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Our Cause 
 

The Investment Management Due Diligence Association is the voice of the individual 
professionals of the investment management industry. Our goal is to advance the knowledge 
and skills of the due diligence community through continuing education and world-class 
information resources and the establishment of industry standards for conducting due diligence 
on potential and ongoing investments. 
 
Our Promise 
 

IMDDA provides exceptional experiences, a vibrant community, and essential tools that make 
you and your organization more successful. 

Presenter
Presentation Notes
Drag your picture and Send to Back
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Meet the Presenter 
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Kristina Staples 
Managing Director 

Meet the Presenter: Kristina Staples 
ACA Compliance Group 

• 20+ Years of Securities Industry Experience 
• 9+ years Regulatory Consulting 
• 3+ years Chief Compliance Officer 
• 6+ years Regulator 
• 2+ years as a registered representative 

 
Background: Regulation, Consulting and Legal 
 
Expertise: Advising Hedge Funds, Private Equity 
and Real Estate Managers in relation to compliance 
with the Investment Advisers Act of 1940 and other 
applicable guidance from the U.S. Securities and 
Exchange Commission (SEC).  
 
Accreditations: LL.M Corporate Finance and Banking, 
London School of Economics; Juris Doctor, Gonzaga 
University School of Law. 
 

kstaples@acacompliancegroup.com 
 
Tel 202-815-9924 

http://www.acacompliancegroup.com 
 

Presenter
Presentation Notes
Thank you for inviting me, I appreciate the opportunity to speak to you all today.   I have sat on the regulatory side and the GP side as a CCO as well as many years in consulting, I hope that you will find my comments today helpful as you pursue your due diligence mandate on asset managers.  In addition, I have recently taken on the role for ACA as being the primary contact for LP’s seeking information about ACA’s services both directly for LP needs as well as how we work with registered advisers and managers who are not registered or work under various exemptions.



mailto:bonefater@constrellationadvisers.com
http://www.acacompliancegroup.com/
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Agenda and Objectives 
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Overview of the SEC Exam Process 
• What is the SEC’s Objective? 
• Review of current SEC Focus Areas 

What Can Due Diligence Learn? 
• Building on SEC objectives and focus areas 

What Can Due Diligence Learn? 
• Leveraging Your Time 

Objectives 

Responses and Results 
• Variation on Outcomes 
• Reviewing the output of SEC examinations 

Understanding the SEC Examination Process 
• Types of SEC Examinations 

What Can Due Diligence Learn? 
• Variations on your process 

Agenda 

Presenter
Presentation Notes
I’m going to take our time today to walk you through an overview of the SEC’s exam process, including looking at their general objectives and focus areas, especially a few of their recent focus areas during exams and enforcement proceedings. Not an exhaustive list by any means but areas that we thought would be interesting for this group. Fees & Expenses, Valuation, Allocations and Real estate specific focus areas.  Then I will move into providing some information about the types of examinations. The last stage will involve a discussion of the types of outcomes that come of out SEC exams, and how to reviewing that information.

At each stage, I my goal is to tie in these various areas in the discussion to points that will assist you in your initial and ongoing due diligence programs.  Some information will be discussed as we go, and I will provide a summary of tips at the end of each section, some being more lengthy than others.  

I also want to note that there are a lot of slides and information, I am unlikely to cover every point during the presentation, so please rest assured that we the IMDDA is making the deck available to you after the presentation, so you do not need to worry about getting every item of information in your notes.
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Overview of SEC Examinations 
• What is the SEC’s Objective? 
• Review of current SEC focus areas 

 

Presenter
Presentation Notes
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GENERAL 
Purpose of examinations is to ascertain whether a firm: 

• Conducts its activities in compliance with federal securities laws 

• Adheres to disclosures made to investors 

• Implements reasonable compliance policies and procedures 

Changes in Conduct 
• Examinations have become more aggressive 

• Examiners conducting more pre-exam due diligence 

• Uptick in use of technology 

• Coordination of examinations of dual registrants 

• Examiners are more experienced 

 

Presenter
Presentation Notes
Examinations are not investigations, the point of an examination is really to ensure that firms are operating within the boundaries of the laws , do the meet the basic requirements

Key to the SEC reviews are ensuring that adequate disclosures are made to investors- 


have they implemented required compliance programs to deal with the risks involved in their business as well as the black letter requirements of the SEC regulations.

over time, especially recently, you should be aware that things have changed, -
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SEC PERSONNEL CHANGES 

“…these industry professionals have already been 

successful in uncovering issues that we may have 

identified otherwise. We like to say: ‘they know where the 

bodies are buried – and understand how they got there.” 

Source: Enforcement Priorities in the Alternative Space, SEC Speech by Bruce Karpati, former Chief of Division of Enforcement’s 
Asset Management Division, December 18, 2012. 

Presenter
Presentation Notes
One key to the changes in how exams are conducted comes from the personnel changes-  example, the SEC has been able to hire personnel from industry (tip their pay has increased substantially)



10 OFFICE OF COMPLIANCE INSPECTIONS AND 
EXAMINATIONS (OCIE) 

Operates the National Exam Program which includes 
National governance model 

Risk Analysis and Surveillance Unit 
Focused on gathering and analyzing data in order to identify sources of risk 

Output serves as key source in developing preliminary list of exam targets 

Works closely with Enforcement’s Office of Market Intelligence and Division of Economic and Risk Analysis 

Administers reviews of registered entities with four general objectives 
• Improve compliance 

• Prevent fraud 

• Monitor risk 

• Inform policy 

 

Presenter
Presentation Notes
The SEC is organized in what I will call silos the ones we deal with or hear from the most are , Corp Fin, Investment Management, Enforcement and OCIE The SEC personnel who perform examinations typically work in the division referred to as OCIE, while they have the general purposes I mentioned at the beginning of this section, there are additional objectives as shown here, and that I will discuss later.

Oversees investment advisers, investment companies, broker-dealers, clearing and transfer agents, and SROs

?Why should I care about how the SEC is structured and the changes that they recently made?




11 OFFICE OF COMPLIANCE INSPECTIONS AND 
EXAMINATIONS (OCIE) (CONT.) 

Streamlined exams and better monitoring through technology 

Specialists and training 
Specialization Working Groups 

New and structured products 

Valuation 

Equity market structure and trading practices 

Fixed income securities, including municipal securities 

Microcap fraud 

Marketing and sales practices 

 

Presenter
Presentation Notes
recent move toward special groups that train others on the exam staff and capitalize on expertise
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RISK AND STRATEGY 
• March 8, 2016, creation of the Office of Risk and Strategy within OCIE 

• Peter Driscoll, Head of Office 

• Intended to consolidate and streamline OCIE’s risk assessment, market 
surveillance, and quantitative analysis capabilities 
• Mandated by Dodd-Frank Act 

• Ongoing financial analysis of asset management industry, including risk-taking activities 
of investment advisers and investment companies 

• Analyze, among others, Form ADV, Form P-F, Form N-MFP 

• May conduct own exams 

 

12 

Presenter
Presentation Notes
the technology and specialization changes can be seen with the really recent addition of the office of Risk and Strategy.
The mix at the SEC has also changed, The risk and examinations office is new per Dodd frank, and takes the SEC into the use of technology, 

while this group can conduct exams it has so far been in conjunction with OCIE – and we see their guidance get into the technical questions in relation to the filings, and ensuring that numbers match up (while these could be foot faults or issues with the timing of the filings.

they can be indications that the firm is sloppy This is new, and is not typically where you will see the examinations coming from, but this office may be instigating the exams based on what they are seeing in their analysis.



Though so far have been coordinated with OCIE
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PRIVATE FUNDS UNIT 

Purpose: Conduct examinations of private fund advisers, monitor 
risks, follow trends and build expertise across all examiners 

• Personnel are located within SEC regions with high 
concentration of private fund advisers 

• Comprised of highly experienced examiners and exam 
managers (many personnel drawn from industry) 

13 

Presenter
Presentation Notes
NY Chicago and San Francisco- but these personnel float amongst regional exams.
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TECHNOLOGY CONTROLS PROGRAM 

Bolster OCIE’s experience in the areas of 
• Information technology 

• Cybersecurity  

Focus primarily on examining entities covered by Regulation SCI 
• Clearing agencies 

• National securities exchanges 

Team serves as resource for IA and BD exam teams 

14 



15 EXAMINATION FOCUS AREAS – RETAIL 
INVESTORS 

2016 
ReTIRE initiative 
Exchange-Traded Funds’ 
compliance with exemptive relief, 
sales strategies, trading practices, 
etc. 
Supervision of branch office staff 
Fee selection and reverse churning 
Variable annuity sales suitability 
Public pension advisers and 
potential conflicts of interest 
 

2015 
Fee selection and reverse churning 
Sales practices used with regard to 
the movement and supervision of 
retirement assets 
Suitability of recommendations to 
invest retirement assets 
Supervision of branch office staff 
“Alternative” investment companies 
Fixed income investment companies 

15 

Presenter
Presentation Notes
* Red and bolded font indicates new initiative for 2016. Applies to this and next three slides
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FOCUS ON PENSION FUND ADVISERS 
• Political contributions and 

fundraising activities 
• Hiring practices 

• Interns 
• Consultants 
• Vendors 
• Contractors 

• Gifts and entertainment 
• Travel and expense 

reimbursement 

• Donations and charitable 
activities 

• Solicitors 
• Consultants and other 

middlemen 

16 

Presenter
Presentation Notes
This is in reference to the registered pension fund advisers, whether those are the middlemen in the consulting field referring the pension plan to specific advisers or those advising on the assets more directly.

The trend has overlapped with the DOL’s initiative to review these firms as well (though their personnel are investigators and they proceed in a very different manner, we have seen an overlap with the two teams on site at the same time.
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RECENT COMMENTS FROM SEC LEADERSHIP 

“…conflicts of interest is the risk area into which nearly all of the more granular 
priorities I just mentioned fall. In nearly every ongoing matter in the Asset 
Management Unit, we are examining, at least in part, whether the adviser in 
question has discharged its fiduciary obligation to identify its conflicts of interest 
and either (1) eliminate them, or (2) mitigate them and disclose their existence to 
boards or investors. Over and over again we see advisers failing properly to 
identify and then address their conflicts [Emphasis Added].” 

 
Source:  Julie M. Riewe, Co-Chief, Asset Management Unit, Division of Enforcement, “Conflicts, Conflicts Everywhere – Remarks to 
the IA Watch 17th Annual IA Compliance Conference,” February 26, 2015. 

Presenter
Presentation Notes
conflicts focus, if nothing else, the areas I am about to discuss fall mostly fall under conflicts of interest

??What is the driving force behind the focus on conflicts?  If you start with the fiduciary duty concept that you put the client/investor interests first and then make room for profit you end up in a situation where identifying conflicts and testing for them becomes important as the means for mitigating them.
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MORE SPECIFIC FOCUS AREAS 

Fees and Expenses 

Valuation 

Allocations 

Vertical Integration 

Cybersecurity 

 

 

 

Presenter
Presentation Notes
the answer to that question can be seen in a number of these specific focus areas, that I will discuss next (as posed with slide 17)

in addition, these areas can help guide you during due diligence as to where conflicts could reside that may hurt your position as the LP.
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FEES AND EXPENSES 
SEC focused on two central questions regarding fees and expenses  

Are they consistent with disclosure and appropriate? 
Fund Offering Documents 

Limited Partnership Agreements  

Advisory Board Disclosures / Approvals 

Form ADV 

Are they allocated correctly? 
Funds 

Co-investment Vehicles / Investors 

Portfolio Companies (if applicable) 

Management Company / General Partner 

19 

Presenter
Presentation Notes
Next I wanted to introduce some focus areas of the SEC exam staff the first of which is fees & expenses 

SEC looking at two main questions. 

Are the expenses consistent with disclosure and appropriate? 

Are they allocated correctly? Was one fund paying more than others, did co-invest vehicles not absorb their fair share etc. 


PAUSE FOR DISCUSSION




20 VALUATIONS: RED FLAGS & BEST 
PRACTICES 

No written policies and 
procedures 

Deal professionals value 
portfolio companies without 
compliance oversight 

Frequent methodology 
changes, especially during 
fundraising periods 

 

 

Customized policies and 
procedures 

Formal Valuation Committee 

Use of third-party valuation 
experts 

Use of independent fund 
administrators 

20 

Presenter
Presentation Notes
A manager has a significant conflict of interest when it comes to valuing their own portfolio particularly when the manager invests in illiquid or thinly traded assets.  

Could inflate valuations to boost the appearance of returns for marketing purposes or to increase fees they may receive (management or incentive). So determining the fee structure and if it’s based on the value of the funds it’s more likely to pose a direct conflict for you as an LP, but even when the fee structure doesn’t if you bought into a fund based on inflated track record information then that is also a problem.

SEC are not valuation experts so they rely on good governance, oversight and documentation

Red flags and leading practices here

PAUSE FOR QUESTIONS





21 INVESTMENT ALLOCATIONS:  
RED FLAGS AND BEST PRACTICES 
No written policies and 

procedures 

Deal professionals operate 
independently with no 
compliance oversight 

No restrictions on employee 
investments 

 

 

Customized policies and 
procedures 

Formal Investment Committee 

Documented rationale 
supporting allocations 

Monitoring of employee 
personal investment activities 

21 

Presenter
Presentation Notes
Allocations of investment opportunities – another significant conflict of interest for managers

Most managers are managing multiple funds, accounts and other vehicles that often have at least some overlapping mandate which creates a conflict for them when they are allocating investment opportunities, particularly when the capacity of that investment is limited. 

Is the manager making preferential allocations to certain accounts that perhaps pay higher fees or contain “friends and family” money. 

Red flags 
Best practices – customized policies and procedures, formal investment committee, documented rationale for allocation, performance dispersion studies for like mandates, monitoring of personal investments.




22 ADDITIONAL FOCUS AREAS SPECIFIC TO REAL 
ESTATE PRIVATE FUNDS 

Vertically Integrated Operators 
Engagement of affiliate or JV partner for property management or as property service provider 

Level of oversight 

Arm’s length arrangements 

Disclosure 

Real Estate Specific Fees and Expenses 
Focus on fees and expenses at property level 

Payments to affiliates (e.g., Property manager, leasing agent construction manager and lending 
broker)  

Appropriate disclosure 

22 

Source: The SEC’s CCO Outreach Program in New York City, June 18, 2015  

Presenter
Presentation Notes
While all of the proceeding issues and topics are applicable to real estate managers, I wanted to touch on specific SEC focus areas there.

Vertically integrated operators -- Very common for real estate managers to have affiliates providing services to the properties owned in the fund. SEC looking closely at those relationships and conflicts they create. I might not be as critical of a service provider if I own them too.  Is that relationship disclosed?  How is the manager overseeing that relationship? 

Fees – not so much fund fees but property level of fees. Is the revenue and fees paid by the property / fund appropriate and consistent with market and disclosure?
 

Registration of Real Estate managers is a legal determination that hinges on whether they manage “securities” – generally we’ve seen most Real estate managers registering with the SEC. 1946 Supreme Case “Howey”

Why real estate? SEC recognizes there are some unique conflicts – by doing some exams and highlighting issues, hope is that industry fixes these issues for the benefit of investors. 
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CYBERSECURITY 
OCIE has started Technology Control Program (TCP) to get increased 
expertise within SEC about cybersecurity and security in general 

Second cybersecurity sweep, led by Chicago, focuses on vendor and third part 
oversight, authentication processes, access limitation and firewalls, and 
response plans to cyberattacks 

160 examinations initiated as of March 11, 2016 according to Director Wyatt 

OCIE concerned that firms are not applying same practices to their vendors and other 
third-parties as they follow internally 

Most of sweep exams will be performed via on-site reviews lasting 1-2 days 

23 

Presenter
Presentation Notes
This is the ongoing focus, due to the amounts of cyber crime occurring- 

?How can due diligence teams without cyber or computer backgrounds deal with this area?  

First of all, use common sense, next take a look at where the SEC initiative really focus, the next slide addresses that a bit
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2016 CYBERSECURITY INITIATIVES 

SEC will review control 
environment 
Examiners will expect to see 
results of gap analyses  
Focus areas will include: 

Governance and risk assessment 
Access rights and controls 
Data loss prevention 
Vendor management 
Training 
Incident response 

 

SEC will cite firms under: 
Rule 206(4)-7 (Compliance 
program) 
Rule 204-2 (Records) 
Rule 204A-1 (Ethical behavior) 
Regulation S-P (Privacy) 
Regulation S-ID (ID Theft) 
Sections 206(1) and (2) (Anti-
fraud) 
Rule 10b-5 

24 

Presenter
Presentation Notes
ask about the controls, and gap analyses, what risks have they identified and where are they on mitigating

Do they have a risk assessment and who does it, are those people sufficiently well versed in technology issues

are there basic restrictions on access to files across the firm

have they had losses of data, if not do they have a policy 

and the simpler common sense items, do they train people on cyber safety and incidence response

Note that there are a number of areas that can be cited, these are all rather broad, and not all will apply, but right now there is no specific cyber security rule, so as with may SEC regs they are drafted broadly so that many things can fit into a regulation.



25 CYBERSECURITY & INFO SECURITY 
(CONT.) 

25 

Question 3: 

“Please indicate whether the Firm conducts periodic risk assessments to identify cybersecurity 
threats, vulnerabilities, and potential business consequences…” 

Question 4: 

“Please indicate whether the Firm conducts periodic risk assessments to identify physical 
security threats and vulnerabilities that may bear on cybersecurity…” 

Question 16: 

“If the Firm conducts or requires cybersecurity risk assessments of vendors and business 
partners with access to the Firm’s networks, customer data, or other sensitive information…” 

Question 17: 

“If the Firm regularly incorporates requirements relating to cybersecurity risk into its contracts 
with vendors and business partners” 

SEC Sweep Results: 79% of advisors and 93% of B-Ds conduct risk assessments  

Presenter
Presentation Notes
some ideas for questions you might want to ask, but of course open ended
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SEC EXAMINATIONS 

Summary Information 

Presenter
Presentation Notes
next I want to provide you with some summary information in relation to SEC exams
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2016 IN NUMBERS 
Approximately 12,000 advisers with $65 trillion in AUM 

Project 12,500 advisers with over $70 trillion in AUM by FY 2017 

Congress provided $105 million increase to SEC for total of $1.6 billion for FY 2016 
Will request $1.781 billion budget for FY 2017 

SEC reallocating resources from broker-dealer examination program to adviser 
examination program to address resource constraints 

Anticipating additional 100 examiners in investment management to bring total to 630 for 
FY 2016 

Will request additional 127 additional examiners for FY 2017 

27 

Source: FY 2017 Congressional Budget Justification, U.S. Securities and Exchange Commission, February 9, 2016. 

Presenter
Presentation Notes
In case you’re curious about the universe

The SEC has a dynamic work force of more than 3000 people, 530 examiners with 100 more being hired, but all of those are not focused on managers.  As they tend to go in teams, min 2, often 4, and I have experienced teams as large as 7 this year

??it doesn’t look like they can review much of the registered population with those numbers, does it?

no you’re right, in fact, moving to the next slide 
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EXAMINATION CYCLE: STATUS QUO 

28 

Source: U.S. Securities and Exchange Commission, FY 2014 Annual Performance Report, February 2, 2015. 
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Investment Companies

“…although the staff 
examined 10 percent of 
investment advisers in FY 
2014, these advisers 
represented more than 30 
percent of the overall assets 
under management.” 

Presenter
Presentation Notes
you can see, they are seeing 10% of registrants, although it’s higher for the managers with more assets under management, but that still leaves a lot not seen, and doesn’t even touch on issues involving those who are not registered.



29 ACA’S SEC EXAM CYCLE 
OBSERVATION 

•45% of respondents have undergone an SEC Exam 

•50% of private equity managers that registered as a result of 
Dodd-Frank have had an SEC Exam 

•28% of hedge fund managers that registered as a result of Dodd-
Frank have had an SEC Exam 

 

 
29 

Source:  2015 Alternative Fund Manager Compliance Survey, ACA Compliance Group, August 2015. 

Presenter
Presentation Notes

ACA co sponsors surveys, this was one we did last year at this time, and as you can see 45% have been examined, but that doesn’t mean within the last year

definitely seen a jump in the number of PE shops registered, due to doo frank, and a good increase in hf’s so that there will be some additional oversight, by filings etc. even if not examined.
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CURRENT STATE OF AFFAIRS 

• More focus on tips, complaints and referrals, a/k/a ‘TCR’ 

• Asset verification for most examinations 

• Greater emphasis on ‘never-examined’ firms 

• Senior staff participating on reviews 

• Exam review periods from three months to three years 

• Increasing use of interviews with lower-level staff 

Presenter
Presentation Notes
as the risk based focus they do move more quickly on tips and complaints now following He discovered evidence over nine years suggesting that Bernard Madoff's wealth management business, Bernard L. Madoff Investment Securities LLC, was actually a massive Ponzi scheme. In 2000, 2001, and 2005, Markopolos alerted the U.S. Securities and Exchange Commission (SEC) of the fraud, supplying supporting documents, but each time, the SEC ignored him or only gave his evidence a cursory investigation

do they really own what the manager says they own

trying to get to everyone

3months to 3 years, but longer as well, especially if indications of problems are found in relation to say expenses being charged to funds that weren’t disclosed.

Interviewing staff at managers you wouldn’t have thought about before, maybe not the receptionist, but at some firms that could be important.
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What Can Due Diligence Learn? 
• Building on SEC Objectives and focus areas 
• Monitoring SEC Results in General 
• Leveraging Your Time 

 

Presenter
Presentation Notes
Drag your picture and Send to Back
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WHAT CAN DUE DILIGENCE LEARN? 
Be aware of changing SEC focus areas and determine if those are higher risk areas for you. 

• When performing due diligence ask the firm what they are doing in response to SEC focus areas. 

Consider managing your reviews using similar points: 
• risk based in both frequency and focus 

• consider using various types of reviews depending on your focus 
• mini focused reviews 

• offsite reviews 

• in person reviews and walk through. 

Don’t disregard your own insight and rely solely on SEC focus areas 

Keep in mind: The SEC has the luxury of time, that you are unlikely to have 

 

Presenter
Presentation Notes
Your purpose and the SEC’s purpose are similar but ultimately not quite the same, however:

for a manager consider risk based target focuses, and leverage you time by taking care of things you can with offsite or desk reviews– things you want to see do in person, for example you want to see the traders in action, using the trading systems, to get a feel for order flow management at a hedge fund or to view models especially if proprietary or things you need a walk through on.

due diligence can be ineffective check the box, or you can trust your instincts – when I first began transitioning from enforcement to exam work the examiners didn’t want me, a lawyer with them, because they didn’t want to get mired in legal questions, they new to trust their instincts and to hone in on certain risks depending in part where we were in markets and things they were seeing elsewhere.

take cues from the SEC target and releases and such to leverage your time by focusing on the potential real risk areas.  And with that understanding the actual exam approach might help- moving into next section

Time permitting expand your interview focus or change it up
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Understanding the SEC 
Examination Process 
• Types of SEC Examinations 
• Examination Flow 

 

Presenter
Presentation Notes
Now I want to discuss a bit about how the SEC approaches and implements the review process. 
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SEC EXAM APPROACH 
Risk based approach; no routine examination schedule  

~10% of entire universe of Investment Advisers examined every year (private funds and higher AUM managers are greater than 10%) 

Advisers are risk ranked by the SEC staff based on a number of factors (e.g., AUM, performance, historical exams) which 
determines when a firm is examined  

Examination types  
Focused reviews (e.g., Real Estate Advisers) 

Tips, Complaints and Referrals (TCRs) 

Cause 

“Sweeps” (e.g., Cybersecurity) 

Never before examined 

Corrective Action Reviews (CARs) 

Nearly all (~95%) SEC exams result in a deficiency letter  

34 

Presenter
Presentation Notes
First point about SEC exams is that there is no set examination frequency. The SEC examines about 10% of registered advisers every year but that number is greater for private funds – possibly up to 30%. To determine who they are going to visit SEC undertakes a risk ranking – historical SEC exams, AUM, strategy, performance relative to peers, and a number of other factors. 

SEC utilizes a number of different examination types. 
1. Focused Reviews where they focus on a subset of manager types like real estate, 
2. TCRs, C
3. Cause (Insider Trading inquiries based on data),  
4. Sweeps – issue focused exams that are largely information gathering. 
5. Never Been Examined (Advisers and then Funds)
6. cars Revisiting ~5% of firms to check-up on remediation of deficiencies (w/in 6-24 months after providing response to examination summary letter)


If you are out there doing diligence and firms say they got a deficiency letter from the SEC important to understand what is in the letter and the tone of that communication. Nearly all exams result in one - from mere technical to a letter. Exam findings can are referred to the Division of Enforcement so a very strongly worded letter probably ends up with ENF.

?So you’ve mentioned various types of exam, how does it help us with due diligence?  I think that understanding the process and focus can help you focus your reviews as well and also understanding what type of reviews they might have gone through
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THE BEGINNING 
Can be surprise visit or announced 

Advance notice is not required although SEC usually provides 
Allows firms time to: 

Locate and organize documents 

Alert and prepare compliance and management personnel for pending examination 

Allows SEC time to: 
Arrive on-site without waiting for firm to get organized 

Move efficiently through SEC review areas and checklists 

Presenter
Presentation Notes
So let’s discuss a bit about the typical SEC review and the steps
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EXAM PROCESS UPDATE 
Greater lead times between submission of document request 
and initiation of on-site exam 

Up to 8 weeks 

Document requests often delivered in phases 
Generally 2 weeks allowed for production of Phase 1 documents 

1 to 2 additional weeks allowed for production of Phase 2 documents 

36 

Presenter
Presentation Notes
more recently the lead up process has changed, this may be something you also want to consider.  While a long lead in can allow for docs to be altered, the point is to allow you to do your homework to make the onsite more effective.
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EXAM PROCESS UPDATE (CONT.) 

More documents reviewed offsite during pre-work 

Examiners may conduct preliminary interviews prior to sending 
Phase 2 document request list 

Time spent on-site varies greatly  
1 week to 4 months 

Longer inspection periods  
2-3 years 

37 

Presenter
Presentation Notes
this is where your process and the SEC’s will have a huge divergence- time spent, unlikely you even have the week on site, much less a 4 month (and we’ve seen longer period of being on site) with ongoing requests for much longer than a year.
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WHAT DO EXAMINERS KNOW? 

Examiners conduct pre-inspection work including review of, among others: 
Prior examination reports, examination summary letters, and firm responses thereto 

Office of Market Intelligence (tips, complaints, referrals) 

Firm website 

Form ADV and other regulatory filings 

Press reports and general internet searches 
Including social media 

Phone conversation with CCO to get better understanding or firm 
May take a few hours 

Presenter
Presentation Notes

This is really not what they know but how they get it, much of the information isn’t public so not much you can do, even the firm is unlikely to see some of it

you can though-  google the firm, the personnel the fund names etc. for tips and of course pick up the phone.

? How can we get access to what the SEC examiners get?
If you are interested in receiving information from the SEC, please click here, enter your e-mail address, and select from our list of subscription options.  I have placed the link information at the end of the deck for your convenience - https://service.govdelivery.com/accounts/USSEC/subscriber/new

also public investment adviser public disclosure system for the form ADV’s info to link to these at the end of the deck.



39 

What Can Due Diligence Learn? 
• Interview Techniques and Questions 
• Areas to Focus on 

 

Presenter
Presentation Notes
Drag your picture and Send to Back
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INTERVIEW TECHNIQUES 
SEC Techniques 

• Broad and open-ended questions 
• Evaluating body language 
• Same question – multiple people 
• “Good cop” / “Bad cop” 
• Examiners will “play dumb” 

Presenter
Presentation Notes
you can try out some of the SEC interview techniques if you like. I have usually found that bad cop doesn’t work well if you don’t understand the firm’s process first, so be careful with some of these.
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KNOWLEDGE OF BASIC SECURITIES LAWS  

AND  
FIRM’S POLICIES AND PROCEDURES 

• Review regulatory concepts: 
• Do interviewees have a working knowledge of basics in relation to their area within the firm? 

• Review policies and procedures contained in compliance manual: 
• Do Interviewees have a working knowledge of the policies and procedures that pertain to 

them? 

• Impressions: 
• Does the CCO appear “competent”, “knowledgeable” and “empowered”? 

• Does the interviewee appear nervous? 

• Doe the interview demur on almost every answer? 

Presenter
Presentation Notes
?How much do I have to know about law in order to do proper due diligence?

enough to ask the questions and to figure out when you are getting snowed and enough to know what follow on questions to ask, I have had many firms tell me that the SEC asked a question, but then failed to ask a follow up, and therefore never found a potential issue that we later helped them work through.
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FEES AND EXPENSES FOCUS 
Are they appropriate? 

Fund PPMs 
Side letters 
Part 2 of Form ADV 
RFPs and DDQs 

Are they allocated correctly? 
Funds 
Separate accounts 
Portfolio holdings 
Management company 

Are related conflicts 
mitigated? 

Allocations of investments 
Valuations  

42 
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SEC’S KEY CONCERNS (CONT.) 

Proper mitigation and disclosure of conflicts of interest 
E.g., firm insiders engaging in co-investment opportunities 
and taking roles in underlying portfolio companies 

Fair valuation 

Accurate advertisements of performance  

Effective enterprise-wide risk management 
43 

Presenter
Presentation Notes
Discuss the steps the firms have taken in mitigating and disclosure

is the fair valuation process a real process or just lip service to the definition of fair value- does the valuation process actually impact you (what were you shown when as performance when you bought in? do you pay fees based on current value?)

When information is provided to you showing performance is it accurate and not confusing to you.
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SEC’S KEY CONCERNS (CONT.) 

Other focus areas 
Vendor relationships that do not appear to be arm’s length 

Favoring of certain limited partners 

Ineffective informational barriers 

Style drift 

Investments in different capital structures of portfolio company or investing in 
same company by multiple funds without adequate disclosure 

44 



45 DOCUMENTATION OF ANNUAL 
COMPLIANCE REVIEW 

Focus area for SEC examiners 

Written documentation is not required by rule, but 

reports are being completed by peers and is 

probably expectation of SEC 

Presenter
Presentation Notes
not just examiners, it’s the most common question I think posed to ACA by our clients when you are doing due diligence:



46 DOCUMENTATION OF ANNUAL 
COMPLIANCE REVIEW (CONT.) 

Documentation Examples Include: 

• Written report 

• Memoranda to senior management 

• Amendments to policies and procedures 

• Documentation of presentation to senior management 

Presenter
Presentation Notes
documentation has become the norm, but it takes many forms;
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A FEW SIMPLE QUESTIONS 

• Are compliance personnel included in critical meetings? 

• Are their views typically sought and followed? 

• Do compliance officers report to the CEO and have significant 
visibility with the board? 

• Is the compliance department viewed as an important partner in the 
business and not simply as a support function or cost center? 

 

47 

 

 

 

 

 

Source: Andrew Ceresny, Director, Division of \Enforcement, 2015 National Society of Compliance Professionals, 
National Conference (November 4, 2015). 
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A FEW SIMPLE QUESTIONS (CONT.) 

• Is compliance given the personnel and resources necessary to 
fully cover the entity’s needs? 

Far too often, the answer to these questions is no, and the 
absence of real compliance involvement in company 
deliberations can lead to compliance lapses, which, in turn, 
result in enforcement issues 

   

48 

Source: Andrew Ceresny, Director, Division of \Enforcement, 2015 National Society of Compliance Professionals, National 
Conference (November 4, 2015). 
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OTHER HELPFUL HINTS 
• Ask for updates to be highlighted, if any occurred in 

documents that rarely change (e.g., org chart, 

contracts) in central compliance file for easy access to 

information 

• Review current SEC document request lists 

• Conduct internet searches on the firm and its personnel 
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Responses and Results 
• Variation on Outcomes 
• Reviewing the output of SEC Examinations 

 

Presenter
Presentation Notes

?  what is the result of an exam? is there a fine, or something

no, to get fined it must go to enforcement, so lets discuss what the results can be though on the next slide
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BACK AT THE SEC 
Continue document review 

May ask for additional documentation 

Examination outcomes 
No further action letter 

Examination summary letter 
Most common 

Generally within 120 days of exit interview or last document received 
Be proactive with staff on status of examination outcome 

Enforcement referral 



52 

BACK AT THE SEC (CONT.) 

• Staff conference – generally where findings are 

significant, but not being referred to enforcement 

• Enforcement referral and possible further 

investigation 

SEC attempts to finalize examination within 180 days from on-site 

review or from when it receives all requested documentation 
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“SIGNIFICANT” FINDINGS 
Examiners find a wide range of 

deficiencies during examinations. 
Some of the deficiencies are more 

technical in nature, such as failing to 
include all information that is required 

to be in a record. However, other 
deficiencies may cause harm to 

customers or clients of a firm, have a 
high potential to cause harm, or 
reflect recidivist misconduct. The 

latter deficiencies are among those 
categorized as “significant.” 
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Source: U.S. Securities and Exchange Commission, FY 2014 Annual Performance Report, February 2, 2015, U.S. Securities and Exchange 
Commission, FY 2015 Annual Performance Report, February 9, 2016.. 
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54 DEFICIENCY LETTER LANGUAGE 
COVER LETTER 

The Staff conducted an examination of the Registrant, which evaluated compliance with certain provisions of the federal securities laws 
or other applicable rules and regulations (together, "federal securities laws").  The examination identified the deficiencies  and 
weaknesses  in  controls (together, "findings") that are described in Exhibit A, and which the Staff discussed during an exit interview on 
[DATE] with [name], Chief Compliance Officer and [name], [other C level suite participants and or consultants or counsel]. 

 

The findings are based on the Staff s examination and are not findings or conclusions of, or binding on, the Commission or any of its 
divisions or offices. You should not assume that any of the firm's activities not discussed in Exhibit A are in full compliance with the 
federal securities laws. Nor should you assume that Exhibit A sets forth an exhaustive list of the ways in which 

the firm's activities do not comply with the federal securities laws.  Neither the Staff s findings or its communications during the course of 
the examination nor any remedial actions undertaken in response to such findings or communications foreclose the Commission from 
taking any other action with respect to the firm. 

 

The descriptions of the federal securities laws and related interpretations in Exhibit A may be paraphrased or abbreviated. Please visit 
our website at http://www.sec.gov/divisions.shtml for complete information related to these regulatory requirements. 

 

Please respond in writing to each of the matters described in Exhibit A by [date, usually a month after the date of the letter], describing 
any steps you have taken or intend to take with respect to each deficiency identified. 

  
 

Presenter
Presentation Notes
Typically the letter is issued, within a short time frame following any formal exit interview (which is long after the SEC has completed the on site portion of the review. Often from start to finish the period is nearly a year long.  Which indicated the depth and time taken by the SEC in contrast to what you can do when performing due diligence.

Notice the hedging language of the second paragraph, nothing is binding, this may or may not reflect everything and there is no concept of any sort of double jeopardy, meaning they can put it in the letter but still refer the matters to enforcement. (and the firms would not necessarily be aware of any referral to enforcement.

Maybe the most important piece is that the SEC asks for a response within about 1 month, this response is often key to what happens from that point forward.  And note that the response is not often met by any further response by the SEC telling the registrant that things were sufficiently dealt with.  The SEC doesn’t advise registrants on how to fix issues, though when we get to the meat of the letter, you will note some “hints”.
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DEFICIENCY LANGUAGE 
I. Expenses 

 
The Staff identified instances of the Registrant's misallocation of expenses to private funds it 
manages. An adviser that causes its clients to incur excessive or otherwise improper costs may 
violate, among other provisions, Section 206 the Investment  Advisers Act  of  1940 ("Advisers 
Act"), and Rule 206(4)-8 thereunder, which applies to fund advisers. 1 Section 206(1) makes it 
unlawful  for an investment  adviser to  employ  any device,  scheme or artifice to defraud  any 
client 
or prospective client. Section 206(2) makes it unlawful for an investment adviser to engage in 
any act, transaction, practice, or course of business which operates as a fraud or deceit on any 
client or prospective client. Scienter is a necessary element of a claim under Section 206( 1) but 
is not required for a violation of Section 206(2). Steadman v. SEC, 603 F.2d 1126, 1134 (5th 
Cir. 1979), aff'd on other grounds, 450 U.S. 91 (1981); see also SEC v. Capital Gains Research 
Bureau, Inc., 375 U.S. 180, 184, 191-92 (1963). 

An investment adviser also owes a fiduciary duty to its clients under Sections 206(1) and 
206(2). See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 189-92 (1963). As a 
fiduciary, an investment adviser is held to the highest standards of conduct and must act in the 
best interest of its clients. Among the specific obligations that flow from an adviser's fiduciary 
duty is a duty to provide full and fair disclosure of all material facts and employ reasonable care 
to avoid misleading clients and prospective clients. Generally, a fact is material if there is a 
substantial likelihood that a reasonable investor in making an investment decision would 
consider it as having significantly altered the total mix of information available. See Basic, Inc. 
v. Levinson, 485 U.S. 224, 231-32 (1988) and TSC Industries, Inc. v. Northway, Inc., 426 U.S. 
438, 449 
(1976). 

Presenter
Presentation Notes
First of all, if you haven’t been exposed to the way an SEC letter reads, in the deficiency section you might be rather frightened when you read, what I will call the preamble to a given area.  here I wanted to show you and example of the preamble to an expense deficiency, as they tend to be similar despite the finding and severity.
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THE YEAR IN DEFICIENCY LETTERS 
Insider trading 

Meetings with public companies 
“Value added” investors 

Code of ethics 
Private offerings 

Failure to report 
Failure to pre-clear 

Trading alongside clients 
Timely reporting 
Usurping client opportunities 
Definition of “Access Persons” 

Expenses 
Expenses paid by one client 
benefiting others 
Allocation of expenses to co-
investors 
Prepaid expenses by one client 
benefiting future clients 
Operating partners, senior 
advisers 
In-house legal and secondment 
expenses 

56 

Presenter
Presentation Notes
Management Fee Offsets: Compensation of Operating Partners and Senior Advisors (including stock compensation) were not offset against management fees. While the Form ADV Part 2A explicitly discloses this, the LPAs seemed to indicate that such compensation would offset management fees.  
Who is an employee? The LPAs state that any compensation of the Adviser’s personnel should be borne by the Adviser and not charged to the funds. Although the Adviser considers Operating Partners and Senior Advisors to be independent contractors, they help with the investment management function of the Adviser and appear in presentations as if they are the Adviser's personnel. The Form ADV discloses that the Funds compensate Operating Partners and Senior Advisors which appears inconsistent with the LPAs. SEC specifically states “Disclosure in Form ADV does not negate contractual obligations stipulated in the LPAs.”
Fee Discounts: Legal counsel to the Adviser and the funds, provided Adviser and its "relying advisers" a discount on fees that was not applied to the legal expenses incurred by the funds. 
In House Legal: Adviser charged internal legal staff compensation (GC and CCO) and secondment expenses to its private fund clients that were not allowable under the terms of the LPAs. 
The LPA and PPM for earlier Funds explicitly indicated that overhead, including compensation of personnel, would be paid by the GP or the Manager.  The adviser was relying on language in the PPM that stated it could charge the funds for legal expenses.  However, Staff argues that compensation of the manager’s personnel are excluded.  
The financials for the funds also did not specifically reference these expenses (and auditors did not appear aware of them) thus were not prepared in accordance with GAAP.  Related Party Transactions must be included in the footnotes to the financial statements. 
No records other than periodic timesheets to support the time or work of in-house legal staff and no review of time claimed by legal staff.
No written policies and procedures to address these expenses.
Compensation and overheard (rent, insurance) for seconded employees was charged to a fund (including rent and insurance). However, PPM disclosure explicitly indicated that overhead included compensation of employees and would be paid by the Manager. The disclosure mentions that secondment expenses will not offset any fees but does not make clear that secondment expenses are actually charged to the fund.




57 THE YEAR IN DEFICIENCY LETTERS 
(CONT.) 

Principal and Cross Trades 
Failure to comply with Section 206(3) 
Failure to get LPA approval for principal 
transactions 
Inadequate disclosure for rebalancing 
pricing practices 
Failure to follow internal policies 

Conflicts of interest 
Side-by-side management of separate 
accounts and private funds 
Disclosure of outside business activities 
Affiliated service providers 
Loans from clients or investors 

Marketing 
Inflated performance calculations 
Past specific recommendations 
“Mis-referencing” past SEC exams 
Failure to disclose impact of investment 
restrictions 
Portability of performance returns 
Comparisons to irrelevant indices 
Gross of fee performance presentations 
Use of intermediaries 

Recidivism 
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Presenter
Presentation Notes
Calculated IRR included accounts that don’t pay a fee without disclosure 
Failure to disclose negative IRR 
Failure to disclose line of credit and its effect on IRR 
Adviser said it hadn’t received any deficiency letters, but they had never been examined. In any event, deficiency letters are not evidence of approval or endorsement 
The adviser failed to disclose that the volatility of the indices is materially different from that of the managed accounts and that the indices’ results exclude the effects of taxes and fees.
The adviser appeared to be unclear as to the use and dissemination of its marketing materials by its intermediaries and appeared to rely on the intermediaries themselves to ensure that they did not engage in any prohibited selling activities. The Staff suggested that this is a material weakness of the adviser’s compliance system likely to lead to violations of the securities laws.




58 PRIVATE EQUITY SPECIFIC EXAM 
FINDINGS 

• ‘Poor’ or broadly drafted disclosure with respect to allocation of fees 
and expenses 

• Limited partnership agreements  
Lacking clearly defined valuation procedures, investment strategy disclosure 
and protocols for mitigating conflicts of interest in connection with allocations 
of investments and co-investments 

Do not provided limited partners with sufficient information rights to be able to 
adequately monitor their investments or operations of manager 
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59 PRIVATE EQUITY SPECIFIC EXAM 
FINDINGS (CONT.) 

• ‘Zombie’ advisers 
Managers that are unable to raise additional funds and continue to manage 
legacy funds long past their expected life 

• Collection of fees and allocation of expenses 
Increase use of operational partners and payment by portfolio companies of 
funds without sufficient disclosure to investors 

Shifting of expenses from adviser to clients during middle life of fund without 
proper disclosure 
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60 PRIVATE EQUITY SPECIFIC EXAM 
FINDINGS (CONT.) 

• Billing funds separately for various back office functions that 

have “traditionally” been among various services covered by 

management fee without proper disclosure 

E.g., compliance, legal, accounting 

• Board/advisory/monitoring service compensation that is 

accelerated  

• Undisclosed administrative fees 

60 

Presenter
Presentation Notes

billing for functions that you would think might be paid for with the management fee, compliance, legal, accounting


? you’ve covered a number of findings by the SEC and priorities how can I get this info?

priories and cases can be found on the SEC website and by subscribing to variosu feeds and press repleases. its worthwhile to poke around there to se  what might interest you, there ar e so many I thought better of even attempting a suggested list.
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What Can Due Diligence Learn? 
• Building on SEC Objectives and focus areas 
• Monitoring SEC Results in General 
• Leveraging Your Time 

 

Presenter
Presentation Notes
Drag your picture and Send to Back



62 REVIEWING RESPONSES TO 
EXAMINATION SUMMARY LETTERS 

• Response should cover each comment from the SEC’s letter 

• Look for: 

• Detailed steps taken to correct deficiencies 

• Demonstration that the firm ‘gets it’ and take issues seriously 

• If economic harm to clients was found is there an explanation of restitution made 

• Rationale for any comments where the firm disagrees with the SEC.  

 

Responses by counsel may have additional privilege and therefore not provided 

 

Presenter
Presentation Notes
If you get them – what to review

if you don’t what to ask

??we always ask for the letters and never get them, what are they hiding?

likely nothing- the biggest issues often go straight to enforcement, so the lack of the laetter itself could be more telling but not necessarily.
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WHAT DOES THE EXAM MEAN? 
The fact that a firm had an exam doesn’t mean it’s all clear or 

that it’s all bad. 

• you may not get to see the actual letter 
• Various state regulations require transparency of information gathered 

Cannot favor one investor or client over another 

 

Presenter
Presentation Notes
it’s unlikely that you can obtain information that they won’t or can’t give to others, unless you have some other side letter arrangement, and then this is disclosed by the manager.

?? how can I keep advises of SEC priorities and changes, the speeches and releases can be subscribed to, as I mentioned earlier and the info is in the back.  Firms like ACA also provide summary info via web casts and alerts at various points in the year, the law firms are also a great source of this info.
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INCORPORATE WHAT IS RELEVANT 

• Attend industry events and webcasts 

• Subscribe to SEC updates 
• Press Releases 

• Enforcement Releases 

• Rule Changes . . . and much more 
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Q & A 

Presenter
Presentation Notes
Drag your picture and Send to Back
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SEC SUBSCRIPTIONS 

https://service.govdelivery.com/accounts/USSEC/subscriber/new 

 Access your subscriber preferences to update your subscriptions or modify your password or e-mail address without adding subscriptions. 

All pages in: News and Public Statements  
Upcoming Events  

Press Releases  

Testimony  

News Digest  

Special Studies  

Public Statements  

Speeches  

Equity Market Structure Data and Analysis  

All pages in: Dodd-Frank Rulemaking  

All pages in: Information for Investors  

All pages in: Enforcement Actions and Litigation  

All pages in: Industry Guidance and Information  

All pages in: Public Company Accounting Oversight Board and Self-Regulatory Organizations Rulemaking  

All pages in: Rulemaking and Regulatory Actions  

All pages in: Inspector General  

All pages in: Reports and Publications  

All pages in: Job Opportunities  

All pages in: Information for EDGAR Filers  

 

https://service.govdelivery.com/accounts/USSEC/subscriber/edit?preferences=true#tab1
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OTHER RESOURCES 

Access to Form ADV: via Public IAPD 

http://www.adviserinfo.sec.gov/IAPD/Default.aspx 

 

http://www.adviserinfo.sec.gov/IAPD/Default.aspx
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COMPANY NAME 
1234 Long Beach 

Los Angeles California 

members@imdda.org www.imdda.org 

Presenter
Presentation Notes
Drag your picture and Send to Back
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