Adopt FINRA Rule 2030 and FINRA Rule 4580 to
Establish “Pay-To-Play” and Related Rules
Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Exchange
Act,” “Act” or “SEA”)1 and Rule 19b-4 thereunder,2 notice is hereby given that on

,

Financial Industry Regulatory Authority, Inc. filed with the Securities and Exchange
Commission (“SEC” or “Commission”) the proposed rule change as described in Items I,
II, and III below, which Items have been prepared by FINRA. The Commission is
publishing this notice to solicit comments on the proposed rule change from interested
persons.
I.

Self-Regulatory Organization’s Statement of the Terms of Substance of the
Proposed Rule Change
FINRA is proposing to adopt FINRA Rules 2030 (Engaging in Distribution and

Solicitation Activities with Government Entities)3 and 4580 (Books and Records
Requirements for Government Distribution and Solicitation Activities) to establish “payto-play”4 and related rules that would regulate the activities of member firms that engage

1

15 U.S.C. 78s(b)(1).

2

17 CFR 240.19b-4.

3

FINRA published the proposed rule change as FINRA Rule 2390 in Regulatory
Notice 14-50 (November 2014) (“Notice”). FINRA has determined that the
proposed rule change is more appropriately categorized under the FINRA Rule
2000 Series relating to “Duties and Conflicts.”

4

“Pay-to-play” practices typically involve a person making cash or in-kind political
contributions (or soliciting or coordinating others to make such contributions) to

Page 63 of 243
in distribution or solicitation activities for compensation with government entities on
behalf of investment advisers.
The text of the proposed rule change is available on FINRA’s website at
http://www.finra.org, at the principal office of FINRA and at the Commission’s Public
Reference Room.
II.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change
In its filing with the Commission, FINRA included statements concerning the

purpose of and basis for the proposed rule change and discussed any comments it
received on the proposed rule change. The text of these statements may be examined at
the places specified in Item IV below. FINRA has prepared summaries, set forth in
sections A, B, and C below, of the most significant aspects of such statements.
A.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

1.

Purpose

Background & Discussion
In July 2010, the SEC adopted Rule 206(4)-5 under the Investment Advisers Act
of 1940 (“Advisers Act”) addressing pay-to-play practices by investment advisers (the
“SEC Pay-to-Play Rule”).5 The SEC Pay-to-Play Rule prohibits an investment adviser

help finance the election campaigns of state or local officials or bond ballot
initiatives as a quid pro quo for the receipt of government contracts.
5

See Investment Advisers Act Release No. 3043 (July 1, 2010), 75 FR 41018 (July
14, 2010) (Political Contributions by Certain Investment Advisers) (“SEC Pay-toPlay Rule Adopting Release”). See also Investment Advisers Act Release No.
3221 (June 22, 2011), 76 FR 42950 (July 19, 2011) (Rules Implementing
Amendments to the Investment Advisers Act of 1940); Investment Advisers Act
Release No. 3418 (June 8, 2012), 77 FR 35263 (June 13, 2012) (Political
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from providing advisory services for compensation to a government entity for two years
after the adviser or its covered associates make a contribution to an official of the
government entity, unless an exception or exemption applies. In addition, it prohibits an
investment adviser from soliciting from others, or coordinating, contributions to
government entity officials or payments to political parties where the adviser is providing
or seeking to provide investment advisory services to a government entity.
The SEC Pay-to-Play Rule also prohibits an investment adviser and its covered
associates from providing or agreeing to provide, directly or indirectly, payment to any
person to solicit a government entity for investment advisory services on behalf of the
investment adviser unless the person is a “regulated person.” A “regulated person”
includes a member firm, provided that: (a) FINRA rules prohibit member firms from
engaging in distribution or solicitation activities if political contributions have been
made; and (b) the SEC finds, by order, that such rules impose substantially equivalent or
more stringent restrictions on member firms than the SEC Pay-to-Play Rule imposes on
investment advisers and that such rules are consistent with the objectives of the SEC Payto-Play Rule.6 The SEC stated that this SEC ban on third party solicitations would be
effective nine months after the compliance date of a final rule adopted by the SEC by

Contributions by Certain Investment Advisers; Ban on Third Party Solicitation;
Extension of Compliance Date).
6

See SEC Pay-to-Play Rule 206(4)-5(f)(9). A “regulated person” also includes
SEC registered investment advisers and SEC-registered municipal advisors,
subject to specified conditions.
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which municipal advisors must register under the SEA.7 The SEC adopted such a final
rule on September 20, 2013, with a compliance date of July 1, 2014.8
Based on this regulatory framework, FINRA is proposing a pay-to-play rule, Rule
2030, modeled on the SEC Pay-to-Play Rule that would impose substantially equivalent
restrictions on member firms engaging in distribution or solicitation activities to those the
SEC Pay-to-Play Rule imposes on investment advisers. FINRA is also proposing rules
that would impose recordkeeping requirements on member firms in connection with
political contributions.9
The proposed rules would establish a comprehensive regime to regulate the
activities of member firms that engage in distribution or solicitation activities with
government entities on behalf of investment advisers. FINRA believes that establishing

7

See Investment Advisers Act Release No. 3418 (June 8, 2012), 77 FR 35263
(June 13, 2012).

8

See Securities Exchange Act Release No. 70462 (September 20, 2013), 78 FR
67468 (November 12, 2013) (Registration of Municipal Advisors). On June 25,
2015, the SEC issued notice of the compliance date for its third party solicitation
ban as July 31, 2015. See Investment Advisers Act Release No. 4129 (June 25,
2015), 80 FR 37538 (July 1, 2015). In addition, staff of the Division of
Investment Management (the “Division”) added Question I.4 to its Staff
Responses to Questions About the Pay to Play Rule stating, among other things,
that until the later of (i) the effective date of a FINRA pay-to-play rule or (ii) the
effective date of an MSRB pay-to-play rule, the Division would not recommend
enforcement action to the Commission against an investment adviser or its
covered associates under rule 206(4)-5(a)(2)(i) for the payment to any person to
solicit a government entity for investment advisory services. See
https://www.sec.gov/divisions/investment/pay-to-play-faq.htm. See also infra
Effective Date, for a more detailed discussion regarding the effective date of
FINRA Rules 2030 and 4580.

9

In connection with the adoption of the SEC Pay-to-Play Rule, the Commission
also adopted recordkeeping requirements related to political contributions by
investment advisers and their covered associates. See Advisers Act Rule 2042(a)(18) and (h)(1).
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requirements for member firms that are modeled on the SEC’s Pay-to-Play-Rule is a
more effective regulatory response to the concerns the SEC identified in the SEC Pay-toPlay Rule Adopting Release regarding third-party solicitations than an outright ban on
such activity. For example, in the SEC Pay-to-Play Rule Adopting Release, the SEC
stated that solicitors10 or “placement agents”11 have played a central role in actions that it
and other authorities have brought involving pay-to-play schemes.12 The SEC noted that
in several instances, advisers allegedly made significant payments to placement agents
and other intermediaries to influence the award of advisory contracts.13 The SEC also
acknowledged the difficulties that advisers face in monitoring or controlling the activities
of their third-party solicitors.14 Accordingly, the proposed rules are intended to enable
member firms to continue to engage in distribution and solicitation activities with
government entities on behalf of investment advisers while at the same time deterring
member firms from engaging in pay-to-play practices.15

10

“Solicitors” typically locate investment advisory clients on behalf of an
investment adviser. See Investment Advisers Act Release No. 2910 (August 3,
2009), 74 FR 39840, 39853 n.137 (August 7, 2009) (Political Contributions by
Certain Investment Advisers).

11

“Placement agents” typically specialize in finding investors (often institutional
investors or high net worth investors) that are willing and able to invest in a
private offering of securities on behalf of the issuer of such privately offered
securities. See id.

12

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41037 (discussing the
reasons for proposing a ban on using third parties to solicit government business).

13

See id.

14

See id.

15

In response to a request from SEC staff, FINRA previously indicated its intent to
prepare rules for consideration by the SEC that would prohibit its member firms
from soliciting advisory business from a government entity on behalf of an
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FINRA sought comment on the proposed rule change in the Notice.16 As
discussed further in Item II.C below, commenters were generally supportive of the
proposed rule change, but also expressed some concerns. In considering the comments,
FINRA has engaged in discussions with SEC staff. In addition, as discussed in Item II.B
below, FINRA has engaged in an analysis of the potential economic impacts of the
proposed rule change. As a result, FINRA has revised the proposed rule change as
published in the Notice. In particular, as discussed in more detail in Item II.C, FINRA
has determined not to propose a disclosure requirement for government distribution and
solicitation activities at this time. In addition, FINRA has determined not to propose a
disgorgement requirement as part of the pay-to-play rule. FINRA believes that these
revisions will more closely align FINRA’s proposed pay-to-play rule with the SEC Payto-Play Rule and help reduce cost and compliance burden concerns raised by
commenters.
The proposed rule change, as revised in response to comments on the Notice, is
set forth in further detail below.

adviser unless the member firms comply with requirements prohibiting pay-toplay practices. See Letter from Andrew J. Donohue, Director, Division of
Investment Management, SEC, to Richard G. Ketchum, Chairman & CEO,
FINRA (December 18, 2009), available at http://www.sec.gov/comments/s7-1809/s71809-252.pdf (requesting whether FINRA would consider adopting a rule
preventing pay-to-play activities by registered broker-dealers acting as legitimate
placement agents on behalf of investment advisers). See also Letter from Richard
G. Ketchum, Chairman & CEO, FINRA, to Andrew J. Donohue, Director,
Division of Investment Management, SEC (March 15, 2010), available at
http://www.sec.gov/comments/s7-18-09/s71809-260.pdf (stating “[w]e believe
that a regulatory scheme targeting improper pay to play practices by brokerdealers acting on behalf of investment advisers is . . . a viable solution to a ban on
certain private placement agents serving a legitimate function”).
16

See supra note 3.
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Proposed Pay-to-Play Rule
A.

Two-Year Time Out

Proposed Rule 2030(a) would prohibit a covered member from engaging in
distribution17 or solicitation18 activities for compensation with a government entity on
behalf of an investment adviser that provides or is seeking to provide investment advisory
services to such government entity within two years after a contribution to an official of
the government entity is made by the covered member or a covered associate (including a
person who becomes a covered associate within two years after the contribution is made).
As discussed in more detail below, the terms and scope of this prohibition are modeled on
the SEC Pay-to-Play Rule.19

17

As discussed in Item II.C below, FINRA is not eliminating the term “distribution”
from the proposed rule as suggested by some commenters. Thus, subject to the
limitations discussed in Item II.C, the proposed rule would apply to covered
members engaging in distribution (as well as solicitation) activities with
government entities. Specifically, the proposed rule would apply to distribution
activities involving unregistered pooled investment vehicles such as hedge funds,
private equity funds, venture capital funds, and collective investment trusts, and
registered pooled investment vehicles such as mutual funds, but only if those
registered pools are an investment option of a participant-directed plan or
program of a government entity.

18

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(11) defines the
term “solicit” to mean: “(A) With respect to investment advisory services, to
communicate, directly or indirectly, for the purpose of obtaining or retaining a
client for, or referring a client to, an investment adviser; and (B) With respect to a
contribution or payment, to communicate, directly or indirectly, for the purpose of
obtaining or arranging a contribution or payment.” The determination of whether
a particular communication would be a solicitation would depend on the facts and
circumstances relating to such communication. As a general proposition, any
communication made under circumstances reasonably calculated to obtain or
retain an advisory client would be considered a solicitation unless the
circumstances otherwise indicate that the communication does not have the
purpose of obtaining or retaining an advisory client. See also infra note 40.

19

See SEC Pay-to-Play Rule 206(4)-5(a)(1).
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The proposed rule would not ban or limit the amount of political contributions a
covered member or its covered associates could make. Instead, it would impose a twoyear time out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates make a contribution to an official of the government entity.
Consistent with the two-year time out in the SEC Pay-to-Play Rule, the two-year time out
in the proposed rule is intended to discourage covered members from participating in
pay-to-play practices by requiring a cooling-off period during which the effects of a
political contribution on the selection process can be expected to dissipate.
1.

Covered Members

Proposed Rule 2030(g)(4) defines a “covered member” to mean “any member
except when that member is engaging in activities that would cause the member to be a
municipal advisor as defined in Exchange Act Section 15B(e)(4), SEA Rule 15Ba11(d)(1) through (4) and other rules and regulations thereunder.” As noted above, the SEC
Pay-to-Play Rule includes within its definition of “regulated person” SEC-registered
municipal advisors, subject to specified conditions.20 Specifically, the SEC Pay-to-Play
Rule prohibits an investment adviser from providing or agreeing to provide, directly or
indirectly, payment to an SEC-registered municipal advisor unless the municipal advisor
is subject to a Municipal Securities Rulemaking Board (“MSRB”) pay-to-play rule.21
A member firm that solicits a government entity for investment advisory services
on behalf of an unaffiliated investment adviser may be required to register with the SEC
20

See supra note 6.

21

See SEC Pay-to-Play Rule 206(4)-5(a)(2)(i)(A) and 206(4)-5(f)(9).
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as a municipal advisor as a result of such activity.22 Under such circumstances, MSRB
rules applicable to municipal advisors, including any pay-to-play rule adopted by the
MSRB, would apply to the member firm.23 On the other hand, if the member firm
solicits a government entity on behalf of an affiliated investment adviser, such activity
would not cause the firm to be a municipal advisor. Under such circumstances, the
member firm would be a “covered member” subject to the requirements of proposed Rule
2030.24

22

See Exchange Act Section 15B(e)(9) and Rule 15Ba1-1(n) thereunder (defining
“solicitation of a municipal entity or obligated person” to mean “a direct or
indirect communication with a municipal entity or obligated person made by a
person, for direct or indirect compensation, on behalf of a broker, dealer,
municipal securities dealer, municipal advisor, or investment adviser . . . that does
not control, is not controlled by, or is not under common control with the person
undertaking such solicitation for the purpose of obtaining or retaining an
engagement by a municipal entity or obligated person of a broker, dealer,
municipal securities dealer, or municipal advisor for or in connection with
municipal financial products, the issuance of municipal securities, or of an
investment adviser to provide investment advisory services to or on behalf of a
municipal entity.”)

23

On August 18, 2014, the MSRB issued a Regulatory Notice requesting comment
on draft amendments to MSRB Rule G-37, on political contributions made by
brokers, dealers and municipal securities dealers and prohibitions on municipal
securities business, to extend the rule to cover municipal advisors. See MSRB
Regulatory Notice 2014-15 (August 2014). MSRB Rule G-37 was approved by
the Commission in 1994 and, since that time, has prohibited brokers, dealers and
municipal securities dealers engaging in municipal securities business from
participating in pay-to-play practices. See Securities Exchange Act Release No.
33868 (April 7, 1994), 59 FR 17621 (April 13, 1994) (Order Approving File No.
SR-MSRB-94-2).

24

FINRA notes that a person that is registered under the SEA as a broker-dealer and
municipal advisor, and under the Advisers Act as an investment adviser could
potentially be a “regulated person” for purposes of the SEC Pay-to-Play Rule.
Such a regulated person would be subject to the rules that apply to the services the
regulated person is performing. See also supra note 23 (noting that brokers,
dealers and municipal securities dealers engaging in municipal securities business
are subject to MSRB Rule G-37).
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2.

Investment Advisers

The proposed rule would apply to covered members acting on behalf of any
investment adviser registered (or required to be registered) with the SEC, or unregistered
in reliance on the exemption available under Section 203(b)(3) of the Advisers Act for
foreign private advisers, or that is an exempt reporting adviser under Advisers Act Rule
204-4(a).25 Thus, it would not apply to member firms acting on behalf of advisers that
are registered with state securities authorities instead of the SEC, or advisers that are
unregistered in reliance on exemptions other than Section 203(b)(3) of the Advisers Act.
The proposed rule’s definition of “investment adviser” is consistent with the definition of
“investment adviser” in the SEC Pay-to-Play Rule.26
3.

Official of a Government Entity

An official of a government entity would include an incumbent, candidate or
successful candidate for elective office of a government entity if the office is directly or
indirectly responsible for, or can influence the outcome of, the hiring of an investment
adviser or has authority to appoint any person who is directly or indirectly responsible
for, or can influence the outcome of, the hiring of an investment adviser.27 Government

25

See proposed Rule 2030(g)(7).

26

See SEC Pay-to-Play Rule 206(4)-5(a)(1). FINRA notes that, consistent with the
SEC Pay-to-Play Rule, the proposed rule would not apply to state-registered
investment advisers as few of these smaller firms manage public pension plans or
other similar funds. See also infra note 98 and accompanying text.

27

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(8) defines an
“official” to mean “any person (including any election committee for the person)
who was, at the time of the contribution, an incumbent, candidate or successful
candidate for elective office of a government entity, if the office: (A) Is directly
or indirectly responsible for, or can influence the outcome of, the hiring of an
investment adviser by a government entity; or (B) Has authority to appoint any
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entities would include all state and local governments, their agencies and
instrumentalities, and all public pension plans and other collective government funds,
including participant-directed plans such as 403(b),28 457,29 and 529 plans.30
Thus, the two-year time out would be triggered by contributions, not only to
elected officials who have legal authority to hire the adviser, but also to elected officials
(such as persons with appointment authority) who can influence the hiring of the adviser.
As noted in the SEC Pay-to-Play Rule Adopting Release, a person appointed by an
elected official is likely to be subject to that official’s influences and recommendations.
It is the scope of authority of the particular office of an official, not the influence actually
exercised by the individual that would determine whether the individual has influence
over the awarding of an investment advisory contract under the definition.31

person who is directly or indirectly responsible for, or can influence the outcome
of, the hiring of an investment adviser by a government entity.”
28

A 403(b) plan is a tax-deferred employee benefit retirement plan established
under Section 403(b) of the Internal Revenue Code of 1986 (26 U.S.C. 403(b)).

29

A 457 plan is a tax-deferred employee benefit retirement plan established under
Section 457 of the Internal Revenue Code of 1986 (26 U.S.C. 457).

30

A 529 plan is a “qualified tuition plan” established under Section 529 of the
Internal Revenue Code of 1986 (26 U.S.C. 529). Consistent with the SEC Pay-toPlay Rule, proposed Rule 2030(g)(6) defines a “government entity” to mean “any
state or political subdivision of a state, including: (A) Any agency, authority or
instrumentality of the state or political subdivision; (B) A pool of assets sponsored
or established by the state or political subdivision or any agency, authority or
instrumentality thereof, including but not limited to a “defined benefit plan” as
defined in Section 414(j) of the Internal Revenue Code, or a state general fund;
(C) A plan or program of a government entity; and (D) Officers, agents or
employees of the state or political subdivision or any agency, authority or
instrumentality thereof, acting in their official capacity.”

31

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41029 (discussing the
terms “official” and “government entity”).
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4.

Contributions

The proposed rule’s time out provisions would be triggered by contributions made
by a covered member or any of its covered associates. A contribution would include a
gift, subscription, loan, advance, deposit of money, or anything of value made for the
purpose of influencing the election for a federal, state or local office, including any
payments for debts incurred in such an election. It would also include transition or
inaugural expenses incurred by a successful candidate for state or local office.32
Consistent with the SEC Pay-to-Play Rule, FINRA would not consider a donation of time
by an individual to be a contribution, provided the covered member has not solicited the
individual’s efforts and the covered member’s resources, such as office space and
telephones, are not used.33 Similarly, FINRA would not consider a charitable donation
made by a covered member to an organization that qualifies for an exemption from
federal taxation under the Internal Revenue Code,34 or its equivalent in a foreign

32

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(1) defines a
“contribution” to mean “any gift, subscription, loan, advance, or deposit of money
or anything of value made for: (A) The purpose of influencing any election for
federal, state or local office; (B) Payment of debt incurred in connection with any
such election; or (C) Transition or inaugural expenses of the successful candidate
for state or local office.”

33

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030. The SEC also
noted that a covered associate’s donation of his or her time generally would not be
viewed as a contribution if such volunteering were to occur during non-work
hours, if the covered associate were using vacation time, or if the adviser is not
otherwise paying the employee’s salary (e.g., an unpaid leave of absence). See
SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030 n.157. FINRA
would take a similar position in interpreting the proposed rule.

34

Section 501(c)(3) of the Internal Revenue Code (26 U.S.C. 501(c)(3)) contains a
list of charitable organizations that are exempt from Federal income tax.
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jurisdiction, at the request of an official of a government entity to be a contribution for
purposes of the proposed rule.35
5.

Covered Associates

As stated in the SEC Pay-to-Play Rule Adopting Release, contributions made to
influence the selection process are typically made not by the firm itself, but by officers
and employees of the firm who have a direct economic stake in the business relationship
with the government client.36 Accordingly, consistent with the SEC Pay-to-Play Rule,
under the proposed rule, contributions by each of these persons, which the proposed rule
describes as “covered associates,” would trigger the two-year time out.37
Contributions by an executive officer of a covered member would trigger the twoyear time out. As discussed in Item II.C below, commenters requested that FINRA define
the term “executive officer” for purposes of the proposed pay-to-play rule. Accordingly,
consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(5) defines an
“executive officer of a covered member” to mean: “(A) The president; (B) Any vice

35

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41030 (discussing the
scope of the term “contribution” under the SEC Pay-to-Play Rule). Note,
however, proposed Rule 2030(e) providing that it shall be a violation of Rule
2030 for any covered member or any of its covered associates to do anything
indirectly that, if done directly, would result in a violation of the rule.

36

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41031.

37

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(2) defines a
“covered associate” to mean: “(A) Any general partner, managing member or
executive officer of a covered member, or other individual with a similar status or
function; (B) Any associated person of a covered member who engages in
distribution or solicitation activities with a government entity for such covered
member; (C) Any associated person of a covered member who supervises,
directly or indirectly, the government entity distribution or solicitation activities
of a person in subparagraph (B) above; and (D) Any political action committee
controlled by a covered member or a covered associate.”
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president in charge of a principal business unit, division or function (such as sales,
administration or finance); (C) Any other officer of the covered member who performs a
policy-making function; or (D) Any other person who performs similar policy-making
functions for the covered member.” Whether a person is an executive officer would
depend on his or her function or activities and not his or her title. For example, an officer
who is a chief executive of a covered member but whose title does not include “president”
would nonetheless be an executive officer for purposes of the proposed rule.
In addition, a covered associate would include a political action committee, or
PAC, controlled by the covered member or any of its covered associates as a PAC is
often used to make political contributions.38 Under the proposed rule, FINRA would
consider a covered member or its covered associates to have “control” over a PAC if the
covered member or covered associate has the ability to direct or cause the direction of
governance or operations of the PAC.
6.

“Look Back”

Consistent with the SEC Pay-to-Play Rule, the proposed rule would attribute to a
covered member contributions made by a person within two years (or, in some cases, six
months) of becoming a covered associate. This “look back” would apply to any person
who becomes a covered associate, including a current employee who has been transferred
or promoted to a position covered by the proposed rule. A person would become a
“covered associate” for purposes of the proposed rule’s “look back” provision at the time
he or she is hired or promoted to a position that meets the definition of a “covered
associate.”
38

See id.
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Thus, when an employee becomes a covered associate, the covered member must
“look back” in time to that employee’s contributions to determine whether the time out
applies to the covered member. If, for example, the contributions were made more than
two years (or, pursuant to the exception described below for new covered associates, six
months) prior to the employee becoming a covered associate, the time out has run. If the
contribution was made less than two years (or six months, as applicable) from the time
the person becomes a covered associate, the proposed rule would prohibit the covered
member that hires or promotes the contributing covered associate from receiving
compensation for engaging in distribution or solicitation activities on behalf of an
investment adviser from the hiring or promotion date until the two-year period has run.
In no case would the prohibition imposed be longer than two years from the date
the covered associate made the contribution. Thus, if, for example, the covered associate
becomes employed (and engages in solicitation activities) one year and six months after
the contribution was made, the covered member would be subject to the proposed rule’s
prohibition for the remaining six months of the two-year period. This “look back”
provision, which is consistent with the SEC Pay-to-Play Rule, is designed to prevent
covered members from circumventing the rule by influencing the selection process by
hiring persons who have made political contributions.39

39

Similarly, consistent with the SEC Pay-to-Play Rule, to prevent covered members
from channeling contributions through departing employees, covered members
must “look forward” with respect to covered associates who cease to qualify as
covered associates or leave the firm. The covered associate’s employer at the
time of the contribution would be subject to the proposed rule’s prohibition for
the entire two-year period, regardless of whether the covered associate remains a
covered associate or remains employed by the covered member. Thus, dismissing
a covered associate would not relieve the covered member from the two-year time
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B.

Prohibition on Soliciting and Coordinating Contributions

Proposed Rule 2030(b) would prohibit a covered member or covered associate
from coordinating or soliciting40 any person or PAC to make any: (1) contribution to an
official of a government entity in respect of which the covered member is engaging in, or
seeking to engage in, distribution or solicitation activities on behalf of an investment
adviser; or (2) payment41 to a political party of a state or locality of a government entity

out. See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41033
(discussing the “look back” in that rule).
40

Proposed Rule 2030(g)(11)(B) defines the term “solicit” with respect to a
contribution or payment as “to communicate, directly or indirectly, for the
purpose of obtaining or arranging a contribution or payment.” This provision is
consistent with a similar provision in the SEC Pay-to-Play Rule. See SEC Pay-toPlay Rule 206(4)-5(f)(10)(ii). Consistent with the SEC Pay-to-Play Rule, whether
a particular activity involves a solicitation or coordination of a contribution or
payment for purposes of the proposed rule would depend on the facts and
circumstances. A covered member that consents to the use of its name on
fundraising literature for a candidate would be soliciting contributions for that
candidate. Similarly, a covered member that sponsors a meeting or conference
which features a government official as an attendee or guest speaker and which
involves fundraising for the government official would be soliciting contributions
for that government official. Expenses incurred by the covered member for
hosting the event would be a contribution by the covered member, thereby
triggering the two-year ban on the covered member receiving compensation for
engaging in distribution or solicitation activities with the government entity over
which that official has influence. Such expenses may include, but are not limited
to, the cost of the facility, the cost of refreshments, any expenses paid for
administrative staff, and the payment or reimbursement of any of the government
official’s expenses for the event. The de minimis exception under proposed Rule
2030(c)(1) would not be available with respect to these expenses because they
would have been incurred by the firm, not by a natural person. See also SEC Payto-Play Rule Adopting Release, 75 FR 41018, 41043 n.328, 329 (discussing the
term “solicit” with respect to a contribution or payment).

41

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(9) defines the
term “payment” to mean “any gift, subscription, loan, advance or deposit of
money or anything of value.” This definition is similar to the definition of
“contribution,” but is broader, in the sense that it does not include limitations on
the purposes for which such money is given (e.g., it does not have to be made for
the purpose of influencing an election). Consistent with the SEC Pay-to-Play
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with which the covered member is engaging in, or seeking to engage in, distribution or
solicitation activities on behalf of an investment adviser. This provision is modeled on a
similar provision in the SEC Pay-to-Play Rule42 and is intended to prevent covered
members or covered associates from circumventing the proposed rule’s prohibition on
direct contributions to certain elected officials such as by “bundling” a large number of
small employee contributions to influence an election, or making contributions (or
payments) indirectly through a state or local political party.43
In addition, as discussed in Item II.C below, in response to a request for
clarification from a commenter regarding the application of this provision of the proposed
rule, FINRA notes that, consistent with guidance provided by the SEC in connection with
SEC Pay-to-Play Rule 206(4)-5(a)(2), a direct contribution to a political party by a
covered member or its covered associates would not violate the proposed rule unless the
contribution was a means for the covered member to do indirectly what the rule would
prohibit if done directly (for example, if the contribution was earmarked or known to be
provided for the benefit of a particular government official).

Rule, FINRA is including the broader term “payments,” as opposed to
“contributions,” to deter a covered member from circumventing the proposed
rule’s prohibitions by coordinating indirect contributions to government officials
by making payments to political parties. See SEC Pay-to-Play Rule Adopting
Release, 75 FR 41018, 41043 n.331 and accompanying text (discussing a similar
approach with respect to restrictions on soliciting and coordinating contributions
and payments).
42

See SEC Pay-to-Play Rule 206(4)-5(a)(2).

43

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41043 (discussing
restrictions on soliciting and coordinating contributions and payments).
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C.

Direct or Indirect Contributions or Solicitations

Proposed Rule 2030(e) further provides that it shall be a violation of Rule 2030
for any covered member or any of its covered associates to do anything indirectly that, if
done directly, would result in a violation of the rule. This provision is consistent with a
similar provision in the SEC Pay-to-Play Rule44 and would prevent a covered member or
its covered associates from funneling payments through third parties, including, for
example, consultants, attorneys, family members, friends or companies affiliated with the
covered member as a means to circumvent the proposed rule.45 In addition, as discussed
in Item II.C below, in response to a request for clarification from a commenter regarding
the application of this provision of the proposed rule, FINRA notes that, consistent with
guidance provided by the SEC in connection with SEC Pay-to-Play Rule 206(4)-5(d),
proposed Rule 2030(e) would require a showing of intent to circumvent the rule in order
for such persons to trigger the two-year time out.
D.

Covered Investment Pools

Proposed Rule 2030(d)(1) provides that a covered member that engages in
distribution or solicitation activities with a government entity on behalf of a covered

44

See SEC Pay-to-Play Rule 206(4)-5(d).

45

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 (discussing
direct and indirect contributions or solicitations). This provision would also
cover, for example, situations in which contributions by a covered member are
made, directed or funded through a third party with an expectation that, as a result
of the contributions, another contribution is likely to be made by a third party to
“an official of the government entity,” for the benefit of the covered member.
Contributions made through gatekeepers thus would be considered to be made
“indirectly” for purposes of the rule.
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investment pool46 in which a government entity invests or is solicited to invest shall be
treated as though the covered member was engaging in or seeking to engage in
distribution or solicitation activities with the government entity on behalf of the
investment adviser to the covered investment pool directly.47 Proposed Rule 2030(d)(2)
provides that an investment adviser to a covered investment pool in which a government
entity invests or is solicited to invest shall be treated as though that investment adviser
were providing or seeking to provide investment advisory services directly to the
government entity.48
Proposed Rule 2030(d) is modeled on a similar prohibition in the SEC Pay-toPlay Rule49 and would apply the prohibitions of the proposed rule to situations in which
46

Consistent with the SEC Pay-to-Play Rule, proposed Rule 2030(g)(3) defines a
“covered investment pool” to mean: “(A) Any investment company registered
under the Investment Company Act that is an investment option of a plan or
program of a government entity, or (B) Any company that would be an
investment company under Section 3(a) of the Investment Company Act but for
the exclusion provided from that definition by either Section 3(c)(1), 3(c)(7) or
3(c)(11) of that Act.” Thus, the definition includes such unregistered pooled
investment vehicles as hedge funds, private equity funds, venture capital funds,
and collective investment trusts. It also includes registered pooled investment
vehicles, such as mutual funds, but only if those registered pools are an
investment option of a participant-directed plan or program of a government
entity.

47

Consistent with the SEC Pay-to-Play Rule, under the proposed rule, if a
government entity is an investor in a covered investment pool at the time a
contribution triggering a two-year time out is made, the covered member must
forgo any compensation related to the assets invested or committed by the
government entity in the covered investment pool. See SEC Pay-to-Play Rule
Adopting Release, 75 FR 41018, 41047.

48

As discussed in Item II.C below, FINRA has added proposed Rule 2030(d)(2) in
response to comments on the Notice to clarify, for purposes of the proposed rule,
the relationship between an investment adviser to a covered investment pool and a
government entity that invests in the covered investment pool.

49

See SEC Pay-to-Play Rule 206(4)-5(c).
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an investment adviser manages assets of a government entity through a hedge fund or
other type of pooled investment vehicle. Thus, the provision would extend the protection
of the proposed rule to public pension plans that access the services of investment
advisers through hedge funds and other types of pooled investment vehicles sponsored or
advised by investment advisers as a funding vehicle or investment option in a
government-sponsored plan, such as a “529 plan.”50
E.

Exceptions and Exemptions

As discussed in more detail below, the proposed rule contains exceptions that are
modeled on similar exceptions in the SEC Pay-to-Play Rule for de minimis contributions,
new covered associates and returned contributions.51
In addition, proposed Rule 2030(f) includes an exemptive provision for covered
members that is modeled on the exemptive provision in the SEC Pay-to-Play Rule52 that
would allow covered members to apply to FINRA for an exemption from the proposed
rule’s two-year time out. Under this provision, FINRA would be able to exempt covered
members from the proposed rule’s time out requirement where the covered member
discovers contributions that would trigger the compensation ban after they have been
made, and when imposition of the prohibition would be unnecessary to achieve the rule’s
intended purpose. This provision would provide covered members with an additional
avenue by which to seek to cure the consequences of an inadvertent violation by the
covered member or its covered associates that falls outside the limits of one of the
50

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 (discussing the
applicability of the SEC Pay-to-Play Rule to covered investment pools).

51

See SEC Pay-to-Play Rule 206(4)-5(b).

52

See SEC Pay-to-Play Rule 206(4)-5(e).

Page 82 of 243
proposed rule’s exceptions. In determining whether to grant an exemption, FINRA
would take into account the varying facts and circumstances that each application
presents.
1.

De Minimis Contributions

Proposed Rule 2030(c)(1) would except from the rule’s restrictions contributions
made by a covered associate that is a natural person to government entity officials for
whom the covered associate was entitled to vote53 at the time of the contributions,
provided the contributions do not exceed $350 in the aggregate to any one official per
election. If the covered associate was not entitled to vote for the official at the time of the
contribution, the contribution must not exceed $150 in the aggregate per election.
Consistent with the SEC Pay-to-Play Rule, under both exceptions, primary and general
elections would be considered separate elections.54 These exceptions are based on the
theory that such contributions are typically made without the intent or ability to influence
the selection process of the investment adviser.

53

Consistent with the SEC Pay-to-Play Rule, for purposes of proposed Rule
2030(c)(1), a person would be “entitled to vote” for an official if the person’s
principal residence is in the locality in which the official seeks election. For
example, if a government official is a state governor running for re-election, any
covered associate who resides in that state may make a de minimis contribution to
the official without causing a ban on the covered member being compensated for
engaging in distribution or solicitation activities with that government entity on
behalf of an investment adviser. If the government official is running for
president, any covered associate in the country would be able to contribute the de
minimis amount to the official’s presidential campaign. See SEC Pay-to-Play
Rule Adopting Release, 75 FR 41018, 41034 (discussing the applicability in the
SEC Pay-to-Play Rule of the exception for de minimis contributions).

54

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41034.
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2.

New Covered Associates

Proposed Rule 2030(c)(2) would provide an exception from the proposed rule’s
restrictions for covered members if a natural person made a contribution more than six
months prior to becoming a covered associate of the covered member unless the covered
associate engages in, or seeks to engage in, distribution or solicitation activities with a
government entity on behalf of the covered member. This provision is consistent with a
similar provision in the SEC Pay-to-Play Rule.55 As stated in the SEC Pay-to-Play Rule
Adopting Release, the potential link between obtaining advisory business and
contributions made by an individual prior to his or her becoming a covered associate who
is uninvolved in distribution or solicitation activities is likely more attenuated than for a
covered associate who engages in distribution or solicitation activities and, therefore,
should be subject to a shorter look-back period.56 This exception is also intended to
balance the need for covered members to be able to make hiring decisions with the need
to protect against individuals marketing to prospective employers their connections to, or
influence over, government entities the employer might be seeking as clients.57
3.

Certain Returned Contributions

Proposed Rule 2030(c)(3) would provide an exception from the proposed rule’s
restrictions for covered members if the restriction is due to a contribution made by a
covered associate and: (1) the covered member discovered the contribution within four

55

See SEC Pay-to-Play Rule 206(4)-5(b)(2).

56

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41034 (discussing the
applicability of the “look back” in the SEC Pay-to-Play Rule).

57

See id.
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months of it being made; (2) the contribution was less than $350; and (3) the contribution
is returned within 60 days of the discovery of the contribution by the covered member.
Consistent with the SEC Pay-to-Play Rule, this exception would allow a covered
member to cure the consequences of an inadvertent political contribution to an official for
whom the covered associate is not entitled to vote. As the SEC stated in the SEC Pay-toPlay Rule Adopting Release, the exception is limited to the types of contributions that are
less likely to raise pay-to-play concerns.58 The prompt return of the contribution provides
an indication that the contribution would not affect a government entity official’s
decision to award business. The 60-day limit is designed to give contributors sufficient
time to seek the contribution’s return, but still require that they do so in a timely manner.
In addition, the relatively small amount of the contribution, in conjunction with the other
conditions of the exception, suggests that the contribution was unlikely to have been
made for the purpose of influencing the selection process. Repeated triggering
contributions suggest otherwise. Thus, the proposed rule would provide that covered
members with 150 or fewer registered representatives would be able to rely on this
exception no more than two times per calendar year. All other covered members would
be permitted to rely on this exception no more than three times per calendar year. In
addition, a covered member would not be able to rely on an exception more than once
with respect to contributions by the same covered associate regardless of the time period.
These limitations are consistent with similar provisions in the SEC Pay-to-Play Rule.59

58

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41035.

59

See SEC Pay-to-Play Rule 206(4)-5(b)(3). The SEC Pay-to-Play Rule includes
different allowances for larger and smaller investment advisers based on the
number of employees they report on Form ADV.
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Proposed Recordkeeping Requirements
Proposed Rule 4580 would require covered members that engage in distribution
or solicitation activities with a government entity on behalf of any investment adviser that
provides or is seeking to provide investment advisory services to such government entity
to maintain books and records that would allow FINRA to examine for compliance with
its pay-to-play rule. This provision is consistent with similar recordkeeping requirements
imposed on investment advisers in connection with the SEC Pay-to-Play Rule.60 The
proposed rule would require covered members to maintain a list or other record of:


the names, titles and business and residence addresses of all covered
associates;



the name and business address of each investment adviser on behalf of
which the covered member has engaged in distribution or solicitation
activities with a government entity within the past five years (but not prior
to the rule’s effective date);



the name and business address of all government entities with which the
covered member has engaged in distribution or solicitation activities for
compensation61 on behalf of an investment adviser, or which are or were
investors in any covered investment pool on behalf of which the covered
member has engaged in distribution or solicitation activities with the
government entity on behalf of the investment adviser to the covered

60

See Advisers Act Rule 204-2(a)(18) and (h)(1).

61

As discussed in Item II.C below, FINRA has added “for compensation” to
proposed Rule 4580(a)(3) to clarify that, consistent with the SEC recordkeeping
requirements, FINRA’s proposed recordkeeping requirements would apply only
to government entities that become clients.
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investment pool, within the past five years (but not prior to the rule’s
effective date); and


all direct or indirect contributions made by the covered member or any of
its covered associates to an official of a government entity, or direct or
indirect payments to a political party of a state or political subdivision
thereof, or to a PAC.

The proposed rule would require that the direct and indirect contributions or
payments made by the covered member or any of its covered associates be listed in
chronological order and indicate the name and title of each contributor and each recipient
of the contribution or payment, as well as the amount and date of each contribution or
payment, and whether the contribution was the subject of the exception for returned
contributions in proposed Rule 2030.
Effective Date
If the Commission approves the proposed rule change, FINRA will announce the
effective date of the proposed rule change in a Regulatory Notice to be published no later
than 60 days following Commission approval. FINRA intends to establish an effective
date that is no sooner than 180 days following publication of the Regulatory Notice
announcing Commission approval of the proposed rule change, and no later than 365
days following Commission approval of the proposed rule change. This transition period
will provide members firms with time to identify their covered associates and
government entity clients and to modify their compliance programs to address new
obligations under the rules.
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Proposed Rule 2030(a)’s prohibition on engaging in distribution or solicitation
activities for compensation with a government entity on behalf of an investment adviser
that provides or is seeking to provide investment advisory services to such government
entity within two years after a contribution is made to the government entity, will not be
triggered by contributions made prior to the effective date. Similarly, the prohibition
will not apply to contributions made prior to the effective date by new covered associates
to which the two years or, as applicable, six months “look back” applies.
As of the effective date, member firms must begin to maintain books and records
in compliance with proposed Rule 4580. Members firms will not be required, however,
to look back for the five years prior to the effective date of the proposed rule to identify
investment advisers and government entity clients in accordance with proposed Rule
4580(a)(2) and (a)(3).
2.

Statutory Basis

FINRA believes that the proposed rule change is consistent with the provisions of
Section 15A(b)(6) of the Act,62 which requires, among other things, that FINRA rules
must be designed to prevent fraudulent and manipulative acts and practices, to promote
just and equitable principles of trade, and, in general, to protect investors and the public
interest.
FINRA believes that the proposed rule change establishes a comprehensive
regime to allow member firms to continue to engage in distribution or solicitation
activities for compensation with government entities on behalf of investment advisers
following the compliance date for the SEC’s ban on third party solicitations while
62

15 U.S.C. 78o-3(b)(6).
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deterring member firms from engaging in pay-to-play practices. In the absence of a
FINRA pay-to-play rule, covered members will be prohibited from receiving
compensation for engaging in distribution and solicitation activities with government
entities on behalf of investment advisers. FINRA believes that establishing a pay-to-play
rule modeled on the SEC Pay-to-Play Rule is a more effective regulatory response to the
concerns identified by the SEC regarding third-party solicitations than an outright ban on
such activity. At the same time, FINRA believes that the proposed two-year time out will
deter member firms from engaging in pay-to-play practices and, thereby, protect
investors and the public interest.
B.

Self-Regulatory Organization’s Statement on Burden on Competition

FINRA does not believe that the proposed rule change will result in any burden
on competition that is not necessary or appropriate in furtherance of the purposes of the
Act.
As discussed above, FINRA published the Notice to request comment on the
proposed rule change.63 The Notice included an analysis of the economic impacts of the
proposed rule change and requested comment regarding the analysis. The assessment
below includes a summary of the comments received regarding the economic impact of
the proposed rule change as set forth in the Notice as well as FINRA’s responses to the
comments.64

63

See supra note 3.

64

All references to commenters are to comment letters as listed in Exhibit 2b and as
further discussed in Item II.C of this filing.
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Economic Impact Assessment
A.

Need for the Rule

As discussed above, the SEC Pay-to-Play Rule prohibits an investment adviser
and its covered associates from providing or agreeing to provide, directly or indirectly,
payment to any person to solicit a government entity for investment advisory services on
behalf of the investment adviser unless the person is a “regulated person.” A “regulated
person” includes a member firm, provided that: (a) FINRA rules prohibit member firms
from engaging in distribution or solicitation activities if political contributions have been
made; and (b) the SEC finds, by order, that such rules impose substantially equivalent or
more stringent restrictions on member firms than the SEC Pay-to-Play Rule imposes on
investment advisers and that such rules are consistent with the objectives of the SEC Payto-Play Rule. Thus, FINRA must propose its own pay-to-play rule to enable member
firms to continue to engage in distribution and solicitation activities for compensation
with government entities on behalf of investment advisers.
B.

Regulatory Objective

The proposed rule change would establish a comprehensive regime to regulate the
activities of member firms that engage in distribution or solicitation activities with
government entities on behalf of investment advisers. FINRA aims to enable member
firms to continue to engage in such activities for compensation while at the same time
deterring member firms from engaging in pay-to-play practices.
C.

Economic Baseline

The baseline used to evaluate the impact of the proposed rule change is the
regulatory framework under the SEC Pay-to-Play Rule and the MSRB pay-to-play

Page 90 of 243
rules.65 In the absence of the proposed rules, some member firms currently engaging in
distribution or solicitation activities with government entities on behalf of investment
advisers may not be able to receive payments from investment advisers for engaging in
such activities. Since a “regulated person” also includes SEC-registered investment
advisers and SEC-registered municipal advisors that would be subject to MSRB pay-toplay rules, member firms dually-registered with the SEC as investment advisers or
municipal advisors may be able to engage in distribution or solicitation activities for
compensation with government entities on behalf of investment advisers.66
The member firms that would have to cease their distribution or solicitation
activities for compensation with government entities on behalf of investment advisers
may bear direct losses as a result of the loss of this business. In addition, the absence of a
FINRA pay-to-play rule that the SEC finds by order is substantially equivalent to or more
stringent than the SEC Pay-to-Play Rule may impact investment advisers and public
pension plans.
Specifically, without such a rule, there could be a decrease in the number of thirdparty solicitors which may reduce the competition in the market for solicitation services.
Some investment advisers may need to search for and hire new solicitors as a result of the
absence of a FINRA pay-to-play rule to continue their solicitation activities. Due to the
potentially limited capacity of third-party solicitors, investment advisers may encounter
difficulties in retaining solicitors or delays in solicitation services. These changes would
65

See supra note 23 (discussing MSRB Rule G-37).

66

See supra note 24 (noting that a regulated person that is registered under the SEA
as a broker-dealer and municipal advisor, and under the Advisers Act as an
investment adviser would be subject to the rules that apply to the services the
regulated person is performing).
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likely increase the costs to investment advisers that rely on third-party solicitors to obtain
government clients.
To the extent that higher costs may reduce the number of investment advisers
competing for government business, public pension plans may face more limited
investment opportunities. In such an instance, there may be an opportunity cost to a
government entity either as it may not invest its assets optimally, or when seeking capital
due to limitations on its access to funding.
D.

Economic Impacts
1.

Benefits

The proposed rule change would enable member firms to continue to engage in
distribution or solicitation activities for compensation with government entities on behalf
of investment advisers within the regulatory boundaries of the proposed rule change. The
proposed rule change would prevent a potentially harmful disruption in the member
firms’ solicitation business, and accordingly may help member firms avoid some of the
likely losses associated with the absence of such a rule change. The proposed rule
change may also help promote competition by allowing more third-party solicitors to
participate in the market for solicitation services, which may in turn reduce costs to
investment advisers and improve competition for advisory services.
The proposed rule change is intended to establish a comprehensive regime to
allow member firms to continue to engage in distribution or solicitation activities with
government entities on behalf of investment advisers while deterring member firms from
engaging in pay-to-play practices. FINRA believes the proposed rules would curb
fraudulent conduct resulting from pay-to-play practices and, therefore, help promote fair
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competition in the market and protect public pension funds and investors. FINRA also
believes the proposed rules would likely reduce the search costs of government entities
and increase their ability to efficiently allocate capital, and thereby would promote capital
formation.
2.

Costs

FINRA recognizes that covered members that engage in distribution or
solicitation activities with government entities on behalf of investment advisers would
incur costs to comply with the proposed rules on an initial and ongoing basis. Member
firms would need to establish and maintain policies and procedures to monitor
contributions the firm and its covered associates make and to ensure compliance with the
proposed requirements. In addition, member firms that wish to engage in distribution or
solicitation activities with government entities may face hiring constraints as a result of
the two-year (or, in some cases, six months) “look back” provision.67
The compliance costs would likely vary across member firms based on a number
of factors such as the number of covered associates, business models of members firms
and the extent to which their compliance procedures are automated, whether the covered
member is (or is affiliated with) an investment adviser subject to the SEC Pay-to-Play
Rule, and whether the covered member is a registered municipal securities dealer and
thus subject to MSRB pay-to-play rules.68 A small covered member with fewer covered
associates may expend fewer resources to comply with the proposed rules than a large

67

FINRA notes, however, the availability of the exemptive provision in proposed
Rule 2030(f) that would allow covered members to apply to FINRA for an
exemption from the proposed rule’s two-year time out.

68

See supra note 23 (discussing MSRB Rule G-37).
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covered member. Covered members subject to (or affiliated with entities subject to) the
SEC Pay-to-Play Rule or MSRB pay-to-play rules may be able to borrow from or build
upon compliance procedures already in place. For example, FINRA estimates that
approximately 400 member firms are currently subject to the MSRB pay-to-play rules.
The potential burden arising from compliance costs associated with the proposed
rules can be initially gauged from the SEC’s cost estimates for the SEC Pay-to-Play Rule.
The SEC has estimated that investment advisers would spend between 8 and 250 hours to
establish policies and procedures to comply with the SEC Pay-to-Play Rule.69 The SEC
further estimated that ongoing compliance would require between 10 and 1,000 hours
annually.70 The SEC estimated compliance costs for firms of different sizes. The SEC
assumed that a “smaller firm” would have fewer than five covered associates that would
be subject to the SEC Pay-to-Play Rule, a “medium firm” would have between five and
15 covered associates, and a “larger firm” would have more than 15 covered associates.71
The SEC estimated that the initial compliance costs associated with the SEC Pay-to-Play
Rule would be approximately $2,352 per smaller firm, $29,407 per medium firm, and
$58,813 per larger firm.72 It also estimated that the annual, ongoing compliance expenses
would be approximately $2,940 per smaller firm, $117,625 per medium firm, and
$235,250 per larger firm.73

69

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41056.

70

See id.

71

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41055.

72

See supra note 69.

73

See id.
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In addition, the SEC estimated the costs for investment advisers to engage outside
legal services to assist in drafting policies and procedures. It estimated that 75 percent of
larger advisory firms, 50 percent of medium firms, and 25 percent of smaller firms
subject to the SEC Pay-to-Play Rule would engage such services.74 The estimated cost
included fees for approximately 8 hours of outside legal review for a smaller firm, 16
hours for a medium firm and 40 hours for a larger firm, at a rate of $400 per hour.75
The SEC estimated that the recordkeeping requirements of the SEC Pay-to-Play
Rule would increase an investment adviser’s burden by approximately 2 hours per year,76
which would cost the adviser $118 per year based on the SEC’s assumption of a
compliance clerk’s hourly rate of $59.77 In addition, the SEC estimated that some small
and medium firms would incur one-time start-up costs, on average, of $10,000, and larger
firms would incur, on average, $100,000 to establish or enhance current systems to assist
in their compliance with the recordkeeping requirements.78
In the Notice, FINRA requested comment on the economic impacts of the
proposed rule change as set forth in the Notice, including on whether the proposed rule
change would impose similar compliance costs on member firms as the SEC estimated
for investment advisers. Several commenters raised cost and compliance burden
concerns in connection with the disclosure requirements set forth in the Notice, stating
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41057.

75

See id.
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41063.
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41061 n.541.
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See supra note 76.
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among other things, that the disclosure requirements are “overly burdensome and create
difficult compliance challenges”79 and that FINRA’s cost estimates in the Notice “do not
accurately reflect the true compliance costs associated with the Proposed Rules, and
particularly the costs associated with the disclosure requirements . . . .”80
Monument Group stated that the vast majority of independent placement agents
that would be subject to the proposed rules are small businesses, many of which are
minority- or women-owned. Monument Group stated that these firms operate with
focused staff and no revenues from other lines of business. Accordingly, Monument
Group stated that incremental regulatory requirements that have little impact on larger
firms can create significant resource and cost issues for these smaller firms. Specifically,
Monument Group stated that the disclosure requirements would place significant and
unique burdens on independent third-party private fund placement agents. Another
commenter, 3PM, stated that the proposed rule change would add a new and significant
burden on small firms in terms of the disclosure and recordkeeping requirements. 3PM
also stated that not only would small firms be impacted by cost, but also by their limited
personnel resources who would have to take on additional responsibilities to comply with
the proposed rule change.
Monument Group requested that FINRA consider the already existing state,
municipal and local lobbying registration, disclosure and reporting requirements and payto-play regimes in calculating the cost and competitive impact of the proposed rule
change. Monument Group stated that the proposed rule change disproportionately affects

79

Monument Group.
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SIFMA.
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FINRA-registered placement agents (as compared with other broker-dealers) and has the
largest economic and anti-competitive effect on small independent firms.
As discussed above and in more detail in Item II.C below, after considering the
comments, FINRA has determined not to propose a disclosure requirement for
government distribution and solicitation activities at this time. FINRA believes that this
determination will reduce substantially the cost and compliance burden concerns raised
by commenters regarding the proposed rule change. FINRA however may consider a
disclosure requirement for government distribution and solicitation activities as part of a
future rulemaking and would consider the economic impact of any such revised proposed
disclosure requirement as part of that rulemaking.
Although FINRA has determined to retain a recordkeeping requirement, FINRA
notes that, in response to commenter concerns to the Notice regarding the significant
costs associated with maintaining lists of unsuccessful solicitations,81 FINRA has
modified the proposed rule such that covered members would only be required to
maintain lists of government entities that become clients.82
Since the scope of the proposed rule after the modifications is substantially
equivalent to the SEC Pay-to-Play Rule, FINRA believes that the SEC’s cost estimates
serve as a reasonable reference for the potential compliance costs on member firms. In
response to the question on the costs of engaging outside legal services to assist in
drafting policies and procedures to comply with the proposed rule, 3PM estimated that
the majority of member firms would spend between $1,500 and $2,500 or approximately
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See, e.g., 3PM.
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See proposed Rule 4580(a)(3).
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five to 10 hours of a professional consultant’s time. In addition, 3PM estimated that a
member firm would exert approximately 10 to 20 additional hours of compliance
oversight in connection with the proposed rule each year. These estimates are slightly
lower than the SEC’s estimates discussed above.
The proposed rule is not expected to have competitive effects among member
firms engaging in distribution or solicitation activities, since all member firms will be
subject to the same prohibitions. Moreover, because the restrictions imposed by the
proposed rule are substantially equivalent to the restrictions imposed by the SEC Pay-toPlay Rule, the proposed rule is not expected to create an uneven playing field between
member firms and investment advisers. There may be a potential impact on the
competition between member firms and municipal advisors depending on the differences
between the proposed rule and the finalized MSRB rules regulating similar activities of
municipal advisors.83
E.

Regulatory Alternatives

Since the SEC requires that FINRA impose “substantially equivalent or more
stringent restrictions” on member firms that wish to act as “regulated persons” than the
SEC Pay-to-Play Rule imposes on investment advisers, FINRA believes it is appropriate
(and achieves the right balance between the costs and benefits) to model the proposed
rule change on the SEC Pay-to-Play Rule rather than impose a regulatory alternative,
including a more stringent regulatory alternative, on such member firms.

83

See supra note 23.
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C.

Self-Regulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

The proposed rule change was published for comment in Regulatory Notice 14-50
(November 2014) (“Notice”). FINRA received 10 comment letters in response to the
Notice. A copy of the Notice is attached as Exhibit 2a. A list of the comment letters
received in response to the Notice is attached as Exhibit 2b.84 Copies of the comment
letters received in response to the Notice are attached as Exhibit 2c.
Most commenters expressed appreciation or support for FINRA’s decision to
propose a pay-to-play rule, noting the potential disruption of an SEC ban on third party
solicitations if FINRA were not to propose and adopt a pay-to-play rule. The
commenters raised, however, a number of concerns with the proposed pay-to-play rule,
as well as the related proposed disclosure and recordkeeping requirements. A summary
of the comments and FINRA’s responses are discussed below.85
First Amendment Concerns
CCP expressed First Amendment concerns with the proposed rule change.
Among other things, CCP raised vagueness and over-breadth concerns with a number of
the provisions in the proposed rule change,86 and asserted that the prohibition on
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All references to commenters are to the comment letters as listed in Exhibit 2b.
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Comments that speak to the economic impacts of the proposed rule change are
addressed in Item II.B above.
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See CCP (discussing, among other things, the proposed definitions of the terms
“official of a government entity,” “solicit” and “contribution,” as well as the
provision prohibiting any covered member or any of its covered associates from
doing anything indirectly that, if done directly, would result in a violation of the
proposed pay-to-play rule).
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soliciting and coordinating contributions is a “grave infringement of the basic ‘right to
associate for the purpose of speaking.’”
In light of CCP raising these constitutional concerns, FINRA notes that the
proposed pay-to-play rule does not impose any restrictions on making independent
expenditures, ban political contributions, or attempt to regulate State and local elections.
FINRA acknowledges that the two-year time out provision may affect the propensity of
covered members and their covered associates to make political contributions.87 As
discussed in the Notice and as recognized by CCP, however, establishing requirements to
regulate the activities of member firms that engage in distribution or solicitation activities
with government entities on behalf of investment advisers is a more effective response to
the requirements of the SEC Pay-to-Play Rule than an outright ban on such activity. If
FINRA were not to have a pay-to-play rule, the result would be a ban on member firms
soliciting government entities for investment advisory services for compensation on
behalf of investment advisers.
Moreover, for an investment adviser and its covered associates to provide or agree
to provide, directly or indirectly, payment to a member firm to solicit a government entity
for investment advisory services on behalf of the investment adviser, the SEC must find
that FINRA’s pay-to-play rule imposes substantially equivalent or more stringent
restrictions on member firms than the SEC Pay-to-Play Rule imposes on investment
87

CCP requested that FINRA state explicitly whether the proposed rule would
permit contributions in support of independent expenditures. FINRA notes that,
consistent with the SEC Pay-to-Play Rule, the proposed rule would not in any
way impinge on a wide range of expressive conduct in connection with elections.
For example, the rule would not impose any restrictions on activities such as
making independent expenditures to express support for candidates, volunteering,
making speeches, and other conduct. See also SEC Pay-to-Play Adopting
Release, 75 FR 41018, 41024 (discussing independent expenditures).
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advisers and that FINRA’s rule is consistent with the objectives of the SEC Pay-to-Play
Rule. CCP suggested alternative approaches to the proposed pay-to-play rule that it
argued would be “less restrictive,” but FINRA does not believe that CCP’s suggested less
restrictive alternatives would meet the SEC’s requirements. Accordingly, FINRA has
crafted its proposal such that it is substantially similar to the SEC’s Pay-to-Play Rule.88
FINRA notes that the SEC modeled the SEC Pay-to-Play Rule on similarly
designed MSRB Rule G-37, which the United States Court of Appeals for the District of
Columbia Circuit upheld against a First Amendment challenge in Blount v. SEC.89 As
stated in the SEC Pay-to-Play Rule Adopting Release, the Blount opinion served as an
important guidepost in helping the SEC shape the SEC Pay-to-Play Rule.90 Similar to
MSRB Rule G-37 and the SEC Pay-to-Play Rule, FINRA believes it has closely drawn
its proposal to accomplish the goal of preventing quid pro quo arrangements while
avoiding unnecessary burdens on the protected speech and associational rights of covered
members and their covered associates. This analysis is further supported by the Court of
Appeals for the District of Columbia Circuit’s recent unanimous en banc decision in
Wagner v. FEC, which relied on Blount to uphold against a First Amendment challenge a
law barring campaign contributions by federal contractors.91 As detailed below, the
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In addition, FINRA notes that, to the extent there are interpretive questions
regarding the application and scope of the provisions and terms used in its pay-toplay rule, FINRA will work with the industry to understand the interpretive
questions and provide additional guidance where warranted.
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61 F.3d 938 (D.C. Cir. 1995), cert. denied, 517 U.S. 1119 (1996).
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41023.
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Wagner v. FEC, No. 13-5162, 2015 U.S. App LEXIS 11625 (D.C. Cir. July 7,
2015).

Page 101 of 243
proposed rule is closely drawn in terms of the conduct it prohibits, the persons who are
subject to its restrictions, and the circumstances in which it is triggered.
Proposed Pay-to-Play Rule
A.

Two-Year Time Out

Consistent with the Notice, proposed Rule 2030(a) would impose a two-year time
out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates make a contribution to an official of the government entity. NASAA
stated that member firms should be prohibited from engaging in distribution or
solicitation activities on behalf of an investment adviser directed at any government
entity for a period of four years following any qualifying contribution by the member
firm. In addition, NASAA stated that if a member firm has engaged in solicitation or
distribution activities with a government entity on behalf of an investment adviser, the
member firm should be prohibited from making any qualifying contributions to that
government entity for a period of four years following the conclusion of the solicitation
or distribution activities. FINRA has declined to make NASAA’s suggested changes.
The proposed two-year time out is consistent with the time-out period in the SEC’s Payto-Play Rule, and FINRA believes that a two-year time out from the date of a
contribution is sufficient to discourage covered members from engaging in pay-to-play
practices.
1.

Government Entity

Government entities would include all state and local governments, their agencies
and instrumentalities, and all public pension plans and other collective government funds,
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including participant-directed plans such as 403(b),92 457,93 and 52994 plans. CAI urged
FINRA or the SEC to provide additional guidance as to the criteria for determining
whether an entity is an “instrumentality” under the proposed rule. CAI noted that its
members have struggled to understand the contours of this term in the context of the SEC
Pay-to-Play Rule. As stated in the Notice and above, the definition of a “government
entity” is consistent with the definition of that term in the SEC Pay-to-Play Rule. The
SEC has not provided additional guidance regarding the meaning of the term
“instrumentality” in connection with its Rule. Thus, at this time, FINRA declines to
provide additional guidance as part of the proposed rule. FINRA recognizes, however,
the concerns raised by CAI and will continue to discuss with the industry interpretive
questions relating to the proposed rule change.
2.

Solicitation

Consistent with the Notice, the proposed pay-to-play rule defines the term
“solicit” to mean, with respect to investment advisory services, “to communicate, directly
or indirectly, for the purpose of obtaining or retaining a client for, or referring a client to,
an investment adviser” and, with respect to a contribution or payment, “to communicate,
directly or indirectly, for the purpose of obtaining or arranging a contribution or
payment.”95 CAI sought confirmation that the proposed rule would not apply when a
covered member communicates with a third party and has no intent to obtain a client for,
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See supra note 28.
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See supra note 29.
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See supra note 30.
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Proposed Rule 2030(g)(11).
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or refer a client to, an investment adviser (in the context of investment advisory services)
and there is no intent to obtain or arrange a contribution or payment (in the context of
contributions to officials of government entities and payments to political parties).
As stated in the Notice and above, the determination of whether a particular
communication is a solicitation for investment advisory services or a contribution or
payment would be dependent upon the specific facts and circumstances relating to such
communication. As a general proposition, if there is no intent to obtain a client for, or
refer a client to, an investment adviser (in the context of investment advisory services) or
to obtain or arrange a contribution or payment (in the context of contributions to officials
of government entities and payments to political parties), FINRA would not consider the
communication to be a solicitation.96
3.

Investment Advisers

The proposed pay-to-play rule would apply to covered members acting on behalf
of any investment adviser registered (or required to be registered) with the SEC, or
unregistered in reliance on the exemption available under Section 203(b)(3) of the
Advisers Act for foreign private advisers, or that is an exempt reporting adviser under
Advisers Act Rule 204-4(a).97 NASAA and 3PM suggested that FINRA expand the
definition of “investment adviser” to include state-registered investment advisers, stating,
among other things, that it would further reduce the disruptions created by pay-to-play
schemes. To remain consistent with the SEC Pay-to-Play Rule, FINRA has determined
not to expand the scope of the proposed rule as suggested by commenters. FINRA notes
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See supra notes 18 and 40.
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See proposed Rule 2030(g)(7).
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that the SEC declined to make a similar change to its proposed rule, stating that it is their
understanding that few of these smaller firms manage public pension plans or other
similar funds.98
4.

Covered Associates/Executive Officers

A “covered associate” includes any general partner, managing member or
executive officer of a covered member, or other individual with a similar status or
function.99 SIFMA requested that FINRA define the term “executive officer” for
purposes of the proposed rule. Consistent with the SEC Pay-to-Play Rule and for
purposes of the FINRA pay-to-play rule only, FINRA has added proposed Rule
2030(g)(5) to define an “executive officer of a covered member” to mean: “(A) The
president; (B) Any vice president in charge of a principal business unit, division or
function (such as sales, administration or finance); (C) Any other officer of the covered
member who performs a policy-making function; or (D) Any other person who performs
similar policy-making functions for the covered member.”
A covered associate also would include a PAC controlled by the covered member
or any of its covered associates. FSI asserted that the restrictions on PAC contributions,
and the definition of “control” with respect to covered associates are vague and
potentially over-broad. For example, FSI stated that “[i]t is unclear whether an employee
or executive of a member firm that holds a position on a PAC board of directors or other
advisory committee would have ‘control’ of the PAC under the Proposed Rules. It would
also cover PACs that are not connected to the employee or executive’s member firm.” As
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41026.
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See supra note 37 (defining the term “covered associate”).
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stated in the Notice and above, FINRA would consider a covered member or its covered
associates to have “control” over a PAC if the covered member or covered associate has
the ability to direct or cause the direction of governance or operations of the PAC. This
position is consistent with the position taken by the SEC in connection with the SEC Payto-Play Rule.100
5.

Distribution
a.

Inclusion of Distribution Activities

Consistent with the Notice, proposed Rule 2030(a) would impose a two-year time
out on engaging in distribution or solicitation activities for compensation with a
government entity on behalf of an investment adviser after the covered member or its
covered associates makes a contribution to an official of the government entity. Some
commenters questioned the meaning of the term “distribution” in the context of the
proposed rule. For example, SIFMA stated that it is their understanding “that the phrase
‘distribution and solicitation,’ as used in the SEC Pay-to-Play Rule, is interpreted to mean
‘the solicitation of investment advisory services.’” CAI stated that “[s]ince the term
‘distribution’ has no meaning in the context of an investment adviser and is inconsistent
with the personal nature of the services provided by investment advisers, [it] strongly
recommends that FINRA eliminate each and every reference to the word ‘distribution’
throughout the Notice and the Proposed Rules . . . . [I]t is not clear what activity the term
‘distribution’ is meant to cover that is not captured by the term ‘solicitation.’”
The SEC Pay-to-Play Rule prohibits an investment adviser and its covered
associates from providing or agreeing to provide, directly or indirectly, payment to any
100

See SEC Pay-to-Play Adopting Release, 75 FR 41018, 41032 (discussing PACs).
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person to solicit a government entity for investment advisory services on behalf of the
investment adviser unless the person is a “regulated person.”101 The SEC Pay-to-Play
Rule defines a “regulated person” to include a member firm, provided that FINRA rules
prohibit member firms from engaging in distribution or solicitation activities if political
contributions have been made.102 Thus, the SEC Pay-to-Play Rule requires FINRA to
have a rule that prohibits member firms from engaging in distribution (as well as
solicitation) activities if political contributions have been made.
Language in the SEC Pay-to-Play Rule Adopting Release further supports the
inclusion of distribution activities by broker-dealers in a FINRA pay-to-play rule. For
example, when discussing comments related to its proposed ban on using third parties to
solicit government business, the SEC addressed commenters’ concerns that the provision
would interfere with traditional distribution arrangements of mutual funds and private
funds by broker-dealers, by clarifying under what circumstances distribution payments
would violate the SEC’s Pay-to-Play Rule.103
Based on the SEC’s definition of “regulated person” as well as its discussion
regarding the treatment of distribution fees paid pursuant to a 12b-1 plan, FINRA
believes its proposed rule must apply to member firms engaging in distribution activities.
101

See SEC Pay-to-Play Rule 206(4)-5(a)(2).
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See SEC Pay-to-Play Rule 206(4)-5(f)(9)(ii)(A).
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See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41040 n.298 (stating
that “[m]utual fund distribution fees are typically paid by the fund pursuant to a
12b-1 plan, and therefore generally would not constitute payment by the fund’s
adviser. As a result, such payments would not be prohibited [under the SEC Payto-Play Rule] by its terms. Where an adviser pays for the fund’s distribution out
of its ‘legitimate profits,’ however, the rule would generally be implicated . . . .
For private funds, third parties are often compensated by the adviser or its
affiliated general partner and, therefore, those payments are subject to the rule.”)
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Accordingly, FINRA has not revised the proposed rule to remove references to the term
“distribution.”104
b.

Scope of Distribution Activities

ICI requested confirmation that, with respect to mutual funds, the proposed rule
would be triggered only when a member firm solicits a government entity to include a
mutual fund in a government entity’s plan or program and not when the member is
selling mutual fund shares to a government entity. FSI asked for clarification with
respect to the treatment of traditional brokerage activities by a financial advisor as
“distribution or solicitation activities” in the context of government entity plans.
As discussed above, the proposed pay-to-play rule would apply to distribution
activities by covered members. FINRA notes, however, that based on the definition of a
“covered investment pool,” the proposed rule would not apply to distribution activities
related to registered investment companies that are not investment options of a
government entity’s plan or program.105 Thus, the proposed rule would apply to
distribution activities involving unregistered pooled investment vehicles such as hedge
funds, private equity funds, venture capital funds, and collective investment trusts, and
registered pooled investment vehicles such as mutual funds, but only if those registered
104

In addition, FINRA notes that many of the concerns raised by commenters in
connection with including distribution activities in the proposed rule related to the
additional burden associated with the proposed disclosure requirements and such
activities. As discussed further below, FINRA has determined not to propose a
disclosure rule relating to government distribution and solicitation activities.
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Proposed Rule 2030(g)(3) defines a “covered investment pool” to mean: “(A)
Any investment company registered under the Investment Company Act that is an
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company that would be an investment company under Section 3(a) of the
Investment Company Act but for the exclusion provided from that definition by
either Section 3(c)(1), 3(c)(7) or 3(c)(11) of that Act.”

Page 108 of 243
pools are an investment option of a participant-directed plan or program of a government
entity.106
CAI requested clarification that “compensation” in the context of covered
investment pools does not include conventional compensation arrangements for the
distribution of mutual funds, variable annuity contracts and other securities included
within the definition of “covered investment pool.” Consistent with the SEC Pay-to-Play
Rule, to the extent the mutual fund distribution fees are paid by the fund pursuant to a
12b-1 plan, such payments would not be prohibited under the proposed rule as they
would not constitute payments by the fund’s investment adviser. If, however, the adviser
pays for the fund’s distribution out of its “legitimate profits,” the proposed rule would
generally be implicated.107 For private funds, third parties are often compensated by the
investment adviser or its affiliated general partner. Thus, such payments would be

106

Although the proposed rule would not apply to distribution activities relating to
all registered pooled investment vehicles, FINRA notes the language of proposed
Rule 2030(e) that “[i]t shall be a violation of this Rule for any covered member or
any of its covered associates to do anything indirectly that, if done directly, would
result in a violation of this Rule.”
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For a discussion of a mutual fund adviser’s ability to use “legitimate profits” for
fund distribution, see Investment Company Act of 1940 Release No. 11414
(October 28, 1980), 45 FR 73898 (November 7, 1980) (Bearing of Distribution
Expenses by Mutual Funds) (explaining, in the context of the prohibition on the
indirect use of fund assets for distribution, unless pursuant to a 12b-1 plan,
“[h]owever, under the rule there is no indirect use of fund assets if an adviser
makes distribution related payments out of its own resources . . . . Profits which
are legitimate or not excessive are simply those which are derived from an
advisory contract which does not result in a breach of fiduciary duty under section
36 of the [Investment Company] Act.”).
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subject to the proposed rule. In addition, FINRA notes that structuring such a payment to
come from the private fund for purposes of evading the rule would violate the rule.108
B.

Prohibitions as Applied to Covered Investment Pools
1.

General

In the Notice, proposed Rule 2390(e) (now proposed as Rule 2030(d)) provided
that a covered member that engages in distribution or solicitation activities with a
government entity on behalf of an investment adviser to a covered investment pool in
which a government entity invests or is solicited to invest shall be treated as though the
covered member was engaging in or seeking to engage in distribution or solicitation
activities with the government entity on behalf of the investment adviser directly. CAI
raised concerns regarding the application of the prohibitions of the proposed rule to
covered investment pools stating, among other things, “that a broker-dealer that offers
and sells interests in a mutual fund or private fund cannot be characterized as soliciting
on behalf of the investment adviser to a covered investment pool.” CAI reasoned that
“[t]here is no basis for this notion given the [SEC] staff’s interpretation in the Mayer
Brown no-action letter and the Goldstein case . . . , as well as the lack of any relationship
between the selling firm and the investment adviser.”109
108

See also SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41040 n.298 and
accompanying text. CAI also asked FINRA to consider afresh the SEC’s position
in its Pay-to-Play Rule that payments originating with an investment adviser
should be treated as a payment for solicitation, regardless of the purpose or
context for the payment. As discussed above, for purposes of the proposed rule,
FINRA is taking a position consistent with the SEC’s position in its Pay-to-Play
Rule.

109

See Goldstein v. SEC, 451 F.3d 873 (D.C. Cir. 2006) and Mayer Brown LLP,
SEC No-Action Letter (“Mayer Brown letter”), available at
https://www.sec.gov/divisions/investment/noaction/2008/mayerbrown072808206.htm#P15_323. In Goldstein, the court held that the SEC’s “Hedge Fund
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After considering CAI’s concerns, FINRA has modified the language of the
proposed rule to recognize the relationship between the selling member and the covered
investment pool, but also to clarify that for purposes of the proposed rule, a covered
member engaging in distribution or solicitation activities on behalf of a covered
investment pool in which a government entity invests or is solicited to invest shall be
treated as though the covered member was engaging in, or seeking to engage in,
distribution or solicitation activities with the government entity on behalf of the
investment adviser to the covered investment pool directly.110
As stated in the Notice, proposed Rule 2390(e) (now proposed as Rule 2030(d))
was modeled on a similar provision in the SEC Pay-to-Play Rule, Rule 206(4)-5(c),111

Rule,” which would have given the SEC greater oversight over hedge funds, was
invalid because it was arbitrary and in conflict with the purpose of the underlying
statute in which the new rule was included. The court concluded that hedge fund
investors are not clients of fund advisers for the purpose of the Adviser’s Act
registration requirement.
In the Mayer Brown letter, SEC staff stated that Rule 206(4)-3 generally does not
apply to a registered investment adviser’s cash payment to a person solely to
compensate that person for soliciting investors or prospective investors for, or
referring investors or prospective investors to, an investment pool managed by the
adviser. The letter distinguishes between a person referring other persons to the
adviser where the adviser manages only investment pools and is not seeking to
enter into advisory relationships with these other persons (but rather the other
persons will be investors or prospective investors in one or more of the
investment pools managed by the adviser), versus referring other persons as
prospective advisory clients. The letter notes that whether the rule applies will
depend on the facts and circumstances.
110

See proposed Rule 2030(d).

111

SEC Pay-to-Play Rule 206(4)-5(c) provides that “an investment adviser to a
covered investment pool in which a government entity invests or is solicited to
invest shall be treated as though that investment adviser were providing or
seeking to provide investment advisory services directly to the government
entity.”
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and was intended to extend the protections of the proposed rule to government entities
that access the services of investment advisers through hedge funds and other types of
pooled investment vehicles sponsored or advised by investment advisers.112 As noted by
CAI, however, FINRA recognizes that without a provision corresponding more closely to
SEC Pay-to-Play Rule 206(4)-5(c), there is nothing in the proposed rule that deems an
investment adviser to a covered investment pool to have a direct investment advisory
relationship with government entities investing in the pool. CAI noted that: “Without
such a provision, proposed rule 2390(e) would not apply the two year time out restriction
in proposed rule 2390(a) to advisers to [covered investment pools]. This is because
proposed Rule 2390(a) would only apply where an investment adviser ‘provides or is
seeking to provide investment advisory services to such government entity.’”
Accordingly, FINRA has modified the proposed rule to include proposed Rule
2030(d)(2) that provides that for purposes of the proposed rule “an investment adviser to
a covered investment pool in which a government entity invests or is solicited to invest
shall be treated as though that investment adviser were providing or seeking to provide
investment advisory services directly to the government entity.”

112

In adopting this provision, the SEC noted a commenter’s questioning of its
authority to apply the rule in the context of covered investment pools in light of
the opinion of the Court of Appeals for the District of Columbia Circuit in the
Goldstein case. See supra note 109. The SEC concluded, however, that it has
authority to adopt rules proscribing fraudulent conduct that is potentially harmful
to investors in pooled investment vehicles pursuant to Section 206(4) of the
Advisers Act and, therefore, adopted SEC Pay-to-Play Rule 206(4)-5(c) as
proposed. See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41045
n.355.
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2.

Two-Tiered Investment Products

CAI sought confirmation from FINRA that the proposed pay-to-play rule would
not apply in the context of two-tiered investment products, such as variable annuities.
CAI asserted, among other things, that “[o]rdinarily, there is no investment adviser
providing investment advisory services to the separate account supporting the variable
annuity contract, although there are investment advisers providing investment advisory
services to the underlying mutual funds or unregistered investment pools.” CAI
requested clarification that a covered member selling two-tiered investment products is
not engaging in solicitation activities on behalf of the investment adviser and subadvisers managing the underlying funds. FINRA notes that the SEC did not exclude
specific products from the SEC Pay-to-Play Rule and, therefore, FINRA has determined
not to exclude specific products from its proposed rule.
C.

Disgorgement

In the Notice, FINRA proposed a “disgorgement” provision that, among other
things, would have required that the covered member pay, in the order listed, any
compensation or other remuneration received by the covered member pertaining to, or
arising from, distribution or solicitation activities during the two-year time out to: (A) a
covered investment pool in which the government entity was solicited to invest, as
applicable; (B) the government entity; (C) any appropriate entity designated in writing by
the government entity if the government entity or covered investment pool cannot receive
such payments; or (D) the FINRA Investor Education Foundation, if the government
entity or covered investment pool cannot receive such payments and the government
entity cannot or does not designate in writing any other appropriate entity.
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NASAA expressed support for FINRA’s inclusion of a disgorgement provision
for violations of the proposed rule. Most commenters, however, opposed the
requirement.113 SIFMA stated that “[w]hile disgorgement is the almost universal remedy
for violations of various pay-to-play rules, . . . making application of the remedy
mandatory could have the deleterious effect of dissuading covered members from
voluntary disgorgement of fees where such members discover pay-to-play violations
themselves.” ICI stated that “including disgorgement as a penalty is not necessary given
that the SEC and FINRA both have full authority to require disgorgement of fees, and
indeed, disgorgement has been the penalty universally applied (along with additional
penalties) in enforcement actions under existing pay-to-play rules, such as MSRB Rule
G-37 and SEC Rule 206(4)-5.”
After considering the comments and, in particular, that FINRA has authority to
require disgorgement of fees in enforcement actions, FINRA has determined not to
include a disgorgement requirement in the proposed rule.
D.

Prohibition on Soliciting and Coordinating Contributions

Consistent with the Notice, proposed Rule 2030(b) would prohibit a covered
member or covered associate from coordinating or soliciting any person or PAC to make
any: (1) contribution to an official of a government entity in respect of which the covered
member is engaging in, or seeking to engage in, distribution or solicitation activities on
behalf of an investment adviser; or (2) payment to a political party of a state or locality of
a government entity with which the covered member is engaging in, or seeking to engage
in, distribution or solicitation activities on behalf of an investment adviser. As stated in
113

See, e.g., SIFMA, CAI and ICI.
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the Notice and above, this provision is modeled on a similar provision in the SEC Pay-toPlay Rule.114
CAI sought confirmation that the proposed prohibition on soliciting and
coordinating contributions would not apply when a contribution is made to a political
action committee, political party or other third party, where there is no knowledge or
indication of how such contribution will be used. Similar to guidance provided in the
context of SEC Pay-to-Play Rule 206(4)-5(a)(2), FINRA notes that a direct contribution
to a political party by a covered member or its covered associates would not violate the
proposed rule unless the contribution was a means for the covered member to do
indirectly what the rule would prohibit if done directly (for example, if the contribution
was earmarked or known to be provided for the benefit of a particular government
official).115
E.

Direct or Indirect Contributions or Solicitations

Consistent with the Notice, proposed Rule 2030(e) provides that it shall be a
violation of the proposed pay-to-play rule for any covered member or any of its covered
associates to do anything indirectly that, if done directly, would result in a violation of
the rule. CAI requested that FINRA incorporate a knowledge and support requirement
into this provision of the proposed rule so that it would be violated only if a covered
member has direct knowledge of, and takes measures to aid and support, activities
undertaken by its affiliates. As stated in the Notice and above, this provision is modeled
on SEC Pay-to-Play Rule 206(4)-5(d). Consistent with guidance provided by the SEC in

114

See SEC Pay-to-Play Rule 206(4)-5(a)(2).

115

See also SEC Pay-to-Play Adopting Release, 75 FR 41018, 41044 n.337.

Page 115 of 243
connection with that provision, FINRA has clarified that it would require a showing of
intent to circumvent the rule for a covered member or its covered associates funneling
payments through a third party to trigger the two-year time out.116
F.

Exceptions

In the Notice, FINRA included exceptions to the prohibition in the proposed payto-play rule for de minimis contributions and returned contributions. CAI and CCP stated
that they believe that the $350 and $150 de minimis contribution limits are unreasonably
low. CAI stated that it believes the $350 amount for returned contributions is
unnecessary because “[i]f the contribution is returned as is required under the exception,
then no harm will result as both the contributor and contributee are placed in the same
position they would have been in had no contribution been made.”
FINRA has determined not to modify the proposed exceptions. As stated in the
Notice and above, the exceptions are modeled on similar exceptions in the SEC Pay-toPlay Rule for de minimis contributions and returned contributions.117 Moreover, FINRA
believes that it is necessary to keep the amounts at the levels as proposed in the Notice to
meet the requirement in the SEC Pay-to-Play Rule that the restrictions in FINRA’s rule
must be substantially equivalent to, or more stringent than, the restrictions in the SEC
Pay-to-Play Rule.

116

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41044 n.340.

117

See SEC Pay-to-Play Rule 206(4)-5(b).
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Proposed Recordkeeping Requirements
A.

Unsuccessful Solicitations

Proposed Rule 4580 would require covered members that engage in distribution
or solicitation activities with a government entity on behalf of any investment adviser that
provides or is seeking to provide investment advisory services to such government entity
to maintain books and records that would allow FINRA to examine for compliance with
its proposed pay-to-play rule. SIFMA requested that FINRA not extend the
recordkeeping requirements to unsuccessful solicitations where the covered member does
not receive compensation because maintaining such records would impose significant
costs on covered members with little corresponding benefit.118
FINRA intends that the recordkeeping requirements of proposed Rule 4580 be
consistent with similar recordkeeping requirements imposed on investment advisers in
connection with the SEC Pay-to-Play Rule.119 The SEC does not require investment
advisers to maintain lists of government entities that do not become clients.120
Accordingly, FINRA has added the term “for compensation” to proposed Rule 4580(a)(3)
to clarify that the proposed Rule would not apply to unsuccessful solicitations.
B.

Indirect Contributions

Consistent with the Notice, proposed Rule 4580(a)(4) would require a covered
member to maintain books and records of all direct and indirect contributions made by
the covered member or any of its covered associates to an official of a government entity,
118

See also CAI, 3PM and FSI (requesting that FINRA not apply the proposed
recordkeeping requirements to unsuccessful solicitations of government entities).

119

See Advisers Act Rule 204-2(a)(18) and (h)(1).

120

See SEC Pay-to-Play Rule Adopting Release, 75 FR 41018, 41050.
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or direct or indirect payments to a political party of a state or political subdivision thereof
or to a PAC. 3PM requested that FINRA eliminate the requirement to maintain a list of
indirect contributions, arguing that “requiring firms to . . . track and monitor indirect
contributions could become extremely time consuming and costly for firms.” CAI
asserted that not all payments to political parties or PACs should have to be maintained.
Instead, CAI stated that only payments to political parties or PACs where the covered
member or covered associate: (i) directs the political party or PAC to make a
contribution to an official of a government entity which the covered member is soliciting
on behalf of an investment adviser, or (ii) knows that the political party or PAC is going
to make a contribution to an official of a government entity which the covered member is
soliciting on behalf of an investment adviser, should have to be maintained.
As stated in the Notice and above, the proposed recordkeeping requirements are
intended to allow FINRA to examine for compliance with its proposed pay-to-play rule.
Thus, the reference to indirect contributions in proposed Rule 4580(a)(4) is intended to
include records of contributions or payments a covered member solicits or coordinates
another person or PAC to make under proposed Rule 2030(b) (Prohibition on Soliciting
and Coordinating Contributions).121 In addition, payments to political parties or PACs
can be a means for a covered member or covered associate to funnel contributions to a
government official without directly contributing. Thus, FINRA is proposing to require a
covered member to maintain a record of all payments to political parties or PACs as such

121

This interpretation is consistent with the SEC’s interpretation of a similar
provision in Advisers Act Rule 204-2(a)(18)(i).
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records would assist FINRA in identifying situations that might suggest an intent to
circumvent the rule.122
Proposed Disclosure Requirements
In the Notice, FINRA proposed Rule 2271 to require a covered member engaging
in distribution or solicitation activities for compensation with a government entity on
behalf of one or more investment advisers to make specified disclosures to the
government entity regarding each investment adviser. Several commenters raised
concerns regarding the proposed disclosure requirements.123 For example, commenters
raised concerns regarding the scope and timing of the disclosure requirements124 and that
the requirements would be duplicative of existing federal and state investor protectionrelated disclosure requirements.125 In addition, commenters raised concerns regarding the

122

ICI stated that if FINRA applies the requirements of proposed Rule 4580(a)(4) to
a member firm holding an omnibus account on behalf of another broker-dealer
that solicited a government entity, and the omnibus dealer is unaware of the
broker-dealer’s solicitation activities, the omnibus dealer will likely be unable to
maintain records required by proposed Rule 4580. As a potential way in which to
address this concern, ICI referenced an SEC staff no-action relief letter that
addresses a similar concern regarding the recordkeeping requirements related to
the SEC Pay-to-Play Rule. See ICI referencing Investment Company Institute,
SEC No-Action Letter dated September 12, 2011, available at
http://www.sec.gov/divisions/investment/noaction/2011/ici091211-204incoming.pdf. FINRA recognizes the concern raised by ICI and will address
interpretive questions as needed regarding the application of the proposed
recordkeeping requirements to covered members holding omnibus accounts on
behalf of other broker-dealers that engage in distribution or solicitation activities
with government entities.

123

See, e.g., SIFMA, Monument Group, ICI, IAA, FSI, CAI and 3PM.

124

See, e.g., SIFMA, Monument Group, ICI, IAA, CAI and 3PM.

125

See, e.g., SIFMA, Monument Group and FSI.
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costs and compliance burdens associated with the proposed disclosure requirements.126
After considering the comments, FINRA has determined not to propose a
disclosure rule at this time. FINRA will continue to consider whether such a rule would
be appropriate. If FINRA determines to propose a disclosure rule at a later date, it would
do so pursuant to FINRA’s notice and comment rulemaking process.
III.

Date of Effectiveness of the Proposed Rule Change and Timing for Commission
Action
Within 45 days of the date of publication of this notice in the Federal Register or

within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishes its reasons for so finding or
(ii) as to which the self-regulatory organization consents, the Commission will:
(A) by order approve or disapprove such proposed rule change, or
(B) institute proceedings to determine whether the proposed rule change should
be disapproved.
IV.

Solicitation of Comments
Interested persons are invited to submit written data, views and arguments

concerning the foregoing, including whether the proposed rule change is consistent with
the Act. Comments may be submitted by any of the following methods:
Electronic Comments:


Use the Commission’s Internet comment form
(http://www.sec.gov/rules/sro.shtml); or

126

See, e.g., SIFMA, Monument Group and 3PM.
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Send an e-mail to rule-comments@sec.gov. Please include File Number
SR-FINRA-2015-056 on the subject line.

Paper Comments:


Send paper comments in triplicate to Robert W. Errett, Deputy Secretary,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-1090.

All submissions should refer to File Number SR-FINRA-2015-056. This file number
should be included on the subject line if e-mail is used. To help the Commission process
and review your comments more efficiently, please use only one method. The
Commission will post all comments on the Commission’s Internet website
(http://www.sec.gov/rules/sro.shtml). Copies of the submission, all subsequent
amendments, all written statements with respect to the proposed rule change that are filed
with the Commission, and all written communications relating to the proposed rule
change between the Commission and any person, other than those that may be withheld
from the public in accordance with the provisions of 5 U.S.C. 552, will be available for
website viewing and printing in the Commission’s Public Reference Room, 100 F Street,
NE, Washington, DC 20549, on official business days between the hours of 10 a.m. and 3
p.m. Copies of such filing also will be available for inspection and copying at the
principal office of FINRA. All comments received will be posted without change; the
Commission does not edit personal identifying information from submissions. You
should submit only information that you wish to make available publicly. All
submissions should refer to File Number SR-FINRA-2015-056 and should be submitted
on or before [insert date 21 days from publication in the Federal Register].
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For the Commission, by the Division of Trading and Markets, pursuant to
delegated authority.127

Robert W. Errett
Deputy Secretary

127

17 CFR 200.30-3(a)(12).
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FINRA Requests Comment on a Proposal to Establish
a “Pay-to-Play” Rule

Notice Type

Comment Period Expires: December 15, 2014

00

Request for Comment

Suggested Routing
Compliance
Government Securities
00 Legal
00 Municipal
00 Registered Representatives
00 Senior Management
00

Executive Summary
FINRA is requesting comment on a proposal to establish “pay-to-play”1 and
related rules that would regulate the activities of member firms that engage
in distribution or solicitation activities for compensation with government
entities on behalf of investment advisers that provide or are seeking to
provide investment advisory services to such government entities within
two years after a contribution to an official of the government entity is
made by the member firm or a covered associate. This proposal responds
to Rule 206(4)-5 under the Investment Advisers Act of 1940 (Advisers Act),
which includes a provision that, upon its compliance date, will prohibit an
investment adviser and its covered associates from providing or agreeing
to provide, directly or indirectly, payment to a member firm to solicit
a government entity for investment advisory services on behalf of the
investment adviser unless the member firm is subject to a FINRA pay-to-play
rule. Specifically, FINRA is seeking comment on three proposed new rules: Rule
2271 (Disclosure Requirement for Government Distribution and Solicitation
Activities); Rule 2390 (Engaging in Distribution and Solicitation Activities with
Government Entities); and Rule 4580 (Books and Records Requirements for
Government Distribution and Solicitation Activities).
The text of the proposed rule can be found at www.finra.org/notices/14-50.
Questions concerning this Notice should be directed to Victoria L. Crane,
Associate General Counsel, Office of General Counsel, at (202) 728-8104.

00

Key Topics
Disclosure
Political Contributions
00 Recordkeeping
00
00

Referenced Rules & Notices
Advisers Act Rule 204-2
Advisers Act Rule 204-4
00 Advisers Act Rule 206(4)-3
00 Advisers Act Rule 206(4)-5
00 MSRB Regulatory Notice 2014-15
00 MSRB Rule G-37
00 SEA Rule 15Ba1-1
00
00

1
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Action Requested
FINRA encourages all interested parties to comment on the proposal. Comments must
be received by December 15, 2014.
Comments must be submitted through one of the following methods:
00

Emailing comments to pubcom@finra.org; or

00

Mailing comments in hard copy to:
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506

To help FINRA process comments more efficiently, persons should use only one method to
comment on the proposal.
Important Notes: All comments received in response to this Notice will be made available
to the public on the FINRA website. In general, FINRA will post comments as they are
received.2
Before becoming effective, a proposed rule change must be authorized for filing with the
Securities and Exchange Commission (SEC) by the FINRA Board of Governors, and then must
be filed with the SEC pursuant to Section 19(b) of the Securities Exchange Act of 1934 (SEA
or Exchange Act).3

Background & Discussion
In July 2010, the SEC adopted Advisers Act Rule 206(4)-5 addressing pay-to-play practices
by investment advisers (the SEC Pay-to-Play Rule).4 The SEC Pay-to-Play Rule prohibits an
investment adviser from providing advisory services for compensation to a government
entity for two years after the adviser or its covered associates make a contribution to an
official of the government entity, unless an exception or exemption applies. In addition, it
prohibits an investment adviser from soliciting from others, or coordinating, contributions
to government entity officials or payments to political parties where the adviser is
providing or seeking to provide investment advisory services to a government entity.
The SEC Pay-to-Play Rule also prohibits an investment adviser and its covered associates
from providing or agreeing to provide, directly or indirectly, payment to any person to
solicit a government entity for investment advisory services on behalf of the investment
adviser unless the person is a “regulated person.” A “regulated person” includes a member
firm, provided that: (a) FINRA rules prohibit member firms from engaging in distribution

2
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or solicitation activities if political contributions have been made; and (b) the SEC finds
that such rules impose substantially equivalent or more stringent restrictions on member
firms than the SEC Pay-to-Play Rule imposes on investment advisers and that such rules
are consistent with the objectives of the SEC Pay-to-Play Rule.5 This SEC ban on third party
solicitations will be effective nine months after the compliance date of a final rule adopted
by the SEC by which municipal advisors must register under the SEA.6 The SEC adopted such
a final rule on September 20, 2013, with a compliance date of July 1, 2014.7
Based on this regulatory framework, FINRA is proposing a pay-to-play rule, Rule 2390,
modeled on the SEC Pay-to-Play Rule that would impose substantially equivalent or more
stringent restrictions on member firms engaging in distribution or solicitation activities
than the SEC Pay-to-Play Rule imposes on investment advisers. FINRA is also proposing
rules that would impose recordkeeping and disclosure requirements on member firms in
connection with political contributions.8
The proposed rules would establish a comprehensive regime to regulate the activities
of member firms that engage in distribution or solicitation activities with government
entities on behalf of investment advisers. FINRA believes that establishing requirements for
member firms that are modeled on the SEC’s Pay-to-Play-Rule is a more effective regulatory
response to the concerns the SEC identified in the SEC Pay-to-Play Rule Adopting Release
regarding third-party solicitations than an outright ban on such activity. For example, in
the SEC Pay-to-Play Rule Adopting Release, the SEC stated that solicitors9 or “placement
agents”10 have played a central role in actions that it and other authorities have brought
involving pay-to-play schemes.11 The SEC noted that in several instances, advisers allegedly
made significant payments to placement agents and other intermediaries in order to
influence the award of advisory contracts.12 The SEC also acknowledged the difficulties
that advisers face in monitoring or controlling the activities of their third-party solicitors.13
Accordingly, the proposed rules are intended to enable member firms to continue to
engage in distribution and solicitation activities with government entities on behalf of
investment advisers while at the same time deterring member firms from engaging in
pay-to-play practices.14

Proposed Pay-to-Play Rule
A. Two-Year Time Out
Proposed Rule 2390(a) would prohibit a covered member from engaging in distribution
or solicitation15 activities for compensation with a government entity on behalf of an
investment adviser that provides or is seeking to provide investment advisory services
to such government entity within two years after a contribution to an official of the
government entity is made by the covered member or a covered associate (including a
person who becomes a covered associate within the two years after the contribution is
made). As discussed in more detail below, the terms and scope of this prohibition are
modeled on the SEC Pay-to-Play Rule.16
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The proposed rule would not ban or limit the amount of political contributions a covered
member or its covered associates could make. Instead, it would impose a two-year time out
on engaging in distribution or solicitation activities for compensation with a government
entity on behalf of an investment adviser after the covered member or its covered
associates make a contribution to an official of the government entity. Consistent with the
two-year time out in the SEC Pay-to-Play Rule, the two-year time out in the proposed rule
is intended to discourage covered members from participating in pay-to-play practices by
requiring a cooling-off period during which the effects of a political contribution on the
selection process can be expected to dissipate.
1.

Covered Members

Proposed Rule 2390(h)(4) defines a “covered member” to mean “any member except
when that member is engaging in activities that would cause the member to be a
municipal advisor as defined in Exchange Act Section 15B(e)(4), SEA Rule 15Ba1-1(d)
(1) through (4) and other rules and regulations thereunder.” As noted above, the SEC
Pay-to-Play Rule includes within its definition of “regulated person” SEC-registered
municipal advisors, subject to specified conditions.17 Specifically, the SEC Pay-to-Play
Rule prohibits an investment adviser from providing or agreeing to provide, directly or
indirectly, payment to an SEC-registered municipal advisor unless the municipal advisor
is subject to a Municipal Securities Rulemaking Board (MSRB) pay-to-play rule.18
A member firm that solicits a government entity for investment advisory services on
behalf of an unaffiliated investment adviser may be required to register with the SEC as
a municipal advisor as a result of such activity.19 Under such circumstances, MSRB rules
applicable to municipal advisors, including any pay-to-play rule adopted by the MSRB,
would apply to the member firm.20 On the other hand, if the member firm solicits a
government entity on behalf of an affiliated investment adviser, such activity would
not cause the firm to be a municipal advisor. Under such circumstances, the member
firm would be a “covered member” subject to the requirements of the proposed rule.21
2.

Investment Advisers

The proposed rule would apply to covered members acting on behalf of any investment
adviser registered (or required to be registered) with the SEC, or unregistered in
reliance on the exemption available under Section 203(b)(3) of the Advisers Act for
foreign private advisers, or that is an exempt reporting adviser under Advisers Act Rule
204-4(a).22 The proposed rule’s definition of “investment adviser” is consistent with
the definition of “investment adviser” in the SEC Pay-to-Play Rule.23 Thus, it would
not apply to member firms acting on behalf of advisers that are registered with state
securities authorities instead of the SEC, or advisers that are unregistered in reliance on
exemptions other than Section 203(b)(3) of the Advisers Act.

4
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3.

Official of a Government Entity

An official of a government entity would include an incumbent, candidate or successful
candidate for elective office of a government entity if the office is directly or indirectly
responsible for, or can influence the outcome of, the hiring of an investment adviser or
has authority to appoint any person who is directly or indirectly responsible for, or can
influence the outcome of, the hiring of an investment adviser.24 Government entities
would include all state and local governments, their agencies and instrumentalities,
and all public pension plans and other collective government funds, including
participant-directed plans such as 403(b),25 457,26 and 529 plans.27
Thus, the two-year time out would be triggered by contributions, not only to elected
officials who have legal authority to hire the adviser, but also to elected officials (such
as persons with appointment authority) who can influence the hiring of the adviser. As
noted in the SEC Pay-to-Play Rule Adopting Release, a person appointed by an elected
official is likely to be subject to that official’s influences and recommendations. It is
the scope of authority of the particular office of an official, not the influence actually
exercised by the individual that would determine whether the individual has influence
over the awarding of an investment advisory contract under the definition.28
4.

Contributions

The proposed rule’s time out provisions would be triggered by contributions made
by a covered member or any of its covered associates. A contribution would include
a gift, subscription, loan, advance, deposit of money, or anything of value made for
the purpose of influencing the election for a federal, state or local office, including
any payments for debts incurred in such an election. It would also include transition
or inaugural expenses incurred by a successful candidate for state or local office.29
Consistent with the SEC Pay-to-Play Rule, FINRA would not consider a donation of time
by an individual to be a contribution, provided the covered member has not solicited
the individual’s efforts and the covered member’s resources, such as office space and
telephones, are not used.30 Similarly, FINRA would not consider a charitable donation
made by a covered member to an organization that qualifies for an exemption from
federal taxation under the Internal Revenue Code,31 or its equivalent in a foreign
jurisdiction, at the request of an official of a government entity to be a contribution for
purposes of the proposed rule.32
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5.

Covered Associates

As stated in the SEC Pay-to-Play Rule Adopting Release, contributions made to influence
the selection process are typically made not by the firm itself, but by officers and
employees of the firm who have a direct economic stake in the business relationship
with the government client.33 Accordingly, consistent with the SEC Pay-to-Play Rule,
under the proposed rule, contributions by each of these persons, which the proposed
rule describes as “covered associates,” would trigger the two-year time out.34
In addition, a covered associate would include a political action committee, or PAC,
controlled by the covered member or any of its covered associates as a PAC is often
used to make political contributions.35 Under the proposed rule, FINRA would consider
a covered member or its covered associates to have “control” over a PAC if the covered
member or covered associate has the ability to direct or cause the direction
of governance or operations of the PAC.
6.

“Look Back”

Consistent with the SEC Pay-to-Play Rule, the proposed rule would attribute to a
covered member contributions made by a person within two years (or, in some cases,
six months) of becoming a covered associate. This “look back” would apply to any
person who becomes a covered associate, including a current employee who has been
transferred or promoted to a position covered by the proposed rule. A person would
become a “covered associate” for purposes of the proposed rule’s “look back” provision
at the time he or she is hired or promoted to a position that meets the definition of a
“covered associate.”
Thus, when an employee becomes a covered associate, the covered member must “look
back” in time to that employee’s contributions to determine whether the time out
applies to the covered member. If, for example, the contributions were made more than
two years (or, pursuant to the exception described below for new covered associates,
six months) prior to the employee becoming a covered associate, the time out has run.
If the contribution was made less than two years (or six months, as applicable) from
the time the person becomes a covered associate, the proposed rule would prohibit
the covered member that hires or promotes the contributing covered associate from
receiving compensation for engaging in distribution or solicitation activities from the
hiring or promotion date until the two-year period has run.
In no case would the prohibition imposed be longer than two years from the date the
covered associate made the contribution. Thus, if, for example, the covered associate
becomes employed (and engages in solicitation activities) one year and six months
after the contribution was made, the covered member would be subject to the
proposed rule’s prohibition for the remaining six months of the two-year period. This
“look back” provision, which is consistent with the SEC Pay-to-Play Rule, is designed
to prevent covered members from circumventing the rule by influencing the selection
process by hiring persons who have made political contributions.36

6
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B. Disgorgement
If a covered member engages in distribution or solicitation activities for compensation
with a government entity on behalf of an investment adviser within two years after a
political contribution has been made to an official of the government entity, proposed Rule
2390(b)(1) would make clear that the covered member cannot receive any compensation or
other remuneration pertaining to, or arising from, the distribution or solicitation activities
from the investment adviser, a covered investment pool advised by the adviser or the
government entity.
In addition, proposed Rule 2390(b)(2) would require that the covered member pay, in the
order listed, any compensation or other remuneration received by the covered member
pertaining to, or arising from, distribution or solicitation activities during the two-year
time out to: (A) a covered investment pool in which the government entity was solicited
to invest, as applicable; (B) the government entity; (C) any appropriate entity designated
in writing by the government entity if the government entity or covered investment
pool cannot receive such payments; or (D) the FINRA Investor Education Foundation, if
the government entity or covered investment pool cannot receive such payments and
the government entity cannot or does not designate in writing any other appropriate
entity. Proposed Rule 2390(b)(3) would prohibit covered members from entering into
arrangements with an investment adviser or government entity to recoup the disgorged
compensation or other remuneration.
Although the SEC Pay-to-Play Rule does not include a similar “disgorgement” requirement,
FINRA believes that such a requirement is appropriate for a violation of its pay-to-play rule
and as a means to further discourage pay-to-play practices. In addition, FINRA notes that
this disgorgement requirement would be in addition to any other sanctions that may be
imposed for a violation of its pay-to-play rule.

C. Prohibition on Soliciting and Coordinating Contributions
Proposed Rule 2390(c) would prohibit a covered member or covered associate from
coordinating or soliciting37 any person or PAC to make any: (1) contribution to an official
of a government entity in respect of which the covered member is engaging in, or seeking
to engage in, distribution or solicitation activities on behalf of an investment adviser; or
(2) payment38 to a political party of a state or locality of a government entity with which
the covered member is engaging in, or seeking to engage in, distribution or solicitation
activities on behalf of an investment adviser. This provision is modeled on a similar
provision in the SEC Pay-to-Play Rule39 and is intended to prevent covered members
or covered associates from circumventing the proposed rule’s prohibition on direct
contributions to certain elected officials such as by “bundling” a large number of small
employee contributions to influence an election, or making contributions (or payments)
indirectly through a state or local political party.40
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D. Direct or Indirect Contributions or Solicitations
Proposed Rule 2390(f) further provides that it shall be a violation of Rule 2390 for any
covered member or any of its covered associates to do anything that, if done directly, would
result in a violation of the rule. This provision is consistent with a similar provision in the
SEC Pay-to-Play Rule41 and would prevent a covered member or its covered associates from
funneling payments through third parties, including, for example, consultants, attorneys,
family members, friends or companies affiliated with the covered member as a means to
circumvent the proposed rule.42

E. Covered Investment Pools
Proposed Rule 2390(e) provides that a covered member that engages in distribution or
solicitation activities with a government entity on behalf of an investment adviser to a
covered investment pool43 in which a government entity invests or is solicited to invest
shall be treated as though the covered member was engaging in or seeking to engage
in distribution or solicitation activities with the government entity on behalf of the
investment adviser directly.44 This provision is modeled on a similar prohibition in the SEC
Pay-to-Play Rule45 and would apply the prohibitions of the proposed rule to an investment
adviser that manages assets of a government entity through a hedge fund or other type of
pooled investment vehicle. Thus, the provision would extend the protection of the proposed
rule to public pension plans that access the services of investment advisers through hedge
funds and other types of pooled investment vehicles sponsored or advised by investment
advisers as a funding vehicle or investment option in a government-sponsored plan, such as
a “529 plan.”46

F.

Exceptions and Exemptions

As discussed in more detail below, the proposed rule contains exceptions that are modeled
on similar exceptions in the SEC Pay-to-Play Rule for de minimis contributions, new covered
associates and returned contributions.47
In addition, proposed Rule 2390(g) includes an exemptive provision for covered members
that is modeled on the exemptive provision in the SEC Pay-to-Play Rule48 that would allow
covered members to apply to FINRA for an exemption from the proposed rule’s two-year
time out. Under this provision, FINRA would be able to exempt covered members from the
proposed rule’s time out requirement where the covered member discovers contributions
that would trigger the compensation ban after they have been made, and when imposition
of the prohibition would be unnecessary to achieve the rule’s intended purpose. This
provision would provide covered members with an additional avenue by which to seek
to cure the consequences of an inadvertent violation by the covered member or its
covered associates that falls outside the limits of one of the proposed rule’s exceptions. In
determining whether to grant an exemption, FINRA would take into account the varying
facts and circumstances that each application presents.
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1.

De Minimis Contributions

Proposed Rule 2390(d)(1) would except from the rule’s restrictions contributions made
by a covered associate to government entity officials for whom the covered associate
was entitled to vote49 at the time of the contributions, provided the contributions
do not exceed $350 in the aggregate to any one official per election. If the covered
associate was not entitled to vote for the official at the time of the contribution, the
contribution must not exceed $150 in the aggregate per election. Consistent with the
SEC Pay-to-Play Rule, under both exceptions, primary and general elections would be
considered separate elections.50 These exceptions are based on the theory that such
contributions are typically made without the intent or ability to influence the selection
process.
2.

New Covered Associates

Proposed Rule 2390(d)(2) would provide an exception from the proposed rule’s
restrictions for covered members if a natural person made a contribution more than
six months prior to becoming a covered associate of the covered member unless the
covered associate engages in, or seeks to engage in, distribution or solicitation activities
with a government entity on behalf of the covered member. This provision is consistent
with a similar provision in the SEC Pay-to-Play Rule.51 As stated in the SEC Pay-to-Play
Rule Adopting Release, the potential link between obtaining advisory business and
contributions made by an individual prior to his or her becoming a covered associate
who is uninvolved in distribution or solicitation activities is likely more attenuated
than for a covered associate who engages in distribution or solicitation activities and,
therefore, should be subject to a shorter look-back period.52 This exception is also
intended to balance the need for covered members to be able to make hiring decisions
with the need to protect against individuals marketing to prospective employers their
connections to, or influence over, government entities the employer might be seeking
as clients.53
3.

Certain Returned Contributions

Proposed Rule 2390(d)(3) would provide an exception from the proposed rule’s
restrictions for covered members if the restriction is due to a contribution made by
a covered associate and: (1) the covered member discovered the contribution within
four months of it being made; (2) the contribution was less than $350; and (3) the
contribution is returned within 60 days of the discovery of the contribution by the
covered member.
Consistent with the SEC Pay-to-Play Rule, this exception would allow a covered member
to cure the consequences of an inadvertent political contribution to an official for
whom the covered associate is not entitled to vote. As the SEC stated in the SEC Pay-toPlay Rule Adopting Release, the exception is limited to the types of contributions that
are less likely to raise pay-to-play concerns.54 The prompt return of the contribution
provides an indication that the contribution would not affect a government entity
official’s decision to award business. The 60-day limit is designed to give contributors
sufficient time to seek its return, but still require that they do so in a timely manner.
In addition, the relatively small amount of the contribution, in conjunction with the
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other conditions of the exception, suggests that the contribution was unlikely to have
been made for the purpose of influencing the selection process. Repeated triggering
contributions suggest otherwise. Thus, the proposed rule would provide that covered
members with 150 or fewer registered representatives would be able to rely on this
exception no more than two times per calendar year. All other covered members would
be permitted to rely on this exception no more than three times per calendar year.
In addition, a covered member would not be able to rely on an exception more than
once with respect to contributions by the same covered associate regardless of the
time period. These limitations are consistent with similar provisions in the SEC Payto-Play Rule.55

Proposed Disclosure Requirements
Proposed Rule 2271 would require a covered member engaging in distribution or
solicitation activities for compensation with a government entity on behalf of one or more
investment advisers to make specified disclosures to the government entity regarding
each investment adviser. The disclosures must be in writing (which may be electronic) and
provided at the time of the initial distribution or solicitation. In addition, the disclosures
must include the following information:
00

the fact that the covered member is engaging in distribution or solicitation activities on
behalf of the investment adviser;

00

the name of the investment adviser on whose behalf the covered member is engaging
in distribution or solicitation activities;

00

the nature of the relationship, including any affiliation, between the covered member
and the investment adviser;

00

a statement that the covered member will be compensated by the investment adviser
for its distribution or solicitation activities and the terms of such compensation
arrangement, including a description of the compensation paid or to be paid to the
covered member;

00

any incremental charges or fees that may be imposed on the government entity as a
result of the distribution or solicitation engaged in by the covered member;

00

the existence and details of any pecuniary, employment, business or other relationships
between the covered member or any covered associate and any person affiliated with
the government entity that has influence in the decision-making process in choosing
an investment adviser; and

00

the existence of the covered member’s internal policies with respect to political
contributions by covered associates and other associated persons.

Proposed Rule 2271 also would require covered members to update in writing any material
changes to the information provided in these disclosures within 10 calendar days of the
date of such changes.56

10
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Proposed Recordkeeping Requirements
Proposed Rule 4580 would require covered members that engage in distribution or
solicitation activities with a government entity on behalf of any investment adviser that
provides or is seeking to provide investment advisory services to such government entity
to maintain books and records that would allow FINRA to examine for compliance with
proposed Rules 2271 and 2390. This provision is consistent with similar recordkeeping
requirements imposed on investment advisers in connection with the SEC Pay-to-Play
Rule.57 The proposed rule would require covered members to maintain a list or other
record of:
00

the names, titles and business and residence addresses of all covered associates;

00

the name and business address of each investment adviser on behalf of which
the covered member has engaged in distribution or solicitation activities with a
government entity within the past five years (but not prior to the rule’s effective date);

00

the name and business address of all government entities with which the covered
member has engaged in distribution or solicitation activities on behalf of an
investment adviser within the past five years (but not prior to the rule’s effective date);
and

00

all direct or indirect contributions made by the covered member or any of its covered
associates to an official of a government entity, or direct or indirect payments to a
political party of a state or political subdivision thereof, or to a PAC.

The proposed rule would require that the direct and indirect contributions or payments
made by the covered member or any of its covered associates be listed in chronological
order and indicate the name and title of each contributor and each recipient of the
contribution or payment, as well as the amount and date of each contribution or payment,
and whether the contribution was the subject of the exception for returned contributions
in proposed Rule 2390.

Economic Impact Analysis
A. Need for the Rule
The SEC Pay-to-Play Rule prohibits an investment adviser and its covered associates from
providing or agreeing to provide, directly or indirectly, payment to any person to solicit a
government entity for investment advisory services on behalf of the investment adviser
unless the person is a “regulated person.” A “regulated person” includes a member firm,
provided that: (a) FINRA rules prohibit member firms from engaging in distribution or
solicitation activities if political contributions have been made; and (b) the SEC finds that
such rules impose substantially equivalent or more stringent restrictions on member firms
than the SEC Pay-to-Play Rule imposes on investment advisers and that such rules are
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consistent with the objectives of the SEC Pay-to-Play Rule. Thus, FINRA must propose its
own pay-to-play rule to enable member firms to continue to engage in distribution and
solicitation activities for compensation with government entities on behalf of investment
advisers.

B. Regulatory Objective
The proposed rules would establish a comprehensive regime to regulate the activities of
member firms that engage in distribution or solicitation activities with government entities
on behalf of investment advisers. FINRA aims to enable member firms to continue to
engage in such activities for compensation while at the same time deterring member firms
from engaging in pay-to-play practices.

C. Economic Baseline
The baseline used to evaluate the impact of the proposed rules is the regulatory framework
under the SEC Pay-to-Play Rule and the MSRB pay-to-play rules. In the absence of the
proposed rules, some member firms currently engaging in distribution or solicitation
activities with government entities on behalf of investment advisers would not be able to
receive payments from investment advisers after the SEC’s ban on third-party solicitors
becomes effective. Since a “regulated person” also includes SEC-registered investment
advisers and SEC-registered municipal advisors subject to MSRB pay-to-play rules,
member firms dually registered with the SEC as investment advisers or municipal advisors
may continue to engage in distribution or solicitation activities for compensation with
government entities on behalf of investment advisers.
The member firms that would have to cease their distribution or solicitation activities for
compensation with government entities on behalf of investment advisers may bear direct
losses as a result of the loss of this business. In addition, the third-party solicitor ban may
impact investment advisers and public pension plans.
Specifically, a decrease in the number of third-party solicitors may reduce the competition
in the market for solicitation services. Some investment advisers may need to search for
and hire new solicitors as a result of the ban to continue their solicitation activities. Due to
limited capacity of third-party solicitors, investment advisers may encounter difficulties in
retaining solicitors or delays in solicitation services. These changes would likely increase the
costs to investment advisers that rely on third-party solicitors to obtain government clients.
To the extent that higher costs may reduce the number of investment advisers competing
for government business, public pension plans may face limited investment opportunities.
Allocative efficiency in the market for advisory services may be adversely affected.

12
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D. Economic Impacts
1.

Benefits

The proposed rules would enable member firms to continue to engage in distribution
or solicitation activities for compensation with government entities on behalf of
investment advisers within the regulatory boundaries of the proposed rules. By
preventing a potentially harmful disruption in the member firms’ solicitation business,
the proposed rules may help member firms avoid some of the likely losses associated
with the SEC’s third-party solicitor ban. The proposed rules may also help promote
competition and efficiency by allowing more third-party solicitors to participate in the
market for solicitation services, which may in turn reduce costs to investment advisers
and improve competition for advisory services.
The proposed rules are intended to establish a comprehensive regime to allow member
firms to continue to engage in distribution or solicitation activities with government
entities on behalf of investment advisers while deterring member firms from engaging
in pay-to-play practices. FINRA believes the proposed rules would curb fraudulent
conduct resulting from pay-to-play practices and, therefore, help promote fair
competition in the advisory market and protect public pension funds and investors.
2.

Costs

FINRA recognizes that covered members that engage in distribution or solicitation
activities with government entities on behalf of investment advisers would incur costs
to comply with the proposed rules on an initial and ongoing basis. Member firms would
need to establish and maintain policies and procedures to monitor contributions the
firm and its covered associates make and to ensure compliance with the proposed
requirements. FINRA is interested in the prevalence of member firms’ distribution or
solicitation activities with government entities on behalf of investment advisers and
requests comment on the number of member firms that would be affected by the
proposed rules.
The compliance costs would likely vary across member firms based on a number of
factors such as the number of covered associates, business models of members firms
and the extent to which their compliance procedures are automated, whether the
covered member is (or is affiliated with) a registered investment adviser subject to
the SEC Pay-to-Play Rule, and whether the covered member is a registered municipal
securities dealer and thus subject to MSRB pay-to-play rules. A small covered member
with fewer covered associates may expend fewer resources to comply with the
proposed rules than a large covered member. Covered members subject to (or affiliated
with entities subject to) the SEC Pay-to-Play Rule or MSRB pay-to-play rules may be able
to borrow from or build upon compliance procedures already in place. For example,
FINRA estimates that approximately 400 member firms are currently subject to the
MSRB pay-to-play rules. FINRA requests comment on the number of member firms
that are subject to (or are affiliated with entities subject to) the SEC Pay-to-Play Rule or
MSRB pay-to-play rules and the estimated compliance costs for these member firms.
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The potential burden arising from compliance costs associated with the proposed rules
can be initially gauged from the SEC’s cost estimates for the SEC Pay-to-Play Rule. The
SEC has estimated that investment advisers would spend between 8 and 250 hours
to establish policies and procedures to comply with the SEC Pay-to-Play Rule.58 The
SEC further estimated that ongoing compliance would require between 10 and 1,000
hours annually.59 The SEC estimated compliance costs for firms of different sizes. The
SEC assumed that a “smaller firm” would have fewer than five covered associates that
would be subject to the SEC Pay-to-Play Rule, a “medium firm” would have between
five and 15 covered associates, and a “larger firm” would have more than 15 covered
associates.60 The SEC estimated that the initial compliance costs associated with the
SEC Pay-to-Play Rule would be approximately $2,352 per smaller firm, $29,407 per
medium firm, and $58,813 per larger firm.61 It also estimated that the annual, ongoing
compliance expenses would be approximately $2,940 per smaller firm, $117,625
per medium firm, and $235,250 per larger firm.62 FINRA encourages comment on
whether the affected members are similar to investment advisers in size, number of
covered associates and other characteristics related to compliance. FINRA also requests
comment on whether the proposed rules would impose similar compliance costs to
member firms as the SEC estimated for investment advisers.
In addition, the SEC estimated the costs for investment advisers to engage outside
legal services to assist in drafting policies and procedures. It estimated that 75 percent
of larger advisory firms, 50 percent of medium firms, and 25 percent of smaller firms
subject to the SEC Pay-to-Play Rule would engage such services.63 The estimated cost
included fees for approximately 8 hours of outside legal review for a smaller firm, 16
hours for a medium firm and 40 hours for a larger firm, at a rate of $400 per hour.64
FINRA requests comment on the number of member firms that would engage similar
legal services and the magnitude of the associated costs. FINRA also requests comment
on whether some of the other costs estimated by the SEC, such as the cost to retain
legal counsel to determine with certainty who could be a covered government official
and the cost to apply for an exemption, would apply to member firms.
The SEC estimated that the recordkeeping requirements of the SEC Pay-to-Play Rule
would increase an investment adviser’s burden by approximately 2 hours per year,65
which would cost the adviser $118 per year based on the SEC’s assumption of a
compliance clerk’s hourly rate of $59.66 In addition, the SEC estimated that some
small and medium firms would incur one-time start-up costs, on average, of $10,000,
and larger firms would incur, on average, $100,000 to establish or enhance current
systems to assist in their compliance with the recordkeeping requirements.67 FINRA
preliminarily believes that the proposed recordkeeping requirements would impose an
ongoing burden greater than 2 hours per year. Commenters are encouraged to provide
cost estimates for compliance with the proposed recordkeeping requirements.
FINRA also requests public comment on compliance costs associated with the proposed
disclosure requirements. The costs may be lower than the costs imposed by MSRB Rule
G-37, which requires quarterly reports.
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Since member firms that are dually registered as investment advisers (and thus subject
to the SEC Pay-to-Play Rule) or municipal securities dealers or municipal advisors (and
thus subject to the MSRB pay-to-play rules) should already have pay-to-play compliance
policies and procedures in place, FINRA expects these member firms to provide useful
information on compliance cost estimates through the public comment process. FINRA
staff will estimate the compliance costs associated with the proposed rules to member
firms based on information obtained through the process.
The proposed rules would also impose costs on FINRA. FINRA would need to develop
policies and procedures to regulate the activities of member firms that engage
in distribution and solicitation activities with government entities on behalf of
investment advisers. FINRA needs to establish a regulatory infrastructure to manage
regulatory processes, including regulatory support to members and potential
challenges to its decisions. It would also need to train its staff about the pay-to-play
practices in order to conduct effective regulatory reviews.
FINRA preliminarily estimates that it would spend approximately 150 hours to develop
and train staff on policies and procedures to implement the proposed rules. FINRA
expects to examine a member firm periodically on a one-, two-, three- or four-year
cycle based upon, among other factors, FINRA’s risk assessment of the member firm.
The average frequency of an examination is estimated to be 3.29 years. Based on its
experience with MSRB Rule G-37, FINRA estimates that an examiner would spend
between 16 to 24 hours and up to 100 hours to examine a member firm’s compliance
with the proposed rules. In addition, FINRA is estimated to spend approximately one
hour per examination to provide consultation on the proposed rules to member firms.
3.

Competitive Effects

The proposed rules do not cover member firms that are SEC-registered municipal
advisors subject to MSRB pay-to-play rules. On August 18, 2014, the MSRB issued a
Regulatory Notice requesting comment on proposed MSRB pay-to-play rules applicable
to municipal advisors. FINRA recognizes that both its and the MSRB’s proposed rules are
undergoing the public comment process and subject to modifications, but welcomes
comment on any potential competitive impacts to member firms that might arise on
the basis of any differences in the application of these rules.
Investment advisers may engage in distribution and solicitation activities with
government entities on behalf of other investment advisers. Investment advisers
that are FINRA members may be subject to either the proposed rules or the SEC Payto-Play Rule depending on the services they are performing. FINRA invites comment
on whether any differences between the proposed rules and the SEC Pay-to-Play
Rule would have any impact on competition in the market for solicitation services by
member firms.
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E. Regulatory Alternatives
Since the SEC requires that FINRA imposes “substantially equivalent or more stringent
restrictions” on member firms than the SEC Pay-to-Play Rule imposes on investment
advisers, FINRA believes it is appropriate to model the proposed rules on the SEC
Pay-to-Play Rule.

Request for Comment
FINRA requests comment on all aspects of the proposed rules, including any potential costs
and burdens of the proposed rules. FINRA requests that commenters provide empirical data
or other factual support for their comments wherever possible. FINRA particularly requests
comment on the following questions:

16

1.

The proposed pay-to-play rule is modeled on the SEC Pay-to-Play Rule. Is this
approach appropriate or are there alternative models that FINRA should consider
that would be as or more effective in deterring pay-to-play practices and also meet
the requirement in the SEC Pay-to-Play Rule that FINRA’s rules impose substantially
equivalent or more stringent restrictions on member firms than the SEC Pay-toPlay Rule imposes on investment advisers?

2.

The proposed pay-to-play rule applies to covered members that engage in
distribution or solicitation activities for compensation with a government entity on
behalf of an investment adviser that provides or is seeking to provide investment
advisory services to such government entity. Could member firms engage in
activities with government entities that are not covered by this rule that should be
covered? If so, what are those activities and how should FINRA design a pay-to-play
rule to cover such activities?

3.

FINRA is proposing to interpret and apply the terms in its proposed pay-to-play rule
consistent with how the SEC has interpreted the terms in the SEC Pay-to-Play Rule.
Is this approach appropriate? Are there terms that require additional clarification
or that should be interpreted or applied differently? Are there differences
between broker-dealers and investment advisers that would warrant a different
interpretation or application of terms in the proposed rule?

4.

How prevalent are pay-to-play practices by member firms? What are the effects
of such pay-to-play practices on the ability to obtain business from government
entities?

5.

How prevalent are pay-to-play practices in connection with member firms
engaging in distribution or solicitation activities with government entities on
behalf of investment advisers that provide or are seeking to provide investment
advisory services to the government entity? Would the proposed rules be effective
at deterring such practices?
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6.

Are the proposed recordkeeping requirements appropriately tailored to obtain
information that would be relevant for purposes of monitoring for compliance with
the proposed rule?

7.

Are the proposed disclosure requirements appropriately tailored to provide
government entities with the information necessary for the government entity
to determine if there are potential conflicts of interest that could influence the
selection process by the government entity?

8.

What would be the likely effects on competition, efficiency and capital formation
of the proposed pay-to-play rule?

9.

How many member firms are expected to be impacted by the proposed pay-to-play
rule? What is the estimated number of covered associates per member firm?

10. What are the sources and estimates of benefits associated with the proposed
pay-to-play rule, proposed disclosure requirements and proposed recordkeeping
requirements?
11. What are the sources and estimates of compliance costs associated with the
proposed pay-to-play rule, proposed disclosure requirements and proposed
recordkeeping requirements? Would the proposed rules impose different costs
based on the size or the business model of the member firm?
12. How many member firms would engage outside legal services to assist in
drafting policies and procedures to comply with the proposed rules? What are the
estimated costs?
13. How many member firms that would be impacted by the proposed pay-to-play rule
are subject to (or are affiliated with entities subject to) the SEC Pay-to-Play Rule or
MSRB pay-to-play rules? Would the compliance costs associated with the proposed
rule be lower for these member firms? What are the estimates of compliance
costs?
14. The proposed pay-to-play rule does not cover member firms that are SEC-registered
municipal advisors subject to MSRB pay-to-play rules. FINRA recognizes that both
its and the MSRB’s proposed rules are still undergoing the public comment process
and subject to modifications. Would the applicability of the two sets of rules on
member firms create any competitive imbalances? What are they? How substantial
are they?
15. Would the proposed pay-to-play rule create any competitive imbalances among
member firms because some dually registered investment advisers would be
subject to the SEC Pay-to-Play Rule while others would be subject to the proposed
rule?
16. Are there any other expected economic impacts associated with the proposed
rules? What are they, what entities would be impacted, and what are the estimates
of those impacts?
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Endnotes
1.

2.

3.

4.

5.

“Pay-to-play” practices typically involve a person
making cash or in-kind political contributions
(or soliciting or coordinating others to make
such contributions) to help finance the election
campaigns of state or local officials or bond
ballot initiatives as a quid pro quo for the receipt
of government contracts.
FINRA will not edit personal identifying
information, such as names or email addresses,
from submissions. Persons should submit
only information that they wish to make
publicly available. See Notice to Members
03-73 (November 2003) (Online Availability of
Comments) for more information.
See SEA Section 19 and rules thereunder. After a
proposed rule change is filed with the SEC, the
proposed rule change generally is published for
public comment in the Federal Register. Certain
limited types of proposed rule changes, however,
take effect upon filing with the SEC. See SEA
Section 19(b)(3) and SEA Rule 19b-4.
See Advisers Act Release No. 3043 (July 1,
2010), 75 FR 41018 (July 14, 2010) (Political
Contributions by Certain Investment Advisers)
(“SEC Pay-to-Play Rule Adopting Release”).
See also Advisers Act Release No. 3221 (June
22, 2011), 76 FR 42950 (July 19, 2011) (Rules
Implementing Amendments to the Investment
Advisers Act of 1940); Advisers Act Release No.
3418 (June 8, 2012), 77 FR 35263 (June 13, 2012)
(Political Contributions by Certain Investment
Advisers; Ban on Third Party Solicitation;
Extension of Compliance Date).
See SEC Pay-to-Play Rule 206(4)-5(f)(9). A
“regulated person” also includes SEC registered
investment advisers and SEC-registered
municipal advisors, subject to specified
conditions.

6.

See Advisers Act Release No. 3418 (June 8, 2012),
77 FR 35263 (June 13, 2012).

7.

See Exchange Act Release No. 70462 (September
20, 2013), 78 FR 67468 (November 12, 2013)
(Registration of Municipal Advisors).

8.

In connection with the adoption of the SEC Payto-Play Rule, the SEC also adopted recordkeeping
requirements related to political contributions by
investment advisers and their covered associates.
See Advisers Act Rule 204-2(a)(18) and (h)(1).

9.

“Solicitors” typically locate investment advisory
clients on behalf of an investment adviser. See
Advisers Act Release No. 2910 (August 3, 2009),
74 FR 39840, 39853 n.137 (August 7, 2009)
(Political Contributions by Certain Investment
Advisers).

10. “Placement agents” typically specialize in finding
investors (often institutional investors or high
net worth investors) that are willing and able to
invest in a private offering of securities on behalf
of the issuer of such privately offered securities.
See id.
11. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41037 (discussing the reasons for
proposing a ban on using third parties to solicit
government business).
12. See id.
13. See id.
14. In response to a request from SEC staff, FINRA
previously indicated its intent to prepare rules
for consideration by the SEC that would prohibit
its member firms from soliciting advisory
business from a government entity on behalf
of an adviser unless the member firms comply
with requirements prohibiting pay-to-play
practices. See letter from Andrew J. Donohue,
Director, Division of Investment Management,

© 2014 FINRA. All rights reserved. FINRA and other trademarks of the Financial Industry Regulatory Authority, Inc.
may not be used without permission. Regulatory Notices attempt to present information to readers in a format
that is easily understandable. However, please be aware that, in case of any misunderstanding, the rule language
prevails.
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SEC, to Richard G. Ketchum, Chairman & CEO,
FINRA, dated December 18, 2009 (requesting
whether FINRA would consider adopting a rule
preventing pay-to-play activities by registered
broker-dealers acting as legitimate placement
agents on behalf of investment advisers). See also
letter from Richard G. Ketchum, Chairman & CEO,
FINRA, to Andrew J. Donohue, Director, Division
of Investment Management, SEC, dated March
15, 2010 (stating “[w]e believe that a regulatory
scheme targeting improper pay to play practices
by broker-dealers acting on behalf of investment
advisers is… a viable solution to a ban on certain
private placement agents serving a legitimate
function”).
15. Consistent with the SEC Pay-to-Play Rule,
proposed Rule 2390(h)(10) defines the term
“solicit” to mean “(A) With respect to investment
advisory services, to communicate, directly
or indirectly, for the purpose of obtaining or
retaining a client for, or referring a client to,
an investment adviser; and (B) With respect to
a contribution or payment, to communicate,
directly or indirectly, for the purpose of obtaining
or arranging a contribution or payment.”
The determination of whether a particular
communication would be a solicitation would
depend on the facts and circumstances relating
to such communication. As a general proposition,
any communication made under circumstances
reasonably calculated to obtain or retain an
advisory client would be considered a solicitation
unless the circumstances otherwise indicate that
the communication does not have the purpose of
obtaining or retaining an advisory client. See also
infra note 37.
16. See SEC Pay-to-Play Rule 206(4)-5(a)(1).
17. See supra note 5.

19. See Exchange Act Section 15B(e)(9) and Rule
15Ba1-1(n) thereunder (defining “solicitation of
a municipal entity” to mean “a direct or indirect
communication with a municipal entity or
obligated person made by a person, for direct
or indirect compensation, on behalf of a broker,
dealer, municipal securities dealer, municipal
advisor, or investment adviser . . . that does
not control, is not controlled by, or is not under
common control with the person undertaking
such solicitation for the purpose of obtaining
or retaining an engagement by a municipal
entity or obligated person of a broker, dealer,
municipal securities dealer, or municipal advisor
for or in connection with municipal financial
products, the issuance of municipal securities, or
of an investment adviser to provide investment
advisory services to or on behalf of a municipal
entity.”)
20. On August 18, 2014, the MSRB issued a
Regulatory Notice requesting comment on draft
amendments to MSRB Rule G-37, on political
contributions made by brokers, dealers and
municipal securities dealers and prohibitions on
municipal securities business, to extend the rule
to cover municipal advisors. See MSRB Regulatory
Notice 2014-15 (August 2014).
21. FINRA notes that a person that is registered
under the SEA as a broker-dealer and municipal
advisor, and under the Advisers Act as an
investment adviser could potentially be a
“regulated person” for purposes of the SEC Payto-Play Rule. Such a regulated person should
follow the rules that apply to the services it is
performing.
22. See proposed Rule 2390(h)(6).
23. See SEC Pay-to-Play Rule 206(4)-5(a)(1).

18. See SEC Pay-to-Play Rule 206(4)-5(a)(2)(i)(A) and
206(4)-5(f)(9).
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24. Consistent with the SEC Pay-to-Play Rule,
proposed Rule 2390(h)(7) defines an “official”
to mean: “any person (including any election
committee for the person) who was, at the time
of the contribution, an incumbent, candidate
or successful candidate for elective office of a
government entity, if the office: (A) Is directly or
indirectly responsible for, or can influence the
outcome of, the hiring of an investment adviser
by a government entity; or (B) Has authority to
appoint any person who is directly or indirectly
responsible for, or can influence the outcome
of, the hiring of an investment adviser by a
government entity.”
25. A 403(b) plan is a tax-deferred employee benefit
retirement plan established under Section 403(b)
of the Internal Revenue Code of 1986 (26 U.S.C.
403(b)).
26. A 457 plan is a tax-deferred employee benefit
retirement plan established under Section 457
of the Internal Revenue Code of 1986 (26 U.S.C.
457).
27. A 529 plan is a “qualified tuition plan”
established under Section 529 of the Internal
Revenue Code of 1986 (26 U.S.C. 529). Consistent
with the SEC Pay-to-Play Rule, proposed Rule
2390(h)(5) defines a “government entity” to
mean “any state or political subdivision of
a state, including: (A) Any agency, authority
or instrumentality of the state or political
subdivision; (B) A pool of assets sponsored or
established by the state or political subdivision
or any agency, authority or instrumentality
thereof, including but not limited to a “defined
benefit plan” as defined in Section 414(j) of the
Internal Revenue Code, or a state general fund;
(C) A plan or program of a government entity;
and (D) Officers, agents or employees of the state
or political subdivision or any agency, authority
or instrumentality thereof, acting in their official
capacity.”

20

28. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41029 (discussing the terms
“official” and “government entity”).
29. Consistent with the SEC Pay-to-Play
Rule, proposed Rule 2390(h)(1) defines a
“contribution” to mean “any gift, subscription,
loan, advance, or deposit of money or anything
of value made for: (A) The purpose of influencing
any election for federal, state or local office; (B)
Payment of debt incurred in connection with
any such election; or (C) Transition or inaugural
expenses of the successful candidate for state or
local office.”
30. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41030. The SEC also noted that a
covered associate’s donation of his or her time
generally would not be viewed as a contribution
if such volunteering were to occur during nonwork hours, if the covered associate were using
vacation time, or if the adviser is not otherwise
paying the employee’s salary (e.g., an unpaid
leave of absence). See id. at 41030 n. 157. FINRA
would take a similar position in interpreting the
proposed rule.
31. Section 501(c)(3) of the Internal Revenue Code
(26 U.S.C. 501(c)(3)) contains a list of charitable
organizations that are exempt from Federal
income tax.
32. See SEC Pay-to-Play Rule Adopting Release, 75 FR
41018, 41030 (discussing the scope of the term
“contribution” under the SEC Pay-to-Play Rule).
But see proposed Rule 2390(f) providing that it
shall be a violation of Rule 2390 for any covered
member or any of its covered associates to do
anything that, if done directly, would result in a
violation of the rule.
33. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41031.
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34. Consistent with the SEC Pay-to-Play Rule,
proposed Rule 2390(h)(2) defines a “covered
associate” as: “(A) Any general partner, managing
member or executive officer of a covered
member, or other individual with a similar
status or function; (B) Any associated person of a
covered member who engages in distribution or
solicitation activities with a government entity
for such covered member; (C) Any associated
person of a covered member who supervises,
directly or indirectly, the government entity
distribution or solicitation activities of a person
in subparagraph (B) above; and (D) Any political
action committee controlled by a covered
member or a covered associate.”
35. See id.
36. Similarly, consistent with the SEC Pay-toPlay Rule, to prevent covered members from
channeling contributions through departing
employees, covered members must “look
forward” with respect to covered associates who
cease to qualify as covered associates or leave
the firm. The covered associate’s employer at
the time of the contribution would be subject
to the proposed rule’s prohibition for the entire
two-year period, regardless of whether the
covered associate remains a covered associate or
remains employed by the covered member. Thus,
dismissing a covered associate would not relieve
the covered member from the two-year time out.
See SEC Pay-to-Play Rule Adopting Release, 75 FR
41018, 41033 (discussing the “look back” in that
rule).
37. Proposed Rule 2390(h)(10)(B) defines the
term “solicit” with respect to a contribution
or payment as “to communicate directly or
indirectly, for the purpose of obtaining or
arranging a contribution or payment.” This
provision is consistent with a similar provision

Regulatory Notice

in the SEC Pay-to-Play Rule. See SEC Pay-to-Play
Rule 206(4)-5(f)(10)(ii). Consistent with the SEC
Pay-to-Play Rule, whether a particular activity
involves a solicitation or coordination of a
contribution or payment for purposes of the
proposed rule would depend on the facts and
circumstances.
38. Consistent with the SEC Pay-to-Play Rule,
proposed Rule 2390(h)(8) defines the term
“payment” to mean “any gift, subscription, loan,
advance or deposit of money or anything of
value.” This definition is similar to the definition
of “contribution,” but is broader, in the sense
that it does not include limitations on the
purposes for which such money is given (e.g.,
it does not have to be made for the purpose of
influencing an election). Consistent with the SEC
Pay-to-Play Rule, FINRA is including the broader
term “payments,” as opposed to “contributions,”
to deter a covered member from circumventing
the proposed rule’s prohibitions by coordinating
indirect contributions to government officials
by making payments to political parties. See SEC
Pay-to-Play Rule Adopting Release, 75 FR 41018,
41043, n. 331 and accompanying text (discussing
a similar approach with respect to restrictions
on soliciting and coordinating contributions and
payments).
39. See SEC Pay-to-Play Rule 206(4)-5(a)(2).
40. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41043 (discussing restrictions on
soliciting and coordinating contributions and
payments).
41. See SEC Pay-to-Play Rule 206(4)-5(d).
42. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41044 (discussing direct and
indirect contributions or solicitations).

21

14-50

Page 143 of 243

14-50

November 2014

43. Consistent with the SEC Pay-to-Play Rule,
proposed Rule 2390(h)(3) defines a “covered
investment pool” to mean: “(A) Any investment
company registered under the Investment
Company Act of 1940 that is an investment
option of a plan or program of a government
entity, or (B) Any company that would be an
investment company under Section 3(a) of the
Investment Company Act but for the exclusion
provided from that definition by either Section
3(c)(1), 3(c)(7) or 3(c)(11) of that Act.” Thus, the
definition includes such unregistered pooled
investment vehicles as hedge funds, private
equity funds, venture capital funds, and collective
investment trusts. It also includes registered
pooled investment vehicles, such as mutual
funds, but only if those registered pools are an
investment option of a participant-directed plan
or program of a government entity.
44. Consistent with the SEC Pay-to-Play Rule, under
the proposed rule, if a government entity is an
investor in a covered investment pool at the
time a contribution triggering a two-year time
out is made, the covered member must forgo
any compensation related to the assets invested
or committed by the government entity in the
covered investment pool.

49. Consistent with the SEC Pay-to-Play Rule, for
purposes of proposed Rule 2390(d)(1), a person
would be “entitled to vote” for an official if the
person’s principal residence is in the locality in
which the official seeks election. For example,
if a government official is a state governor
running for re-election, any covered associate
who resides in that state may make a de minimis
contribution to the official without causing a ban
on the covered member being compensated for
engaging in distribution or solicitation activities
with that government entity on behalf of an
investment adviser. If the government official
is running for president, any covered associate
in the country would be able to contribute the
de minimis amount to the official’s presidential
campaign. See SEC Pay-to-Play Rule Adopting
Release, 75 FR 41018, 41034 (discussing the
applicability in the SEC Pay-to-Play Rule of the
exception for de minimis contributions).
50. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41034.
51. See SEC Pay-to-Play Rule 206(4)-5(b)(2).
52. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41034 (discussing the applicability
of the “look back” in the SEC Pay-to-Play Rule).

45. See SEC Pay-to-Play Rule 206(4)-5(c).

53. See id.

46. See SEC Pay-to-Play Rule Adopting Release, 75
FR 41018, 41044 (discussing the applicability of
the SEC Pay-to-Play Rule to covered investment
pools).

54. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41035.

47. See SEC Pay-to-Play Rule 206(4)-5(b).
48. See SEC Pay-to-Play Rule 206(4)-5(e).
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55. See SEC Pay-to-Play Rule 206(4)-5(b)(3). The SEC
Pay-to-Play Rule includes different allowances
for larger and smaller investment advisers based
on the number of employees they report on
Form ADV.
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56. The SEC imposes similar disclosure requirements
on solicitors in connection with cash payments
by investment advisers to solicitors with respect
to solicitation activities. See Advisers Act Rule
206(4)-3.
57. See Advisers Act Rule 204-2(a)(18) and (h)(i).
58. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41056.
59. See id.
60. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41055.
61. See supra note 58.
62. See id.
63. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41057.
64. See id.
65. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41063.
66. See SEC Pay-to-Play Rule Adopting Release,
75 FR 41018, 41061.
67. See supra note 65.
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Alphabetical List of Written Comments
1.

William Beatty, North American Securities Administrators Association, Inc.
(“NASAA”) (December 12, 2014)

2.

David T. Bellaire, Financial Services Institute (“FSI”) (December 15, 2014)

3.

Allen Dickerson, Center for Competitive Politics (“CCP”) (December 15, 2014)

4.

Molly M. Diggins, Monument Group Inc. (“Monument Group”) (December 15,
2014)

5.

Donna DiMaria, Third Party Marketers Association (“3PM”) (December 22, 2014)

6.

Marin E. Gibson, Securities Industry and Financial Markets Association
(“SIFMA”) (December 22, 2014)

7.

Cliff Kirsch and Michael Koffler, Sutherland Asbill & Brennan LLP on behalf of
Committee of Annuity Insurers (“CAI”) (January 2, 2015)

8.

Sanjay Lamba, Investment Adviser Association (“IAA”) (December 22, 2014)

9.

Lisa Roth, Monahan & Roth, LLC (December 22, 2014)

10.

Tamara K. Salmon, Investment Company Institute (“ICI”) (December 15, 2014)
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
750 First Street N.E., Suite 1140
Washington, D.C. 20002
202/737-0900
Fax: 202/783-3571
www.nasaa.org

NASAA

December 12, 2014
Submitted electronically to pubcom@finra.org
Ms. Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington DC 20006-1506
Re:

Comments in Response to Regulatory Notice 14-50

Dear Ms. Asquith:
The North American Securities Administrators Association (“NASAA”)1 appreciates the
opportunity to offer comments regarding the Financial Industry Regulatory Authority’s
(“FINRA”) Regulatory Notice 14-50 (“The Proposal”), which addresses FINRA’s proposed payto-play rules. While NASAA supports FINRA’s efforts to implement rules designed to curb the
disruptive practices related to pay-to-play schemes, NASAA urges FINRA to strengthen its
proposed rules.
Investment Adviser Act Rule 206(4)-5 prohibits SEC-registered investment advisers from
engaging the services of a third-party to solicit a government entity for advisory business unless
such third-party is a “regulated person.”2 The SEC defines regulated person to include SECregistered broker-dealers that are members of a national securities association whose rules
“prohibit members from engaging in distribution or solicitation activities if certain political
contributions have been made” and that “such rules impose substantially equivalent or more
stringent restrictions” than the SEC rules.3 The Proposal is FINRA’s initial effort to create such
rules so that investment advisers can engage FINRA members to solicit government entities.
As the SEC’s rule makes clear, any FINRA rule must be equivalent to or more stringent
than the SEC’s own pay-to-play rule in order for FINRA members to be considered regulated
1

NASAA is the association of all state, provincial, and territorial securities regulators in North America. Its
membership consists of the securities regulators in the 50 states, the District of Columbia, Puerto Rico, the U.S.
Virgin Islands, Canada, and Mexico. Their core mission is protecting investors from fraud and abuse in the offer
and sale of securities. Organized in 1919, NASAA is the oldest international organization devoted to investor
protection.
2
17 CFR 275.206(4)-5
3
Id.
President: William Beatty (Washington)
President-Elect: Judith M. Shaw (Maine)
Past-President: Andrea Seidt (Ohio)
Acting Executive Director: Joseph Brady

Secretary: Kathryn Daniels (Ontario)
Treasurer: Michael Rothman (Minnesota)
Ombudsman: Keith Woodwell (Utah)

Directors: Joseph P. Borg (Alabama)
Melanie Senter Lubin (Maryland)
Gerald Rome (Colorado)
Daphne D. Smith (Tennessee)
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persons. The Proposal satisfies this requirement, as it substantially mirrors the SEC’s rule.
FINRA, however, should take this opportunity to create more stringent rules for its members.
The Proposal suggests a two-year “cooling off” period in which a FINRA-member firm
cannot be paid to engage in solicitation or distribution activities with a government entity on
behalf of an SEC-registered—or exempted—investment adviser.4 While this cooling off period
is identical to the cooling off period in the SEC rules, a longer cooling off period would increase
the investor protection component of the proposal. Specifically, NASAA suggests that FINRAmember firms be prohibited from engaging in distribution or solicitation activities on behalf of
an investment adviser directed at any government entity for a period four years following any
qualifying contribution by the FINRA-member firm. Additionally, if a FINRA-member firm has
engaged in solicitation or distribution activities with a government entity on behalf of an
investment adviser, then that FINRA-member firm should be prohibited from making any
qualifying contributions to that government entity for period of four years following the
conclusion of the solicitation or distribution activities.
As currently proposed, FINRA Rule 2390 is only applicable to arrangements between
SEC-registered, exempt, or exempt reporting advisers and FINRA-member firms due to a limited
definition of the term investment adviser. Proposed Rule 2390’s definition of investment adviser
should be expanded to include state-registered investment advisers. Specifically, Proposed Rule
2390 should be expanded so as to prohibit FINRA-member firms from conducting distribution or
solicitation activities with government entities on behalf of state-registered investment advisers if
the FINRA-member firm has made any qualifying contributions to the government entity.
Expanding the definition of investment adviser in the Proposal to encompass relationships
between FINRA-member firms and state-registered investment advisers would further reduce the
disruptions created by pay-to-play schemes.
Finally, NASAA supports FINRA’s inclusion of disgorgement provisions for violations
of the rule. FINRA, however, should include other investment education foundations, such a
state securities investor education funds, as possible recipients of disgorgement payments.
The Proposal mirrors the SEC’s rules ensuring that FINRA’s members can continue to
engage in the lucrative business of soliciting government entities on behalf of investment
advisers, but FINRA should take this opportunity—by implementing the above suggestions—to
create more stringent pay-to-play regulations that increase the underlying investor protection
goals of such rules. Should you have any questions regarding the comments in this letter, please
do not hesitate to contact Joseph Brady, NASAA Acting Executive Director and General
Counsel at jb@nasaa.org or 202-737-0900.

4

FINRA’s proposed definition of investment adviser includes advisers exempt from SEC registration pursuant to
Section 203(b)(3) of the Investment Advisers Act of 1940 and exempt reporting advisers, as defined in Rule 2044(a).
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Sincerely,

William Beatty
NASAA President
Washington Securities Administrator

3
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VIA ELECTRONIC MAIL
December 15, 2014
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506
Re:

Regulatory Notice 14-50: FINRA Requests Comment on a Proposal to Establish “Payto-Play” Rule

Dear Ms. Asquith:
On November 14, FINRA published Regulatory Notice 14-50, requesting comment on a proposed
rule to establish “pay-to-play” and related rules (Proposed Rules). The Proposed Rules would
regulate the activities of member firms that engage in distribution or solicitation activities for
compensation with government entities on behalf of investment advisers that provide or are
seeking to provide, investment advisory services to such government entities. Basing the Proposed
Rules on the regulatory framework of SEC Rule 206(4)-5, which addresses pay-to-play practices
by investment advisers (SEC Rule), FINRA is proposing Rule 2390 (Engaging in Distribution and
Solicitation Activities with Government Entities); Rule 2271 (Disclosure Requirement for
Government Distribution and Solicitation Activities); and Rule 4580 (Books and Records
Requirements for Government Distribution and Solicitation Activities).
The Financial Services Institute 1 (FSI) appreciates the opportunity to comment on this Regulatory
Notice. The SEC Rule, applying to registered investment advisors (RIA) and their representatives,
was the result of specific instances where contributions were funneled through solicitors and
placement agents to secure client relationships and investments with public pensions. 2 However, as
a matter of practical compliance considerations, given the way the rule is written, some FSI
members have been forced to apply the rule comprehensively as though independent financial
advisers conduct advisory activity in a centralized manner in concert or at the direction of their
affiliated RIA. In applying similar restrictions and requirements on broker-dealers with respect to
pay-to-play, FSI has a number of concerns with the Proposed Rules, including the language
regarding “solicitation and distribution,” the proposed point-of-sale disclosure requirements, the
treatment of covered investment pools, and the requirements related to books and records. We
expand on these concerns below.
1 The Financial Services Institute, Voice of Independent Broker-Dealers and Independent Financial Advisors, was
formed on January 1, 2004. Our members are broker-dealers, often dually registered as federal investment
advisers, and their independent contractor registered representatives. FSI has 100 Broker-Dealer member firms that
have more than 138,000 affiliated registered representatives serving more than 14 million American households. FSI
also has more than 35,000 Financial Advisor members.
2 SEC v. Henry Morris, et al., Litigation Release No. 20963 (Mar. 19, 2009).
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Background on FSI and its Members
The independent broker-dealer (IBD) community has been an important and active part of the
lives of American investors for more than 30 years. The IBD business model focuses on
comprehensive financial planning services and unbiased investment advice. IBD firms also share a
number of other similar business characteristics. They generally clear their securities business on a
fully disclosed basis; primarily engage in the sale of packaged products, such as mutual funds
and variable insurance products; take a comprehensive approach to their clients’ financial goals
and objectives; and provide investment advisory services through either affiliated registered
investment adviser firms or such firms owned by their financial advisors. Due to their unique
business model, IBDs and their affiliated financial advisers are especially well positioned to
provide middle-class Americans with the financial advice, products, and services necessary to
achieve their financial goals and objectives.
In the U.S., approximately 201,000 independent financial advisers – or approximately 64
percent of all practicing financial advisors – operate in the IBD channel. 3 These financial advisers
are self-employed independent contractors, rather than employees of the IBD firms. These
financial advisers provide comprehensive and affordable financial services that help millions of
individuals, families, small businesses, associations, organizations, and retirement plans with
financial education, planning, implementation, and investment monitoring. Clients of independent
financial advisers are typically “main street America” – it is, in fact, almost part of the “charter”
of the independent channel. The core market of advisers affiliated with IBDs is comprised of
clients who have tens and hundreds of thousands as opposed to millions of dollars to invest.
Independent financial advisers are entrepreneurial business owners who typically have strong ties,
visibility, and individual name recognition within their communities and client base. Most of their
new clients come through referrals from existing clients or other centers of influence. 4 Independent
financial advisers get to know their clients personally and provide them investment advice in faceto-face meetings. Due to their close ties to the communities in which they operate their small
businesses, we believe these financial advisers have a strong incentive to make the achievement
of their clients’ investment objectives their primary goal.
FSI is the advocacy organization for IBDs and independent financial advisers. Member firms
formed FSI to improve their compliance efforts and promote the IBD business model. FSI is
committed to preserving the valuable role that IBDs and independent advisers play in helping
Americans plan for and achieve their financial goals. FSI’s primary goal is to ensure our members
operate in a regulatory environment that is fair and balanced. FSI’s advocacy efforts on behalf
of our members include industry surveys, research, and outreach to legislators, regulators, and
policymakers. FSI also provides our members with an appropriate forum to share best practices in
an effort to improve their compliance, operations, and marketing efforts.
Comments
FSI appreciates the opportunity to comment on Regulatory Notice 14-50. While both the SEC Rule
and FINRA’s Proposed Rules aim to achieve laudable goals, FSI has concerns with regard to the
regulatory uncertainty that may follow due to vaguely defined terms within the proposed rule
text. Differences between the Proposed Rules and SEC Rule exist, which may lead to unintended
consequences with respect to their application upon independent broker-dealers and independent
financial advisors. We expand upon these concerns below:
3
4

Cerulli Associates at http://www.cerulli.com/.
These “centers of influence” may include lawyers, accountants, human resources managers, or other trusted advisers.
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I.

Lack of Clarity and Unintended Consequences of the SEC Rule

Nearly all FSI member firms maintain both a broker-dealer registration and an investment advisor
registration, typically through a separate wholly-owned corporate entity registered with the SEC
as an RIA. Independent financial advisors are not employees of either the broker-dealer or RIA,
but rather independent contractors. This structure gives advisors the flexibility to build portfolios
for clients without pressure from RIA management regarding individual product selection, and
freedom to run their advisory practice in the way that best serves clients.
The RIA provides a regulatory and compliance framework for the advisory services, discloses the
details of this framework to investors through its Form ADV, and conducts examinations and
surveillance for compliance under the federal securities laws, SEC regulations, and the RIA
supervisory procedures and Form ADV disclosures. But despite this robust compliance and
supervisory system, no central management structure exerts control over the business decisions of
individual representatives. Furthermore, federal courts have found no employer-employee
relationship between independent financial advisors and broker-dealers in wage and labor
disputes. 5
In the IBD model, financial advisors who share an RIA affiliation very often have no contact
whatsoever with each other. Each operates as an independent small business that employs its own
staff, rents its own office space, and is the sole point of contact for its clients. Thus, contributions by
one such representative do not trigger the threat of pay-to-play corruption in awarding business
to another representative of the same RIA, where their only connection is that they are affiliated
with the same RIA for regulatory and compliance purposes.
FSI financial advisors may provide advisory or brokerage services to government entities,
typically participant-directed plans pursuant to Sections 403(b), 538, or 457 of the Internal
Revenue Code. Despite a common affiliation with the same RIA, political contributions are not
made in response to a solicitation or instruction from RIA management, nor in coordination with
other representatives of the same RIA, who often live in different parts of the country. For
example, an independent financial advisor living in San Diego, California may provide investment
advisory services to the defined benefit plan for certain employees of the State of Texas. This
financial advisor, as an independent contractor, maintains a regulatory and compliance
relationship with his or her broker-dealer and RIA (as a registered representative of the brokerdealer and an investment adviser representative of the RIA), but on a day-to-day basis is
operating an independent small business. Another independent financial advisor living in Austin,
Texas—who has no relationship with the San Diego advisor other than their common affiliation
with the same RIA—may contribute to a local politician. The Austin-based advisor makes this
contribution without knowledge that the San Diego representative is providing advisory services to
employees of the State of Texas. These advisors do not know one another, and are not working in
concert or based upon instruction from their affiliated RIA.
FSI member firms have adopted written supervisory procedures to achieve compliance with Rule
206(4)-5 due to the uncertainty that currently exists as to the application of the Rule. This creates
a burden upon such entities in a context where there is little to no risk of pay-to-play corruption.
The rule has caused some IBD firms to adopt sweeping prohibitions with respect to political
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contributions. In the IBD channel, financial advisers conduct advisory activity in a de-centralized
manner, whether through a corporate entity registered as an adviser or an independentlyregistered adviser. However, as a matter of practical compliance considerations, given the way
the rule is written, FSI’s broker-dealers have been forced to apply the rule comprehensively as if
financial advisors conduct advisory activity in a centralized manner. As a consequence, many IBDs
have had to impose sweeping prohibitions on any political contributions. FSI is concerned that
similar requirements imposed by FINRA may lead to additional uncertainty with respect to
applying restrictions to independent financial advisors. As a result, we respectfully request that
FINRA provide additional guidance with respect to the application of pay-to-play requirements
upon independent financial advisors.
II.

Lack of Clarity Regarding “Distribution or Solicitation Activities” of Covered
Investment Pools Under FINRA’s Proposed Rules

Proposed Rule 2390(h)(3) states that, “a covered member that engages in distribution or
solicitation activities with a government entity on behalf of an investment adviser to a covered
investment pool in which a government entity invests or is solicited to invest shall be treated as
though that covered member was engaging in or seeking to engage in distribution or solicitation
activities with the government entity on behalf of the investment adviser directly.” 6 The Proposed
Rules define Covered Investment Pools to include “an investment company registered under the
Investment Company Act that is an investment option of a plan or program of a government
entity; or any company that would be an investment company under Section 3(a) of the Investment
Company Act but for [provided exclusions in the Section.]” 7 Proposed FINRA Rule 2390(e)
provides that “a covered member that engages in distribution or solicitation activities with a
government entity on behalf of an investment adviser to a covered investment pool in which the
government entity invests or is solicited to invest shall be treated as though the covered member
was engaging in or seeking to engage in distribution or solicitation activities with the government
entity on behalf of the investment adviser directly.” FINRA defines “government entity” such that it
would also include participant-directed plans such as 403(b), 529, and 457 plans. 8
FSI is concerned that the above quoted rule text may potentially include traditional brokerage
activity, and place restrictions upon a financial advisor’s ability to recommend specific products
(e.g. mutual funds, variable annuities) in a client’s participant-directed plans, such as 403(b), 458,
and 529 plans. This would restrict political contributions more than intended by the SEC rule and
FINRA’s goals, and more than necessary than to address reasonable pay-to-play concerns. The
SEC Rule makes clear that its provisions related to pooled investment vehicles affect “the
investment of public funds in a hedge fund or other type of pooled investment vehicle;” and “the
selection of a pooled investment vehicle sponsored or advised by an investment adviser as a
funding vehicle or investment option in a government-sponsored plan...” 9 This would potentially
cover traditional brokerage activities FSI requests additional clarity with respect to the treatment
of traditional brokerage activities by a financial advisor as “distribution or solicitation activities”
in the context of government entity plans such as 403(b), 458, and 529 plans.

Proposed FINRA Rule 2390(h)(3).
Proposed FINRA Rule 2390(h)(2).
8 Proposed FINRA Rule 2390(h)(5).
9 SEC Release No. IA-3043; File No. S7-18-09 (June 30, 2010) at 98.
6
7
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III.

Disclosure Requirements

FINRA’s Proposed Rules also differ from the SEC Rule with respect to the disclosure requirements.
Proposed FINRA Rule 2271 would require a covered member engaging in “distribution or
solicitation activities for compensation with a government entity on behalf of one or more
investment advisers” to make specified disclosure regarding “each investment adviser.” 10 The
disclosure must cover:
1) The fact that the covered member is engaging in distribution or solicitation activities on
behalf of the investment adviser;
2) The name of the investment adviser on whose behalf the covered member is engaging in
distribution or solicitation activities;
3) The nature of the relationship, including any affiliation, between the covered member and
the investment adviser;
4) A statement that the covered member will be compensated by the investment adviser for
its distribution or solicitation activities and the term of such compensation arrangement,
including a description of the compensation paid or to be paid to the covered member;
5) Any incremental changes or fees that may be imposed on the government entity as a
result of the distribution or solicitation activities engaged in by the covered member;
6) The existence and details of any pecuniary, employment, business or other relationships
between the covered member or any covered associate and any person affiliated with
the government entity that has influence in the decision-making process in choosing an
investment adviser; and
7) The existence of the covered member’s internal policies and procedures with respect to
political contributions by covered associates and other associated persons. 11
FSI believes that the requirements related to disclosure may introduce significant challenges,
particularly when viewed in concert with the lack of clarity surrounding recommendations of
products and services to clients with government entity plans. Much, if not all, of the required
disclosures under Proposed FINRA Rule 2271 would be disclosed in the product prospectus to the
client. This duplication does not provide a material net benefit to clients or advance the important
goals related to preventing pay-to-play. The requirement would also go beyond the requirements
of the SEC Rule. The information could also be potentially difficult to classify, particularly with
respect to covered investment pools. For example, the requirement that members disclose
“incremental changes or fees” may refer to fees charged for different share classes, which is
information already provided in a product prospectus. This information would also be potentially
difficult to provide with respect to individual sub-accounts within a variable annuity. Therefore, FSI
requests that FINRA provide additional clarity to ensure that additional disclosures made to clients
for the purposes of preventing pay-to-play at the point of sale do not unnecessarily duplicate
information that is included in the product prospectus.
IV.

Books and Records Requirements

FINRA’s Proposed Rule 4580 “would require covered members that engage in distributions or
solicitation activities with a government entity on behalf of any investment adviser that provides
or is seeking to provide investment advisory services to such government entity to maintain books

10
11

FINRA Rule 2271.
Id.
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and records that would allow FINRA to examine for compliance…” 12 The proposed rule would
require covered members to maintain a list or other record of the following:
1) The names, titles, and business and residence addresses of all covered associates;
2) The name and business address of each investment adviser on behalf of which the covered
member has engaged in distribution or solicitation activities with a government entity
within the past five years (but not prior to the rule’s effective date);
3) The name and business address of all government entities with which the covered member
has engaged in distribution or solicitation activities on behalf of an investment adviser
within the past five years (but not prior to the rule’s effective date); and
4) All direct and indirect contributions made by the covered member or any of its covered
associates to an official of a government entity, or direct or indirect payments to a
political party of a state or political subdivision thereof, or to a PAC of the investment
adviser on whose behalf the covered member is engaging in distribution or solicitation
activities. 13
As with the provisions related to disclosure and covered investment pools, the potential impact of
imposing these rules on traditional brokerage activity, and requiring every attempted distribution
or solicitation activity to be maintained in books and records, would not advance the purpose of
the rule. It would also be significantly burdensome and difficult for firms to implement if FINRA
classifies preliminary discussions with non-clients regarding investment options in a government
entity plan as solicitation. Applying the books and records requirement to traditional brokerage
activities within these government entity plans would also not be useful to FINRA examiners or
advance the goal of prohibiting pay-to-play.
V.

Treatment of PAC Contributions

Under the Proposed Rules, no covered member or covered associate may “coordinate or solicit
any person or political action committee (PAC) to make any:
1) Contribution to an official of a government entity in respect of which the covered member
is engaging in, or seeking to engage in, distribution or solicitation activities on behalf of an
investment adviser; or
2) Payment to a political party of a state or locality of a government entity with which the
covered member is engaging in, or seeking to engage in, distribution or solicitation
activities on behalf of an investment adviser.” 14
FSI believes the above restrictions on PAC contributions, and the definition of “control” with
respect to covered associates under Proposed FINRA Rule 2390(h)(2)(D), 15 are vague and
potentially overbroad. It is unclear whether an employee or executive of a member firm that
holds a position on a PAC board of directors or other advisory committee would have “control” of
the PAC under the Proposed Rules. It would also cover PACs that are not connected to the
employee or executive’s member firm. FSI requests that FINRA provide additional clarity and
address member concerns with respect to the definition of “control.”

Proposed FINRA Rule 4580.
Id.
14 Proposed FINRA Rule 2390(c).
15 “Covered associate” is defined to include “any political action committee controlled by a covered member or a
covered associate.”
12
13
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Conclusion
We are committed to constructive engagement in the regulatory process. We look forward to the
opportunity to work with FINRA on this and other important regulatory initiative.
Thank you for your consideration of our comments. Should you have any questions, please contact
me at (202) 803-6061.
Respectfully submitted,

David T. Bellaire, Esq.
Executive Vice President & General Counsel
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December 15, 2014
Via Electronic Submission
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, N.W.
Washington, D.C. 20006-1506
Re: Regulatory Notice 14-50, Comment on Proposal to Establish a
“Pay-to-Play” Rule (Proposed Rules 2271, 2390, and 4580).
Dear Ms. Asquith,
I write on behalf of the Center for Competitive Politics (“CCP”), a § 501(c)(3)
organization dedicated to educating the public concerning the benefits of
increased freedom and competition in the electoral process. Toward that end,
CCP engages in research, scholarship, and outreach to protect and promote
the First Amendment political rights of speech, assembly, and petition. CCP
also operates a pro bono law center that brings legal challenges to state and
federal laws and regulations that impose unconstitutional burdens on the
exercise of those freedoms.
The Proposed Rules are of particular importance to CCP because, inter alia,
they limit the ability of covered individuals to make contributions to
candidates for public office. The right to financially support candidates is a
fundamental liberty secured by the First Amendment. 1
Buckley v. Valeo, 424 U.S. 1, 25 (1976) (right to make contributions to candidates for office
“lies at the foundation of a free society”).
CCP understands that the First Amendment’s protection of political rights serves as a limit
on government action. Columbia Broadcasting System, Inc. v. Democratic Nat’l Com., 412
U.S. 94, 114 (1973) (First Amendment “is a restraint on government action, not that of
private persons”). Nonetheless, the Securities and Exchange Commission will have to ratify
and approve FINRA’s rules, thus implicating constitutional liberties. FINRA, FINRA
RULEMAKING PROCESS (available at:
http://www.finra.org/Industry/Regulation/FINRARules/RulemakingProcess/). Accordingly,
1
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We have no doubt that the Proposed Rules are a well-intentioned effort to
prevent pay-to-play practices at the state and local levels. And we understand
that FINRA is simply making a good faith effort to synchronize its
regulations with Rule 206(4)-5, as promulgated by the Securities and
Exchange Commission in 2011. Moreover, CCP agrees that “establishing
requirements for member firms that are modeled on the SEC’s Pay-to-Play
Rule is a more effective response…than an outright ban on such activity.” 2
Limits on political freedoms are certainly preferable to extinguishing them
altogether. 3
Nonetheless, the Proposed Rules remain vague in important particulars, and
cover a wider range of activity than is necessary for the prevention of actual
or perceived pay-to-play corruption. We believe that FINRA should more
carefully consider recent Supreme Court decisions that impact the
justification for campaign contribution limits and revise the Proposed Rules
accordingly.
Vagueness Concerns with Proposed Rule 2390
The Supreme Court has explained why laws much at times be struck down as
“void for vagueness [because]…[a provision’s] prohibitions are not clearly
defined.” 4
First, because we assume that man is free to steer between
lawful and unlawful conduct, we insist that laws give the person
of ordinary intelligence a reasonable opportunity to know what
is prohibited, so that he may act accordingly. Vague laws may
trap the innocent by not providing fair warning.
Second, if arbitrary and discriminatory enforcement is to be
prevented, laws must provide explicit standards for those who
apply them…
Third…where a vague statute abuts upon sensitive areas of
basic First Amendment freedoms, it operates to inhibit the
exercise of those freedoms. Uncertain meanings inevitably lead

FINRA should take this early opportunity to consider constitutional questions as part of its
deliberations.
2 Regulatory Notice 14-50 at 3 (Nov. 2014).
3 McConnell v. FEC, 540 U.S. 93, 231 (2003) (striking down ban on contributions by
individuals 17 years of age or under).
4 Grayned v. City of Rockford, 408 U.S. 104, 108 (1972).
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citizens to steer far wider of the unlawful zone, than if the
boundaries of the forbidden areas were clearly marked. 5
Unfortunately, a number of provisions in Rule 2390 and the accompanying
Regulatory Notice pose fundamental vagueness concerns, which are troubling
given the associational liberties implicated.
Under Proposed Rule 2390(a), covered members are barred from “engag[ing]
in distribution or solicitation activities for compensation with a government
entity on behalf of an investment adviser that provides or is seeking to
provide investment advisory services to such government entity” for two
years “after a contribution to an official of the government entity.” Proposed
Rule 2390(a). This languages mirrors similarly language in SEC Rule 206(4)5 6, which is presently being challenged in federal court. 7
This provision is vague, and the Regulatory Notice’s description provides
little additional precision. According to the Notice, “[a]n official of a
government entity would include an incumbent, candidate[,] or successful
candidate for elective office of a government entity if the office is directly or
indirectly responsible for, or can influence the outcome of, the hiring of an
investment adviser or has authority to appoint any person who is directly or
indirectly responsible for, or can influence the outcome of, the hiring of an
investment advisor.” 8
The breadth of this definition is, on its face, excessive. The inherent
vagueness of “indirect influence” and “indirect responsibility” is self-evident.
Moreover, there are no articulated standards sufficient to guide the covered
community in determining who is and is not a qualified officeholder (and
consequently, which contributions do and do not trigger the ban on business).
This vagueness itself stifles First Amendment activity by deterring covered
members and covered associates from making political contributions.
What is more, the definitions, per the Regulatory Notice, extend to
candidates for office—prohibiting contributions simply because someone is
running for an office that may not, in fact, have any connection to investment

Grayned, 408 U.S. at 108-109 (punctuation altered, citations omitted).
“[I]t shall be unlawful…[f]or any investment advisor…to provide investment advisory
services for compensation to a government entity within two years after a contribution to an
official of the government entity is made by the investment adviser or any covered associate
within two years after the contribution is made…” 11 C.F.R 275.206(4)-5 (2014).
7 New York State Republican Comm., et. al v. SEC, No. 14-012345 (D.D.C. 2014).
8 Regulatory Notice at 5. This language is presumably taken verbatim from the SEC’s
guidance regarding Rule 206(4)-5. 75 Fed. Reg. 41018, 41029 (July 14, 2010).
5
6
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adviser selection. 9 Even a contribution to a candidate who goes on to lose the
election nonetheless triggers sanctions under Rule 2390.
This lack of clarity will inevitably mean that some contributions which would
otherwise be made, and which pose little or no risk of pay-to-play corruption,
will not be made. This, in and of itself, is a First Amendment harm. The
Supreme Court has long held that the freedom of association is “protected not
only against heavy-handed frontal attack, but also from being stifled by more
subtle governmental influence.” 10
The definition of “solicit” under Proposed Rule 2390 suffers from similar
problems. This definition includes efforts to “communicate, directly or
indirectly, for the purpose of obtaining or retaining a client for…an
investment adviser” and “communicat[ing], directly or indirectly, for the
purpose of obtaining or arranging a contribution or payment.” 11 The spirit of
this definition is easily understood—it is intended to avoid quid pro quo
arrangements for investment advisory contracts. But the concept of an
“indirect communication” is nebulous, and worse, uncabined. Indeed, as the
hallmark of a communication is the conveyance of information from one
person to another, it is not clear what could constitute an “indirect
communication.”
The Proposed Rule states that “[n]o covered member shall engage in
distribution or solicitation activities with a government entity on behalf of an
investment adviser that provides or is seeking to provide investment advisory
services” to that government entity “within two years after a [prohibited]
contribution.” 12 But it is unclear how the Authority would determine whether
an actor is “seeking” to engagement in such activities. Even if this provision
were decipherable, it would certainly present significant difficulties of proof.
Worse yet, it will deprive regulators of a clear and consistent definition of
covered members and associates, a circumstance that may ultimately lead to
the perception or reality of selective enforcement.
Similarly, the Regulatory Notice’s explanation as to what constitutes a
“contribution” poses significant vagueness problems. Under the Proposed
Rule, “[a] contribution would include a gift, subscription, loan, advance,
deposit of money, or anything of value made the purpose of influencing the
election.” 13 This seems somewhat at odds with the direct text of the Proposed
9 Regulatory Notice at 5 (“An official of a government entity would include an incumbent,
candidate or successful candidate for elective office…”).
10 Bates v. City of Little Rock, 361 U.S. 516, 523 (1958).
11 Propsoed Rule 2390(h).
12 Proposed Rule 2390(a).
13 Regulatory Notice at 5. This provision accords with the Proposed Rule’s definition of
payment, at 2390(h)(8), with the exception of the use of the Oxford comma. That definition
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Rule, which seems to only anticipate contributions “to an official of the
government entity.”
Similar language existed in the Federal Election Campaign Act, which was
facially challenged in the seminal case of Buckley v. Valeo. 14 The Buckley
Court noted that the vagueness of this definition was mitigated by the
Court’s decision to limit its application solely to candidates for office and
federal political committees—entities whose “major purpose” was express
candidate advocacy. 15
However, the Proposed Rule is not so limited, and it is unclear what FINRA
believes might “influence” an election—especially as the Proposed Rule
already regulates a good deal of “indirect” activity. In the past, government
agencies have interpreted a variety of protected speech as being speech
designed to “influence an election.” Indeed, the first prosecution brought
under the Federal Election Campaign Act—before the narrowing construction
to “contribution” was applied by Buckley—was brought by the Nixon Justice
Department against an organization which, during an election year,
advocated the impeachment of the President for, among other things, the
expansion of the Vietnam War into Cambodia and Laos. 16 The government
argued that the war was a “principal campaign issue”, and therefore any
discussion of it constituted election activity.
The Regulatory Notice seems to suggest that the Authority reads the
Proposed Rule in a similar fashion. If a covered associate or member gave
money to an advocacy group that happened to support a similar position to
the one held by an “official of a government entity” it could well be
interpreted as “influencing” an election. “Such a result would, we think, be
abhorrent…[a]ny [covered member or associate] would be wary of”
contributing to any group which “express[es] any viewpoint” lest it trigger the
two-year ban on business. 17 It would be well for the Authority to define
contributions more narrowly—to only political contributions made to covered
candidates. As the McCutcheon Court noted just last Term, regulations that
limit contributions “must…target what we have called “quid pro quo”
corruption or its appearance…the notion of a direct exchange of an official act
reads “any gift, subscription, loan, advance or deposit of money or anything of value.” In the
interest of providing full precision and clarity to the regulated community, CCP recommends
the consistent use of the Oxford comma in both the Proposed Rules and accompanying
explanations.
14 424 U.S. 1 (1976).
15 Buckley, 424 U.S. at 24, n. 24 (noting that “[o]ther courts have given that phrase a narrow
meaning to alleviate various problems in other contexts”).
16 United States v. Nat’l Comm. for Impeachment, 469 F.2d 1135 (1972).
17 Nat’l Comm. for Impeachment, 469 F.2d at 1142. This is not an unusual reading. Nat’l
Org. for Marriage, Inc. v. McKee, 649 F.3d 34, 44 (1st Cir. 2011) (applying narrowing
construction to “influencing” in Maine campaign finance statute).
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for money.” 18 Contributions to social welfare groups, which interact with the
public on issues of import, should be encouraged, not chilled.
Exacerbating these problems is the Proposed Rule’s prohibition on “any
covered member or any of its covered associates [doing] anything indirectly
that, if done directly, would result in a violation of the Rule.” 19 While it is
certainly appropriate to prohibit circumvention of otherwise-constitutional
rules targeting corruption, this catchall provision—with its now all-toofamiliar use of the word “indirectly”—could be read extremely broadly. In
practice, it will inevitably be interpreted to reach practically any behavior
that could conceivably be covered by the Rule’s provisions, a troubling
prospect given the penalties involved. Again: how, precisely, does one
“indirectly” perform an act? 20
The vagueness and overbreadth of Proposed Rule 2390 is also compounded by
the extensive disclosure and recordkeeping requirements in Proposed Rules
2271 and 4580. Attaching extensive “strings” to the enjoyment of First
Amendment liberties can, in practice, squelch them altogether, as Justice
O’Connor observed in FEC v. Massachusetts Citizens for Life. 21
In short, Proposed Rule 2390 attempts to obtain universal coverage by
employing terms that are both vague and overbroad. This is an approach to
regulation that the United States Supreme Court has long decried, 22 and a
practice that leaves the present construction of the Proposed Rule suspect to
inevitable constitutional challenge.
Proposed Rule 2390(c) Bars Fundamental Political Association
Proposed Rule 2390(c) appears to be an anti-circumvention measure, and
flatly prohibits “a covered member or covered associate from coordinating or
soliciting any person or PAC to make any payment 23 to a political party of a
state or locality of a government entity with which the covered member is

McCutcheon v. FEC, 134 S. Ct. 1434, 1441 (2014) (emphasis supplied).
Proposed Rule 2390(f).
20 See Tr. of Oral Argument, New York State Republican Comm. v. SEC, supra note 7 (“What
do you say about the very troubling demonstration that I've had in this case that nobody
understands the scope of the SEC's rule because of Subsection (D)’s catch-all language that
bars everything under the rule, anything indirectly which, if done directly, would result in a
violation of this section…?”).
21 479 U.S. 238, 265-266 (1986) (observing the “significant burden” imposed on the petitioner
comes “from the additional organizational restraints imposed upon it”).
22 NAACP v. Button, 371 U.S. 415, 438 (1963) (“[b]road prophylactic rules in the area of free
express are suspect. Precision of regulation must be the touchstone in an area so closely
touching our most precious freedoms”) (citations omitted).
23 Which is defined similarly to “contribution”, as discussed supra.
18
19
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engaging in, or seeking to engage in, distribution or solicitation activities on
behalf of an investment adviser.” 24
Unlike the contribution limits, which generally seem to be targeted at specific
individuals who may be able to enter into quid pro quo bargains, Proposed
Rule 2390(c) bars individuals from simply associating with a political party—
even if the political party is not the same as the official’s. This is a grave
infringement of the basic “right to associate for the purpose of speaking.” 25
This Rule proscribes quite a large amount of political behavior. For example,
may a covered associate attend a PAC event—perhaps by buying a $50
ticket—where contributions are solicited by speakers? Would that constitute
“coordination”?
How involved may covered associates be with the local branch of their
preferred political party under this Rule? May they not pass out literature for
other, non-covered official candidates—while happening to also note that the
local party could use monetary support? May she help set up for local party
events where donations may or may not be solicited by a speaker? What if
she does not know if contributions will be solicited? May she suggest that a
friend who has maxed out his or her financial support to a local city council
candidate also give money to that candidate’s party?
Surely there are narrower means of preventing circumvention of the
Proposed Rule’s contribution limits that do not threaten to quash a covered
associate’s ability to suggest to a friend that she should, broadly, support the
candidates of a particular political party.
The Contribution Limits are Unreasonably Low and Have Not Been Justified
At the outset, CCP notes that the Proposed Rule’s contribution limit mirrors
the limits impose by SEC Rule 206(4)-5, and does not, as the Municipal
Securities Rulemaking Board’s recent changes to Rule G-37 did, altogether
bar a class of contributions from natural persons.
However, the contribution limit remains notably and unnecessarily low, at
just $350 for candidates that a covered associate may vote for, and $150 for
other candidates. These two contribution limits apply whether the candidate
is running for office in California—which has a population of nearly 40
million—or in the town of New Hope, Pennsylvania—which has a population
of 2,518. Such limits evince no effort to tailor the rule to concerns about
Regulatory Notice at 7.
Rumsfeld v. FAIR, 547 U.S. 47, 68 (2006); Buckley, 424 U.S. at 24 (right to associate is
“fundamental”).
24
25
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corruption. The words of Judge Beryl Howell of the United States District
Court for the District of Columbia, when speaking of SEC Rule 206(4)-5, are
relevant: “the $350 seems like it came out of thin air.” 26
Despite the lack of a record justifying its new contribution limits, the
Authority appears to have substituted its judgment for the more considered
deliberations of state legislatures. Most of the states have crafted
contribution limits in an effort to limit corruption or the appearance of
corruption. Some states, such as Oregon or Virginia, do not limit
contributions to candidates at all. There is no evidence that states without
contribution limits are any more corrupt than states with such limits. FINRA
has failed to explain why the campaign finance regulations crafted by state
governments to meet the specific circumstances of each state are nevertheless
inadequate to address “pay-to-play” concerns.
FINRA Ought to Consider Alternatives to the Proposed Rules
In the case of McCutcheon v. FEC, the Supreme Court ruled that aggregate
limits on contributions to candidates are unconstitutional. 27 In the opinion,
the Court specifically noted that Congress had failed in its duty to consider
any of the available “alternatives” that would also serve the government’s
interest “while avoiding ‘unnecessary abridgment’ of First Amendment
rights.” 28
There are many possible, and effective, alternatives to the draconian
contribution restrictions proposed by the Draft Amendments. There is no
evidence that the Board considered these other, less restrictive alternatives.
One possible approach would provide for tougher penalties for those who use
pay-to-play arrangements to obtain contracts. Stronger investigative tools to
audit suspected pay-to-play activities could focus resources on the bad actors
in the system. Whistleblower protections could be written to protect those
who report wrongdoing and whistleblowers could also be given rewards based
on the size of the ill-gotten contracts or the penalties imposed for violations.
FINRA also appears not to have considered alternatives that would provide
exemptions from the rule if contracts are put up for bid in a transparent way
that forecloses pay-to-play manipulation. Similarly, certain contracting
procedures might be imposed, or certain officials may be required to recuse
themselves from decisions regarding certain contractors. A contribution limit
26 Josh Gerstein, Judge Mulls SEC Limits on Political Donations, POLITICO (Sept. 12, 2014),
http://www.politico.com/blogs/under-the-radar/2014/09/judge-mulls-sec-limits-on-politicaldonations-195402.html.
27 134 S. Ct. at 1462.
28 134 S. Ct. at 1458 (quoting Buckley, 424 U.S. at 25)/
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rule, if retained, should be limited to those circumstances where it is indeed
needed, and only after alternative means of preventing pay-to-play practices
have been considered.
FINRA Should Clearly Exempt Contributions in Support of Independent
Expenditures from the Proposed Rules
In adopting Rule 206(4)-5, the SEC explained that “the rule does not in any
way impinge on a wide range of expressive conduct in connection with
elections. For example, the rule imposes no restrictions on activities such as
making independent expenditures to express support for candidates,
volunteering, making speeches, and other conduct.” 29 This reasoning tracks
that of Citizens United, where the Court ruled that “independent
expenditures do not lead to, or create the appearance of, quid pro quo
corruption. In fact, there is only scant evidence that independent
expenditures even ingratiate. Ingratiation and access, in any event, are not
corruption.” 30
Clearly, particularly given the Authority’s stated intention to closely hew to
the path blazed by the SEC when it promulgated Rule 206(4)-5, the Proposed
Rules likely do permit contributions in support of independent expenditures.
Nevertheless, FINRA ought to make that point explicit.
*

*

*

CCP respectfully requests that FINA reconsider these elements of the Draft
Amendments, and thanks the Authority for the opportunity to comment.
Should you have any questions or desire CCP’s assistance in modifying the
Draft Amendments further, please contact me at 703-894-6800 or
adickerson@campaignfreedom.org.
Very truly yours,

Allen Dickerson
Legal Director
Political Contributions by Certain Investment Advisers, 75 Fed. Reg. 41018, 41024
(July 14, 2010).
30 558 U.S. at 360 (internal citation omitted).
29
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December 22, 2014
Ms. Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, D.C. 20006‐1506
RE:

FINRA Requests Comment on a Proposal to Establish “Pay‐to‐Play” Rule
Regulatory Notice 14‐50

Dear Ms. Asquith:
The Third Party Marketers Association (“3PM”) supports FINRA’s initiative to implement a “Pay‐to‐Play”
and related rules that would regulate the activities of member firms that engage in distribution or
solicitation activities for compensation with government entities on behalf of investment advisers that
provide or are seeking to provide investment advisory services to such government entities; specifically
through the following three new proposed rules:
•

Rule 2271: Disclosure Requirement for Government Distribution and Solicitation Activities

•

Rule 2390: Engaging in Distribution and Solicitation Activities with Government Entities

•

Rule 4580: Books and Records Requirements for Government Distribution and Solicitation
Activities

3PM acknowledges that the SEC adopted the Advisers Act Rule 206(4)‐5 in July 2010 addressing pay‐to‐
play practices by investment advisers (the SEC Pay‐to‐Play Rule), and the framework of this Rule was
purposeful and impactful to the specific constituency of the marketplace to which it was directed:
investment advisers. 3PM also acknowledges that other market practitioners, namely FINRA members
firms and their registered representatives, should be addressed by specific rules, and this comment
letter will address the proposed rules as well as FINRA’s specific questions.
1. The proposed pay‐to‐play rule is modeled on the SEC Pay‐to‐Play Rule. Is this approach
appropriate or are there alternative models that FINRA should consider that would be as or
more effective in deterring pay‐to‐play practices and also meet the requirement in the SEC
Pay‐to‐Play Rule that FINRA’s rules impose substantially equivalent or more stringent
restrictions on member firms than the SEC Pay‐to Play Rule imposes on investment advisers?
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3PM believes that FINRA’s goal should be to harmonize its rules regarding pay‐to‐play with
those of the SEC and the MSRB and implement equivalent restrictions on member firms to those
imposed on investment advisers by the SEC. Given the overlapping regulatory oversight that
exists in today’s investment industry, 3PM believes that in order for firms to participate in a fair
and competitive marketplace participants should not be disadvantaged relative to their
competitors because their business model falls under one regulatory scheme rather than
another. We believe that FINRA members will in fact be disadvantaged should FINRA move
forward with its proposal to impart more stringent restrictions on member firms. FINRA
members are already subjected to more regulatory rules and requirements than either
investment or municipal advisers. As proposed, this rule would only serve to further shift the
playing field in favor of these advisers at the expense of FINRA Members.
2. The proposed pay‐to‐play rule applies to covered members that engage in distribution or
solicitation activities for compensation with a government entity on behalf of an investment
adviser that provides or is seeking to provide investment advisory services to such government
entity. Could member firms engage in activities with government entities that are not covered
by this rule that should be covered? If so, what are those activities and how should FINRA
design a pay‐to‐play rule to cover such activities?
3PM believes that there are in fact a number of activities that may trigger compliance outside
the proposed scope of the rule; however that meaningful regulation cannot be accomplished
without placing substantial burden for compliance on the government entity. Recognizing that
governmental entities are outside the jurisdiction of FINRA, 3PM urges FINRA to exercise
caution so that it does not create a ‘check’ without ‘balance.’
3. FINRA is proposing to interpret and apply the terms in its proposed pay‐to‐play rule consistent
with how the SEC has interpreted the terms in the SEC Pay‐to‐Play Rule. Is this approach
appropriate? Are there terms that require additional clarification or that should be interpreted
or applied differently? Are there differences between broker‐dealers and investment advisers
that would warrant a different interpretation or application of terms in the proposed rule?
In order to further protect investors, 3PM believes that the definition of an investment adviser
in Rule 2390 should be expanded to include not only SEC registered investment advisers, but
also State registered investment advisers. Investment advisers who are not registered with the
SEC due to their size or by choice should not have an advantage over firms that are not subject
to federal regulatory oversight. 3PM believes that state regulators should be drawn into the
regulatory dialogue on this issue to ensure that future state lawmaking will not further
complicate or contradict the direction FINRA is taking with its BD constituents.
4. How prevalent are pay‐to‐play practices by member firms? What are the effects of such pay‐
to‐play practices on the ability to obtain business from government entities?
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The results of past unscrupulous activities are still being deeply felt by firms who distribute
product or solicit investments from government entities. These activities have tarnished the
credibility of an entire industry which for the most part is comprised of highly ethical and
properly regulated firms. While some government entities have realized that these pay‐to‐play
activities could not have occurred without some “loopholes” in the processes utilizes by these
government entities many still believe the problem to be one‐sided. As a result there are a
number of states which have made our jobs nearly impossible by either banning our activities,
prohibiting payment on any investments we were involved in, by requiring us to register as
lobbyists or by enacting such overreaching and onerous disclosure and reporting requirements.
While 3PM recognizes that pay‐to‐play ‘bad actors’ still exist, despite increased awareness and
regulation we believe that this problem is two‐sided. As such, 3PM encourages FINRA to
coordinate its efforts as much as possible with other regulators including NASAA (state BD and
IA regulators), to close the gaps that seem to be the primary source of violations in the pay‐to‐
play arena. We also believe that FINRA should increase awareness among its examiners, in its
regional and district offices and others among its ranks wherever possible as a meaningful
alternative to more stringent rulemaking initiatives.
5. How prevalent are pay‐to‐play practices in connection with member firms engaging in
distribution or solicitation activities with government entities on behalf of investment advisers
that provide or are seeking to provide investment advisory services to the government entity?
Would the proposed rules be effective at deterring such practices?
3PM believes that unscrupulous pay‐to‐play activities are not as common as they once were
however; we believe that any industry that offers the opportunity to make large sums of money
will always attract bad actors. As such, we believe that the answer is not in more stringent
rulemaking, but rather in closing the gap between regulated and unregulated entities. We
believe that a harmonized rule making effort will make it easier for firms to comply with the
rules and at the same time make it easier for the regulatory authorities to identify who is
operating within the confines of the law and who is not. This is also why we believe that the
definition of an investment adviser in Rule 2390 should be expanded to include all investment
advisers not just federally registered ones.
6. Are the proposed recordkeeping requirements appropriately tailored to obtain information
that would be relevant for purposes of monitoring for compliance with the proposed rule?
3PM does not believe that the recordkeeping requirements are appropriately tailored to obtain
information that would be relevant for purposes of monitoring compliance with the proposed
rule. While monitoring the direct political contributions is an important way to curb pay‐to‐play
activities, requiring firms to also track and monitor indirect contributions could become
extremely time consuming and costly for firms. As such we believe that the indirect
compensation recordkeeping requirement should be eliminated.
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7. Are the proposed disclosure requirements appropriately tailored to provide government
entities with the information necessary for the government entity to determine if there are
potential conflicts of interest that could influence the selection process by the government
entity?
3PM believes that a written disclosure is an extremely important and necessary part of the
investment industry and helps to alert investors to information that they may have not been
previously aware of. In this case we are not adverse to providing investors with most of the
information outlined in Rule 2271 and appreciate that we would be permitted to do so
electronically. We believe that investors have the right to know information that could impact
their investment decision.
3PM further believes that the requirement to update any disclosure within 10 days is not a
reasonable length of time and is inconsistent with other FINRA requirements which allow firms
30 days to update important firm information on filings such as Form BD, BR, U4s and U5s. We
believe this time frame should be extended to be consistent with other regulatory filing
requirements.
We also ask FINRA for some clarification regarding some of the disclosure items required under
Rule 2271. It appears that these requirements incorporate most of the components of the
Solicitor Disclosure Rule (Rule 206(4)‐3 under the Investment Advisers Act of 1940) disclosure.
In an interpretive letter dated July 28, 2008, the SEC Office of Chief Counsel, Division of
Investment Management replied to Mayer Brown’s inquiry to clarify that Rule 206(4)‐3 does not
apply to cash payments by registered advisers to persons who solicit investors to invest in
investment pools managed by the adviser. Given that most of FINRA’s members who solicit for
investment advisers are soliciting for pools of funds, ie Hedge Funds, Private Equity and Real
Estate Funds, as well as other types of commingled LPs, we believe that there is a disconnect
between the SEC’s interpretation and FINRA’s proposed rule. We respectfully request that you
address how FINRA’s proposed rule would reconcile with the SEC’s interpretive letter.
8. What would be the likely effects on competition, efficiency and capital formation of the
proposed pay‐to‐play rule?
3PM believes that the proposed pay‐to‐play rule in its current form would disadvantage FINRA
members by imposing a more stringent rule set on its constituents without adding any new
investor protections. By adding more onerous requirements, the rule would also disadvantage
members who would compete with firms not subject to the same requirements.
The rule would also add a new and significant burden on small firms in terms of disclosure and
recordkeeping requirements. Not only would small firms be impacted by cost, but also by their
limited personnel resources who would now have to take on additional responsibilities to
comply with this rule.

Page

Page 178 of 243

9. How many member firms are expected to be impacted by the proposed pay‐to‐play rule?
What is the estimated number of covered associates per member firm?
The information below is based in information obtained in early 2013. While the data may not
be as current as we would like we believe numbers reflect a viable estimate of the firms that
would be impacted by the proposed pay‐to‐play rule.
FINRA, defines a small firm is any firm with 150 or fewer licensees, or registered representatives.
FINRA is comprised of approximately 4400 firms of which 85% are categorized as small firms. A
significant percentage of small broker‐dealers that have only 2 or fewer business lines, have less
than $1mm in annual revenue, and/or engage in business lines such as private placements,
mergers and acquisitions, and other such business lines which would fall under the category of
LCFB.
These types of small broker‐dealers are readily identifiable using BrokerCheck, FINRA’s public
resource for broker‐dealer background reviews, or through its central data depository (CRD)
with the following acronyms:
• Other
• PLA – Private Placement
• PLA and Other
Of the 4400 FINRA broker‐dealers registered, the statistics reveal the following:
•
•

•

191 broker‐dealers report that private placement activity is their only business line;
174 broker‐dealers do not fall into any of the customary FINRA business lines and
disclose “Other” as their only line of business. Most of these describe their business
as mergers and acquisitions;
541 broker‐dealers disclose that they engage solely in private placement agent and
“other” activity, again describing the other activity as mergers, acquisitions and
placement agent or third party marketing services.

Cumulatively, these 906 firms represent a class of broker‐dealer that does not open securities or
investment accounts, does not carry or introduce assets or securities, and which does not have
customers in the retail sense. The business activities of these firms are governed by contract,
and are not ‘transactional.’
It is important to note that the majority of these firms are also very small firms, and many have
revenue of less than $1mm/year. Of the 457 firms reporting only one line of business (private
placements or “other”) all but 13 are small firms (fewer than 50 employees). Of those reporting
two business lines (Private placements and “other”), 98% have fewer than 50 employees.
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Attributes

# Firms

PLA
Other
PLA and Other
Total or Average

191
174
541
906

# with Fewer
than 50 RRs
188
164
528
880

As %
98%
94%
98%
97%

10. What are the sources and estimates of benefits associated with the proposed pay‐to‐play rule,
proposed disclosure requirements and proposed recordkeeping requirements?
While we understand the importance and timing of FINRA’s rulemaking in support of the
continued activities of placement agents currently engaged in covered activities, however we
believe that the desired result can only occur if FINRA makes a commitment to carefully
coordinate its rules with those already in place, and in the context of the size and variety of
firms in its jurisdiction. We support the pay‐to‐play rulemaking to the extent that FINRA is
committed to ongoing dialogues with state and federal regulators with both the IA and BD
jurisdiction to ensure consolidation and coordination of rules and associated examination
initiatives.
We do not believe there to be a measurable benefit in any disclosure requirements that would
exceed those already required under SEC rules. Disclosure of the existence of written policies
and procedures, for instance, is unlikely to serve any real benefit to the recipient of the
disclosure.
We believe the proposed record keeping requirements go beyond what would be necessary to
facilitate ease of review by FINRA examiners and should be expressly limited to meaningful
activities. For instance, record keeping related to attempted solicitations and/or to non‐clients
should be eliminated as should indirect contributions that may be extremely difficult to monitor
and track.
11. What are the sources and estimates of compliance costs associated with the proposed pay‐to‐
play rule, proposed disclosure requirements and proposed recordkeeping requirements?
Would the proposed rules impose different costs based on the size or the business model of the
member firm?
As discussed briefly above, to the extent that FINRA rules for BDs exceed those established rules
for SEC or state investment advisers, municipal advisers or others operating in this space, the
costs of compliance are proportionately unfair. Particularly burdensome are disclosure
requirements, especially in the context of the proposed 10‐day window for updates, and the
record keeping requirements related to solicitations and/or to non‐clients.
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12. How many member firms would engage outside legal services to assist in drafting policies and
procedures to comply with the proposed rules? What are the estimated costs?
3PM estimates that the majority of its members will spend between $1,500 and $2,500 or
approximately 5 to 10 hours of a professional consultant’s time to draft and implement effective
pay‐to‐play procedures. In addition, 3 PM estimates that a BD in compliance with rulemaking
will exert approximately 10‐20 additional hours of compliance oversight in connection with the
proposed rules each year. While 3PM believes this investment will not be overly burdensome, it
encourages FINRA to be sensitive to the costs and burdens. Particularly, 3 PM requests that
FINRA dedicate its resources to incorporating instructive guidance wherever possible in its
implementing release (if any) and to create and publish forms, checklists and model procedures
and disclosure language to assist BDs in achieving compliance.
13. How many member firms that would be impacted by the proposed pay‐to‐play rule are subject
to (or are affiliated with entities subject to) the SEC Pay‐to‐Play Rule or MSRB pay‐to‐play
rules? Would the compliance costs associated with the proposed rule be lower for these
member firms? What are the estimates of compliance costs?
3PM believes that there would be some substantial overlap in the requirements in certain
circumstances relating to the different regulatory bodies governing the specific market
practitioners, therefore it makes sense for these regulatory bodies, namely the SEC, FINRA,
NASAA and the MSRB, to open and maintain specific channels of communication between
themselves to make the process more efficient.
The regulatory bodies could increase efficiency further by providing a standardized format by
which market practitioners could share relevant information and document this information
accordingly. 3PM would be interested in giving its initial and ongoing input in a joint regulatory
committee, to the extent such a body is formed.
14. The proposed pay‐to‐play rule does not cover member firms that are SEC‐registered municipal
advisors subject to MSRB pay‐to‐play rules. FINRA recognizes that both its and the MSRB’s
proposed rules are still undergoing the public comment process and subject to modifications.
Would the applicability of the two sets of rules on member firms create any competitive
imbalances? What are they? How substantial are they?
When the regulators themselves cannot coordinate the release and implementation of what
should be substantially similar rule‐making, BDs, and especially small BDs are significantly
disadvantaged. Juggling pending internal compliance initiatives, including timing the drafting
and implementation of new policies, gauging whether or not disclosures are advisable in the
context of one jurisdiction or the other, and even making hiring decisions are substantial and
costly considerations in the context of pending rulemaking. Structuring a business plan,
licensing, registration, training and other business considerations border on impossible. Unless
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and until the regulators come together to create a meaningful landscape for all market
participants, bad actors will continue to engage in regulatory arbitrage to the detriment of those
firms trying to do it right.
15. Would the proposed pay‐to‐play rule create any competitive imbalances among member firms
because some dually registered investment advisers would be subject to the SEC Pay‐to‐Play
Rule while others would be subject to the proposed rule?
The answer to the question is yes, to the extent that substantially similar rules are not applied
evenly across all firms engaging in the business of placing business with government entities. To
be effective, the rules must take into account all relevant factors and all relevant jurisdictions.
3PM recognizes that the regulatory scheme will not be changed with this one area of
rulemaking. Nonetheless, we see no reason why FINRA’s rules regarding pay‐to‐play should be
any different for BDs than the existing rules for SEC registrants.
16. Are there any other expected economic impacts associated with the proposed rules? What are
they, what entities would be impacted, and what are the estimates of those impacts?
3PM believes that the potential for substantial economic impact exists, based on the substantial
size of some of the government entities involved. Headline events surrounding the bad actors
reveal the potential for abuse. Importantly, these same events highlight the involvement of
unregulated individuals and/or the government entities themselves, in the violations of laws,
rules regulations and trust. It is imperative that FINRA’s rulemaking does not disadvantage its
compliant members. 3PM believes FINRA should do what is minimally necessary to address the
present regulatory gap rather than go overboard by implementing more stringent regulation
that will offer no added benefits or protections.
If you have any questions or comments regarding any of the information contained in this letter or
would like to discuss any of these comments in further detail, please feel free to contact me directly by
phone at (212) 209‐3822 or by email at donna.dimaria@tesseracapital.com.
Thank you in advance for your consideration.
Regards,

Donna DiMaria
Chairman of the Board of Directors
3PM Association
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Appendix
3PM is an association of independent, outsourced sales and marketing firms that support the
investment management industry worldwide.
3PM Members are properly registered and licensed organizations consisting of experienced sales and
marketing professionals who come together to establish and encourage best practices, share knowledge
and resources, enhance professional standards, build industry awareness and generally support the
growth and development of professional outsourced investment management marketing.
Members of 3PM benefit from:









Regulatory Advocacy
Best Practices and Compliance
Industry Recognition and Awareness
Manager Introductions
Educational Programs
Online Presence
Conferences and Networking
Service Provider Discounts

3PM began in 1998 with seven member‐firms. Today, the Association has more than 35 member
organizations, as well as significant number of prominent firms that support 3PMs and participate in the
Association as 3PPs, Industry Associates, Member Benefit Providers, Media Partners and Association
Partners.
A typical 3PM member‐firm consists of two to five highly experienced investment management
marketing executives with, on‐average, more than 10 years’ experience selling financial products in the
institutional and/or retail distribution channels. The Association’s members run the gamut in products
they represent. Members work with traditional separate account managers covering strategies such as
domestic and international equity, as well as fixed income. In the alternative arena, members represent
fund products such as mutual funds, hedge funds, private equity, fund of funds and real estate. Some
firms’ business is comprised of both types of product offerings. The majority of 3PM’s members are
currently registered with FINRA or affiliated with a broker‐dealer that is a member of FINRA.
For more information on 3PM or its members, please visit www.3pm.org
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To

Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street NW
Washington, DC 20006-1506
Submitted by electronic mail:
pubcom@finra.org

Date

December 22, 2014

Subject

FINRA Regulatory Notice 14-50

Dear Ms. Asquith:
The Securities Industry and Financial Markets Association (“SIFMA” or “we”)1 is grateful for the opportunity
to comment on Proposed Rules 2271,2 2390,3 and 45804 (together, the “Proposed Rules”), issued for comment
in Regulatory Notice 14-50 by the Financial Industry Regulatory Authority (“FINRA”). 5 SIFMA has long
supported efforts to combat “pay-to-play” practices6 and appreciates the extent to which the Proposed Rules are
harmonized with Rule 206(4)-5 of the Securities and Exchange Commission (the “SEC”) under the Investment
Advisers Act of 1940, as amended (the “SEC Pay-to-Play Rule”).7 Our comments below are focused on those
aspects of the Proposed Rules that diverge from the SEC Play-to-Play Rule.

1
SIFMA brings together the shared interests of hundreds of securities firms, banks, and asset managers. SIFMA’s mission is to support a strong financial
industry, investor opportunity, capital formation, job creation, and economic growth, while building trust and confidence in the financial markets. SIFMA,
with offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial Markets Association. For more information, please
visit www.sifma.org.
2
Proposed FINRA Rule 2271 (“Proposed Rule 2271”).
3
Proposed FINRA Rule 2390 (“Proposed Rule 2390”).
4
Proposed FINRA Rule 4580 (“Proposed Rule 4580”).
5
FINRA Requests Comment on a Proposal to Establish a ‘Pay-to-Play’ Rule, FINRA Regulatory Notice 14-50, (Nov. 14, 2014), available at:
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p601679.pdf (“Regulatory Notice 14-50”).
6
See, e.g., Comment Letter of SIFMA to Elizabeth Murphy, Sec’y, SEC (Oct. 5, 2009), available at http://sec.gov/comments/s7-18-09/s71809-166.pdf
(the “2009 Letter”).
7
Political Contributions by Certain Investment Advisers, Final Rule, Investment Advisers Act Release No. IA-3043, 75 Fed. Reg. 41018, 41019 (Jul. 14,
2010) (“SEC Pay-to-Play Final Release”). The SEC Pay-to-Play Rule is set forth in Rule 206(4)-5, Political Contributions by Certain Investment
Advisers, 17 C.F.R. § 275.206(4)-5 (2014), under the Investment Advisers Act of 1940, as amended, 15 U.S.C. § 80b-1 et seq. (2012) (the “Advisers
Act”).

Allen & Overy LLP is a limited liability partnership registered in England and Wales with registered number OC306763. It is authorized and regulated by the Solicitors Regulation Authority
of England and Wales. The term partner is used to refer to a member of Allen & Overy LLP or an employee or consultant with equivalent standing and qualifications. A list of the members
of Allen & Overy LLP and of the non-members who are designated as partners is open to inspection at its registered office, One Bishops Square, London E1 6AD.
Allen & Overy LLP or an affiliated undertaking has an office in each of: Abu Dhabi, Amsterdam, Antwerp, Athens, Bangkok, Barcelona, Beijing, Belfast, Bratislava, Brussels, Bucharest
(associated office), Budapest, Casablanca, Doha, Dubai, Düsseldorf, Frankfurt, Hamburg, Hanoi, Ho Chi Minh City, Hong Kong, Istanbul, Jakarta (associated office), Johannesburg,
London, Luxembourg, Madrid, Mannheim, Milan, Moscow, Munich, New York, Paris, Perth, Prague, Riyadh (associated office), Rome, São Paulo, Shanghai, Singapore, Sydney, Tokyo,
Toronto, Warsaw, Washington, D.C. and Yangon.
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The SEC Pay-to-Play Rule includes a provision that prohibits an investment adviser and its covered associates
from “provid[ing] or agree[ing] to provide, directly or indirectly, payment to any person to solicit a government
entity for investment advisory services on behalf of such investment adviser unless such person is a regulated
person...” (emphasis added).8 On account of the SEC Pay-to-Play Rule’s expanded definition of “investment
advisory services,” this prohibition applies to parties soliciting a government entity both (i) to enter into an
advisory relationship and (ii) to purchase an ownership interest in a pooled investment vehicle, and accordingly
would prevent a FINRA member from engaging in either type of solicitation activity unless it qualified as a
“regulated person.”9 A FINRA “covered member”10 qualifies as a “regulated person” for purposes of the SEC
Pay-to-Play Rule to the extent that FINRA adopts its own pay-to-play rule that the SEC deems to impose
restrictions on covered members that are substantially equivalent to or more stringent than, and otherwise
consistent with the objectives of, the SEC Pay-to-Play Rule (the “Regulated Person Requirement”).11
The Regulated Person Requirement is scheduled to take effect on April 1, 2015.12 If FINRA covered members
are not subject to an SEC-approved pay-to-play rule by that time, they will be effectively banned from engaging
in solicitation activity covered by the SEC Pay-to-Play Rule.13 We agree with FINRA that a disruption of these
solicitation activities would be harmful not only to the covered members themselves but also to the investment
advisers and government entities that rely on them,14 resulting in higher costs for investment advisers, reduced
investment opportunities for government entities, and an overall decrease in the “allocative efficiency” of capital
markets. 15 Given the limited time remaining before the April 1 effective date, we believe that it would be
imprudent to include provisions in this rulemaking that are neither required by, nor necessary to effectuate, the
Regulated Person Requirement.
We therefore recommend that FINRA (i) eliminate Proposed Rule 2271 or, at a minimum, remove it from this
rulemaking for consideration on a separate track, (ii) harmonize key terms appearing in both the Proposed Rules

8

17 C.F.R. § 275.206(4)-5(a)(2)(i).
Although the Advisers Act does not extend to brokerage activities, the SEC Pay-to-Play Rule provides that “an investment adviser to a covered
investment pool in which a government entity invests or is solicited to invest [is] treated as though that investment adviser were providing or seeking to
provide investment advisory services directly to the government entity.” 17 C.F.R. § 275.206(4)-5(c). The SEC Pay-to-Play Rule defines “covered
investment pool” as (i) any registered investment company “that is an investment option of a plan or program of a government entity” or (ii) any entity that
would be a registered investment company but for its reliance on an exclusion under Sections 3(c)(1), 3(c)(7), or 3(c)(11) of the Investment Company Act
of 1940, as amended, 15 U.S.C. § 80a-1 et seq. (2012). 17 C.F.R. § 275.206(4)-5(f)(3). The Proposed Rules use the same definition of “covered investment
pools” as the SEC Pay-to-Play Rule and otherwise mirror the SEC Pay-to-Play Rule’s approach. See Proposed Rule 2390(e); Proposed Rule 2390(h)(3);
Proposed Rule 2271(c) (stating that “the terms used in [Proposed] Rule 2271 shall have the same meaning as defined in [Proposed] Rule 2390”)); Proposed
Rule 4580(c) (stating that “the terms used in [Proposed] Rule 4580 shall have the same meaning as defined in [Proposed] Rule 2390”).
10
“Covered member” is defined for purposes of the Proposed Rules as “any [FINRA] member except when the member is engaging in activities which
would cause the member to be a municipal advisor.” Proposed Rule 2390(h)(4). Solicitations of government entities with respect to investment advisory
relationships by a FINRA member on behalf of an unaffiliated investment adviser are regulated by the municipal advisor rules set forth under Section
15B(e)(4) of the Securities Exchange Act of 1934, as amended (the “Exchange Act”). 15 U.S.C. § 78o-4(e)(4); 17 C.F.R. § 240.15Ba1-8. FINRA
members that must register as municipal advisors as a result of engaging in such third-party solicitation activity are not subject to the Proposed Rules. See
Regulatory Notice 14-50, at 4. Covered members therefore fall into three general categories of government entity solicitors: (i) broker-dealers soliciting
investment in a covered investment pool on behalf of an affiliated investment adviser, (ii) broker-dealers soliciting investment in a covered investment pool
on behalf of an unaffiliated investment adviser, and (iii) broker-dealers soliciting investment advisory relationships on behalf of an affiliated investment
adviser. Categories (i) and (ii) involve brokerage activity, i.e., the solicitation of a security, and are accordingly governed by the Exchange Act and the
rules thereunder (including FINRA rules). In contrast, category (iii) involves advisory activity, i.e., the solicitation of a fiduciary investment advisory
relationship, which is governed by the Advisers Act and the rules thereunder.
11
Under the Regulated Person Requirement, a FINRA member qualifies as a “regulated person” if “(A) [FINRA rules] prohibit members from engaging in
distribution or solicitation activities if certain political contributions have been made; and (B) the [SEC], by order, finds that such rules impose
substantially equivalent or more stringent restrictions on broker-dealers than [the SEC Pay-to-Play Rule] imposes on investment advisers and that such
rules are consistent with the objectives of [the SEC Pay-to-Play Rule].” 17 C.F.R. § 275.206(4)-5(f)(9)(ii).
12
By rule, the Regulated Person Requirement takes effect nine months after the compliance date of a final rule establishing registration requirements for
municipal advisors. See Advisers Act Release No. 3418, 77 Fed. Reg. 35263 (June 13, 2012). The SEC adopted the final municipal advisor rule on
September 20, 2013, with a compliance date of July 1, 2014. Exchange Act Release No. 70462, 78 Fed. Reg. 67468 (Nov. 12, 2013). April 1, 2015 falls
nine months after July 1, 2014. See Regulatory Notice 14-50, at 3.
13
See Regulatory Notice 14-50, at 12 (“FINRA must propose its own pay-to-play rule to enable member firms to continue to engage in distribution and
solicitation activities for compensation with government entities on behalf of investment advisers.”).
14
Id.
15
Id. See also 2009 Letter, at 9.
9
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and the SEC Pay-to-Play Rule, (iii) harmonize the recordkeeping requirements of Proposed Rule 4580 and the
SEC Pay-to-Play Rule, and (iv) remove the mandatory disgorgement provision from Proposed Rule 2390.
I.

FINRA SHOULD NOT IMPOSE THE PROPOSED DISCLOSURE REQUIREMENTS

As a threshold matter, the rationale for including Proposed Rule 2271 in the present rulemaking is unclear, since,
as noted above, Proposed Rule 2271’s disclosure requirements are unrelated to FINRA’s primary objective of
putting into place a FINRA pay-to-play regime by the April 1, 2015 deadline. No other federal pay-to-play rule,
including the SEC Pay-to-Play Rule, imposes similar disclosure obligations on covered parties, and FINRA has
not explained why a different approach is necessary here.16 Indeed, in adopting the Regulated Person provision,
the SEC determined that a disclosure regime would be ineffective in addressing pay-to-play concerns. In
particular, in response to commenters who had suggested adoption of a disclosure regime in lieu of the proposed
blanket ban on payments to solicitors, the SEC noted that disclosure is not “…useful when plan fiduciaries
themselves are participants in the pay-to-play activities” and that “the [Municipal Securities Regulatory Board
(“MSRB”) ha[s] already sought unsuccessfully to address the problem of placement agents and consultants
engaging in pay to play activities on their principals’ behalf through mandating greater disclosure” (emphasis
added).17 Furthermore, it is not apparent that Proposed Rule 2271 is necessary for purposes of investor protection.
Broker-dealers are already subject to numerous investor protection-related disclosure and conduct requirements
that apply to the solicitation activity covered by Proposed Rule 2271,18 and Regulatory Notice 14-50 does not
fully examine why additional disclosures are needed beyond what is already required for a broker-dealer selling
a security to, or soliciting an investment advisory relationship with, a government entity.
Proposed Rule 2271 also presents insurmountable legal and operational challenges. First, the proposed
disclosure requirements—and especially the “relationship” disclosure requirement of Proposed Rule
2271(a)(6)—are unworkable in light of their scope, timing, and requirement for rolling disclosure updates.
Second, Proposed Rule 2271 is neither tailored to deal with the variations in the multiple business lines that will
be subject to the proposed disclosure requirements nor sufficiently considers overlapping and related regulated
regimes.

16

FINRA observes in a footnote to Regulatory Notice 14-50 that “the SEC imposes similar disclosure requirements [to Proposed Rule 2271] in connection
with cash payments by investment advisers to solicitors with respect to solicitation activities,” citing Advisers Act Rule 206(4)-3, 17 C.F.R. § 275.206(4)-3
(2014) (the “Cash Solicitation Rule”). Regulatory Notice 14-50, at n. 56. As discussed below, however, the proposed disclosure requirements are
significantly broader than the disclosures required under the Cash Solicitation Rule and, in particular, include a “relationship” disclosure obligation that is
not part of that rule. More importantly, we note that—in contrast to Proposed Rule 2271—the Cash Solicitation Rule only applies to the fiduciary context
of the solicitation of investment advisory relationships and has no application to brokerage transactions. We therefore encourage FINRA to refrain from
applying the Cash Solicitation Rule’s rationale and objectives indiscriminately to disclosure obligations for parties engaged in typical broker-dealer
activities, such as the sale of interests in covered investment pools, at least until such time as FINRA and other interested parties have duly considered the
consequences of this conflation of the separate regulatory regimes normally applicable to investment advisers and broker-dealers. To the extent that
FINRA seeks to impose disclosure obligations on covered members that solicit or refer investment advisory relationships, SIFMA has no objection to
maintaining consistency with the Cash Solicitation Rule for such activity.
17
SEC Pay-to-Play Final Release, at 41039. See also Comment Letter of the Investment Company Institute to Marcia E. Asquith, Office of the Corp. Sec’y,
FINRA (Dec. 15, 2014), at 4 (“ICI Letter”).
18
See, e.g., Securities Act of 1933, 15 U.S.C. § 77q(b) (2012) (making it unlawful for any person to use jurisdictional means to “publish, give publicity to,
or circulate any notice, circular, advertisement, newspaper article, letter, investment service, or communication which, though not purporting to offer a
security for sale, describes such security for a consideration received or to be received, directly or indirectly, from an issuer, underwriter, or dealer, without
fully disclosing the receipt, whether past or prospective, of such consideration and the amount thereof”); SEC Rule 10b-5, Employment of Manipulative
and Deceptive Devices, 17 C.F.R. § 240.10b-5 (2014) (making it unlawful for any person to “make any untrue statement of a material fact or to omit to
state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading”); SEC
Rule 10b-10, Confirmation of Transactions, 17 C.F.R. § 240.10b-10 (2014) (requiring disclosure of “specified information in writing to customers at or
before completion of a transaction,” including the name of any entity on whose behalf the broker-dealer is acting and details as to any remuneration
received or to be received by the broker-dealer); SEC Rule 206(4)-3, Cash Payments for Client Solicitations, 17 C.F.R. 275.206(4)-3 (requiring a separate
written disclosure document to be furnished by solicitors with respect to solicitation of advisory relationships on behalf of an investment adviser); FINRA
Rule 2010 (requiring FINRA members to “observe high standards of commercial honor and just and equitable principles of trade”); FINRA Rule 2020
(prohibiting FINRA members from “effect[ing] any transaction in, or induc[ing] the purchase or sale of, any security by means of any manipulative,
deceptive or other fraudulent device or contrivance”); FINRA Rule 2210 (setting forth standards governing the content, approval, recordkeeping, and filing
of retail and institutional communications for the duration of the retention period required by SEC Rule 17a-4).
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SIFMA accordingly believes that Proposed Rule 2271 should be eliminated in its entirety. If FINRA is inclined
to proceed with promulgating Proposed Rule 2271, however, SIFMA would ask, at a minimum, that the
considerable burdens and ambiguities associated with Proposed Rule 2271 be ameliorated by decoupling the rule
from the other Proposed Rules for later consideration and substantial modification via a separate rulemaking
process.
A.

The scope, timing, and updating requirements of Proposed Rule 2271 preclude effective
implementation of the rule.

Proposed Rule 2271 would impose extraordinary burdens on covered members, which would be exacerbated by
the timing and updating requirements of the rule. The required disclosures must be made “in writing” and “at the
time of the initial distribution or solicitation on behalf of each investment adviser.”19 Covered members must
also “update in writing…any material changes to the information previously provided to the government
entity…within 10 business days of the date of such change” during “any period in which [such covered member]
is engaging in the distribution or solicitation activities for compensation with a government entity on behalf of
an investment adviser.”20 When combined with the broad scope and ambiguous text of Proposed Rule 2271,
these requirements as to the manner and timing of disclosures along with the requirement for rolling disclosure
updates would make compliance with Proposed Rule 2271 unworkable.
Compliance with Proposed Rule 2271 requires the preparation of lengthy, tailored, and written disclosures.
Perhaps the most burdensome of the proposed disclosure requirements is Proposed Rule 2271(a)(6), which
would mandate that a covered member disclose at the time of first solicitation “the existence and details of any
pecuniary, employment, business or other relationships between the covered member or any covered associate
and any person affiliated with the government entity that has influence in the decision-making process in
choosing an investment adviser.”21 The breadth of this provision is only increased by the lack of a limiting
principle. The degree of separation necessary to establish such “relationships” is unclear, as the rule text leaves
undefined the terms “pecuniary,” “employment,” or “business” and includes a virtually unlimited savings clause
to cover all “other relationships.” Our experience with various state law disclosure regimes highlights the
administrative complexities involved with policing the boundaries of human relationships.22 FINRA has given
no indication as to how broadly or narrowly covered members are meant to interpret Proposed Rule 2271(a)(6).
Does a “pecuniary” or “business” relationship exist where a covered associate’s brother patronizes a restaurant
owned by a government affiliate’s wife? Does an “employment” relationship exist where a government official
began his career as an employee of the covered member? Does an “other relationship” exist where the children
of a covered associate and government affiliate attend the same university? To comply with such a rule would
necessitate substantial due diligence research as to the “pecuniary, employment, business or other” relationships
(however defined) of each covered associate employed by a covered member.
After mapping this network of relationships, a covered member would then have to cross-check the list against a
list of associates of government entities possessing the requisite degree of “influence in the decision-making
process in choosing an investment adviser.” Determining this list of “influencers” is not necessarily a fact
subject to immediate or obvious confirmation in all cases and would itself require an ongoing due diligence
process. For example, while the chief investment officer of a state employee pension fund may generally be
19

Proposed Rule 2271(a)
Proposed Rule 2271(b).
21
Proposed Rule 2271(a)(6).
22
A handful of jurisdictions (e.g., Virginia Retirement System, North Carolina Retirement System) have begun to require more narrow and tailored
“relationship”-related disclosure obligations than those required under Proposed 2271(a)(6). Because these disclosures obligate covered members to assess,
monitor, and make legal representations concerning the professional and personal relationships between individuals affiliated with the covered members
and individuals affiliated with government entities, however, compliance with even these more narrow and tailored regimes involves substantial
administrative and compliance burdens. Moreover, these burdens would be substantially magnified under Proposed Rule 2271, which, unlike the state and
local regimes, would require such “relationship”-related disclosures to be made at the time of the initial solicitation, a requirement that we consider to be
unworkable.
20
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presumed to be an “affiliated person” with the necessary degree of “influence,” other pension fund employees
may present a more ambiguous case. Yet Regulatory Notice 14-50 provides no indication of whether, and to
what extent, covered members are under an obligation to perform such diligence or even submit pre-solicitation
inquiries to government entities. Compounding this difficulty, each time that the covered member employs a
new covered associate or the “influencers” within a government entity change, this process must be repeated and
committed to a new written document along with the other disclosures required by the rule.
All of the above preparatory due diligence activity must be completed ex ante, that is, prior to the first meeting
with any covered affiliate of a government entity, since a covered member’s disclosure document must be
maintained current for use at the time of “initial distribution or solicitation.” “Initial solicitations” may take
many forms, including, for example, chance encounters at public events. In our experience, potential customers
would almost certainly be reluctant to sign an acknowledgment of receipt of such disclosures so early in the
investment process, as opposed to at the time of closing or the execution of the advisory agreement, as is
common in most state or entity-level disclosure regimes.23
A simple numerical example may help to illustrate these burdens. Suppose that a covered member employs 10
covered associates, whose mandate is to place fund interests with 50 state employee pension funds. Suppose
further that the covered member had through due diligence determined that each such pension fund employed 10
persons with the requisite degree of influence over the investment adviser selection process. The relationship
mapping phase in this stylized example would, at a minimum, require the covered member to ascertain the
nature of 5,000 separate bilateral relationships between covered associates and affiliates of government entities.
Each of these bilateral relationships would be analyzed according to the vague and ill-defined categories
discussed above and could conceivably involve highly complex networks of hundreds or thousands of
individuals, depending on the definitions of “pecuniary,” “employment,” “business,” and “other” relationships.
If the covered member were mandated to place interests of 10 different funds managed by 10 separate
investment advisers, thus requiring disclosure of 10 different compensation arrangements, the number of
possible permutations of the disclosure document would soon become astronomical. No two disclosure
documents would be alike; thus, covered members would not be in a position to prepare a uniform set of
disclosures for general use. Each of these permutations would need to be carried in some form, presumably
electronic, in the back pockets of each of the covered associates in any context in which such covered associates
might potentially engage in a solicitation of a government entity.
Next, pursuant to the updating requirements of Proposed Rule 2271(b), the covered member would be obligated
to establish compliance policies to account for the addition of new covered associates or the real-time creation of
new “relationships,” cross-referenced against an updated list of government entity “influencers.” Where, for
example, the covered member discovers that one of its covered associates has established a “relationship” with a
government entity influencer, the covered member would then be under an obligation to provide a revised and
updated disclosure document to any affected government entity within 10 business days, on a rolling basis, for
the duration of the “distribution or solicitation” period. This requirement could have a particularly long tail if the
distribution or solicitation period were interpreted to be coextensive with the full period of the engagement. Not
only would such a requirement be so burdensome as to be unworkable for the covered member, government
entities across the country would be inundated with duplicative and essentially meaningless disclosure
documents from every covered member with whom they do business.
Other provisions of Proposed Rule 2271 are similarly unworkable. For example, Proposed Rule 2271(a)(4)
would require covered members engaged in covered brokerage activity to disclose the terms of any
“compensation arrangement” with an investment adviser on whose behalf the member solicits government

23

Id.
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entities, as well as “a description of the compensation paid or to be paid” to the member.24 A covered member
soliciting government entities to invest covered investment pools, however, regularly makes solicitations that
involve multiple covered investment pools, with the covered member subject to a different compensation
arrangement with respect to each covered investment pool. Requiring tailored disclosure of each of these
compensation arrangements at the time of initial solicitation adds considerably to the complexity of
implementing Proposed Rule 2271 and also exposes covered members to potentially severe competitive
effects.25 Moreover, the term “compensation” is not defined for purposes of Proposed Rule 2271(a)(4), and it is
therefore unclear what qualifies as compensation for purposes of the rule. For example, would “compensation”
include the reimbursement of a covered member’s solicitation-related expenses by an investment adviser?
Would it include the payment of fees for general back-office and administrative support in connection with
marketing a particular fund? Nor is it clear what level of detail is required in connection with the obligation to
disclose the “terms” of a compensation arrangement. Would it be sufficient to provide a general description that
a covered member is paid on a basis of total assets raised, or would Rule 2271 require a fee schedule that
specifies the fee ratio to be paid for each tier of assets raised and that indicates how much has been raised to
date?
SIFMA would argue that, in light of the extensive SEC, FINRA, state, and entity-level disclosure regimes to
which broker-dealers are already subject, the further disclosures mandated by Proposed Rule 2271 are
unnecessary, duplicative, and potentially confusing to the recipient government entities. The compliance costs of
the regime established by Proposed Rule 2271 would create a strong incentive for broker-dealers to exit the
market for government entity placements, thus denying government entities access to a competitive market for
placement agent services and limiting the opportunities of these entities to invest public resources profitably and
efficiently. The implementation challenges outlined in this section become exponentially greater when the
variety of covered business lines and overlapping or related regulatory regimes at the federal, state, or local
levels are taken into account, as detailed in the following section.
B.

The proposed disclosure requirements do not fully account for the variety of business lines
affected and the numerous overlapping and related regulatory regimes.

Proposed Rule 2271 also should be eliminated in light of the fact that (i) the rule takes a one-size-fits-all
approach to disclosure when covered members will engage in a wide range of activities that will be subject to the
Proposed Rules and (ii) covered members will need to implement these requirements against the backdrop of a
regulatory landscape that imposes inconsistent and contradictory requirements. As a consequence, SIFMA is
concerned that Proposed Rule 2271 would impose indiscriminately broad requirements, and that such
requirements would not be tailored to different business contexts nor harmonized with other applicable legal
requirements.
First, Proposed Rule 2271 would demand identical disclosures from all business lines subject to the rule, without
regard to the wide range of circumstances in which members solicit government entities on behalf of investment
advisers. For example, Proposed Rule 2271 would require uniform disclosures from broker-dealers acting on
behalf of affiliates and those acting on behalf of third parties, from covered members that assist advisers to
obtain business through a formal procurement process and those that engage in “cold-calling” of government
entities, and from placement agents soliciting new business and those that are seeking to obtain the extension of
existing contracts. SIFMA believes that the context of a solicitation should inform the need for particular
24

Proposed Rule 2271(a)(4). Although the Cash Solicitation Rule includes a similar compensation disclosure obligation for parties soliciting investment
advisory relationships on behalf of third parties, no comparable disclosure requirement presently exists for any of the categories of government entity
solicitor principally covered by the Proposed Rules. See supra note 16.
25
In addition, as noted above, broker-dealers—including those soliciting government entities to invest in covered investment pools—are already subject to
numerous disclosure obligations, including obligations to disclose their compensation to investors. These obligations, however, do not apply at the point of
solicitation. See supra note 18.
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disclosures. We note that certain state disclosure regimes have accordingly been tailored to account for the
circumstances in which particular solicitations are made.26 Similarly, at the federal level, broker-dealers who
solicit investment advisory relationships on behalf of affiliated and third-party investment advisers are currently
covered by the Cash Solicitation Rule, which is designed to address the potential conflicts of interest that may
arise in compensated solicitations of fiduciary relationships.27 Moreover, the SEC tailored the Cash Solicitation
Rule’s disclosures to distinguish between affiliated and third-party solicitations.28 The lack of any such tailoring
in Proposed Rule 2271 increases the compliance burdens for covered members while simultaneously reducing
the informational value of the proposed disclosures for government entities.
Second, Proposed Rule 2271 does not fully account for the dense regulatory landscape in which the proposed
disclosure requirements will operate. In addition to the federal securities laws and state and local disclosure
regimes discussed above,29 there are other regulatory regimes that either regulate the solicitation activity covered
by the Proposed Rules or related conduct. These regimes should be examined and addressed in assessing the
costs, benefits, and likely effectiveness of Proposed Rule 2271. Put simply, the proposed disclosure requirements
have not been harmonized or otherwise limited to account for these disclosure regimes, which both overlap with
and diverge from Proposed Rule 2271.30 As a result, in many instances, covered members will be required to
make a number of different disclosures relating to the same activity, each of which is required at a different time
and using different regulatory definitions. For example, a number of covered members may solicit both
governmental plans and retirement plans subject to the Employee Retirement Income Security Act of 1974
(“ERISA”)31 to include a specific registered investment company as a plan option. Those members are required
to make detailed compensation and conflict disclosures pursuant to the Department of Labor’s regulation under
ERISA Section 408(b)(2) when doing business with ERISA retirement plans, and—although governmental plans
are not subject to ERISA—many governmental plans affirmatively request such disclosures.32 Thus, in practice,
Proposed Rule 2271 may result in the provision of multiple sets of disclosures to a governmental plan in
connection with a single transaction.

26

For example, although the California state public pension law requires disclosure of payments to persons who qualify as “placement agents” with respect
to state and local retirement systems, it excludes from that obligation any individual who is (i) an employee, officer, director, equityholder, partner,
member, or trustee of an external manager and (ii) who spends one-third or more of his or her time, during a calendar year, managing the securities or
assets owned, controlled, invested, or held by the external manager (known as the “portfolio manager” exception). See Cal. Gov. Code §§ 7513.85
(requiring a retirement board to adopt a policy requiring the disclosure of payments to placement agents), 7513.8 (providing a definition of “placement
agent”). The law imposes additional disclosure obligations on “placement agents” by requiring them to register as state lobbyists and to make disclosures
under the state lobbying law prior to soliciting a state retirement system, and also requiring them to comply with applicable local lobbying laws. See Cal.
Gov. Code §§ 7513.86, 7513.87. With respect to these lobbying-related disclosure requirements, the law includes an exception for certain solicitations
made in the context of a competitive bidding process, and other exclusions may apply depending on the circumstances. See Cal. Gov. Code § 82047.3(b)
(providing an exception to state lobbying registration tied to participation in a competitive bidding process), 7513.87(b) (providing a similar exception to
the local lobbying requirement); see also California Fair Political Practices Commission Advice Letter No. I-11-015 (Apr. 7, 2011) (discussing a further
exception to lobbyist registration and reporting for an individual who accompanies a registered placement agent to provide further information in meetings
with public pension fund representatives on no more than an occasional basis).
27
See generally, Mayer Brown LLP, SEC No-Action Letter (July 28, 2008) (noting further that “investors in investment pools (as such) do not typically
enter into investment advisory contracts with the investment advisers of the pools”).
28
Requirements Governing Payments of Cash Referral Fees by Investment Advisers, Final Rule, Investment Advisers Act Release No. IA-688, 44 Fed.
Reg. 42126, 42128 (Jul. 18, 1979) (“In light of the comments, the Commission has concluded that the objective circumstances surrounding all employees
of the adviser and certain close affiliates are such as to ensure that prospective clients would be aware of the solicitor’s bias. As long as a client is aware
that the recommended adviser is the solicitor’s employer or a close affiliate of the solicitor’s employer, there appears to be little need to require the
imposition of additional disclosure and recordkeeping requirements regardless of the specific duties of the solicitor.”). Although we understand the
temptation to extend the Cash Solicitation Rule beyond the solicitation of advisory relationships and have it apply to all of the solicitation activity covered
by the Proposed Rules, the Cash Solicitation Rule has never been applied to brokerage activity and more consideration is required to determine whether
such a regime is appropriate in the brokerage context. See supra notes 10 and 16.
29
See supra notes 18 and 22.
30
Although Regulatory Notice 14-50 briefly touches on the application of the Proposed Rules to an entity registered as a broker-dealer, municipal advisor,
and investment adviser, noting that such an entity “should follow the rules that apply to the services it is performing,” Regulatory Notice 14-50 at n. 21,
this limited statement only focuses on one area of potential regulatory overlap and does not address how Proposed Rule 2271 may interact with or affect
other, non-pay-to-play-related regulatory obligations to which covered members are subject.
31
29 U.S.C. § 1001 et seq. (2012).
32
29 C.F.R. § 2550.408b-2.
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SIFMA is concerned that this will result in high compliance costs for covered members and confusion on the
part of government entities, which will be left to reconcile the divergent and seemingly contradictory statements
that covered members are required to provide under different regimes. In our view, the lack of harmonization or
consideration of the existing legal landscape further calls into question the need for new disclosure requirements.
C.

If not eliminated in its entirety, Proposed Rule 2271 should at a minimum be considered
via a separate rulemaking process, so as to allow a fuller consideration of the rule and to
avoid disrupting the adoption of Proposed Rule 2390.

As FINRA has explained, the purpose of the current rulemaking is to adopt a “pay-to-play rule to enable member
firms to continue to engage in distribution and solicitation activities” with government entities once the
Regulated Person Requirement becomes effective.33 Proposed Rule 2271 is unrelated to this goal and would
moreover impose novel and complex disclosure requirements without precedent in other federal pay-to-play
rules, including the SEC Pay-to-Play Rule. Given the unprecedented nature of the proposal, FINRA has not had
the benefit of an administrative record on whose basis it can assess the legal and operational issues discussed in
this letter, nor have FINRA members had an adequate opportunity to consider the potential burdens of the rule.34
We are furthermore concerned that consideration and implementation of Proposed Rule 2271, which is not
required for purposes of the Regulated Person Requirement, could potentially interfere with the adoption of
Proposed Rule 2390, which clearly is required at this time. As stated above, the SEC Pay-to-Play Rule provides
that a broker-dealer may qualify as a “regulated person,” but only to the extent that the broker-dealer is a
“member of a national securities association” that has adopted rules that “prohibit members from engaging in
distribution or solicitation activities if certain political contributions have been made.”35 In addition, the SEC
must, by order, find that the association’s rules “impose substantially equivalent or more stringent restrictions”
on broker-dealers than the SEC Pay-to-Play Rule imposes on investment advisers.36 Proposed Rule 2271 is not
necessary to satisfy either requirement, and if the rule is eventually included in a proposed rulemaking by the
SEC in accordance with its obligations under the Administrative Procedure Act,37 we expect that the rule will be
subject to considerable public comment, threatening a delay of Proposed Rule 2390.
Consequently, we respectfully request that, if FINRA decides to proceed with promulgating Proposed Rule 2271,
it do so via a separate rulemaking process not subject to the Regulated Person Requirement’s April 1, 2015
deadline.
II.

FINRA SHOULD CONFIRM THAT KEY TERMS IN THE PROPOSED RULES HAVE
THE SAME MEANING AS THOSE IN THE SEC PAY-TO-PLAY RULE

The Proposed Rules use several undefined or ambiguous terms that are identical to terms used in the SEC Payto-Play Rule. We therefore request confirmation that the terms “distribution,” “covered associate,” “executive
officer,” and “indirect contribution” as used in the Proposed Rules bear the same meaning as those terms have
for purposes of the SEC Pay-to-Play Rule.38

33

Regulatory Notice 14-50, at 12.
In addition, as noted above, the limited administrative record from the SEC Pay-to-Play Rule rulemaking indicates that disclosure requirements would
not be “useful” in furthering pay-to-play goals. See SEC Pay-to-Play Final Release, at 41039.
35
17 C.F.R. § 275.206(4)-5(f)(9)(ii).
36
Id. at §275.206(4)-5(f)(9)(ii)(B).
37
5 U.S.C. § 500 et seq. (2012).
38
See ICI Letter, at 3.
34

0089371-0000020 NY:21099753.19

8

Page 191 of 243

“Distribution”
The term “distribution” is used in multiple provisions of Proposed Rule 2271 and is critical to the Proposed
Rules generally—indeed, the term appears in the titles of each of the Proposed Rules and repeatedly throughout
their substantive provisions. For example, Proposed Rule 2271 mandates that “a covered member engaging in
distribution or solicitation activities for compensation with a government entity on behalf of one or more
investment advisers shall, at the time of the initial distribution or solicitation on behalf of each investment
adviser, disclose to such government entity in writing (which may be electronic) [certain] information with
respect to each investment adviser” (emphasis added).39 Several of the required disclosures also make reference
to a “covered member…engaging in distribution or solicitation activities” (emphasis added).40 The requirement
to update such disclosures on a rolling basis similarly applies “during the period in which [the covered member]
is engaging in distribution or solicitation activities…” (emphasis added).41 Nevertheless, FINRA has provided
neither an explicit definition nor guidance as to the interpretation of the term “distribution.” By contrast, the
definition of “solicit” in Proposed Rule 2390 makes specific reference to “investment advisory services.”42 Our
understanding is that the phrase “distribution and solicitation,” as used in the SEC Pay-to-Play Rule, is
interpreted to mean “the solicitation of investment advisory services.”43 In the interests of harmonization, we
would request that FINRA clarify that for purposes of the Proposed Rules, the phrase “distribution and
solicitation” pertains exclusively to the solicitation of investment advisory services and that the scope of the
Proposed Rules is coterminous with the SEC Pay-to-Play Rule.
“Covered Associate”/“Executive Officer”
The term “covered associate” is used throughout the Proposed Rules and, importantly, in Proposed Rule
2271(a)(6), which sets forth the “relationship” disclosure requirement discussed above. As noted by FINRA in
Regulatory Notice 14-50,44 Proposed Rule 2390(h)(2) is consistent with the SEC Pay-to-Play Rule in defining
“covered associate” to mean, inter alia, “any general partner, managing member[,] or executive officer of a
covered member...” (emphasis added).45 The term “executive officer,” however, is not defined in Proposed Rule
2390. We would request that FINRA include the definition of “executive officer” from the SEC Pay-to-Play
Rule in Proposed Rule 2390(h)’s list of defined terms.
“Indirect Contribution”
SIFMA also requests that FINRA confirm that the term “indirect contribution” as used in the Proposed Rules has
the same meaning as the equivalent term in SEC Rule 204-2(a)(18)(i)(C).46

39

Proposed Rule 2271(a).
See Proposed Rule 2271(a)(1), (2), (4), (5).
Proposed Rule 2271(b).
42
Proposed Rule 2390(h)(10) (“Solicit means (A) with respect to investment advisory services, to communicate, directly or indirectly, for the purpose of
obtaining or retaining a client for, or referring a client to, an investment adviser….”) (emphasis added).
43
17 C.F.R. § 275.206(4)-5(f)(9)(ii).
44
See Regulatory Notice 14-50, at n. 34.
45
Proposed Rule 2390(h)(2).
46
SEC Rule 204-2(a)(18)(i)(C), Books and Records to be Maintained by Investment Advisers, 17 C.F.R. § 275.204-2(a)(18)(i)(C) (2014) (requiring books
and records containing a list of “all direct or indirect contributions made by the investment adviser or any of its covered associates to an official of a
government entity, or direct or indirect payments to a political party of a State or political subdivision thereof, or to a political action committee” (emphasis
added)).
40
41
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III.

THE RECORDKEEPING REQUIREMENTS OF PROPOSED RULE 4580 SHOULD BE
REVISED TO ELIMINATE RECORDKEEPING OBLIGATIONS WITH RESPECT TO
UNSUCCESSFUL SOLICITATIONS

Proposed Rule 4580 requires that covered members engaged in distribution or solicitation activities create and
maintain books and records pertinent to Proposed Rules 2271 and 2390, including records of “all government
entities with which the covered member has engaged in distribution or solicitation activities.”47 SIFMA does not
believe that recordkeeping requirements should extend to unsuccessful solicitations where the covered member
receives no compensation because maintaining such records would impose significant costs on covered members
with little corresponding benefit. Indeed, a similar provision in the proposed SEC Pay-to-Play Rule was
specifically rejected on those grounds.48
Under the SEC Pay-to-Play Rule, the SEC requires investment advisers to maintain records of all “government
entities to which the investment adviser provides or has provided investment advisory services, or which are or
were investors in any covered investment pool to which the investment adviser provides or has provided
investment advisory services.”49 Thus, the SEC Pay-to-Play Rule requires recordkeeping only with respect to
successful solicitations. The SEC initially considered a broader recordkeeping requirement that would have
required investment advisers to “maintain lists of government entities solicited that do not become clients,”50 but
ultimately removed the proposed requirement from the final rule. In so amending the proposal, the SEC
acknowledged the concerns of some commenters that “solicitation does not trigger [the] two-year time out
[provision of the SEC Pay-to-Play Rule], rather it is providing advice for compensation that does so.” 51 In
addition, we note that there are numerous existing FINRA recordkeeping rules pursuant to which
communications with government entities must already be maintained.52
Similarly, Proposed Rule 4580(a) is not necessary to supervise member firms’ compliance with Proposed Rule
2390. Proposed Rule 2390(a) would prohibit member firms from “engag[ing] in distribution or solicitation
activities for compensation with a government entity” within two years of a covered contribution.53 Solicitations
for which a member firm does not receive compensation do not implicate the rule, and therefore recordkeeping
obligations with respect to unsuccessful solicitations are unnecessary. Accordingly, SIFMA respectfully requests
that Proposed Rule 4580(a) be modified to read as follows:
The name and business address of all government entities with which the covered member has
engaged in distribution or solicitation activities for compensation on behalf of an investment
adviser within the past five years, but not prior to [insert the effective date of the Rule].

47

Proposed Rule 4580(a).
SEC Pay-to-Play Final Release, at 41050.
SEC Rule 204-2(a)(18), 17 C.F.R. § 275.204-2(a)(18).
50
SEC Pay-to-Play Final Release, at 41050.
51
Id.
52
See, e.g., SEC Rule 17a-4(b)(4), Records to be Preserved by Certain Exchange Members, Brokers, and Dealers, 17 C.F.R. § 240.17a-4(b)(4) (2014)
(requiring preservation of copies of all external communications relating to a broker-dealer’s securities or investment banking business); FINRA Rule
2210(b)(4) (requiring FINRA members to maintain all retail communications and institutional communications for the duration of the retention period
required by SEC Rule 17a-4); FINRA Rule 3110 (requiring the establishment of supervisory procedures for the review of incoming and outgoing written
(including electronic) correspondence relating to a member’s investment banking or securities business); FINRA Rule 4511 (requiring that members “make
and preserve books and records as required under the FINRA rules [and] the [Exchange Act and rules thereunder]”).
53
Proposed Rule 2390(a).
48
49
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IV.

THE DISGORGEMENT REMEDY OF PROPOSED RULE 2390(a) SHOULD NOT BE
MANDATORY

Where a covered member violates Proposed Rule 2390(a)’s prohibition on certain compensated distribution or
solicitation activities within two years of a covered contribution, 54 Proposed Rule 2390(b)(2) imposes a
disgorgement remedy that prohibits “such covered members…from receiving any compensation or other
remuneration pertaining to, or arising from [such] distribution or solicitation activities from (A) the investment
adviser or covered investment pool advised by the investment adviser on whose behalf the covered member was
soliciting…; or (B) the government entity solicited by the covered member on behalf of the affected investment
adviser….”55 The provision also mandates payment of any such compensation or remuneration in accordance
with a strict “waterfall” of parties in order of payment priority.56
While disgorgement is the almost universal remedy for violations of various pay-to-play rules, SIFMA is
concerned that making application of the remedy mandatory could have the deleterious effect of dissuading
covered members from voluntary disgorgement of fees where such members discover pay-to-play violations
themselves. 57 Moreover, specifying the precise waterfall of payment priorities may in some cases lead to
perverse outcomes and windfalls, as the disgorged compensation would not be paid to the party that generally is
responsible for paying placement agent fees, namely, the investment adviser itself. We encourage FINRA to
leave application of the remedy and the question of payment priority open to be decided on a case-by-case basis,
thus reducing opportunities for gaming or unjust enrichment of third parties.
Proposed Rule 2390(b)(2) prohibits the receipt of “any compensation or other remuneration pertaining to, or
arising from” the distribution or solicitation activities of the covered member (emphasis added).58 It is unclear
from the text of Proposed Rule 2390(b)(2) precisely what “compensation or other remuneration” is subject to the
disgorgement penalty. Historically, under other pay-to-play rules, only fees collected in connection with the
violative conduct, however defined, have been subject to disgorgement, not other fees or remuneration that may
have a tangential connection to the conduct in question.59 We therefore request similar treatment under Proposed
Rule 2390(b)(2): only fees collected directly in connection with the solicitation of a government entity in
violation of Proposed Rule 2390(a) should be subject to disgorgement. This would exclude any other
compensation or remuneration that may be received by a covered member that is arguably “pertaining to, or
arising from” its solicitation activities.
V.

FINRA SHOULD REVISIT ITS COST-BENEFIT ANALYSIS OF THE PROPOSED
RULES

While SIFMA believes that addressing pay-to-play practices that undermine the merit-based selection of
investment advisers by government entities is an important and laudable effort, FINRA appears to have
dramatically understated the compliance costs that the Proposed Rules would impose on covered members.
In describing the expected costs of implementing the Proposed Rules, FINRA identifies a number of factors that
are expected to affect compliance costs, including “the number of covered associates, business models of
54
Proposed Rule 2390(a). For the reasons discussed above, and in the interest of harmonization with the SEC Pay-to-Play Rule, we would request that
FINRA clarify that “distribution and solicitation activities” refers only to the solicitation of investment advisory services.
55
Proposed Rule 2390((b)(1).
56
Proposed Rule 2390(b)(2) (specifying the order of payment as “(A) a covered investment pool in which the government entity was solicited to invest, as
applicable; (B) the government entity; (C) any appropriate entity designated in writing by the government entity if the government entity or covered
investment pool cannot receive such payments; or (D) the FINRA Investor Education Foundation if the government entity or covered investment pool
cannot receive such payments and the government entity cannot or does not designate in writing any other appropriate entity.”).
57
See also, ICI Letter, at 5.
58
Id.
59
See, e.g., T.L. Ventures, Inc., Advisers Act Release No. 3859 (June 20, 2014); Goldman, Sachs & Co., Exchange Act Release No. 67934 (Sept. 27,
2012). See also ICI Letter, at 5.
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member firms and the extent to which their compliance procedures are automated, whether the covered member
is (or is affiliated with) a registered investment adviser subject to the SEC Pay-to-Play Rule, and whether the
covered member is a registered municipal securities dealer and thus subject to [Municipal Securities Rulemaking
Board] pay-to-play rules.”60 FINRA also states that “a small covered member with fewer covered associates may
expend fewer resources to comply with the [Proposed Rules] than a large covered member.”61 On the assumption
that the Proposed Rules are consistent with the SEC Pay-to-Pay Rule, FINRA’s estimate of the compliance costs
of the Proposed Rules is based on the SEC’s own compliance cost estimates. In that rule, the SEC estimated such
costs for “smaller firms” (fewer than 5 covered associates), “medium firms” (between 5 and 15 covered
associates), and “larger firms” (more than 15 covered associates).62 The SEC estimated that initial compliance
costs for smaller firms, medium firms, and larger firms would be $2,352, $29,407, and $58,813, respectively.
The SEC also estimated that annual, ongoing compliance expenses for such firms would be $2,940, $117,625,
and $235,250, respectively.
SIFMA believes that these estimates do not accurately reflect the true compliance costs associated with the
Proposed Rules, and particularly the costs associated with the disclosure requirements of Proposed Rule 2271,
which does not have a corresponding provision under the SEC Pay-to-Play Rule. As discussed above, the
Proposed Rules are in fact far more stringent and extensive than is required in order to comply with the
Regulated Person Requirement. Proposed Rule 2271 exposes covered members to an enormous and ongoing
compliance burden with respect to the relationship mapping of their covered associates. This burden correlates
strongly with the size of the covered member, such that a larger firm with many covered associates and
thousands of “relationships” will be subject to exceedingly burdensome mapping and disclosure obligations.
Even for smaller firms, which may lack in-house marketing units, the costs associated with staffing an internal
team to monitor and maintain updated disclosures will in many cases be prohibitive. These substantial costs are
further justification for eliminating Proposed Rule 2271 or, at a minimum, for removing it from this rulemaking
for separate consideration. We therefore urge FINRA to revisit its cost-benefit analysis of the Proposed Rules,
with a particular focus on the costs of Proposed Rule 2271.
*

*

*

SIFMA appreciates this opportunity to comment on the Proposed Rules. Should you have any questions
regarding our analysis or recommendations, please do not hesitate to contact me at (212) 313-1317 or
mgibson@sifma.org, or contact our counsel Barbara Stettner (Tel.: (202) 683-3850; E-mail:
barbara.stettner@allenovery.com)
and
Charles
Borden
(Tel.:
(202)
683-3852;
E-mail:
charles.borden@allenovery.com) of Allen & Overy LLP.
Respectfully submitted,

Marin E. Gibson
Managing Director & Associate General Counsel

60

Regulatory Notice 14-50, at 13.
Id.
62
Id. at 14.
61
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December 22, 2014
Via Electronic Mail
Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street, NW
Washington, DC 20006-1506
Re:

FINRA Request for Comment on Proposed “Pay to Play” Rule
(Regulatory Notice 14-50)

Dear Ms. Asquith:
The Investment Adviser Association (“IAA”) 1 appreciates the opportunity to comment on
proposed rules of the Financial Industry Regulatory Authority (“FINRA”) that would regulate
covered members engaged in solicitation activities for compensation with government entities on
behalf of investment advisers. 2 The IAA supports FINRA’s decision to move forward with its
pay to play rule, which is largely consistent with the SEC’s pay to play rule. We recommend,
however, that FINRA modify the proposed disclosure requirements in Rule 2271 to parallel the
SEC regulatory framework for third-party solicitation activities on behalf of investment advisers.
We also provide a technical comment to proposed Rule 4580, which would impose new
recordkeeping requirements in connection with such activities.
Background
Rule 206(4)-5 under the Investment Advisers Act of 1940 (the “Advisers Act”) is
intended to prevent advisers and their employees from making political contributions for the
purpose of obtaining or retaining advisory contracts with government entities (the “SEC Rule”).
The SEC Rule also generally prohibits an investment adviser and its covered associates from
doing anything indirectly which, if done directly, would result in a violation of the SEC Rule.
The SEC Rule specifically prohibits an adviser and its covered associates from providing or
agreeing to provide, directly or indirectly, payment to any third party for solicitation of advisory
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms
registered with the Securities and Exchange Commission (“SEC”). Our membership consists of
investment advisory firms that manage assets for a wide variety of institutional and individual clients,
including public pension plans, trusts, investment funds, endowments, and foundations. A number of our
member firms are either dually registered or have related firms that are registered as broker-dealers and
are members of FINRA. For more information, please visit our website: www.investmentadviser.org.

2

See FINRA Regulatory Notice 14-50 (November 2014) (“FINRA Notice”).

1050 17th Street, NW, Suite 725 ▪ Washington, DC 20036-5514 ▪ 202.293.4222 ▪ Fax 202.293.4223 ▪ www.investmentadviser.org
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business from any government entity on behalf of such adviser, unless the third party is a
“regulated person.” A regulated person, in relevant part, includes a registered broker or dealer
subject to restrictions adopted by FINRA that are “substantially equivalent or more stringent”
than the SEC Rule and consistent with its objectives. Although advisers have been required to
comply with most provisions of the SEC Rule since March 14, 2011, the SEC delayed the
compliance date of this “third-party solicitor” aspect of the SEC Rule at least in part so that
FINRA could adopt a pay to play rule for broker-dealers. 3
The Proposed Written Disclosure Requirement Should Not Apply to a Solicitor that is a
Related Person of the Adviser
The Proposed Disclosure Requirement is Inconsistent with the SEC’s Approach to
Solicitations by Related Persons
Proposed Rule 2271 (the “Proposed Rule”) would require a third-party solicitor to
make specified disclosures in writing and provide them at the time of the initial distribution4
or solicitation, and is modeled largely on Rule 206(4)-3 under the Advisers Act, the SEC’s
cash solicitation rule. Like proposed Rule 2271, Rule 206(4)-3 is intended primarily to
address conflicts of interest inherent in certain solicitation arrangements by alerting a
potential client who is approached by a solicitor that the solicitor is being compensated by the
investment adviser. We note, however, that the Proposed Rule departs from the provision of
the SEC’s cash solicitation rule that excludes from its written disclosure requirement
solicitors that are related persons or affiliates of the investment adviser (“related persons”). 5
3

On June 8, 2012, the SEC extended the compliance date for the third-party solicitor provisions of the
SEC Rule from June 13, 2012 until nine months after the compliance date of the SEC rule requiring
registration of municipal advisor firms. The final rule for municipal advisor registration included a
phased-in compliance schedule. The FINRA Notice states that the compliance date for these provisions is
April 1, 2015; but the June 2012 release stated that the SEC plans to formally issue the new compliance
date in the Federal Register, which it has yet to do. Therefore, the final compliance date has not been
formally set. See Political Contributions by Certain Investment Advisers: Ban on Third-Party
Solicitation; Extension of Compliance Date, Rel. No. IA-3418 (June 13, 2012).
4

The term “distribution” is used throughout the proposed rules but not defined. We note that under the
SEC Rule, the term is used solely in the context of solicitation of investment advisory services. For
consistency, we recommend that FINRA clarify that this and other terms in FINRA’s proposed rules have
the same meaning as used in the SEC Rule, unless otherwise defined.

5

Under Rule 206(4)-3(a)(2)(ii), a solicitor that is (A) a partner, officer, director or employee of the
investment adviser or (B) a partner, officer, director or employee of a person which controls, is controlled
by, or is under common control with such investment adviser is required to disclose to the client at the
time of solicitation the status of such solicitor as a partner, officer, director or employee of such
investment adviser or other person, and any affiliation between the investment adviser and such other
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In adopting Rule 206(4)-3, the SEC recognized that in circumstances where “inside”
or “related” solicitors are involved, a prospective client would be aware that the solicitor is
marketing on behalf of its own company’s advisory services and could consider this fact in
deciding whether to follow the solicitor’s recommendation. 6 The SEC noted, however, that
this may not necessarily be the case with respect to unaffiliated solicitors. As a result, the
written disclosure requirements of the cash solicitation rule are applicable only to a third-party
solicitor that is not related to the investment adviser. 7
Many investment advisers compensate their related broker-dealers (who, in turn, may
compensate their employees and/or associated persons) for soliciting or referring government
entities to them for investment advisory services. Requiring related solicitors to provide
written disclosure would be a substantial departure from the SEC’s cash solicitation rule. As
the SEC recognized, the disclosures are unnecessary because the potential government entity
client would be sufficiently alerted to the fact that there may be potential conflicts by the
affiliated status of the solicitor. Therefore, we recommend that FINRA defer to the SEC’s
prior policy determinations regarding solicitation activities of persons that are related to the
adviser, and revise the Proposed Rule to incorporate the cash solicitation rule’s exception for
related solicitors. 8

person. The written disclosure requirements set forth Rule 206(4)-3(a)(2)(iii)(A) are not applicable to
such related persons.
6

See Requirements Governing Payments of Cash Referral Fees by Investment Advisers, Rel. No. IA-615
(Feb. 2, 1978).
7

See Rule 206(4)-3(a)(2)(iii)(A). However, under the cash solicitation rule, related solicitors are required
to disclose to potential clients (orally or in writing) the status of such affiliation at the time of the
solicitation or referral. See Rule 206(4)-3(a)(2)(ii).
8

Moreover, we note that when the SEC proposed its pay to play rule, the ban on third-party solicitations
would not have applied to related persons of the investment adviser. The SEC stated that the intent of this
exclusion was to “enable advisers to compensate parent companies and other owners, subsidiaries and
sister companies – as well as employees of related companies – for government entity solicitation
activities because… there may be efficiencies in allowing advisers to rely on these particular types of
persons to assist them in seeking clients.” The SEC also stated that it determined to “make this
distinction because related person solicitors are subject to an adviser’s (or its affiliates’) control and thus
should not present the compliance challenges that advisers cited with respect to third-party solicitors.” In
adopting the final Rule, the SEC modified its proposal to eliminate this exception in light of the fact there
would be an exclusion from the third-party solicitor ban for “regulated persons” that are themselves
subject to prohibitions against engaging in pay to play practices. See Political Contributions by Certain
Investment Advisers, Release No. IA-2910 (Aug. 3, 2009).
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Requiring Related Persons of Advisers to Make Written Disclosures Would Impose a
Significant Compliance Burden
The IAA also urges FINRA to consider the potential costs and benefits that would
result from imposing the written disclosure requirement on solicitors that are related to the
investment adviser. We submit that the costs and burdens associated with the proposals
would outweigh any perceived benefits. We are especially concerned that it would be
difficult for employees of related solicitors to overcome the substantial obstacles to
complying with this requirement on a “real-time” basis, as discussed below.
In practice, communications between employees of related solicitors and prospective
clients may be made principally for reasons other than soliciting particular investment
advisory business. 9 For example, in business structures where investment advisory services
are offered by a company through related firms as part of its overall services, a dedicated sales
force of employees and/or registered representatives may sell not only one product line, but
numerous products or services ranging from banking services, insurance services, or
investments that would not otherwise be covered by pay to play rules.
In addition, registered representatives acting on behalf of related investment advisers
may engage in discussion with government entity officials where at any given moment the
registered representative may be asked to discuss separate accounts of the adviser or
investment opportunities in mutual funds excluded from pay to play rules (e.g., an investment
in an investment pool that is not an investment option of a plan or program of the government
entity). 10 For example, in the course of a registered representative’s discussion with a
government official about one product line or account, the official could also express an
interest in additional advisory services of the related adviser. The representative may also
make a referral by providing the government official with information (such as a brochure)
regarding the company’s related investment advisory services. It would be impractical to
require that a written disclosure document be prepared in advance of these conversations,
especially when the related solicitor must be prepared to respond to client feedback on
investment strategies by seamlessly comparing various product or service offerings.

9

By contrast, concerns over pay to play practices are heightened where a third-party solicitor is engaged
exclusively for the purpose of soliciting certain government entities.
10

Similar to FINRA’s proposals, Rule 206(4)-5 applies to advisers that advise a “covered investment
pool” in which a government entity invests. These include (i) the investment of public funds in
unregistered investment companies, such as hedge funds, private equity funds and venture capital funds
and (ii) pooled investment vehicles sponsored or advised by an adviser as a funding vehicle or option
within a participant-directed plan or program of a government entity (e.g., 529, 403(b) and 457 plans).
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Further complications could result for “dual employees” of the adviser and the related
broker-dealer where a lack of alignment could impose additional compliance burdens. The
SEC staff has stated that if an adviser’s employee is also employed by a related broker-dealer
to solicit government clients on behalf of the adviser, and the adviser pays the broker-dealer
for the employee’s solicitation services, then the broker-dealer would have to be a “regulated
person” under the SEC Rule thus subjecting the adviser’s employee to FINRA’s pay to play
rule. 11 Unless FINRA’s rules are consistent with the SEC Rule, these dual employees would
face the additional burden of complying with a FINRA written disclosure requirement.
Therefore, the IAA recommends that proposed Rule 2271 be modified to follow the
SEC’s cash solicitation rule by excluding related persons of the adviser from the written
disclosure requirement. 12 The proposed text reflecting this revision is attached as an
Appendix.
The Timing and Updating Requirements Relating to the Written Disclosures Would Be
Unworkable and Would Impose Significant Compliance Burdens
In the alternative, if FINRA determines to proceed with the Proposed Rule without the
exclusion for related persons, we request that the timing and updating requirements be
revised. As currently drafted, the disclosures would be required in writing and “at the time of
the initial distribution or solicitation.” In addition, any material changes to the information
provided in these disclosures would have to be updated within 10 calendar days of such
change.
We are concerned with the feasibility of requiring written disclosures on a “real time”
basis at the time of initial solicitation. For example, the disclosure regarding relationships
between the covered member and any person affiliated with the government entity would
likely require extensive research and due diligence. 13 A readily available document
containing general disclosures would not satisfy the Proposed Rule as currently drafted. The
written disclosure would have to be highly customized and tailored to the specific facts of
11

Further, according to the SEC Staff, the dual employee would also be a covered associate of the adviser
because of his or her solicitation activities, even if these activities were performed in the capacity as an
employee of the broker-dealer. See SEC Staff Responses to Questions About the Pay to Play Rule,
Question IV.2, available at: http://www.sec.gov/divisions/investment/pay-to-play-faq.htm.
12

We note that this exclusion would be limited to a person soliciting on behalf of a related adviser and
would not extend to solicitation activities on behalf of unaffiliated advisers.

13

In light of the proprietary and confidential nature of the compensation paid by advisers to related
persons, we also recommend that FINRA clarify that only a general description and terms of the fee
arrangements would be required.
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each particular solicitation and government entity. It would be unlikely that adequate
disclosure could be prepared and provided in writing at the time of initial solicitations and be
monitored and updated on a continuous basis. We note, also, that “initial” solicitations could
include chance encounters at public events, thereby making it nearly impossible for the
solicitor to comply with this requirement.
Thus, the IAA recommends permitting solicitors to provide the disclosure and any
material updates, at any time prior to the execution of a written contract between the
investment adviser and the government entity client. 14 We believe that this approach would
balance the need to provide such information in a timely manner and the solicitor’s obligation
to provide information that is accurate and complete.
Technical Comments Concerning Proposed Rule 4580 (Recordkeeping)
Proposed Rule 4580 would require the maintenance of relevant books and records.
The FINRA Notice states that the proposed rule is intended to be consistent with similar
recordkeeping requirements imposed on investment advisers in connection with the SEC Rule
and cites to Rule 204-2 under the Advisers Act. However, we note that the draft rule text
accompanying the Notice inadvertently excludes this reference. We therefore recommend
that the text of proposed Rule 4580(d) be revised by adding a reference to Rule 204-2.
*

*

*

We appreciate the opportunity to provide comments on the proposed rules and would
be pleased to provide any additional information. Please contact the undersigned or Kathy D.
Ireland, Acting General Counsel, at (202) 293-4222 with any questions regarding these
matters.

Respectfully submitted,
/s/ Sanjay Lamba
Sanjay Lamba
Assistant General Counsel

14

The IAA also recommends that FINRA take into account that, during some transactions, third-party
solicitors may communicate with consultants hired by government entities to search for investment
opportunities, and clarify that delivery of disclosure documents to a consultant where the consultant has
agreed, in writing, to provide the document to the government entity would satisfy the disclosure
requirement.
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APPENDIX
REVISED PROPOSED RULE TEXT
*****
2200. COMMUNICATIONS AND DISCLOSURES
*****
2271. Disclosure Requirement for Government Distribution and Solicitation Activities
(a) Other than a covered member specified in paragraph (b) of this Rule, Aa covered member
engaging in distribution or solicitation activities for compensation with a government entity on
behalf of one or more investment advisers shall, at the time of the initial distribution or
solicitation on behalf of each investment adviser, disclose to such government entity in writing
(which may be electronic) the following information with respect to each investment adviser:
(1) The fact that the covered member is engaging in distribution or solicitation activities
on behalf of the investment adviser;
(2) The name of the investment adviser on whose behalf the covered member is engaging
in distribution or solicitation activities;
(3) The nature of the relationship, including any affiliation, between the covered member
and the investment adviser;
(4) A statement that the covered member will be compensated by the investment adviser
for its distribution or solicitation activities and the terms of such compensation arrangement,
including a description of the compensation paid or to be paid to the covered member;
(5) Any incremental charges or fees that may be imposed on the government entity as a
result of the distribution or solicitation activities engaged in by the covered member;
(6) The existence and details of any pecuniary, employment, business or other
relationships between the covered member or any covered associate and any person affiliated
with the government entity that has influence in the decisionmaking process in choosing an
investment adviser; and
(7) The existence of the covered member’s internal policies and procedures with respect
to political contributions by covered associates and other associated persons.
(b) A covered member who is (A) a partner, officer, director or employee of such investment
adviser or (B) a partner, officer, director or employee of a person which controls, is controlled
by, or is under common control with such investment adviser shall disclose to the government
entity at the time of distribution or solicitation the status of such covered member as a partner,
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officer, director or employee of such investment adviser or other person, and any affiliation
between the investment adviser and such other person.
(bc) A covered member shall, during any period in which it is engaging in distribution or
solicitation activities for compensation with a government entity on behalf of an investment
adviser, update in writing (which may be electronic) any material changes to the information
previously provided to the government entity pursuant tounder thisparagraph (a) of this Rule
within 10 business days of the date of such change.
(cd) The terms used in this Rule 2271 shall have the same meaning as defined in Rule 2390.
*****
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} December 22, 2014
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506

Lisa Roth
630 First Avenue
San Diego, CA 92101
619-283-3500

Dear Ms. Asquith,
Thank you for the opportunity to comment on Regulatory Notice 14-50, FINRA’s request for
comments on a proposal to establish a “Pay-to-Play” rule. I am a registered associated principal of a
FINRA member firm, a past member of the FINRA Small Firm Advisory Board, the PCAOB Standing
Advisory Group, and I have served on the board of the Third Party Marketers Association, among other
industry roles and affiliations. I have been involved in industry initiatives related to Pay-to-Play including
the design and implementation of policies and procedures as a registered person, formerly acting as a
placement agent, and as a compliance consultant to BDs, investment advisers and other market
participants.
I recognize that FINRA must take some action by April 2015 to avoid prohibitions on broker-dealers
engaging in placement agent activities. As such, I generally support the implementation of rules to satisfy
the outstanding regulatory deficiency, and to prevent further uncertainty on the part of the covered
BDs.
Nonetheless, it is important to note that FINRA’s Pay-to-Play rulemaking comes after the SEC has
issued its rules for investment advisers, behind the MSRB’s establishment of a new registration category
for Municipal Advisers, trailing certain states that have passed laws requiring BDs engaging in placement
agent activity to register as lobbyists among other related law-making, and following steps taken by
government entities themselves to implement policies, forms and other procedures for placement
agents. In fact, for more than 5 years, broker-dealers engaging in placement agent activity have been
forced to closely monitor pending rulemaking over multiple jurisdictions, adopting, accommodating and
coordinating their internal operations as best as possible to stay within the changing laws. Compliance
with the myriad of regulations has required firms to undertake new registrations, draft and implement
new policies and procedures, and engage in some tough decision-making. For instance, some brokerdealers (including my firm at the time) found the CA law requiring registration as a lobbyist so
objectionable that they opted out of the business line altogether. So to the extent that FINRA’s new
rulemaking does anything more than accommodate existing rules and meet the pending deadline, I
believe it to be unnecessarily burdensome and disadvantageous to broker-dealers without any
measurable benefit to investors.
Instead of imposing more stringent new rules, I urge FINRA to leverage its position of hindsight to its
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and its constituents’ best advantage, and to promote and ensure meaningful investor protections in the
process. I believe FINRA can do this by writing its rules in substantial likeness to the existing SEC Payto-Play rules. To do this, FINRA should eliminate the components of its proposal that are more
stringent than existing rules, including those that would require additional disclosures, shorter time
frames for updates, and/or additional record keeping. Judging by the comments that have already been
received, save those submitted by NASAA and perhaps with some clarification on scope, the
proposition of Pay-to-Play rules that conform to existing rules in other jurisdictions does not seem to
be disagreeable to the BD community.
Then, with the regulatory gap thus closed, FINRA can lead a dialogue among the stakeholders, including
the SEC, the MSRB, NASAA and representative government entities with the goal of issuing joint
regulatory guidance that will address any related concerns and satisfy any outstanding needs for
disclosures, forms, records or the like. Considering that the majority of headline events related to Payto-Play involved the dodgy practices of unscrupulous and, to a meaningful extent, unregistered persons a
coordinated regulatory initiative seems to be an approach that will benefit all. In particular, with all the
stakeholders at the table, this approach could best ensure the orderly adoption of rules and guidance
that would leave less opportunity for regulatory arbitrage.
In addition to my comments above, I support the comments submitted by the Third Party Marketer’s
Association (3PM).
Thank you again for the opportunity to submit my comments.

Best regards,
//Lisa Roth//
Lisa Roth
President

} Page 2
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December 15, 2014

Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street NW
Washington, DC 20006-1506

Re:

FINRA Notice 14-50 Relating to
Proposed “Pay to Play” Rules

Dear Ms. Asquith:
The letter we submitted on Friday, December 12 was submitted in error. The attached
corrected letter should supersede and replace the previous letter.
Sincerely,
/s/
Tamara K. Salmon
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December 15, 2014

Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street NW
Washington, DC 20006-1506

Re:

FINRA Notice 14-50 Relating to
Proposed “Pay to Play” Rules

Dear Ms. Asquith:
The Investment Company Institute1 appreciates the opportunity to comment on FINRA’s
proposed adoption of three new rules to address concerns with members engaging in pay-to-play
practices.2 The proposed rules consist of a prohibition on pay-to-play practices (Rule 2390), a new
disclosure requirement (Rule 2271), and a related recordkeeping rule (Rule 4580). Our interest in this
proposal derives from the rules’ impact on those FINRA members that solicit a government entity on
behalf of a “covered investment pool,” which term includes any registered investment company3 “that is
an investment option of a plan or program of a government entity.” While the Institute supports
FINRA’s proposed prohibition on pay-to-play practices, we recommend that FINRA confirm that its
proposed treatment of solicitations made on behalf of covered investment pools is consistent with that
of the pay-to-play rule adopted by the U.S. Securities and Exchange Commission (“SEC”), Rule 206(4)5. Additionally, we recommend that FINRA: eliminate Rule 2271, which imposes a disclosure
1

The Investment Company Institute (“ICI”) is the world's leading association of regulated funds, including mutual funds,
exchange-traded funds ("ETFs"), closed-end funds, and unit investment trusts ("UITs") in the United States and similar
funds offered to investors in jurisdictions worldwide. ICI seeks to encourage adherence to high ethical standards, promote
public understanding and otherwise advance the interests of funds, their shareholders, directors and advisers. ICI's U.S.
fund members manage total assets of $17.2 trillion and serve more than 90 million U.S. shareholders.

2

See FINRA Requests Comment on a Proposal to Establish a “Pay-to-Play” Rule, FINRA Notice 14-50 (November 2014)
(“FINRA Notice”).
3

For purposes of this letter, “mutual fund” is used to mean a “registered investment company.”
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requirement on solicitors; not include in Rule 2390 a provision mandating disgorgement; and clarify
an issue relating to the records that must be kept under Rule 4580 in connection with omnibus
accounts. Each of these issues is discussed in more detail below.
I.

BACKGROUND

The Institute has long supported regulatory efforts to address concerns with pay-to-play
practices. To date, those efforts have consisted of Rules G-37 and G-38 adopted by the Municipal
Securities Rulemaking Board (“MSRB”) and Rule 206(4)-5 adopted by the SEC. We are pleased that
FINRA is following suit and adopting rules in this area to govern the activities of its members that
solicit business on behalf of an investment adviser. We are also pleased that FINRA’s proposal is
designed to generally complement and be consistent with the SEC’s pay-to-play rule. Of particular
interest to ICI as pay-to-play rules are adopted by the various financial institution regulators is ensuring
that all such rules align with each other to the maximum extent possible. Such alignment is important
to avoid disparate regulatory standards for persons engaged in similar activities and to facilitate
compliance by persons that are subject to all of the various rules.
As noted in the FINRA Notice, its proposed pay-to-play rule, Rule 2390, “is modeled on the
SEC’s Pay-to-Play Rule.”4 SEC Rule 206(4)-5 prohibits an investment adviser from compensating
third parties for soliciting government entities on behalf of the adviser unless the solicitor is a "regulated
person." The rule defines "regulated person" to include, among others, a broker-dealer subject to a
regulatory association's pay-to-play rule that both (1) prohibits members from engaging in distribution
or solicitation activities if certain political contributions have been made and (2) has been found by the
SEC to impose requirements that are at least as stringent as Rule 206(4)-5. Rule 206(4)-5 further
provides that such rule must be "consistent with the objectives of [Rule 206(4)-5]."5 In the absence of
FINRA adopting a pay-to-play rule, FINRA members, as regulated persons, would be prohibited from
engaging or continuing to engage in solicitation activities on behalf of investment advisers unless they
became registered under the Investment Advisers Act of 1940 as either investment advisers or
municipal advisers. Accordingly, adoption of FINRA’s rule is necessary to enable FINRA members to
rely on the “regulated person” exception in the SEC’s rule.
II.

FINRA SHOULD CONFIRM THE LIMITED IMPACT OF RULE 2390 ON SOLICITATIONS
INVOLVING COVERED INVESTMENT POOLS

Proposed FINRA Rule 2390 would prohibit a FINRA member from engaging in "distribution
or solicitation activities for compensation with a government entity on behalf of an investment adviser"
within two years after the member or its covered associate has made a contribution to an official of that

4

5

FINRA Notice at p. 3.
See SEC Rule 206(4)-5(f)(9)(ii)(B).
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entity. Like SEC Rule 206-4(5), the distribution or solicitation activities that would be covered by
FINRA’s rule would include those relating to a “covered investment pool.” We are pleased that
FINRA’s proposed definition of “covered investment pool” is identical to the SEC’s definition and,
consequently, with respect to mutual funds, would only include those mutual funds that are “an
investment option of a plan or program of a government entity.” Thus, with respect to mutual funds,
the prohibitions of both the SEC’s rule and FINRA’s rule would only be triggered when a government
entity is solicited on behalf of an investment adviser to include mutual funds advised by the adviser as
an option in a retirement plan or college education savings plan (529 plan) offered by the government
entity.
Proposed Rule 2390, however, also references “distribution” activities in subdivisions (a) and
(e). We do not believe that, with respect to the treatment of mutual funds under this rule, the inclusion
of distribution is intended to prohibit conduct that is not prohibited by SEC Rule 206(4)-5 and we
request confirmation of this. Specifically, we request confirmation that, with respect to mutual funds,
FINRA’s rule is only triggered when a FINRA member solicits a government entity to include a mutual
fund in a government entity’s plan or program and not when the member is selling mutual fund shares
to a government entity. This interpretation is fully consistent with the scope of the SEC’s rule. As
noted in the SEC’s release adopting Rule 206(4)-5:
[The] provision [in the rule relating to covered investment pools] will generally affect two
common types of arrangements in which a government official is in a position to influence
investment of funds in pooled investment vehicles. The first is the investment of public funds in
a hedge fund or other type of pooled investment vehicle. The other is the selection of a pooled
investment vehicle sponsored or advised by an investment adviser as a funding vehicle or
investment option in a government-sponsored plan, such as a 529 plan.’”6 [Emphasis added.]
In our view, use of the term “distribution” in FINRA’s rule is intended to capture the first of the
arrangements discussed in the Adopting Release, which involves a distribution function, and not the
second arrangement, which involves a solicitation function. As noted above, we seek confirmation of
our interpretation.
III.

FINRA SHOULD NOT IMPOSE DISCLOSURE REQUIREMENTS

As proposed, FINRA Rule 2271 would require a FINRA member engaging in solicitation or
distribution activities for compensation with a government entity on behalf of an investment adviser to
6

See Political Contributions by Certain Investment Advisers, SEC Release No. IA-3043 (July 1, 2010) (“Adopting Release”)
at p. 98. Our recommendation is also consistent with the clarification in the Adopting Release where the SEC noted that, in
response to comments, it had modified the final rule to include a mutual fund in the definition of covered investment pool
for purposes of all three of Rule 206(4)-5's pay-to-play prohibitions, “but only if it is an investment option of a plan or
program of a government entity.” See id. p. 106. [Emphasis in original.] See, also, related discussion at pp. 97-108.
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disclose to that entity specific information about the relationship with the adviser. Among other
things, this disclosure would be required to include the nature of the relationship between the adviser
and the solicitor; the terms of the compensation arrangement with the investment adviser; any
incremental charges or fees that may be imposed on the government entity as a result of the distribution
or solicitation; details of any relationship between the FINRA member and any person affiliated with
the government entity (not just covered officials) that has influence in the decision-making process in
choosing an investment adviser; and a statement that the member has internal policies and procedures
governing political contributions. This disclosure requirement would result in a significant deviation
from the requirements of SEC Rule 206-4(5). Not only does the SEC rule not include a similar
disclosure requirement, but the SEC considered and deliberately decided not to include such a disclosure
requirement in its rule. In fact, in the Adopting Release, the SEC states that it had considered requiring
greater disclosure to government entities by advisers of payments to solicitors as an alternative to
Proposed 206(4)-5's ban on third-party placement agents but had rejected this approach because such
disclosure is not "…useful when plan fiduciaries themselves are participants in the pay-to-play
activities."7 The Adopting Release further notes that the MSRB had tried and failed to address the
problem of placement agents and consultants engaging in pay-to-play activities on their principals’
behalf by mandating greater disclosure of payments to placement agents. When this proved inadequate,
the MSRB adopted Rule G-38, which prohibits any broker, dealer, or municipal securities dealer from
compensating any person who is not an affiliated person of the broker, dealer, or municipal securities
dealer for solicitation activities.8 We respectfully submit that this rationale similarly should inform
FINRA’s thinking in adopting rules to govern pay-to-play activities and we recommend that FINRA
not impose disclosure requirements as part of its pay-to-play rules.
In further support of this recommendation, we note that including a disclosure requirement in
FINRA’s rule would upset the regulatory alignment between the SEC’s rule and FINRA’s proposed
rule. While we appreciate that FINRA’s proposed disclosure requirements are generally comparable to
those in the SEC rule government cash payments for client solicitations (i.e., SEC Rule 206(4)-3 under
the Advisers Act), subsection (a)(2)(ii) of the SEC’s rule effectively provides that employees of a person
which controls, is controlled by, or under common control with an investment adviser are not required
to provide the disclosure required by the rule at the time of solicitation. FINRA’s proposed rule,
however, fails to provide an exemption from its disclosure requirements for affiliated solicitors,
resulting in a significant difference between the application of the two rules.
7

Adopting Release at page 79-80: "…some commenters [on Proposed Rule 206(4)-5] suggested alternatives to the proposed
ban [on third-party placement agents] to address our concern that pay-to-play activities are often carried out through or
with the assistance of third parties. Several commenters, for example, suggested that we instead require greater disclosure by
advisers of payments to solicitors. Such an approach could be helpful to give plan fiduciaries information necessary for them
to satisfy their legal obligations and uncover abuses, but it would not be useful when plan fiduciaries themselves are
participants in the pay to play activities."
8

Adopting Release at page 80.
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In our view, these significant differences between FINRA’s rule and that of the SEC would
create an unlevel playing field for those solicitors that solicit in their capacity as FINRA members.
Indeed, a solicitor that is a municipal advisor or investment adviser is subject to MSRB Rule G-37 or
SEC Rule 206(4)-5, as applicable, neither of which has a similar disclosure requirement. We fail to see
why FINRA members and their affiliated persons, alone among all solicitors, would be required to
make pay-to-play related disclosures to government entities. We are concerned that this additional
burden will put them at a disadvantage vis-à-vis their industry colleagues who may be soliciting the same
business. For these reasons, we strongly recommend that FINRA not adopt a disclosure requirement.9
IV.

FINRA SHOULD NOT INCLUDE A DISGORGEMENT REQUIREMENT IN RULE 2390

We also recommend that FINRA not include a disgorgement requirement in its pay-to-play
rules because such a requirement is both unnecessary and is likely to create confusion. As proposed, in
Rule 2390(b), in addition to other sanctions for violations of the rule’s pay-to-play prohibitions, a
FINRA member will be required to disgorge any compensation that it has accepted in violation of the
rule. In our view, including disgorgement as a penalty is not necessary given that the SEC and FINRA
both have full authority to require disgorgement of fees, and indeed, disgorgement has been the penalty
universally applied (along with additional penalties) in enforcement actions under existing pay-to-play
rules, such as MSRB Rule G-37 and SEC Rule 206(4)-5.10 More importantly, by designating
disgorgement as a required penalty, the proposal raises the question as to whether FINRA has to impose
disgorgement as a penalty even after the FINRA member has already discovered and remedied the
violation by voluntarily refunding the prohibited compensation it received. We understand that
voluntarily refunding such compensation is common practice among firms that have discovered an
impermissible contribution under a pay-to-play rule. By automatically imposing disgorgement as a
penalty upon the occurrence of a pay-to-play violation, the proposal may effectively result in imposing
double penalties on any FINRA member that has voluntarily refunded prohibited compensation. This
result is likely to dissuade firms from voluntarily refunding such compensation to remedy a violation.11

9

In the event FINRA disagrees with our recommendation and adopts a disclosure requirement, we strongly recommend
that such requirement provide an exemption for affiliated solicitors in order to better ensure consistency with the SEC’s
disclosure requirements under the Investment Advisers Act.

10

See, e.g., In the Matter of T.L. Ventures, Inc. Release No. 3859, File No. 3-15940 (June 20, 2014); In the Matter of
Goldman, Sachs & Co., Release No. 67934, File No. 3-15048 (September 27, 2012).

11

In the event FINRA retains the disgorgement provision in proposed Rule 2390, we recommend that FINRA clarify an
issue relating to its wording. In particular, while subdivision (b)(2) of the rule would require a FINRA member to pay the
disgorged remuneration to those persons listed in subdivision (b)(2)(A)-(d) “in the order listed,” the rule does not indicate
how a covered member is to determine the portion that must be paid to each of the persons listed. We suggest that FINRA
could clarify the meaning of this provision.
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V.

FINRA’S RECORDKEEPING REQUIREMENTS SHOULD BE ALIGNED WITH THE SEC’S

Finally, should FINRA adopt Rule 4580, we recommend that FINRA ensure that the rule’s
recordkeeping requirements are aligned with those of the SEC under its pay-to-play rule. This is
particularly important in connection with the treatment of omnibus accounts under the rule. As
proposed, Rule 4580 would require a FINRA member to maintain a record of “the name and business
address of all government entities with which the covered member has engaged in distribution or
solicitation activities on behalf of the investment adviser.” If FINRA applies this requirement to a
member holding an omnibus account on behalf of another broker-dealer that solicited a government
entity, and the omnibus dealer is unaware of the broker-dealer’s solicitation activities, the omnibus
dealer will likely be unable to maintain records required by Rule 4580. To address this concern, we
recommend that FINRA either (1) limit the recordkeeping requirements to the broker-dealer that
solicited the government entity, that has a direct relationship with the government entity, and that
maintains the account record on behalf of such client or (2) provide appropriate relief from the
recordkeeping requirements for omnibus accounts along the lines of the relief that was provided to such
accounts by the SEC under Rule 206(4)-5.12

▪

▪

▪

▪

▪

We appreciate FINRA’s consideration of our concerns and recommendation to address them.
If you have any questions concerning these comments, please do not hesitate to contact the undersigned
by phone (202-326-5825) or email (tamara@ici.org).

Sincerely,
/s/
Tamara K. Salmon
Senior Associate Counsel

12

See Investment Company Institute, Pub. Avail, September 13, 2011.
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EXHIBIT 5
Below is the text of the proposed rule change. Proposed new language is underlined.
*****
2000. DUTIES AND CONFLICTS
*****
2030. Engaging in Distribution and Solicitation Activities with Government Entities
(a) Limitation on Distribution and Solicitation Activities
No covered member shall engage in distribution or solicitation activities for
compensation with a government entity on behalf of an investment adviser that provides
or is seeking to provide investment advisory services to such government entity within
two years after a contribution to an official of the government entity is made by the covered
member or a covered associate (including a person who becomes a covered associate
within two years after the contribution is made).
(b) Prohibition on Soliciting and Coordinating Contributions
No covered member or covered associate may solicit or coordinate any person or
political action committee to make any:
(1) Contribution to an official of a government entity in respect of which
the covered member is engaging in, or seeking to engage in, distribution or
solicitation activities on behalf of an investment adviser; or
(2) Payment to a political party of a state or locality of a government
entity with which the covered member is engaging in, or seeking to engage in,
distribution or solicitation activities on behalf of an investment adviser.
(c) Exceptions
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(1) De minimis Exception
Paragraph (a) shall not apply to contributions made by a covered associate
that is a natural person, to officials for whom the covered associate was entitled
to vote at the time of the contributions and which in the aggregate do not exceed
$350 to any one official, per election, or to officials for whom the covered
associate was not entitled to vote at the time of the contributions and which in the
aggregate do not exceed $150 to any one official, per election.
(2) Exception for Certain New Covered Associates
The prohibitions of paragraph (a) shall not apply to a covered member as
a result of a contribution made by a natural person more than six months prior to
becoming a covered associate of the covered member unless such person, after
becoming a covered associate, engages in, or seeks to engage in, distribution or
solicitation activities with a government entity on behalf of the covered member.
(3) Exception for Certain Returned Contributions
(A) A covered member that is prohibited from engaging in
distribution or solicitation activities with a government entity pursuant
to paragraph (a) as a result of a contribution made by a covered
associate is excepted from such prohibition, subject to subparagraphs
(B) and (C) below, upon satisfaction of the following requirements:
(i) The covered member must have discovered the
contribution that resulted in the prohibition within four months of
the date of such contribution;
(ii) Such contribution must not have exceeded $350; and
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(iii) The contributor must obtain a return of the
contribution within 60 calendar days of the date of discovery of
such contribution by the covered member.
(B) In any calendar year, a covered member that has reported on
its annual Schedule I to Form X-17A-5 that it has more than 150
registered persons is entitled to no more than three exceptions pursuant to
subparagraph (A), and a covered member that has reported on its annual
Schedule I to Form X-17A-5 that it has 150 or fewer registered persons is
entitled to no more than two exceptions pursuant to subparagraph (A).
(C) A covered member may not rely on the exception provided in
subparagraph (A) more than once with respect to contributions by the
same covered associate of the covered member regardless of time period.
(d) Prohibitions as Applied to Covered Investment Pools
For purposes of this Rule:
(1) A covered member that engages in distribution or solicitation
activities with a government entity on behalf of a covered investment pool in
which a government entity invests or is solicited to invest shall be treated as
though that covered member was engaging in or seeking to engage in
distribution or solicitation activities with the government entity on behalf of
the investment adviser to the covered investment pool directly; and
(2) An investment adviser to a covered investment pool in which a
government entity invests or is solicited to invest shall be treated as though
that investment adviser were providing or seeking to provide investment
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advisory services directly to the government entity.
(e) Further Prohibitions
It shall be a violation of this Rule for any covered member or any of its
covered associates to do anything indirectly that, if done directly, would result in a
violation of this Rule.
(f) Exemptions
FINRA, upon application, may conditionally or unconditionally exempt a
covered member from the prohibition described in paragraph (a). In determining
whether to grant an exemption, FINRA shall consider, among other factors:
(1) Whether the exemption is necessary or appropriate in the public
interest and consistent with the protection of investors and the purposes
fairly intended by the policy and provisions of this Rule;
(2) Whether the covered member:
(A) Before the contribution resulting in the prohibition was
made, adopted and implemented policies and procedures reasonably
designed to prevent violations of this Rule;
(B) Prior to or at the time the contribution that resulted in such
prohibition was made, had no actual knowledge of the contribution;
and
(C) After learning of the contribution:
(i) Has taken all available steps to cause the
contributor involved in making the contribution that resulted in
such prohibition to obtain a return of the contribution; and
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(ii) Has taken such other remedial or preventive
measures as may be appropriate under the circumstances;
(3) Whether, at the time of the contribution, the contributor was a
covered associate or otherwise an associated person of the covered member, or
was seeking to become an associated person, or covered associate of the covered
member;
(4) The timing and amount of the contribution that resulted in
the prohibition;
(5) The nature of the election (e.g., federal, state or local); and
(6) The contributor’s apparent intent or motive in making the
contribution that resulted in the prohibition, as evidenced by the facts and
circumstances surrounding such contribution.
(g) Definitions
For purposes of this Rule:
(1) “Contribution” means any gift, subscription, loan, advance, or deposit
of money or anything of value made for:
(A) The purpose of influencing any election for federal, state
or local office;
(B) Payment of debt incurred in connection with any such
election; or
(C) Transition or inaugural expenses of the successful candidate
for state or local office.
(2) “Covered associate” means:
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(A) Any general partner, managing member or executive officer
of a covered member, or other individual with a similar status or function;
(B) Any associated person of a covered member who engages in
distribution or solicitation activities with a government entity for such
covered member;
(C) Any associated person of a covered member who supervises,
directly or indirectly, the government entity distribution or solicitation
activities of a person in subparagraph (B) above; and
(D) Any political action committee controlled by a covered
member or a covered associate.
(3) “Covered investment pool” means:
(A) Any investment company registered under the Investment
Company Act that is an investment option of a plan or program of a
government entity; or
(B) Any company that would be an investment company under
Section 3(a) of the Investment Company Act but for the exclusion
provided from that definition by either Section 3(c)(1), 3(c)(7) or 3(c)(11)
of that Act.
(4) “Covered member” means any member except when that member
is engaging in activities that would cause the member to be a municipal
advisor as defined in Exchange Act Section 15B(e)(4), SEA Rule 15Ba11(d)(1) through (4) and other rules and regulations thereunder;
(5) “Executive officer of a covered member” means:
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(A) The president;
(B) Any vice president in charge of a principal business unit,
division or function (such as sales, administration or finance);
(C) Any other officer of the covered member who performs a
policy-making function; or
(D) Any other person who performs similar policy-making
functions for the covered member.
(6) “Government entity” means any state or political subdivision of a
state, including:
(A) Any agency, authority or instrumentality of the state or
political subdivision;
(B) A pool of assets sponsored or established by the state or
political subdivision or any agency, authority or instrumentality thereof,
including but not limited to a “defined benefit plan” as defined in Section
414(j) of the Internal Revenue Code, or a state general fund;
(C) A plan or program of a government entity; and
(D) Officers, agents or employees of the state or political
subdivision or any agency, authority or instrumentality thereof, acting in
their official capacity.
(7) “Investment adviser” means any investment adviser registered (or
required to be registered) with the Commission, or unregistered in reliance on the
exemption available under Section 203(b)(3) of the Investment Advisers Act, or
that is an exempt reporting adviser, as defined in Rule 204-4(a) of that Act.
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(8) “Official” means any person (including any election committee for
the person) who was, at the time of the contribution, an incumbent, candidate or
successful candidate for elective office of a government entity, if the office:
(A) Is directly or indirectly responsible for, or can influence the
outcome of, the hiring of an investment adviser by a government entity;
or
(B) Has authority to appoint any person who is directly or
indirectly responsible for, or can influence the outcome of, the hiring of
an investment adviser by a government entity.
(9) “Payment” means any gift, subscription, loan, advance or deposit of
money or anything of value.
(10) “Plan or program of a government entity” means any
participant-directed investment program or plan sponsored or established by
a state or political subdivision or any agency, authority or instrumentality
thereof, including but not limited to a “qualified tuition plan” authorized by
Section 529 of the Internal Revenue Code, a retirement plan authorized by
Section 403(b) or 457 of the Internal Revenue Code, or any similar program
or plan.
(11) “Solicit” means:
(A) With respect to investment advisory services, to
communicate, directly or indirectly, for the purpose of obtaining or
retaining a client for, or referring a client to, an investment adviser; and
(B) With respect to a contribution or payment, to communicate,
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directly or indirectly, for the purpose of obtaining or arranging a
contribution or payment.
*****
4000. FINANCIAL AND OPERATIONAL RULES
*****
4500. BOOKS, RECORDS AND REPORTS
*****
4580. Books and Records Requirements for Government Distribution and
Solicitation Activities
(a) A covered member that engages in distribution or solicitation activities with
a government entity on behalf of any investment adviser that provides or is seeking to
provide investment advisory services to such government entity shall maintain books
and records that pertain to Rule 2030, including a list or other record of:
(1) The names, titles and business and residence addresses of all
covered associates of the covered member;
(2) The name and business address of each investment adviser on behalf
of which the covered member has engaged in distribution or solicitation
activities with a government entity within the past five years, but not prior to
[insert the effective date of the Rule];
(3) The name and business address of all government entities with which
the covered member has engaged in distribution or solicitation activities for
compensation on behalf of an investment adviser, or which are or were investors
in any covered investment pool on behalf of which the covered member has
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engaged in distribution or solicitation activities with the government entity on
behalf of the investment adviser to the covered investment pool, within the past
five years, but not prior to [insert the effective date of the Rule]; and
(4) All direct or indirect contributions made by the covered member or
any of its covered associates to an official of a government entity, or direct or
indirect payments to a political party of a state or political subdivision thereof,
or to a political action committee.
(b) Records relating to the contributions and payments referred to in paragraph
(a)(4) must be listed in chronological order and indicate:
(1) The name and title of each contributor;
(2) The name and title (including any city/county/state or other political
subdivision) of each recipient of a contribution or payment;
(3) The amount and date of each contribution or payment; and
(4) Whether any such contribution was the subject of the exception for
certain returned contributions pursuant to Rule 2030.
(c) The terms used in this Rule 4580 shall have the same meaning as defined in
Rule 2030.
(d) Any book or other record made, kept, maintained and preserved in
compliance with SEA Rules 17a-3 and 17a-4, or with rules adopted by the Municipal
Securities Rulemaking Board, which are substantially the same as the book or other
record required to be made, kept, maintained and preserved under this Rule, shall be
deemed to be made, kept, maintained and preserved in compliance with this Rule.
*****

