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SEC Approves Pay-to-Play Rules — Restricts Political Contributions 
and Prohibits Certain Uses of Placement Agents
On June 30, 2010, the Securities 
and Exchange Commission (“SEC”) 
approved new Rule 206(4)-5 (the “Final 
Rule”) under the Investment Advisers 
Act of 1940 (the “Advisers Act”) relat-
ing to “pay-to-play” practices among 
investment advisers, including certain 
private investment fund sponsors. 
The Final Rule would both (1) limit the 
ability of private investment fund spon-
sors to make or coordinate political 
contributions to government officials in 
a jurisdiction where the sponsor raises 
investment capital from government 
pension funds, and (2) eliminate the 
ability of private investment fund 
sponsors to use third-party placement 
agents to solicit government pension 
fund investors unless those third-party 
placement agents are registered 
investment advisers or registered 
broker-dealers subject to comparable 
pay-to-play restrictions. A copy of the 
SEC’s Final Release is available here.

Background

The Final Rule is intended to address 
concerns that an investment adviser 
might seek to influence a public official 
overseeing a government pension 
plan to engage the adviser or commit 
capital to a fund sponsored by that 
adviser by directly or indirectly making 
political contributions to the public 

official. The SEC’s focus on these and 
similar “pay-to-play” practices intensi-
fied recently in the wake of several 
investigations and enforcement actions 
involving investment advisers and 
government entities in New York, New 
Mexico, Illinois, Ohio, Connecticut and 
Florida. The SEC first proposed (but 
did not adopt) similar rules in 1999. 
Using its rulemaking authority under 
Section 206(4) of the Advisers Act and 
citing the federal fiduciary standard 
of conduct for investment advisers, 
the SEC proposed rules on August 3, 
2009.

Scope of the Final Rule

The Final Rule applies to investment 
advisers registered (or required to be 
registered) under the Advisers Act and 
those that rely on the “private adviser 
exemption” under Section 203(b)(3) 
thereof but does not apply to smaller 
state-registered investment advisers 
or advisers that rely on an exemption 
other than Section 203(b)(3). Further, 
the Final Rule applies to advisers to 
any “covered investment pool” man-
aged by the adviser through which any 
government entity invests. A “covered 
investment pool” includes (i) any 
“investment company” as defined in 
the Investment Company Act of 1940 
(the “Investment Company Act”) that is 

an investment option of a government 
plan and (ii) any private investment 
funds relying on Section 3(c)(1) or 
Section 3(c)(7) of the Investment 
Company Act, as well as collective 
investment trusts relying on Section 
3(c)(11) of the Investment Company 
Act. 

Many unregistered investment advisers 
currently rely on the private adviser 
exemption and thus would be subject 
to the Final Rule.1 Similarly, since 
many private investment funds rely on 
Section 3(c)(1) or Section 3(c)(7), an 
adviser to such a fund would need to 
“look through” the fund to its investors 
for purposes of the Final Rule. Advisers 
to underlying funds in a fund-of-funds 
arrangement generally would not need 
to look through the investing fund.

Two-Year “Time-Out” Following 
Political Contributions

The Final Rule prohibits an investment 
adviser from receiving compensation 
for investment advisory services 
provided to a “government entity” 
within two years after the investment 
adviser or any “covered associate” 
of the investment adviser makes a 

1   Note that the private adviser exemption 
will be eliminated effective July 21, 2011 
under the Dodd-Frank Wall Street Reform 
and Protection Act.

http://www.sec.gov/rules/final/2010/ia-3043.pdf
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“contribution” to an “official” of the 
government entity.

For purposes of the Final Rule:

“government entities” include all ÆÆ

state and local governments, their 
agencies and instrumentalities, 
and all public pension plans and 
other collective government funds 
(including 403(b), 457 and 529 
plans);

“covered associates” of an ÆÆ

investment adviser include 
(i) any general partner, managing 
member or “executive officer” of 
the adviser or other individuals 
with a similar status or function, 
(ii) any employee (including such 
employee’s supervisors) who 
solicits a governmental entity 
for the investment adviser, and 
(iii) any political action committee 
controlled by such persons;

“executive officer” is defined to ÆÆ

include the president, any vice 
president in charge of a principal 
business unit, division or function 
and any other officer or person 
performing policy-making functions 
for the investment adviser;

a “contribution” includes any ÆÆ

gift, subscription, loan, advance, 
deposit of money or anything of 
value made for the purpose of 
influencing an election for federal, 
state or local office, as well as 
any payment of debt incurred in 
connection with any such election 
or transition or inaugural expenses 
of a successful candidate; and

an “official” includes any incum-ÆÆ

bent, 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 any investment 
adviser by the government entity, 
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.

The Final Rule’s prohibition on the 
receipt of compensation would permit 
the investment adviser to continue 
providing investment advisory services 
after a problematic contribution con-
sistent with its fiduciary duties for no 
compensation, although the provision 
of uncompensated services to govern-
ment entities may run afoul of certain 
state or local laws.

Exceptions to the Two-Year Time-
Out

The two-year time-out does not 
apply to certain limited contributions, 
including:

de minimisÆÆ  contributions of $350 
or less by a covered associate 
during an election cycle to an 
official for whom the covered 
associate is entitled to vote (or 
$150 or less if the covered associ-
ate was not entitled to vote for 
such official); 

contributions made by a new ÆÆ

covered associate more than 
six months prior to becoming a 
covered associate of the invest-
ment adviser unless that covered 
associate solicits clients on behalf 
of the investment adviser (in which 
case the look-back is two years); 
and

a limited number of returned ÆÆ

contributions if:

the adviser discovers within ÆÆ

four months of the date of the 
contribution that the contribu-
tion would trigger the time-out 
period;

the contribution did not ÆÆ

exceed $350; and

the contributor obtains a ÆÆ

return of the contribution 
within 60 calendar days after 
discovery.

Since the de minimis contribution 
threshold is quite low and the scope of 
who constitutes an official of a govern-
ment pension fund is broad, investment 
advisers will need to carefully monitor 
political contributions — even those 
that seem innocuous, such as invita-
tions to a neighborhood BBQ — to 
ensure compliance. In addition, the 
Final Rule grants the SEC exemptive 
authority, subject to consideration of 
a number of specified factors, with 
respect to the two-year time-out.

Ban on Use of Third-Party 
Placement Agents to Solicit 
Government Entities

The Final Rule also prohibits invest-
ment advisers and covered associates 
from making any payment to a third 
party for solicitation of government 
entities for advisory business on behalf 
of the adviser. The term “solicit” would 
broadly include communications for 
the purpose of obtaining or retaining a 
client. 

The ban on third-party solicitors does 
not apply to (i) “regulated persons” 
and (ii) any executive officer, general 
partner, managing member (or a 
person with similar status or func-
tion) or employee of the investment 
adviser. “Regulated persons” include 
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(A) registered investment advisers 
that have not, and whose covered 
associates have not, within two years 
of soliciting a government entity made 
a contribution to an official of that 
government entity; and (B) registered 
brokers or dealers that are members 
of a registered national securities 
association that impose substantially 
equivalent or more stringent restric-
tions on pay-to-play. Currently, the 
Financial Industry Regulatory Authority 
(“FINRA”) is the only registered 
national securities association. 
Although FINRA rules do not currently 
prohibit pay-to-play activities, FINRA 
has informed the SEC that it is prepar-
ing such rules for consideration by its 
members. The exception for regulated 
persons was added to the Final Rule in 
response to comments to the proposed 
rule.

Many placement agents are retained 
as the exclusive placement agents 
for a particular fund and help prepare 
all fund solicitation documents used 
for that fund. Often these placement 
agents are compensated on the basis 
of total funds raised for the fund, rather 
than on an investor-by-investor basis. 
In addition, certain placement agent 
arrangements may include tail pay-
ments based on a particular investor’s 
investments in subsequent funds. 
Advisers with such arrangements will 
need to review them for compliance 
with the Final Rule’s effective and 
compliance dates.

Ban on Coordinating Political 
Contributions

The Final Rule also prohibits invest-
ment advisers and covered associates 
from coordinating or soliciting any 
person or political action committee to 
make any contribution to an official of a 

government entity to which the adviser 
is providing or is seeking to provide 
advisory services, or any payment to 
a political party of a state or locality 
where the investment adviser is provid-
ing or seeking to provide investment 
advisory services to a government 
entity. The SEC intends this prohibition 
to prevent investment advisers from 
coordinating or otherwise “bundling” 
the political contributions of its employ-
ees or others.

Additional Record-keeping 
Requirements

The SEC also adopted amendments 
to Rule 204-2 under the Advisers Act 
to require investment advisers to keep 
certain records to allow the SEC to 
examine compliance with the Final 
Rule. The required records would 
include:

if the investment adviser provides ÆÆ

advisory services to a government 
entity or a government entity is an 
investor in a covered investment 
pool advised by the investment 
adviser, the names, titles, busi-
ness and residence addresses of 
all covered associates;

all government entities for which ÆÆ

the adviser provides or has 
provided investment advisory 
services, or who are investors or 
were investors in any covered 
investment pool managed by the 
adviser, in the past five years (but 
not prior to September 13, 2010);

if the investment adviser provides ÆÆ

advisory services to a government 
entity or a government entity is an 
investor in a covered investment 
pool advised by the investment 
adviser, all direct or indirect 
contributions made by the adviser 

or any covered associate to an 
official of a government entity, as 
well as all direct or indirect pay-
ments to a political party of a state 
or subdivision thereof or a political 
action committee; 

name and business address of ÆÆ

each regulated person to whom 
the adviser provides or agrees to 
provide, directly or indirectly, pay-
ment to solicit a government entity 
on its behalf; and

the names of the contributor and ÆÆ

recipient, dates and amounts of 
such contributions, and whether 
the contribution was subject to 
the limited exception for returned 
contributions.

Effective Date/Compliance Dates

The Final Rule is effective September 
13, 2010. Investment advisers must 
be in compliance on March 14, 2011 
and may no longer use third parties 
to solicit government business except 
in compliance with the rule as of 
September 13, 2011. Accordingly, the 
two-year time-out will not be triggered 
by contributions made prior to March 
14, 2011. In addition, the one-year 
transition period applicable to the ban 
on third-party placement agents will 
give FINRA time to adopt pay-to-play 
rules.

Conclusion

The Final Rule restricts the ability of 
investment advisers and their covered 
associates to make or coordinate politi-
cal contributions to officials in a state 
or locality where the adviser raises 
investment capital from government 
pension funds. In addition, the Final 
Rule effectively eliminates the ability 
of private investment fund sponsors to 
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use third-party placement agents other 
than registered investment advisers or 
registered broker-dealers (assuming 
FINRA adopts appropriate rules) to 
solicit government pension fund inves-
tors. Moreover, the record-keeping 
requirements impose an additional 
compliance mandate upon fund spon-
sors. Accordingly, investment advisers 
with government entities as clients or 
investors should implement internal 
policies and procedures to comply with 

these rules, including monitoring the 
political contributions of their covered 
associates and practices with respect 
to third-party placement agents.

Additional Information

The Hunton & Williams Private 
Investment Fund practice group regu-
larly represents funds, sponsors and a 
variety of investors in all types of pri-
vate investment fund matters, including 

structuring, formation, offerings and 
compliance. We will continue to moni-
tor the progress of relevant trends in 
private investment fund regulation.

For additional information on recent 
proposals relating to regulation of 
private investment funds and their 
advisers, see our prior memoranda, 
available on our website at www.
hunton.com.

http://www.hunton.com/practices/practice_detail.aspx?gr_H4ID=1008&tab=0003
http://www.hunton.com
http://www.hunton.com
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