FINAL
STATEMENT OF REASONS
FOR RULE CHANGES UNDER THE
CORPORATE SECURITIES LAW OF 1968

Asrequired by Section 11346.2 of the Government Code, the Commissioner of Corporations
("Commissioner") sets forth below the reasons for the proposed amendments to Sections 260.210,
260.211, 260.211.1, 260.234 and 260.241 of the Cdifornia Code of Regulations (10 C.C.R. Sec
2602.10, 260.211, 260.211.1, 260.234 and 260.241. ).

The Corporate Securities Law of 1968 ("CSL") requires any broker-dealer who conducts
businessin this Sate to obtain a certificate from the Commissioner, unless that broker-deder is exempt
from the licenang requirements.

On June 1, 1998, Cdiforniawas reclassified by the Central Registration Depository
("CRD")/Nationd Association of Securities Deders Regulation ("NASDR") as an "automatic” Sate,
which means that agents that do not have disciplinary histories can be automatically dlowed to be
employed by abroker-dedler in thisstate. Agents with disciplinary histories of the type specified in
Corporations Code Section 25212 will continue to have their disciplinary histories reviewed by the
Department of Corporations ("Department”). In light of Cdifornia becoming an automatic sate, the
Commissioner has reviewed current rules and proposes to amend Section 260.210.

Section 260.210. This section sets forth the procedures for broker-dealers licensed pursuant to
Section 25211 of the Corporations Code. The Commissioner proposes to amend Section
260.210(b)(2) to link the review of an agent’s disciplinary history by the Department under the CSL
with the command ingructions of the CRD system.

Under the CSL, the Department does not approve gpplications for registration or license
agents. Asan "automatic' sate, the Department only reviews the employment histories of individua
agents with disciplinary histories for acts prohibited by Section 25212 of the Corporations Code. Upon
reviewing the disciplinary history of an individua agent, the Department then natifies the prospective
employer of theindividua's disciplinary history. Under Section 25213 of the Corporations Code, the
Commissioner may issue an order to deny or bar employment of an agent with a prohibited disciplinary
history. Also, Section 260.210(b)(1) alows the Department to "abandon” a CRD application if
additiond information is not received; however, the CRD system only has the command ingtructions
"approve’ or "rgect”. These changes are necessary to link the Department's review of an agent's
disciplinary hisory with the command ingructions of the CRD system.

The Commissioner proposes to adopt new subparagraph (b)(2) of Section 260.210 to allow
the temporary transfer of the CRD registration of an agent from one broker-dedler to another through
the Rdlicenaing program (“Relicensing program”) of the North American Securities Administrators
Association (“NASAA”). This amendment is consstent with the
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policy of the NASDR, will facilitate the transfer of digible agentswithin Cdiforniaand dleviate
unreasonable delays and burdens on these agents and broker-dedlers.

In 1984, the National Association of Securities Deders, Inc., ("NASD") (now known asthe
Nationad Association of Securities Deders Regulation or "NASDR") endorsed the North American
Securities Adminigtrators Association's Temporary Agent Transfer (“TAT") program. This program
replaced NASD's conditiona approval process and permits the immediate but temporary transfer of an
agent from one broker-dealer to another broker-dedler upon notification through CRD.

The TAT program was developed in response to the securities industry concerns regarding
delaysin CRD regidration of the transfer of the employment of agents between one broker-dedler to
another. Although regidtrations and terminations through the CRD have reduced overal processing
times, other factors (i.e,, U.S. Mail) and the failure of timely submission by the terminating broker-degler
firm may dow down the agent transfer process.

The TAT program requires that the request to transfer employment be made no later than seven
cdendar days after the agent has terminated employment and registration with the terminating broker-
dedler where the agent does not have a disciplinary history. The temporary registration period expires
21 days dfter the date of issuance, unless the CRD regidration is made permanent by thefiling of a
properly completed and executed Form U-4. In addition, both the agent and the broker-dealer must be
currently registered with the NASDR in each jurisdiction where the temporary transfer of registration is
being requested, and the broker-dedler must have sufficient funds on deposit with the CRD to pay the
required CRD regigration fees.

Recently, the NASDR, in conjunction with the NASAA, have re-engineered the prior CRD
gystem using, state of the art, Web-based technologies. This modernized Internet-based CRD system
("Web CRD") debuted in August 1999. The goas of Web CRD are to speed-up the CRD regidration
or notification process while continuing to protect investors from unscrupulous agents and broker-
deders, and provide regulators with the ability to monitor and track agents and broker-deder firmswith
disciplinary histories. As part of the Web CRD, the Relicensing program replaces the TAT Program.

The Rdicensing program will dlow for the automatic CRD regigtration of agents who have no
reportable disclosure items aswdl certain agents with previoudy reported disclosure items, but who
have no new reportable disclosure items since the last review or gpproval. An agent may only
participate in the Relicensing program if he or she was registered in that jurisdiction within the preceding
30 days, and requedts participation in the Relicensing program. A request for participation in the
Reicensing program is made by completing and submitting to the agent's employing broker-deder the
Relicensing Section of the Uniform Form U-4

With the exception of Cdifornia, al other sates participate in the TAT Program and upon
implementation of the Web CRD dl gates, including Cdifornia, will autométicaly participate in the
Relicensng program.

In order for an agent to transfer from one broker-dedler to another, the terminating broker-
deder mugt file the Form U-5 with the NASDR. Once the Form U-5 is properly filed and gpproved,
the employing broker-dedler must file a Form U-4 with the NASDR. In the interim, an agency may not
conduct any businessin thisstate. This unnecessarily pendizes agents that have no disciplinary higory.
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To fadilitate the expeditious transfer of digible agents within Cdiforniaand dleviate ddays, the
Commissioner has determined it is necessary to adopt new subparagraph (b)(2) of Section 260.210 to
alow the temporary transfer of agents through the Web CRD and to renumber subsequent
subparagraphs.

Section 260.211 sets forth the procedures for applying for a certificate as a broker-dedler.
Subsection (&) requires the gpplicant to use the Uniform Application for Broker-Deder Regidtration
(Form BD), and subsection (b) sets forth the Ingtructions for Cdifornia

The Commissioner proposes to amend subsection (b) to clarify, update or diminate various
requirements contained in subsection (b) of Section 260.211 (Ingtructions for Cdifornia).

Part 1. Filing Fee and Malling Address. In late January or early February 2001, the
Sacramento Office of the Department of Corporations will move from its current location of 980 Ninth
Street, Sacramento, CA to 1515 K Street, Sacramento, CA 95814. Rule 260.211 is being amended
to reflect the new address for the Department’ s Sacramento Office.

Part II. Ingtructions asto Arrest Records. The California Business and Professions Code
Section 461 prohibits public agencies from requesting, on an initia application, that an applicant reved a
record of arrest that did not result in aconviction or plea of nolo contendere. In order to comply with
Business and Professions Code Section 461, firg-time broker-deder applicants are ingtructed to amend
gpecific questions contained in Uniform Application for Broker-Dedler Regisiration (Form BD)
regarding arrest records. Currently, the question number and the manner in which the question isto be
modified are st forth in thisingtruction.

In February 1998, the Nationa Association of Securities Deders, Regulation ("NASDR")
revised Form BD to, among other things, renumber and revise the questions regarding arrest records
(Items 7F and 7G). In August 1999, as part of therollout of Web CRD, Form BD was again
amended and Items 7F and 7G were renumbered Items 11H(2) and 11G. The Commissioner is
proposing to amend this ingtruction to direct first-time gpplicants to a specid indruction sheet. The
specid ingruction sheet will provide specific information on the questionsin Form BD to be modified in
accordance with Business and Professions Code Section 461. The specid ingtruction sheet will dso
contain other information to assist an gpplicant in completing the Form BD. The specid instruction sheet
is available from any of the Department’ s offices and through the Department’ s Internet home page. A
copy of the specid ingruction sheet is attached as Exhibit 1.

The Commissioner believes that this amendment presents an efficient and economica solution to
rulemaking. The other dternative, to amend this ingtruction each time the questionsin Form BD relating
to arrest records are changed, is unnecessarily time-consuming, costly and burdensome to the
Department and reviewing agencies.

Part I11. Additiond Information. Item 2 - Organization Information. Thisitemisbeing
amended to require broker-dealers who file as limited liability companies (“LLC”), to include
organizationa document specificto LLCs. This addition is necessary because many broker-dealer
goplicants are filing as LL Cs and the organization documents differ from those of a corporation or a
partnership.
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Pat I11. Item 3. Other Exhibits. The requirement in Item 3, that the gpplicant provide the name
of itsworker’s compensation insurance or attach a copy of the certificate of consent to self-insurein
Item (B) of Other Exhibitsis being deleted. Asfar asthe Department is concerned, thisinformation is
unnecessary. Simply asking the question does not verify or vdidate compliance. Determining
compliance with the requirements of Labor Code Section 3700 is under the Department of Industrial
Rdations jurisdiction.

Pat IV. Investment Adviser Activities. This Part is being amended to clarify that the exemption
in Section 25205 of the Corporations Code is not applicable to a broker-dedler registered with the
Securities and Exchange Commission as an investment adviser. These broker-dedlers should make a
notice filing as required by Section 25230.1(b). AB 721 (Chapter 391, Statutes of 1997) amended the
Corporate Securities Law of 1968 to conform provisions of the Caifornia securities law to the federd
Nationa Securities Markets Improvement Act of 1996 ("NSMIA"). One of the provisons of NSMIA
provided the Securities and Exchange Commission ("SEC") with exclusive authority for the regigtration
of investment advisers with $25 million or more in assats under management and advisers to investment
companies registered by SEC. Asthese broker-deders no longer fal under Cdiforniajurisdiction, the
exemption provided by Corporations Code Section 25205 is no longer appropriate for them.

Currently, broker-dealers who rely on the exemption in Section 25205 are required to submit a
copy of Part Il of the Uniform Application for Investment Adviser Regidration (Form ADV). The
Commissioner proposes to require these broker-dealers to submit a complete copy of the Form ADV,
alist of investment adviser representatives or associated persons, and the investment adviser
representative or associated person's complete name, CRD or socid security number, and business
address. In addition, the list shal contain a statement affirming that dl investment adviser representatives
and associated persons included on the list meet the qualification requirements set forth under Section
260.236, Title 10, Cdifornia Code of Regulations. An officer of the investment adviser mugt Sign this

list under pendty of perjury.

The list is hecessary to confirm that the investment adviser representatives or associated persons
employed by the broker-deder have satisfied the qudification requirements and aso facilitates the
reporting requirements under Corporations Code Sections 25608(p) and 25230(b). Corporations
Code Section 25230(b) prohibits any person from conducting business as an investment adviser or
conducting business on behdf of an investment adviser, unless that person has satisfied the qudification
requirements of Section 260.236, Title 10, California Code of Regulations.

These requirements are patterned after the notice requirement of Corporations Code Section
25230.1(b) and are necessary for review purposes, public disclosure and to facilitate the reporting of
investment advisers or associated persons required by Corporations Code Sections 25608(p) and
25230(b).

The notice required to be filed with the Department by each SEC-registered investment adviser
that conducts businessin Cdifornia congsts of: a copy of the Order Granting Registration under the
Investment Adviser Act of 1940; a Consent to Service of Process or Form U-2; a complete copy of
Form ADV filed with the SEC; anaticefiling fee; and Schedule D of Form ADV for each investment
adviser representative or associated person with aplace of busnessin Cdifornia In lieu of filing the
Schedule D, an investment adviser who isdually certificated as a broker-deder under Corporations
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Code Section 25210, that isamember of a self-regulatory organization and whose agents are dualy
affiliated as investment adviser representatives or associated person may file alist identifying those
investment adviser representatives that have aplace of busnessin Cdifornia. Thislist must be on
company letterhead and include the investment adviser representatives complete names, CRD numbers,
places of busness (mailing address, city and zip code) and an affirmative statement thet al investment
adviser representatives included on that list meet the qudification requirements set forth under 10 CCR
Section 260.236. An officer of the Adviser must Sign thislist under pendty of perjury. (See
Commissioner's Release 109-C and SEC Registered Investment Advisor Notice Filing Requirements,
Instructions and Fees, attached as Exhibit 2.)

Part IV isfurther amended to clarify that socid security numbers would not become part of
public records. This change is necessary to reflect the Department's current practice of not disclosing
anindividud's socid security number when complying with arequest pursuant to the Public Records
Act.

Section 260.211.1 setsforth the procedures and gpplication for licensng by notification for
broker-deders who are exempt from licensing by Corporations Code Section 25211(b). The
Commissioner proposes making smilar changes as those proposed for Section 260.211, Part 1V ., to
Section 260.211.1. Subsection (&) and subsection (b), Item 9 of the application by natification, are
being amended to require a broker-deder, who engages in business as an investment adviser in this
date, but is not licensed as an investment adviser, to submit with the gpplication by notification, a
complete copy of the Form ADV and aligt of investment adviser representatives or associated persons
and the applicable reporting fee. The necessity for these changesiis discussed above, in Section
260.211.

A nonsubgtantive change is made to the heading of the form. In late January or early February,
2001, the Sacramento Office of the Department of Corporationswill move from its current location of
980 Ninth Street, Sacramento, CA to 1515 K Street, Sacramento, CA 95814. This changeis needed
to reflect the Department’ s new office location.

The Commissioner proposes additional amendments to the application for licensang by
notification contained in subsection (b). Item 6.b. requires a broker-dedler to atach certain copies of
the Form BD. Item 6.b. is being deleted for the following reasons. the pages and schedules listed in Item
6.b. no longer correspond to the recently amended Form BD, and the NASDR is now requiring al
broker-dealers, by December 31, 1999, to refile their Form BD's eectronicaly. The complete Form
BD will soon be available through Web CRD, diminating the need for copies to be attached to the
goplication.

New Item 6.b. isformer Item 6.b.C. Inits current position at the end of the disclosure
regarding socid securities numbers, the requirement to attach a completed Customer Authorization of
Disclosure of Financia Records, isout of place. Thereis merdy aformatting change.

The disclosure regarding socid security numbersis being amended to clarify that socia security
account numbers would not become part of public records. This change is necessary to reflect the
Department's current practice of not disclosang an individud's socia security number when complying
with arequest pursuant to the Public Records Act.
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Section 260.234 provides an exception from the prohibition on an investment adviser's
compensation based on capital appreciation of clients assets and references subsections (b), (c), (d)
and (e) of SEC Rule 205-3. The Commissioner proposes to amend Rule 260.234 to conform it to
recent changes and adopt the disclosure requirements which are smilar to those disclosure requirement
which were diminated.

On August 20, 1998, the SEC amended Rule 205-3 (17 CFR 275.205-3) to provide
investment advisers registered under the Investment Advisers Act of 1940 greater flexibility in
sructuring performance fee arrangements with clients that are financialy sophigticated. New Rule 205-
3 permitsinvestment advisers to charge qualified purchasers or qudified clients and certain
knowledgegble investment adviser employees performance or incentive fees. The amendments aso
modified the criteriafor client digibility to enter into a contract under which performance fees can be
charged and diminates provisons that specify required contract terms and disclosures (former
subsections (b) through (€)).

In addition to the conforming changes being proposed, the Commissioner proposes to adopt
subsection (8)(3) to require full disclosure of al materid information regarding the proposed
compensation arrangement prior to entering into a contract. The SEC has indicated that the elimination
of the contractua and disclosure provisons (former subparagraph (d)) from SEC Rule 205-3 does not
dter the obligation of an investment adviser, as afiduciary, to ded farly with its clients and to make full
and fair disclosure of its compensation arangements. This obligation includes full client disclosure of dl
material information regarding a proposed performance based fee arrangement as well as any material
conflicts posed by the arrangement. (See SEC Release No. |A-1731, attached.) Subsection (8)(3)
does not impose any new standards and merely clarifies exidting fiduciary duties of investment advisers.

Section 260.241 sets forth the books and records to be maintained by a broker-dedler.
Subsection (a) is being amended to clarify that the Commissioner or the Commissioner’s designee has
access to and may make copies of any of the books and records maintained by the broker-dealer. This
change darifies the Commissioner's authority contained in Corporations Code Section 25241 to
examine books and records of a broker-dedler. References to the Pacific Stock Exchange are being
changed to Pacific Exchange, as that is the current name of the exchange.

ALTERNATIVES CONSIDERED

No dternative considered by the Department would be more effective in carrying out the
purpose for which the regulation is proposed, would be as effective and less burdensome to affected
private persons, or would lessen any adverse impact on small businesses,

FISCAL IMPACT
Cost to Loca Agencies and School Didtricts required to be reimbursed under Part 7
(commencing with Section 17500) of Divison 4 of the Government Code: None.

No other nondiscretionary cost or savings are imposed on locd agencies.

DETERMINATIONS
The Commissioner has determined that the proposed regulatory action does not impose a
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mandate on loca agencies or schoal digtricts, which require reimbursement pursuant to Part 7
(commencing with Section 17500) of Divison 4 of the Government Code.

ADDENDUM REGARDING PUBLIC COMMENTS

No request for hearing was received during the 45-day public comment period, which ended on
March 31, 2000. No public hearing was scheduled or heard.

COMMENTS RECEIVED DURING THE 45-DAY COMMENT PERIOD

One comment letter was received during the public comment period. This comment letter is
summarized below.

COMMENTOR: TamaraK. Reed, Associate Counsdl, Investment Company Ingtitute ("1CI"), letter
dated March 30, 2000.

COMMENT 1. Rule 260.211, Part 111, requires a broker-dedler to file certain financia
statements with the Department. When applied to federally registered broker-deders, this portion of
the rule, exceeds the Department's authority. Section 15(h)(1) of the Securities Exchange Act of 1934,
preempts states from requiring any federaly registered broker or dedler to file any financia reports that
differ from or are in addition to, the requirements in those areas established under that Act. ICI

suggests adding the fallowing language:

1. Financid satements. A broker-deder that is registered under the Securities Exchange
Act of 1934 shdl file with the Department a copy of its most recent annud financid statement that has
been filed pursuant to such Act. All other broker-deders shdl file the financiad statements required by
(A) and (B), below. All applicants shall file, to the extent applicable, the information required by (C),
(D), and (E), below.

RESPONSE: The Department disagrees with ICI’s comments. Broker-deslers registered
pursuant to Section 15 of the Securities and Exchange Act of 1934 are required to file an audited annua
report f financid condition, unless the broker-dedler is otherwise exempt. The information required by
Items (A) and (B) are contained in the annua statements of financid condition filed with the SEC by
federaly-registered broker-dealers and in Commissioner’s Rule 260.216.12. Rule 260.216.12
incorporates by reference, the federa rules for minimum net capital and the minimum ratio of net capita
to aggregate indebtedness. The Department is not requiring any information that differsfrom or isin
addition to federd requirements;, rather, ICI’ s language would require federdly registered broker-
dedersto file more information than is required by the current rule. In addition, ICI’s suggested
language is cumbersome, confusing and may alow a broker-deder to not file the information required
by Items (C), (D), and (E).

As acompromise, the Department proposes adding the following language:
A broker-dedler registered pursuant to Section 15 of the Securities Exchange Act of 1940 may

fileacopy of its most recent annud report of financid condition and its most recent quarterly financia
report required under CFR 240.17a5 in lieu of Items (A) and (B) above.
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COMMENT 2. Rule260.211, Part IV, and Rule 260.211.1(a) and (b) Items 9(b) and (c).
ICl recommends that the Department revise the rule to darify the investment adviser representative or
association person that this rule would govern.

Specificdly, 1Cl suggests the following changes:

2. A lig of dl investment adviser representatives or associated persons. Consistent with
Section 25009.5 of the Corporate Securities Law of 1968, an investment adviser that is registered with
the U.S. Securities and Exchange Commission under the Investment Advisers Act of 1940 shall provide
the Department alist containing each of its “investment adviser representatives’ with a* place of
business’ in Cdifornia, such asterms are defined in Rule 203A-3 under the Investment Advisers Act of
1940. All other investment advisers shdl list each of their investment adviser representatives or their
associated persons. Such Thislig mus be submitted on company |etterhead and include the complete
name of each investment adviser representative or associated person, their CRD number (if any),
business address (mailing address, city, state, and zip code), and an affirmative statement that all
investment adviser representatives or associated persons on the list meet the qudification requirements
st forth under Section 260.236, Title 10, Cdifornia Code of Regulations. The affirmative statement
must be sgned, under pendty of perjury, by an officer of the Adviser

3. Reporting fee of $25 for each investment adviser representative or association person
whose name appears on the list provided to the Department pursuant to thisrule.

RESPONSE: 1CI’'s suggested language merely incorporates and restates the language found in
Corporations Code Section 25009.5 and is duplicative and redundant, as well as cumbersome and
confusng. If afederdly registered broker-deder does not have investment advisers with a place of
businessin Cdifornia, they are not subject to these requirements.

However, as a compromise, the Department proposes the following language for Rules
260.211 and 260.211.1 to address ICI’ s concern:

2. A lig of dl invesment adviser representatives or associated persons. (An investment
adviser registered with the U.S. Securities and Exchange Commission under the Invesment Advisers
Act of 1940 shdl ligt only invesment adviser representatives with a place of businessin Cdifornia,
whereas, any other invesment adviser shdl ligt any and all of its investment adviser representtives or
associated persons regardless of their business location.) Thislis must be submitted on company
letterhead and include the complete name of each investment adviser representative or associated
person, their CRD number (if any), business address (mailing address, city, state, and zip code), and an
affirmative statement that al investment adviser representatives or associated persons on the list meet
the qualification requirements set forth under Section 260.236, Title 10, Cdifornia Code of Regulations.

The affirmative satement must be signed, under pendty of perjury, by an officer of the Adviser

3. Reporting fee of $25 for each investment adviser representative or association person
whose name appears on the lig provided to the Department pursuant to this rule.

ICI’ s suggestion to Item 3 has been incorporated to Rule 260.211, 260.211.1.

Asapoint of clarification, ICl “notes thet, pursuant to this rule, the Department has proposed to
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begin charging a‘reporting fee' of $25 for each investment adviser representative subject to the
Department’ s qudification requirements.” The reporting fee is authorized by Section 25608.1 of the
Corporations Code, which was enacted by AB 721 (Chapter 391, Statutes 1997).

COMMENT 3. Rule 260.234. ICI believesthat this rule continues to apply to both federaly
registered investment advisers as well as to those investment advisers thet are registered with the
Department. 1Cl suggests adding a new subsection (&) to provide that the provisions of Section
25234(a)(1) of the Code shal not apply to any investment adviser that is registered under the
Investment Advisers Act of 1940.

RESPONSE: For clarity, the changes as suggested by ICI are incorporated.
COMMENTS RECEIVED AFTER THE CLOSE OF THE 45-DAY COMMENT PERIOD

One comment letter from Investment Counsdl Association of America, Inc., was received after
the close of the comment period

COMMENTOR: Karen L. Bar, Investment Counsal Association of America, Inc., (“ICAA”) letter
dated March 30, 2000 and received on April 4, 2000.

COMMENT: ICAA urges the Department to consider the comments made by ICI and revise
Rule 260234 to limit its gpplication to Sate registered advisers.

RESPONSE: The Department has responded to ICI’s comments above.
No other comment |etters were received.

COMMENTS RECEIVED DURING THE 15-DAY COMMENT PERIOD ENDING
SEPTEMBER 25, 2000.

No comments were received during this comment period.

COMMENTS RECEIVED AFTER THE 15-DAY COMMENT PERIOD ENDING SEPTEMBER
25, 2000.

Two comment |etters were received after the comment period from Tami Reed, Associate
Counsd, Investment Company Inditute. Given the importance of these comments, they are summarized
below.

COMMENTOR: TamaraK. Reed, Associate Counsdl, Investment company Indtitute (“ICU”), by
letters dated October 3, 2000 and October 16, 2000.

COMMENT: Ms. Cain asserts that the proposed rules should be revised to delete the
parenthetical provisions setting forth requirements for listing investment adviser representatives.
According to Ms. Cain, broker-deders registered with the Securities and Exchange Commission as
investment advisers cannot rely on the exemption from investment adviser certification afforded by
Corporations Code Section 25205, because these persons are not subject to the certification

9



requirements pursuant to Section 25230.1. (Instead, these federdly registered broker-deders must file
anotice with the Commissioner of Corporations under Section 25230.1.) Since the requirements for
listing investment adviser representatives gpplies only to persons seeking to rely on the exemption
afforded by Corporations Code Section 25205, it is unnecessary to specify listing requirements for
these federally registered broker-dedlers that do not rely on the exemption afforded by Section 25205.

RESPONSE: The Department of Corporations concurs with the comments made by Ms. Cain.

To avoid the potentia conflict with exiging law, the Department will delete the unnecessary language
from Rules 260.211 and 260.211.1.
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