
INTRODUCTION
Some private fund managers in the alternative investment space may recall a time in the not-too-distant past when 
a sound investment strategy, an established track record, and a few key relationships with the right investors was 
typically enough to get the fundraising ball rolling. That is not to say that raising assets was easy or that investor due 
diligence was less rigorous. The industry was simply not as mature in its early days. During the past decade, as the 
industry has grown and become more ‘institutionalized’, the standards and practices of investors in alternatives have 
evolved. 

According to a recent report by McKinsey & Company, “Money has continued to pour into alternatives over the 
past three years, with assets hitting a record high of $7.2 trillion in 2013. The category has now doubled in size 
since 2005, with global AUM growing at an annualized pace of 10.7 percent—twice the growth rate of traditional 
investments.”1  According to the same study, this trend is not a short-term phenomenon and represents a significant 
growth opportunity for asset managers. 

In order to take advantage of this opportunity, fund managers need to focus on more than the strategies they intend to 
execute. They must also consider how to effectively structure their funds and organizations in ways that address both 
increasing regulation and investors’ concerns about the safekeeping of assets. 

Today, investors are more knowledgeable about alternative investments and their associated risks, and they are no 
longer content to accept assurances that operational systems are sound without confirming it for themselves through a 
dedicated operational due diligence process. Meeting these standards doesn’t just help fund managers stay above the 
regulatory fray and reassure wary investors that their money is secure—it also plays a critical role in capital raising 
campaigns. 

The material in this whitepaper is presented for informational purposes only. The information presented is not legal, tax, or compliance 
advice. No action should be taken regarding any legal or compliance issue without consulting an attorney or other compliance 
professional. Millennium Trust Company acts only as a directed custodian and does not offer tax, legal, investment, or compliance advice.
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While it’s true that putting an institutional-quality 
infrastructure in place increases operational expenses, 
making this investment in a fund’s operations can prove 
invaluable over the long term. Independent oversight and 
a clear separation of duties between service providers 
and fund managers can reduce the risk of fines, fraud, 
misappropriation, and error, and helps position the fund 
for future growth. 

At the heart of fund operations lies the critical work of 
the custodian and the administrator. While custodians 
and administrators play unique roles and serve different 
purposes, fund managers that use both are best served 
when the two establish a cohesive, symbiotic relationship. 
When custodians and administrators recognize their 
services are complementary, and begin to collaborate 
accordingly, their jobs become easier and the fund, 
as a whole, tends to operate more smoothly. These 
symbiotic relationships are key, as fund managers look 
to develop, deliver, and service quality fund offerings. 
Achieving cohesive relationships between all parties 
(fund managers, custodians, and administrators, as well 
as attorneys and auditors) is crucial in a world where 
institutional-quality infrastructure is, for all intents and 
purposes, a prerequisite for fund managers to raise 
assets.

NO GOING BACK: THE 
TRANSFORMING LANDSCAPE
In Service Provider Selection and Co-Sourcing: The Keys 
to Establishing a Cost Effi cient and Institutional Quality 
Hedge Fund Infrastructure, a Hedge Fund Operational 
Peer Group paper, the authors described the environment 
like this:

“…Managers in today’s world are accountable for every 
aspect of their business to both investors and regulators. 
They need to understand how their systems work and 
be able to articulate this to regulators, investors, and 
prospective investors. They need to have their own 
relationships with providers they trust who offer both 
the best technology for their needs and the specialized 
knowledge to go along with it. 

They need solutions that are affordable and that can scale 
with them as they grow.”2 

Over the last decade, as investor assets were lost, 
misused, or misappropriated in scandals, frauds, and 
fi rm collapses, a crisis of trust ensued. Confi dence in Wall 
Street, already weak because of the most recent fi nancial 
crises and subsequent Great Recession, was at a low. This 
prompted lawmakers and regulators to update existing 
regulations and pass new laws in an attempt to restore 
investor confi dence and provide reassurances about the 
safekeeping of assets.

For many investors, operational due diligence became a 
new priority. What was once seen as an integrated part 
of an investor’s overall due diligence process was now 
viewed as a distinct and formalized role, focusing solely 
on continual assessment of counterparty and operational 
risk for current and prospective investments. Additionally, 
the Dodd-Frank Wall Street Reform and Consumer 
Protection Act was signed into law in 2010. This, among 
other things, updated the existing U.S. Securities and 
Exchange Commission (SEC) “Custody Rule” (Rule 
206(4)-2 under the Investment Advisers Act of 1940). The 
SEC also ramped up its examination program to zero-in 
on the custody of assets.

THE CUSTODY RULE’S KEY SAFEGUARDS 
INCLUDE:3

• Use of “qualifi ed custodians” to hold client assets…

• Notices to clients detailing how their assets are being 
held…

• Account statements for clients detailing their holdings…

• Annual surprise exams…

• Additional protections when a related qualifi ed custodian 
is used…

• The audit approach for advisers to pooled investment 
vehicles…
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PUTTING INVESTMENT ADVISORS ON NOTICE: 
THE MARCH 2013 SEC RISK ALERT
In recent years, there has been an outbreak of issues related to Registered Investment Advisors’ (RIAs) 
misunderstandings about the SEC Custody Rule and some of them have resulted in violations. The problem has been 
so pronounced that the SEC issued a Risk Alert in March 2013 related to compliance with the SEC’s Custody Rule for 
RIAs.

The Risk Alert put investment advisors (fund managers) 
on notice. It announced that the SEC’s Offi ce of 
Compliance Inspections and Examinations had found 
signifi cant defi ciencies in custody-related issues at 
more than one-third of the fi rms it had examined.4 
According to Drew Bowden, an Associate Director 
who leads the National Investment Adviser/
Investment Company Examination Program within 
the SEC’s Offi ce of Compliance Inspections and 
Examinations, the “No. 1 [exam] item was custody 
and safekeeping of assets in 2013. I hope nobody 
missed this message… We’re going to closely assess 
your compliance with appropriate reporting of client 
assets.”5  

In some cases, investment advisors ran into trouble because they thought that the functions performed by their 
administrators satisfi ed the requirements of the Custody Rule when, in fact, they did not. Administrators and custodians 
offer complementary services, and they often work together to provide services that allow investment advisors to ensure 
they meet regulatory requirements and investor standards but, in most cases, their roles are not interchangeable. 
Furthermore, industry experts suggest that there are advantages, above and beyond the basic regulatory concerns, to 
keeping the functions separate and independent.

STAY IN COMPLIANCE, GAIN A STRATEGIC ADVANTAGE
“If a manager’s ambition is to grow and attract larger individual or institutional investors, they need to have the right 
components in place to meet investors’ operational due diligence standards,” said Jeremy Christensen, Senior Vice 
President, Millennium Trust Company, Alternative Solutions Group. “Having the infrastructure in place to comply with 
the Rule can give your fi rm a strategic advantage when it comes to winning new business.”

François Bocqueraz of Amundi Alternative Investments offered this additional insight:

“The most common reasons to reject a manager are a lack of scalability on the business and investment side and 
structural weaknesses on the operational front… There are custody rules but it will be important to know exactly where 
our risks are in terms of custody. Is it with the main custodian or is [it] with the sub-custodian or the prime brokers? 
How did they arrange their business between them? Who is taking ownership of the risk? Where is my money?”6 

SEC ENFORCEMENT BECOMES HEADLINE NEWS

SEC charges Ohio adviser with 
custody violations, lying about 
client assets
InvestmentNews.com, May 5, 2014

Financial-planning.com, March 5, 2013

SEC Dings Investment 
Advisor for Custody 
Violations, Failure to 
Supervise 
Secmiscellany.com, May 2, 2013

SEC Charges Three Advisory Firms with Custody 
Rule Violations  
Insurancenewsnet.com, October 30, 2013

SEC Action Targets 
Investment Adviser 
Custody 
Rule Violations 
Infobytesblog.com, November 6, 2013

SEC takes deep dive on 
conflicts of interest 
InvestmentNews.com, January 11, 2014

SEC Charges San 
Diego Firm, Execs 
in Kickback 
Scheme 
ThinkAdvisor.com, April 16, 2014
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According to Mr. Christensen, “It isn’t a question of hiring either a qualifi ed custodian with administrative capabilities 
or an administrator that is part of a fi rm that offers custody services. The industry trend favors the preference of 
investors for funds with both a specialized, qualifi ed custodian and an independent administrator.”

A 2010 Risk.net article discussing anticipated changes in the relationships between administrators and custodians 
over the medium to long term offered this insight: 

“Many investment and traditional banks have ventured into fund administration, thereby increasing the number of 
contact points that they have with a client… Generally, these units will be ring-fenced into separate companies or 
departments with ‘Chinese walls’ but, as has been seen over the past two years with many poster child meltdowns, the 
interests of the ultimate shareholders can be at increased risk if the principal services are all from the same fi nancial 
family, for example, Lehman Brothers, Bear Stearns and others. We feel adamantly that there is a greater drive for 
independence and checks and balances between these two core services which is client driven.”7   
 
Since the investment advisor is a fi duciary to the fund and responsible for any negative consequences that may arise 
as a result of a failure to comply with regulatory requirements, it is critical for them to understand the differences 
between the services offered in order to properly manage fund operations. Understanding these differences can help 
fund managers not only meet the requirements of the Custody Rule—the current focus of many SEC examinations—but 
meet investors’ expectations for independence and checks and balances.

RESPONSIBILITY OF CUSTODIANS AND ADMINISTRATORS
Both custodians and administrators provide services that are utilized in day-to-day fund operations; however, certain 
tasks fall squarely under the purview of qualifi ed custodians as per the Custody Rule. Engaging with an independent, 
qualifi ed custodian in tandem with an administrator creates independent checks and balances as well as operational 
effi ciencies that provide additional oversight and benefi ts to investors and fund managers.

ADMINISTRATOR

· Calculates NAV
· Processes subscription/redemption documents

· Provides ‘investor-level’ statements to 
    individual investors

· Holds assets (cash & securities)*
· Processes subscription/redemption funds
· Executes and clears trades

· Sends ‘fund-level’ account statement directly
    to individual investor
· Sends statement of all activity to Fund

*As required by Custody Rule

CUSTODIAN

Independent checks & balances
reduce counterparty risk, and
provide greater transparency. 

Independent Checks & Balances

INVESTOR

PRIVATE FUND

ADMINISTRATOR
QUALIFIED

CUSTODIAN
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STRIKING THE IDEAL BALANCE OF 
DUTIES
The exact nature of the relationship between qualifi ed 
custodians and administrators can vary from manager 
to manager, as it can be crafted by them based on the 
needs of the fi rm, its funds, and its investors. In some 
cases, the roles are fl exible; in others, they are not. When 
the custodian is initially engaged, part of the challenge 
is to remain sensitive to the rhythm the fund manager has 
established with the administrator.

Joseph Levato, the Head of North America Operations 
and Chief Financial Offi cer for Advanced Fund 
Administration (AFA), says custodial relationships with his 
fi rm are benefi cial in a number of ways. 

“Through our relationships with qualifi ed custodians, we 
achieve a heightened level of reporting, while providing 
additional levels of oversight and transparency to the 
cash management process, affording investors a higher 
degree of comfort,” Mr. Levato said.

“And for fund managers who market to high-net-worth 
individuals, they will already have in place the 
appropriate infrastructure should they decide to broaden 
their base to include institutional investors. Having 
that symbiotic relationship between the custodian and 
administrator will enhance a fund manager’s ability to 
raise assets in the future.”

Gregory Knapp, Director of Business Development 
at Opus Fund Services, a full-service global fund 
administrator, said his fi rm has similarly embraced 
synergies in its custodial relationships, including the ones 
it shares with Millennium Trust in the peer-to-peer lending 
space.

Mr. Knapp said there are several key characteristics of a 
sound, qualifi ed custodian and superior communication 
skills top the list. He believes it is vital to get to know the 
whole custodial team at the outset of the relationship. The 
custodian must also be fl exible when considering what 
duties are appropriate for each fi rm, and open to ways 
to improve the relationship. Mr. Knapp said that when his 
fi rm initially began collaborating with Millennium Trust, 
Opus was accepting funds and sending out payments, 
but ultimately handed that responsibility to Millennium 
Trust. Opus continues to rely on them to handle these 
transactions and Mr. Knapp said the change made their 
operations run more smoothly.

Additionally, he said it is essential for custodians to 
ensure that administrators receive timely and accurate 
reporting on both the cash holdings and actual portfolios 
at the end of each month. Opus needs to reconcile 
that information with the platforms, as well as with the 
custodian’s records, so that all parties remain in sync. 
Lastly, Mr. Knapp said, a custodian needs to be able to 
quickly respond to issues that arise, such as potential 
diffi culties with wire transfers, and react by connecting 
the administrator with the proper contacts—individuals 
who have the authority to act on behalf of the clients or 
the custodian. 

“The trend in the industry now is to retain a qualifi ed 
custodian in addition to the third-party administrator 
to gain that additional oversight, which is especially 
critical in the relatively new peer-to-peer lending space 
where there are many individual loans,” Mr. Knapp 
said. “It will be diffi cult for anyone to poke holes in your 
process. In the end, everyone benefi ts—the custodian, the 
administrator, the funds, and the investors.” 
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WHO HOLDS THE CASH?

The Custody Rule requires that a qualifi ed custodian hold the fund’s assets, including cash. In some cases, 
the fund administrator may also be a qualifi ed custodian. However, to address the issue of checks and 
balances within fund operations, many investors prefer that the administration and custody duties be assigned 
to independent and distinctly separate fi rms. Administrators and custodians work with the fund manager to 
structure their relationship in ways that suit the needs of the fund manager. 

Some administrators fi nd there are myriad benefi ts to granting this responsibility to an independent qualifi ed 
custodian. In those scenarios, assets are held by custodians to meet the requirements of the Custody Rule, but 
the subscription information and documents go to the administrators. Custodians then provide reporting to the 
administrators, allowing them online access to view all activity within the fund’s accounts.

“With this arrangement, the administrator is able to produce all of its reporting at the investor level, based on 
documents they are processing and aligning with the data the custodian is providing through view-access to 
the custody account. The administrator and custodian then work together to resolve any questions or issues to 
ensure accurate reporting to the fund manager and investors,” said Meg Zwick, Senior Vice President, Private 
Fund Custody Client Service, Millennium Trust.

In other cases, it may be appropriate for the administrator and custodian to agree on dual control over the 
cash. Since the fund’s custodian is required to hold the fund’s assets, the custodian maintains control over the 
account and administrators have limited access in order to facilitate cash movements at the fund manager’s 
direction.

CONCLUSION
Since 2005, global growth in AUM in the alternative investment industry has outpaced the growth in traditional 
investments at nearly twice the rate, and according to industry experts this is a trend that appears likely to continue. 
This represents a signifi cant opportunity for private fund managers.

As investors become more sophisticated in their evaluation of alternative investments (committing signifi cant time 
and resources to dedicated operational due diligence processes) and regulators step up their examinations (paying 
particular attention to the custody of investor assets), it is important for fund managers to keep pace with industry 
standards by adopting a best-practices approach to fund operations. 

Putting an institutional-quality infrastructure in place at the fund’s inception will increase operational expenses. 
However, addressing regulatory and investor concerns about the safekeeping of client assets from the start helps to 
position a fund for growth and can increase the chances of successful capital-raising campaigns.

Administrators and custodians provide core services needed for fund operations. The fund manager is responsible for 
selecting the service providers for its fund and is on the hook for any failure to comply with regulatory requirements. 
Understanding the differences between the services offered by these key service providers as well as how they interact 
with each other is paramount to setting up successful fund operations. 

As the alternative investment industry grows, it is best served when all parties work together to allow the fund to 
achieve its goal of delivering high-quality fund offerings to investors.
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ABOUT MILLENNIUM TRUST COMPANY
Millennium Trust Company is a leading fi nancial services company offering niche custody solutions to institutions, advisors and 
individuals. The fi rm serves as a complement to services offered by other custodians. Their innovative solutions include rollover solutions, 
alternative asset custody, private fund custody and advisor support solutions. Millennium Trust performs the duties of a directed custodian 
and, as such, does not provide due diligence on prospective investments, sponsors or service providers and does not sell investments or 
provide investment, tax or legal advice.
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