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MARCH 3-5, 2021/ VIRTUAL CONFERENCE
EFFECTIVE STRATEGIES & BEST PRACTICES

WEDNESDAY, MARCH 3

10:00 a.m. - 6:00 p.m.

11:00 a.m. - 12:00 p.m.

12:05 - 12:15 p.m.

12:20 - 1:05 p.m.

1:05 - 1:30 p.m.

All times are Eastern.

Exhibit Hall Open

Optional Session: Ethics for Advisers — Part 1

This session is approved for one hour of IACCP® continuing education

ethics credit.

An adviser’s code of ethics reflects its fiduciary obligation to its clients.

Discuss codes of ethics, and related policy issues and scenarios, and best

practices for monitoring, testing, administering and enforcing these policies.

e Kevin Ehrlich, Manager, U.S. Regulatory Affairs & CCO, Western Asset
Management Company

e Gretchen E. Lee, Chief Compliance Officer, Clifford Swan Investment
Counselors

e Kurt Wachholz, Executive Consultant and Director of Education,
National Regulatory Services

e Sara Crovitz, Partner, Stradley Ronon Stevens & Young, LLP,
Moderator

Welcome Remarks

e Jon K. Hadfield, Chief Compliance Officer, Vanguard Global Advisers,
LLC, Conference Chair

e Karen L. Barr, President & CEO, Investment Adviser Association

GENERAL SESSION: Hot Topics from Inside the Beltway

Hear about what’s happening on Capitol Hill, the change in Administration,

and noteworthy regulatory developments.

e Rana Wright, Partner, Chief Administrative Officer and General Counsel,
Harris Associates, L.P.

e Langston Emerson, Partner, Mindset DC

e Neil Simon, Vice President, Government Relations, Investment Adviser
Association

e Karen L. Barr, President & CEO, Investment Adviser Association,
Moderator

Break



1:30 - 2:15 p.m. GENERAL SESSION: Investment Management: A Conversation with
SEC Acting Division Director Sarah ten Siethoff, with Gail Bernstein, I1AA
General Counsel

Followed by a Conversation with Dr. Alexander Schiller, Assistant Director
of the Office of Asset Management, SEC Division of Economic and Risk
Analysis

2:20 - 2:50 p.m. Diversity, Equity, and Inclusion in the Investment Management Industry
Featuring a panel of IAA members sharing stories and suggestions for how
we can all contribute to making the profession more diverse, equitable, and
inclusive.

Robert E. Burks, Jr., Chief Compliance Officer, Brown Capital Management,
LLC

Carlotta King, General Counsel and Corporate Secretary, Diamond Hill
Capital Management, Inc.

Hope L. Newsome, Managing Partner, Virtus LLP, Moderator

2:50 - 3:15 p.m. Break
3:15-4:15 p.m. Concurrent Breakout Sessions

Choose one of four sessions to attend. Video recordings of these breakout sessions will be available online
to conference attendees shortly after the conference.

1. Risk Management for Larger Firms
Hear how compliance and legal professionals at larger firms can learn the advisory business from
portfolio managers, traders, and other operations colleagues. Learn tips for working with business
managers — your first line of defense — and becoming better partners in strategic risk management.
Discuss dealing with tension between different risk appetites. Consider circumstances that contribute to
or mitigate CCOs’ personal liability. Gain ideas for handling flat or shrinking compliance budgets in an
era of extended market volatility and contracting revenues.
e Jon K. Hadfield, Chief Compliance Officer, Vanguard Global Advisers, LLC
e Rosa Licea-Mailloux, Vice President, Director of Corporate Compliance, MFS Investment

Management

e Melissa Schiffman, Compliance Manager and Vice President, J.P. Morgan Asset Management
e Carlo di Florio, Partner and Global Chief Services Officer, ACA Compliance Group
e Karen A. Aspinall, Partner, Practus, LLP, Moderator

2. Risk Management for Smaller Firms
Hear how compliance and legal professionals at smaller firms can learn the advisory business from
portfolio managers, traders, and other operations colleagues. Learn tips for working with business
managers — your first line of defense — and becoming better partners in strategic risk management.
Discuss dealing with tension between different risk appetites. Consider circumstances that contribute to
or mitigate CCOs’ personal liability. Gain ideas for handling flat or shrinking compliance budgets in an
era of extended market volatility and contracting revenues.
e Geoffrey Edelstein, Co-Founder, Principal & Portfolio Manager, Granite Investment Partners,

LLC

e Sarah Ronnenberg, Compliance Director, Horizon Investments, LLC
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e Neshie Tiwari, Chief Compliance Officer and Counsel, Ellevest, Inc.
e Linda Paullin-Hebden, Partner, Warner Norcross & Judd LLP, Moderator

3. ERISA Updates
The Department of Labor has been very active in adopting rules and guidance that impact investment
advisory firms, not without controversy. Topics will include the DOL’s ESG and proxy voting
rulemakings, the new fiduciary exemption, and other ERISA issues facing investment adviser
fiduciaries.

Kimberly H. Novotny, Senior Associate General Counsel, Franklin Templeton

Kathy D. Ireland, Consultant, K.D. Ireland Consulting, LLC

Bradford P. Campbell, Partner, Faegre Drinker Biddle & Reath LLP

Sarah Buescher, Associate General Counsel, Investment Adviser Association, Moderator

4. International Developments
Explore hot topics on the international front, including Brexit implications, the EU’s new ESG
regulatory framework, the EU Shareholder Rights Directive, and EU delegation rules. Hear compliance
strategies to help firms operating in multiple countries.
e Tracy Soehle, Senior Vice President and Senior Counsel, Affiliated Managers Group, Inc.
e Daniel Worthington, Vice President, Legal Counsel, T. Rowe Price
e Michelle Kirschner, Partner, Gibson, Dunn & Crutcher UK LLP, Moderator

4:20 - 5:00 Virtual Happy Hour



THURSDAY, MARCH 4

10:00 a.m. - 6:00 p.m.

11:00 a.m. - 12:00 p.m.

12:05 - 12:35 p.m.
12:35 - 1:05 p.m.

1:05 - 1:30 p.m.

1:30 - 2:30 p.m

2:30 - 2:45 p.m.

Exhibit Hall Open

Optional Session: Ethics for Advisers — Part 2

This session is approved for one hour of IACCP® continuing education

ethics credit.

An adviser’s code of ethics reflects its fiduciary obligation to its clients. This

panel will discuss the protection of material nonpublic information (MNPI)

and prevention of insider trading, whistleblower policy issues and scenarios,

and best practices for monitoring, testing, administering and enforcing these

policies.

e Eric C. (“Rick”) Oppenheim, General Counsel & Chief Compliance
Officer, Telemus Capital, LLC

e L. Allison Charley, Senior Principal Consultant, ACA Compliance
Group

e Kurt Wachholz, Executive Consultant and Director of Education,
National Regulatory Services

e (Genna Garver, Partner, Troutman Pepper Hamilton Sanders LLP,
Moderator

GENERAL SESSION: Conversations with the Division of Examinations
Director and the Division of Enforcement’s Asset Management Unit Co-
Chiefs, with Gail Bernstein, IAA General Counsel

e Peter Driscoll, Director, SEC Division of Examinations

e Adam S. Aderton, Co-Chief, Asset Management Unit, SEC Division of
Enforcement

e C. Dabney O’Riordan, Co-Chief, Asset Management Unit, SEC Division
of Enforcement

Break

GENERAL SESSION: Tips and Trends to Help Advisers Prepare for

SEC Examinations

In addition to going over the SEC exam process and providing tips for

preparing to be examined, the panel will help you understand exam trends in

the COVID environment, common deficiencies, recent focus areas, and what

to expect when examiners look at Form CRS and LIBOR issues.

e Anil Abraham, Associate General Counsel, Managing Director — Legal,
Focus Financial Partners, LLC

e Kristin A. Snyder, Deputy Director, Co-National Associate Director and
Associate Regional Director, SEC Division of Examinations

e Michelle L. Jacko, CSCP, Managing Partner and CEO, Jacko Law
Group, PC, and Founder and CEO, Core Compliance & Legal Services,
Inc.

e Mark Perlow, Partner, Dechert LLP, Moderator

Break



2:45 - 3:45 p.m. Concurrent Breakout Sessions

Choose one of four sessions to attend. Video recordings of these breakout sessions will be available online
to conference attendees shortly after the conference.

1. ESG Investing and Implementation
Environmental, Social, and Governance investing has become a significant area of focus for regulators,
investment advisers, and their clients. Topics will include recent regulatory activity related to ESG
investing and issues advisers need to consider in developing an ESG strategy, including how to define
ESG, understanding how your firm collects and discloses ESG data, and oversight of compliance
policies and procedures.
e Anthony Eames, Director, Responsible Investment Strategy, Calvert Research and Management
e Sean Murphy, Vice President, EIG Global Energy Partners
e Bob Toner, Chief Legal Counsel — Investment Management, William Blair Investment

Management, LLC

e Gwendolyn A. Williamson, Partner, Perkins Coie, Moderator

2. Adapting Technology to Improve Compliance Efficiency and Results

Adding efficiency to often manually intensive efforts can be a more efficient use of resources and bring

better results, including enhancing the review of communications. Hear how firms have adapted their

use of technology to compliance in remote working environments, as well as how firms may be

addressing data sharing and aggregation for clients. Panelists will identify “CompliTech” and

“RegTech” uses that support the administration of compliance programs, such as trading oversight and

overall workflow improvements. Learn also about the SEC’s new Strategic Hub for Innovation and

Financial Technology (FinHub).

e Alexander C. Gavis, Senior Vice President and Deputy General Counsel, Fidelity Investments

e Jennifer B. McHugh, Senior Special Counsel, SEC Division of Investment Management Disclosure
Review and Accounting Office, and Division of Investment Management Delegate to FinHub

e Keith Marks, Executive Director, Compliance Solutions Strategies

e Michael S. Didiuk, Partner, Perkins Coie LLP, Moderator

3. Trading, Best Execution, and the Future of Soft Dollars
Investment advisers’ trading practices are evolving. Examine the increasingly complex legal and
compliance issues related to the duty to seek best execution, soft dollars and the provision of research,
MIFID 11, trade aggregation and allocation, and principal and cross trading. Explore hot topics
including the move to zero commissions and disclosure practices.

Lori Renzulli, Chief Compliance Officer & Chief Counsel, Harding Loevner LP

Ari Burstein, President, Capital Markets Strategies

Steven W. Stone, Partner, Morgan, Lewis & Bockius LLP

Monique Botkin, Associate General Counsel, Investment Adviser Association, Moderator

4. COVID-19 Impacts
In light of COVID-19’s unprecedented disruptions to advisory businesses, explore compliance lessons
learned. This panel will address BCP, HR, tax, privacy, supervision, recordkeeping of virtual meetings
and communications, vendor due diligence, office reopening issues, and policies governing employees
who will remain working remotely.
e Lee Faria, Chief Compliance Officer and Vice President, Columbia Management Investment
Advisers, LLC



e Christopher Hayes, Principal and Chief Compliance Officer, 1919 Investment Counsel, LLC
e Jennifer L. Klass, Partner, Baker McKenzie
e Laura Grossman, Associate General Counsel, Investment Adviser Association, Moderator

3:50 - 4:30 Virtual Happy Hour



FRIDAY, MARCH 5

10:00 a.m. - 6:00 p.m. Exhibit Hall Open
11:00 - 11:50 a.m. Optional Session: Service Provider Solutions

Choose one of four sessions to attend. Video recordings of these breakout sessions will be available online
to conference attendees shortly after the conference.

1. GameStop, Reddit, What’s Next? Oh My! Sponsored by Bates Group ’0’ BATES COMPLIANCE
The frenzy in GameStop and AMC Entertainment Holding stocks has caused firms to pause and regulators
to scrutinize practices to protect investors. Should we expect more online forum fueled frenzies? How
should compliance prepare and address for this new reality?

Join us as we walk through the GameStop frenzy:

What happened exactly?

What are the after effects?

What are regulators saying?

What should investment advisers do to prepare and protect their firm and clients going forward?

e Linda Shirkey, Managing Director, Bates Compliance, Bates Group

e Alex Russell, Managing Director & Practice Leader, White Collar, Regulatory & Internal
Investigations, Bates Group

e Robert E. Burks, Jr., Chief Compliance Officer, Brown Capital Management, LLC

e A. Valerie Mirko, Partner, Baker McKenzie LLP

YV V V VY

2. Investment Advisory Firm Insights from Broadridge Fi360 Solutions Broadndge
Attendees will receive information on insights, observations and trends based on key findings from our
Centre for Fiduciary Excellence (CEFEX®) assessment data report on investment advisory firms.
CEFEX® conducts hundreds of independent, third-party assessments of investment advisory firms
annually. Topics covered will include the following:

> Investment strategies
Investment philosophy
Target date funds
3(38) investment manager
Data security
e Michael Muirhead, Senior Director, Learning & Development, Fi360, A Broadridge Company

CORE COMPLIANCE &

3. SEC Hot Topic: Compliance Tips for Evaluating Your Firm’s LEGAL SERVICES, INC.
Advisory Fees and Expenses Sponsored by Core Compliance & Legal Services, Inc.

Advisory Fees and Expenses continue to remain a top SEC examination focus area. In its 2018 Risk Alert,
“The Most Frequent Advisory Fee and Expense Compliance Issues Identified in Examinations of
Investment Advisers,” the SEC provided guidance on compliance advisory fee issues identified in
examinations, which remain a concern today. In this session, we will review highlights from the Risk Alert,
including disclosure considerations and exam observations. We will review what to expect in terms of
examination questions and document requests. Using a case study, we will explore best practices and
forensic testing methods that compliance should consider in evaluating your firm’s advisory fees and
expense practices. We will also provide key takeaways and risk management tips to consider for 2021.

YV V V V
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By attending this session, you will learn about:
> The SEC’s guidance on the most common compliance issues involving advisory fees and expenses;
» Common exam document requests;
> Best practices and tips to consider for evaluating your firm’s advisory fees and expenses; and
> The latest SEC exam questions related to advisory fee structures.
e Michelle L. Jacko, CSCP, Managing Partner and CEO, Jacko Law Group, PC, and Founder
and CEO, Core Compliance & Legal Services, Inc.
e Janice Powell, Senior Compliance Consultant, Core Compliance & Legal Services, Inc.

4. Exam Deficiencies for Private Fund Advisers Sponsored by Foreside I'Fil FORESIDE
Private fund advisers face unique regulatory risks. In this session we’ll discuss common issues and
deficiencies that fund advisers experience during SEC exams and practice tips to avoid them. Specific
topics discussed will include conflicts of interest, allocation of fees/expenses, compliance programs,
valuation, and Form ADV and Form PF filings.

e Curtis Flippen, Senior Director, Foreside Financial Group, LLC
o Craig Moreshead, Managing Director, Foreside Financial Group, LLC

12:00 - 12:30 p.m. GENERAL SESSION: Fireside Chat with SEC Commissioner
e The Honorable Hester M. Peirce, Commissioner, Securities and Exchange
Commission
e Karen L. Barr, President & CEO, Investment Adviser Association

12:35-1:35 p.m. GENERAL SESSION: Cybersecurity and Data Privacy

Keep apprised of the latest cybersecurity and data privacy updates. What are

the takeaways from the Division of Examinations’ ransomware and credential

stuffing Risk Alerts? In addition to California, what key state law

developments should advisers watch out for? What are the prospects for

national privacy legislation? What are some approaches to complying with a

myriad of data privacy laws?

o Keith E. Cassidy, Associate Director, Technology Controls Program,
SEC Division of Examinations

e Tess Macapinlac, Privacy Legal Associate, OneTrust

e Tim Villano, CISA, CISM, CGEIT, CRISC, Chief Information Officer,
Artemis Global Security, LLC

e Kirk Nahra, Partner, WilmerHale, Moderator

1:35 - 1:50 p.m. Break
1:50 - 2:50 p.m. Concurrent Breakout Sessions

Choose one of four sessions to attend. Video recordings of these breakout sessions will be available online
to conference attendees shortly after the conference.

1. Individual Clients: Retail and Senior Client Matters
Obtain guidance on appropriate policies, procedures, and training in the areas of retail and senior
clients. Discuss how to handle difficult situations involving problematic clients. Understand changes to
solicitation and finders rules.



Julius Leiman-Carbia, Chief Legal Officer & Chief Compliance Officer, Wealthfront Inc.

David Wong, Chief Financial Officer & Chief Compliance Officer, Private Wealth Partners, LLC
Joelle A. Simms, Principal, Bressler, Amery & Ross, P.C.

Mari-Anne Pisarri, Partner, Pickard Djinis and Pisarri LLP, Moderator

2. Private Equity Funds Update
Address key regulatory issues for private equity fund advisers, including the impact of the new
Marketing Rule, allocation of fees and expenses, conflicts of interest and disclosure, valuation, ESG,
changes to solicitation and finders rules, and other legal and compliance issues unique to private equity
fund advisers. Discuss initiatives in the Private Funds Unit of the Division of Examinations.
e Letti de Little, Chief Compliance Officer, Grain Management, LLC
e Alexandria Stuart, Vice President, Head of Compliance & Senior Counsel, Private Equity, Vista

Equity Partners

e Igor Rozenblit, Co-Head, Private Funds Unit, SEC Division of Examinations
e Alpa Patel, Partner, Kirkland & Ellis LLP, Moderator

3. Registered Funds: The Latest Developments
Discuss SEC regulations and guidance affecting advisers and sub-advisers of registered funds,
including the new fair valuation rule, the derivatives rule, and disclosure practices.
J. Christopher Jackson, Sr. Vice President & General Counsel, Calamos Investments LLC
Naseem Nixon, Vice President and Associate Counsel, Capital Group
Brian M. Johnson, Assistant Director, SEC Division of Investment Management
Nathan Briggs, Partner, Ropes & Gray LLP, Moderator

4. The Third Line of Defense: The Intersection of the Audit and Compliance Functions
Understand internal audit practices and how auditors look at compliance functions. Discover how
compliance can facilitate working with internal and external auditors. Discussion will include auditing
during the pandemic, PCAOB priorities, SEC initiatives including the new fair valuation rule, and
actions against accountants.

e Steve Perazzoli, Partner, PricewaterhouseCoopers LLP

e John E. (*Jack”) Thomas, Jr., Senior Vice President & Audit Director, Asset Management Group,
PNC

e Daniel Goelzer, Member, Sustainability Accounting Standards Board, and Retired Partner, Baker
McKenzie

e Paul Glenn, Special Counsel, Investment Adviser Association, Moderator

2:50 - 3:05 p.m. Break

3:05 - 4:20 p.m. GENERAL SESSION: The New Marketing Rule for Advisers

Panelists will walk through the significant elements of the overhauled

Advertising and Solicitation Rules, what those changes mean for advisers,

and strategies for coming into compliance with new communication and

recordkeeping requirements.

e Pamela F. Pendrell, Chief Compliance Officer/Partner, GlobeFlex
Capital, L.P.

e Melissa Harke, Senior Special Counsel, SEC Division of Investment
Management

e Michael McGrath, Partner, K&L Gates LLP
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e Sanjay Lamba, Associate General Counsel, Investment Adviser
Association, Moderator

4:20 - 4:30 p.m. Closing Remarks and Conference Adjournment

10



ee e IAAINVESTMENT ADVISER

*2** COMPLIANCE

CONFERENCE 2021

MARCH 3-5, 2021 / VIRTUAL CONFERENCE
EFFECTIVE STRATEGIES & BEST PRACTICES

SPEAKER BIOGRAPHIES

ANIL ABRAHAM is Associate General Counsel, Managing Director — Legal at Focus
Financial Partners, LLC. Mr. Abraham assists Focus and its partner firms with legal and
regulatory matters, including new business and strategic initiatives. Mr. Abraham has over 12
years of experience as a senior attorney at the Securities and Exchange Commission, including
serving as a direct counsel to two SEC chairmen, to two additional SEC commissioners, and in
the Enforcement and Investment Management Divisions. Mr. Abraham also served as counsel to
an acting chairman of the Commodity Futures Trading Commission and spent a year as a
financial advisor with Raymond James & Associates. He began his career with the law firm of
Sidley & Austin and as a law clerk to Judge Jerry E. Smith on the United States Court of Appeals
for the Fifth Circuit. Mr. Abraham earned his J.D. from Yale Law School and his B.A. summa
cum laude from Dartmouth College.

ADAM S. ADERTON is Co-Chief of the SEC Enforcement Division’s Asset Management Unit,
a national specialized unit that focuses on misconduct by investment advisers, investment
companies, and private funds. Mr. Aderton joined the SEC as an Enforcement staff attorney in
2008 and became an Assistant Director in 2013. Before joining the SEC, Mr. Aderton served as a
law clerk to Judge J. Frederick Motz of the U.S. District Court for the District of Maryland and
worked in the securities litigation and enforcement practice at Wilmer Cutler Pickering Hale and
Dorr LLP. Mr. Aderton received his undergraduate degree from Truman State University and his
J.D. from the University of Virginia.

KAREN ASPINALL is a partner at Practus LLP. With over 20 years of in-house and AmLaw
experience, Ms. Aspinall is an authority on regulatory compliance matters involving SEC, DOL,
CFTC and NFA regulations. Prior to joining Practus, Ms. Aspinall served as Executive Vice
President and Deputy General Counsel for PIMCO. She also served as Senior Vice President for
Nuveen Investments and was an associate at both Morgan Lewis & Bockius and Dechert.

KAREN L. BARR is President & CEO of the Investment Adviser Association. Before assuming
this role in 2014, she served as the IAA’s General Counsel for 17 years, with responsibility for
the wide range of legal and regulatory matters affecting the Association and its members. Prior to
joining the 1AA, Ms. Barr was in private practice at Wilmer, Cutler & Pickering (now
WilmerHale), where she represented clients in securities regulatory matters. Ms. Barr received
her B.A. from the University of Pennsylvania and her law degree from the University of
Michigan Law School. She is a frequent speaker on investment adviser issues.

GAIL C. BERNSTEIN is General Counsel of the Investment Adviser Association. She joined
the IAA from the law firm of WilmerHale in Washington, DC, where she had been a Special
Counsel in the Securities Department from 2008 until June 2017. Prior to that, Ms. Bernstein was
first an associate and then a partner at Wilmer, Cutler & Pickering (now WilmerHale) in
Washington, DC. While in private practice, Ms. Bernstein counseled clients on all aspects of
financial and securities regulation, with a specific focus on the Dodd-Frank Act and securities
and derivatives law and compliance. Ms. Bernstein grew up in South Africa and earned her B.A.



from the Hebrew University of Jerusalem in 1982 and her law degree from Harvard Law School
in 1988. After law school, Ms. Bernstein clerked for the Honorable Douglas P. Woodlock of the
U.S. District Court for the District of Massachusetts and was an associate at the Boston law firm
of Mintz Levin from 1989-1990, when she moved to Washington.

MONIQUE S. BOTKIN is Associate General Counsel of the Investment Adviser Association.
Prior to joining the 1AA in 2004, Ms. Botkin was an associate in the financial services groups at
Dechert LLP in Newport Beach, CA and Alston & Bird LLP in Washington, DC. While in
private practice, Ms. Botkin represented investment advisers, registered investment companies,
private funds, and broker-dealers in corporate, securities and investment management matters.
Ms. Botkin also served as an attorney in the SEC’s Division of Investment Management
disclosure review office from 2013 to 2014. She earned her B.A. in government and politics
from the University of Maryland at College Park and her J.D., cum laude, from Southwestern
University School of Law in Los Angeles, where she was an editor of the Law Review.

NATHAN BRIGGS is a partner in Ropes & Gray LLP’s asset management group. Mr. Briggs’s
practice focuses on advising registered investment companies, their independent directors, and
investment advisers. Mr. Briggs works on a variety of matters regarding the establishment,
registration, reorganization, and operation of retail and institutional investment products,
including providing advice with respect to governance, regulatory and compliance issues of all
kinds affecting investment management industry clients. Prior to working at the firm, Mr. Briggs
interned at the Investment Adviser Association where he assisted and worked with its members
in a variety of lobbying and industry-related issues. Mr. Briggs holds a B.A. from Towson
University, an M.A. in international economic relations from American University, a J.D.,
magna cum laude, from American University Washington College of Law, and has passed Level
| of the Chartered Financial Analyst examination.

SARAH BUESCHER joined the Investment Adviser Association in 2017 as Associate General
Counsel. She is responsible for ERISA and pension issues as well as core Investment Advisers
Act issues. Before joining the IAA, Ms. Buescher served as a Branch Chief in the Investment
Adviser Regulation Office in the SEC’s Division of Investment Management. She also worked in
the SEC’s Office of the General Counsel and started her legal career in the SEC’s Division of
Investment Management. Between 1999 and 2009, Ms. Buescher worked at Vanguard, first in
the Legal Department as Associate Counsel and Senior Counsel, and later as Manager of
International Compliance in Vanguard’s Compliance Department. She earned her B.S. in
Communication Studies from Northwestern University and her J.D. from the University of Notre
Dame Law School.

ROBERT E. BURKS, JR. joined Brown Capital Management in 2019 as Chief Compliance
Officer. Prior to joining the firm, Mr. Burks was a Compliance Officer in the Global Compliance
Examinations department at Legg Mason Asset Management in Baltimore, where he conducted
mock regulatory exams of Legg Mason’s Investment Adviser affiliates. Before that, Mr. Burks
spent more than a decade with Merrill Lynch, starting out as a Financial Advisor and then taking
on a series of increasingly senior branch office management roles. He last served as Vice
President, Administrative Manager of branch offices in Cincinnati, OH. Mr. Burks received a
B.S. in Industrial Management from the University of Cincinnati.

ARI BURSTEIN is President of Capital Markets Strategies, representing financial services
firms, including investment advisers, hedge funds, private equity firms, broker-dealers, securities
exchanges and trade associations before regulators and policymakers, in the U.S. and globally.
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He is also the co-founder of the ETFs Global Markets Roundtable, a global conference series
focusing on ETFs and their impact on trading, market structure and the capital markets in
general. Prior to starting Capital Markets Strategies, Mr. Burstein was Head of US Regulatory
Affairs for Kreab, a leading global consulting firm. He also was Senior Counsel for capital
markets issues for the Investment Company Institute (ICI) and ICI Global, the global trade
associations for the regulated fund industry. Prior to joining ICI, Mr. Burstein was an attorney in
the U.S. Securities and Exchange Commission’s Division of Investment Management from 1997
to 1998 and the Division of Market Regulation from 1992 to 1997.

BRADFORD CAMPBELL, partner at Faegre Drinker Biddle & Reath LLP, advises financial
service providers and plan sponsors on ERISA Title I issues, including fiduciary conduct and
prohibited transactions. A nationally-recognized figure in employer-sponsored retirement plans,
Mr. Campbell is the former Assistant Secretary of Labor for Employee Benefits and head of the
Employee Benefits Security Administration. As ERISA’s former “top cop” and primary federal
regulator, he provides his clients with insight and knowledge across a broad range of ERISA-
plan related issues. He also serves as an expert witness in ERISA litigation. Mr. Campbell has
been listed as one of the 100 Most Influential Persons in Defined Contribution by 401kWire and
has been listed as one of the top 15 ERISA attorneys in the country by a poll of the National
Association of Plan Advisors. He has testified before Congress on employee benefits issues 11
times, including testimony before four different Congressional Committees regarding the effects
of the Department of Labor’s fiduciary regulation.

KEITH E. CASSIDY is Associate Director, Technology Controls Program, in the SEC’s
Division of Examinations. Mr. Cassidy began his career at the SEC as an Attorney Advisor in the
Office of Legislative and Intergovernmental Affairs in 2010 before being promoted to Deputy
Director in 2011 and Director of the office in 2016. In addition to his position at the SEC, Mr.
Cassidy is an Infantry Officer in the United States Marine Corps Reserve. He currently serves as
Operations Liaison Officer for B Company, 4th Reconnaissance Battalion and has earned
numerous awards. Mr. Cassidy previously worked as Chief of Staff and Counsel at the
Department of Justice’s Office of Legislative Affairs, and as a legislative assistant in the United
States Senate. Mr. Cassidy received his J.D. from the George Washington University Law
School and his LL.M. in Securities and Financial Regulation from Georgetown Law Center, with
distinction. He received his B.A. from the University of Virginia.

L. ALLISON CHARLEY joined ACA in July 2018 as a Senior Principal Consultant. In that
role, Ms. Charley provides comprehensive compliance consulting services and conducts mock
SEC examinations of investment advisers and investment companies. Prior to ACA, Ms. Charley
worked in the U.S. Securities and Exchange Commission’s Division of Investment Management
in Washington, DC, as a securities compliance examiner and acting branch chief. Before the
SEC, Ms. Charley was the enterprise chief compliance officer for MIP Global. Prior to that, she
served as a senior compliance consultant with Financial Industry Technical Services (FITS).
Before FITS, Ms. Charley was the chief compliance officer for Rydex Investments. Prior to
Rydex, she held senior compliance roles at other firms in the Washington, DC area. Ms. Charley
earned her Bachelor of Arts degree in Psychology from Hollins University.

SARA CROVITZ is a partner with Stradley Ronon where she provides counsel on all aspects of
investment company and investment adviser regulation. Prior to joining the firm, Ms. Crovitz
was Deputy Chief Counsel and Associate Director of the U.S. Securities and Exchange
Commission’s Division of Investment Management, and worked at the SEC for 21 years,
including 17 years in the Division of Investment Management. While in the Division, Ms.
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Crovitz supervised the provision of significant legal guidance to the investment management
industry through no-action and interpretive letters, exemptive applications, IM guidance updates
and other written and oral means. She received her B.A. from the University of Chicago and her
J.D. from the University of Chicago Law School.

LETTI DE LITTLE is the Chief Compliance Officer for Grain Management, LLC, a private
equity manager focused on the telecommunications sector and headquartered in Washington,
DC. Prior to Grain, Ms. de Little was the Chief Compliance officer for Cartica Management,
LLC. She has also served as Corporate Counsel at Charles Schwab & Co. Inc. where she covered
alternative investments and private placements and capital markets matters and as Corporate
Counsel and Compliance Associate at Partner Fund Management, LP. She graduated from the
University of Virginia, received her J.D. from Tulane Law School and is a member of the New
York State Bar.

CARLO DI FLORIO is the Global Chief Services Officer of ACA Compliance Group. At
ACA, Mr. di Florio is responsible for defining and executing the vision for ACA’s governance,
risk, and compliance (“GRC”) service offerings. His responsibilities include oversight,
management, and strategic growth of ACA’s global regulatory compliance, cybersecurity and
risk, AML and financial crimes, and performance practices. Prior to joining ACA, Mr. di Florio
worked for over 25 years in executive leadership roles at PricewaterhouseCoopers (PwC), where
he was a Partner in the Financial Services Risk & Regulatory Practice; the Securities and
Exchange Commission (SEC), where he was the Director of the Office of Compliance
Inspections and Examinations (OCIE); and the Financial Industry Regulatory Authority
(FINRA), where he was the Chief Risk & Strategy Officer. In these roles, Mr. di Florio led the
design and implementation of large-scale regulatory compliance improvements, technology and
data analytics transformations, and risk management program enhancements. Mr. di Florio also
serves as Co-President and Governor of the Risk Management Association (RMA) NY Chapter
and as Adjunct Professor at Columbia University, Master of Science program in Enterprise Risk
Management. Mr. di Florio has been named one of the 100 Most Influential Leaders in Corporate
Governance by the Association of Corporate Directors; one of the Top Trailblazers & Pioneers in
Governance, Risk & Compliance by The National Law Journal; and one of the Most Influential
People in Finance by Worth Magazine.

MICHAEL S. DIDIUK is a Partner in Perkins Coie’s Investment Management practice. With
over 18 years of experience at the U.S. Securities and Exchange Commission and in private
practice, Mr. Didiuk represents asset managers on all aspects of the federal securities laws, with
a particular in-depth knowledge on the Investment Advisers Act of 1940 and the Investment
Company Act of 1940. Mr. Didiuk is also a core member of the firm’s Blockchain industry
group and helps startups, including fintech, blockchain, and cryptocurrency clients, navigate the
federal securities laws and complex regulatory issues raised by fintech companies and
blockchain technology in connection with the emergence of digital asset sales and digital
securities. Prior to joining Perkins Coie, Mr. Didiuk worked in various roles at the SEC,
including as senior counsel in the Office of Chief Counsel for the Division of Investment
Management and as investment management counsel to two SEC commissioners at the SEC’s
headquarters in Washington, DC. Most recently, Mr. Didiuk worked in the Office of Compliance
Inspections and Examinations in the SEC’s San Francisco office, where he led examinations of
registered investment advisers, robo-advisers, exempt reporting advisers, hedge funds, crypto
asset funds, private equity funds, and venture capital funds. As a member of the SEC’s fintech
working groups, including one of the original members of the Distributed Ledger Technology
Working Group, Mr. Didiuk contributed to the SEC’s work on blockchain and robo-advisers.
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PETER DRISCOLL, CPA, is Director of the U.S. Securities and Exchange Commission’s
Division of Examinations. He previously served as Acting Director, as the Office of Compliance
Inspections and Examinations’ first Chief Risk and Strategy Officer, and as its Managing
Executive from 2013 through February 2016. He joined the SEC in 2001 as a staff attorney in the
Division of Enforcement in the Chicago Regional Office and was later a Branch Chief and
Assistant Regional Director in the Office of Compliance Inspections and Examinations’
Investment Adviser and Investment Company examination program. Prior to the SEC, Mr.
Driscoll began his career with Ernst & Young LLP and held several accounting positions in
private industry. He received his B.S. in Accounting and law degree from St. Louis University.
He is licensed as a certified public accountant and is a member of the Missouri Bar Association.

ANTHONY EAMES is a Vice President and Director of Responsible Investment Strategy for
Calvert Research and Management, a wholly owned subsidiary of Eaton Vance Management
specializing in responsible and sustainable investing across global capital markets. He is
responsible for the suite of strategies focused on responsible investing, encompassing actively
and passively managed U.S. and international equity strategies, fixed-income strategies and asset
allocation funds. Mr. Eames is responsible for client communications and insights on investment
strategy and portfolio positioning. Mr. Eames began his career in the investment management
industry in 1995 with Calvert Investment Management. Over the years, he held various roles
including senior vice president and national sales manager, ultimately leading Calvert’s business
development and client service efforts ahead of Eaton Vance’s acquisition of Calvert’s business
assets. He has been affiliated with the Eaton Vance organization since 2016. Mr. Eames is a
director of US SIF: The Forum for Sustainable and Responsible investment, the leading industry
voice advancing sustainable investing across all asset classes. He is also a director of the Calvert
Institute for Responsible Investing, which seeks to understand how investors can address major
global challenges to drive positive impact. Mr. Eames earned a B.A. from Wittenberg University.
He holds the Accredited Investment Fiduciary and Accredited Asset Management Specialist
designations, and FINRA Series 7, 24 and 63 licenses.

GEOFFREY I. EDELSTEIN, CFA, CIC is a Co-Founder, Principal and Portfolio Manager of
Granite Investment Partners, LLC, an investment adviser specializing in asset management for
institutions and high net worth families with approximately $4.3 billion under advisement as of
December 31, 2020. Prior to founding Granite in 2009, Mr. Edelstein was Principal, Managing
Director and Portfolio Manager of Transamerica Investment Management, LLC (TIM), which he
joined in 2005 when it acquired Westcap Investors, LLC. Prior to TIM, Mr. Edelstein co-
founded Westcap in 1992. Prior to Westcap, he was an associate at Rudnick & Wolfe
specializing in corporate and real estate law from 1988-1991. He has an A.B. in political science
from the University of Michigan, 1985, and a J.D. from Northwestern University School of Law,
1988. Mr. Edelstein earned the right to use the Chartered Financial Analyst designation in 1997.
Mr. Edelstein is a past member of the Board of Governors of the Investment Adviser
Association.

KEVIN EHRLICH is the Chief Compliance Officer and Manager of Regulatory Affairs for
Western Asset Management Company, an investment adviser primarily focused on managing
fixed-income strategies. Western Asset has nine offices around the globe and experience across
the range of fixed-income sectors. Mr. Ehrlich has been with Western Asset since 2004. Prior to
Western Asset, Mr. Ehrlich worked with Legg Mason, Inc. (Western Asset’s parent company)
and the Division of Trading and Markets (formerly Market Regulation) at the U.S. Securities and
Exchange Commission.



LANGSTON EMERSON, a partner at Mindset DC, is a policy strategist and advocate with
particular experience in advancing business goals for private equity, venture capital, real estate,
and insurance clients. He has a wide-ranging background in government, trade associations,
corporate, and entrepreneurial settings. Among his other roles at Mindset, Mr. Emerson leads the
firm’s diversity, equity, and inclusion efforts, both internally and externally. In his previous role
at Signal Group, Mr. Emerson led the financial services practice and represented clients on a
wide variety of complex legislative and regulatory matters. Prior to joining Signal Group, Mr.
Emerson was a lead advocate for the private equity industry at the American Investment Council
(formerly, Private Equity Growth Capital Council). In this role, Mr. Emerson was responsible for
tax and financial services policy affecting private investments. Prior to that, at TIAA, Mr.
Emerson led company efforts around the Dodd-Frank Act, and was instrumental in safeguarding
the company’s interests. Mr. Emerson began his career in policy work on Capitol Hill, and has
held senior positions in the House and the Senate, including for Senator Carl Levin (D-MI) and
Representative Carolyn Kilpatrick (D-MI). Additionally, he served as a senior aide to
Representative Mike Capuano (D-MA), and led the Congressman’s work on the financial
services committee. Before his time as a senior congressional aide, Mr. Emerson worked in the
banking practice of a law firm and at the Federal Reserve Bank of New York. Mr. Emerson
graduated magna cum laude from Howard University and earned his law degree from the George
Washington University Law School.

LEE FARIA is vice president of asset management compliance and the chief compliance officer
for Columbia Management Investment Advisers, LLC (CMIA). Ms. Faria manages a group of
employees who are responsible for investment guideline monitoring and trading surveillance as
well as a group of employees responsible for compliance with the code of ethics/personal
trading, and administering certain other fiduciary-related policies. She has significant expertise
in investment adviser regulatory matters. Ms. Faria has over 30 years of industry experience, of
which 25 are in a legal or compliance capacity. Ms. Faria joined one of the legacy firms of
Ameriprise in 2005. Previously, she worked for Deutsche Asset Management (formerly Scudder
Kemper). She also worked as an in-house counsel at both Fidelity Investments and Mellon Bank.
Ms. Faria received her B.A. from Wellesley College and J.D., cum laude, from Suffolk
University Law School. She is a member of the Massachusetts Bar Association.

CURTIS FLIPPEN is Senior Director at Foreside Financial Group, LLC. Mr. Flippen provides
compliance consulting services primarily to private fund advisers and institutional investment
advisers including advice and guidance to exempt reporting advisers, advisers registering with
the SEC, and SEC-registered investment advisers. Advice and guidance includes: annual review
of the firm’s compliance program, drafting and implementation of firm’s compliance policies
and procedures and code of ethics, ongoing monitoring of firm’s compliance policies and
procedures and code of ethics, annual compliance training targeted or focus reviews (or training)
concerning conflicts of interest, fees and expenses, private fund offering compliance, private
fund governing documentation compliance, regulatory exam assistance and marketing material
review. Mr. Flippen has more than 20 years of experience in investment and securities legal and
regulatory matters. Prior to joining Foreside, he was with QMA/Prudential, MetLife Advisors,
Deloitte, Bear Stearns Asset Management, and E&Y, where he held various compliance and
legal roles. Mr. Flippen received a B.S. from Hampton University and a J.D. from Rutgers Law
School.

GENNA GARVER, a Partner at Troutman Pepper Hamilton Sanders LLP, provides targeted,
practical advice to investment advisers and their proprietary private investment funds. The
private funds Ms. Garver advises implement a variety of investment strategies and structures,
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including hedge funds, private equity funds, private credit funds and funds of funds and other
managers. Ms. Garver also represents institutional investors, funds of funds and family offices in
connection with their private fund investments. Her clients appreciate the close personal
attention she provides to help them navigate the complex maze of investment regulation. Ms.
Garver routinely advises clients on formation and offering matters for both domestic and
offshore funds; SEC and state investment adviser, and private fund regulation; Investment
Advisers Act compliance program implementation, annual reviews and ongoing matters; as well
as regulatory examinations and investigations. She also has extensive experience representing
financial institutions in a variety of transactional and regulatory matters. A sought-after speaker
and author, Ms. Garver regularly presents at industry events on various aspects of securities law.
She is also actively involved in numerous women’s and diversity initiatives in the financial
services industry and is an active participant in 100 Women in Finance, the Investment Adviser
Association, and the National Association of Compliance Professionals.

ALEXANDER C. GAVIS is Senior Vice President and Deputy General Counsel in the Corporate
Legal Department of FMR LLC, the parent company of Fidelity Investments, one of the largest
brokerage and mutual fund companies in the United States and the leading provider of workplace
retirement savings plans. He manages a team of attorneys and professionals responsible for
providing legal services to the firm’s retail brokerage, stock plan and workplace retirement
businesses. He also oversees legal services for Fidelity’s businesses involved in digital
communications and commerce, including social media. Mr. Gavis provides legal advice on all of
Fidelity’s national advertising and marketing initiatives. Prior to joining Fidelity in 1997, Mr. Gavis
served as Assistant Counsel at the Investment Company Institute and as Senior Counsel in the Office
of General Counsel at the U.S. Securities and Exchange Commission, both in Washington, DC. He
also served as a judicial law clerk for The Honorable William T. Allen, Chancellor of the Court of
Chancery for the State of Delaware. He has worked in investment banking in New York at Salomon
Brothers Inc, handling mergers and acquisitions. Mr. Gavis received his J.D., cum laude, from the
University of Pennsylvania Law School, where he served as Editor-in-Chief of the University of
Pennsylvania Law Review, and his bachelor’s degree, with High Honors and Phi Beta Kappa, from
Swarthmore College. As an adjunct professor at Suffolk University Law School, he teaches the class
“Designing Thinking for Lawyers and Business Professionals” and has taught at the Stanford
University Design and Law Schools and at Harvard Law School. He also holds a patent in the area
of blockchain technologies. Mr. Gavis currently serves on FINRA’s FinTech Industry Committee
and as chair of the Public Communications Committee, and as a past member of the E-Brokerage
(chair) and Membership Committees and the Social Media (chair) and New Account Form Task
Forces. He serves as vice chair of the IAA’s Technology Innovation Committee.

PAUL D. GLENN is Special Counsel for the Investment Adviser Association. Previously, he
worked for 12 years at the U.S. Securities and Exchange Commission as a trial attorney and
special counsel in the Division of Enforcement and the Office of General Counsel, respectively.
He also worked at the Office of the Comptroller of the Currency (OTS), U.S. Treasury, as
Deputy Chief Counsel and Special Counsel. Mr. Glenn also served as Vice President and
Director of Compliance for PNC Bank N.A. in Washington, DC and Sandy Spring Bancorp, Inc.
He holds an LL.M from Georgetown University Law Center and his J.D. and B.A. from Case
Western Reserve University. He holds an honorary doctor of laws degree from Nyack College.

DANIEL GOELZER, a retired partner in the law firm of Baker McKenzie, is a member of the
Sustainability Accounting Standards Board and advises a Big Four accounting firm on audit
quality issues. He prepares a bi-monthly newsletter, Audit Committee and Auditor Oversight
Update, which focuses on regulatory issues affecting audit committees. From 2002 to 2012, Mr.
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Goelzer was a member of the Public Company Accounting Oversight Board and served as
Acting PCAOB Chair from August 2009 through January 2011. From 1983 to 1990, he was
General Counsel of the Securities and Exchange Commission. Mr. Goelzer is a CPA and a
lawyer.

LAURA L. GROSSMAN is Associate General Counsel of the Investment Adviser Association.
Prior to joining the IAA in 2012, Ms. Grossman was in private practice for over 10 years in the
New York office of Fulbright & Jaworski L.L.P. (now Norton Rose Fulbright), where she
advised registered investment adviser, mutual fund and private fund clients on matters arising
under the Investment Advisers Act, the Investment Company Act and other federal securities
laws, the Commaodity Exchange Act and associated regulations, and a wide range of compliance
issues. Ms. Grossman received her B.A., summa cum laude, from Rutgers College, and she
received her law degree from the University of Pennsylvania.

JON K. HADFIELD serves as Chief Compliance Officer for VVanguard Global Advisers, LLC
and Head of Fund and Adviser Compliance for Vanguard. He is responsible for all aspects of
compliance with respect to the management of Vanguard’s U.S. mutual funds and ETFs, as well
as the provision of investment advice to certain non-U.S. funds, ETFs, and separately managed
accounts. Prior to joining Vanguard, Mr. Hadfield was an Assistant Vice President at USAA
Investments where he led the legal team that provided advice on the manufacturing and
distribution of investment products, including mutual funds, ETFs, brokerage, investment
advisory services, and related product lines. He is a former adjunct faculty member at St. Mary’s
University School of Law where he taught a course on securities law. Prior to USAA, Mr.
Hadfield served as an Associate at the Washington, DC offices of both Allen & Overy and
Eversheds Sutherland. Mr. Hadfield received an LL.M. in Securities and Financial Regulation
from Georgetown University Law Center, a J.D. from the University of Baltimore School of
Law, and a B.A. in English from the University of Lynchburg. He is admitted to the Maryland
and District of Colombia Bars.

MELISSA HARKE is a Senior Special Counsel in the Investment Adviser Regulation Office in
the SEC’s Division of Investment Management. Since joining the SEC she has taken a leadership
role in investment adviser policymaking, most recently the proposal and adoption of the new
Advisers Act marketing rule. She has also been involved in the adoption and implementation of:
amendments to the custody rule; investment adviser registration and reporting rules, including
Form ADV; and the pay-to-play rule. Prior to joining the SEC, Ms. Harke was an Associate in
the Investment Management Group of the Washington, DC office of K&L Gates. She received
her undergraduate degree from Bucknell University and her law degree, with honors, from
American University.

CHRISTOPHER HAYES is the Chief Compliance Officer and Principal at 1919 Investment
Counsel and a member of the firm’s operating committee. As Chief Compliance Officer, his
primary responsibility is to oversee the firm’s compliance with the federal securities law and
coordinate all interactions with regulators, most commonly the Securities and Exchange
Commission. Previously, Mr. Hayes was an attorney at The Boston Company Asset
Management (an equity focused boutique that was an affiliate of Mellon Bank); Senior Legal
Counsel of T. Rowe Price Associates as part of the global advisory group; and held a dual
position as Assistant General Counsel of Interactive Brokers and Managing Director of
Greenwich Advisor Services. Mr. Hayes holds a B.S. from Salem State University and a J.D.
from New England Law. He is a member of the Massachusetts Bar.



KATHY D. IRELAND is a consultant specializing in ERISA and investment adviser issues,
including codes of ethics and fiduciary matters. Prior to establishing her consulting practice, Ms.
Ireland served as Counsel, Federal Government Affairs at Ameriprise Financial in Washington,
DC. From 2011 to 2017, she represented SEC-registered investment advisers at the U.S.
Department of Labor and the SEC as Associate General Counsel of the Investment Adviser
Association. Prior to joining the IAA, Ms. Ireland acted as an independent consultant focusing
on ERISA and securities issues. She also worked on the legal staff at the Investment Company
Institute, representing the mutual fund industry in regulatory and compliance matters, in the
Division of Investment Management at the SEC, and at the law firm of Gibson, Dunn &
Crutcher. She received her B.S. from Lebanon Valley College, her law degree from the College
of William & Mary, and an LL.M. in Labor Law from the George Washington University
National Law Center.

MICHELLE L. JACKO, CSCP, is the Managing Partner and CEO of Jacko Law Group, PC,
which offers corporate and securities legal services to broker-dealers, investment advisers,
investment companies, hedge/private funds and financial professionals. In addition, Ms. Jacko is
the Founder and CEO of Core Compliance & Legal Services, Inc., a compliance consultation
firm. Ms. Jacko specializes in investment adviser, broker-dealer and fund regulatory compliance
matters, internal control development, regulatory examinations, transition services and
operational risk management. Her consultation practice is focused on the areas of regulatory
exams and formal inquiries, mergers and acquisitions, annual reviews, policies and procedures
development, testing of compliance programs (including evaluation of internal controls and
supervision), mock exams, senior client issues, cybersecurity, Regulation S-P and much more.
Ms. Jacko received her J.D. from St. Mary’s University School of Law and B.A. from the
University of San Diego. She holds NSCP’s Certified Securities Compliance Professional
(CSCP) designation and is a member of the National Association of Women Lawyers.

J. CHRISTOPHER JACKSON is Senior Vice President and General Counsel of Calamos
Investments. He has responsibility for the Legal, Compliance and Internal Audit functions of
Calamos and its affiliated companies. Previously, he was Director and Head of U.S. Retail Legal
for Deutsche Asset Management — Legal Division, in New York. Before that, he was Vice
President and Associate General Counsel of Van Kampen American Capital, Inc. (now known as
Van Kampen Investments). Mr. Jackson is a member of the bars of the states of Illinois, Florida
and New York and also a member of the American Bar Association and Illinois State Bar
Association. Mr. Jackson received his B.A. from lllinois Wesleyan University, his M.A. in
Economics from Northern Illinois University and his J.D. from the University of Tulsa.

BRIAN MCLAUGHLIN JOHNSON is an Assistant Director in the Rulemaking Office in the
SEC’s Division of Investment Management. Mr. Johnson heads the Division’s Investment
Company Regulation Office, which is responsible for rulemaking activities under the Investment
Company Act in the Division and provides advice on policy initiatives affecting the asset
management industry. Before joining the SEC in 2010, Mr. Johnson was an associate at the
Washington, DC offices of K&L Gates and WilmerHale. Mr. Johnson received his B.A. from the
University of Delaware and his J.D. from the George Mason University School of Law.

CARLOTTA KING is General Counsel and Corporate Secretary of Diamond Hill Capital
Management Inc., an independent investment management firm with an intrinsic value
investment philosophy. Ms. King joined Diamond Hill in September 2020, where she is
responsible for Diamond Hill’s legal and corporate governance matters. Prior to Diamond Hill,
Ms. King served as Associate General Counsel of Managed Funds Association, where from 2010
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to 2020 she was responsible for monitoring, analyzing and commenting on U.S. and international
legislative and regulatory matters affecting the alternative investment industry. From 2006 to
2010, Ms. King was previously an associate at Dechert LLP in Washington, DC, where she
practiced in the firm’s Financial Services Group, representing registered and unregistered
investment advisers. Prior to joining Dechert LLP, Ms. King was an associate in the Investment
Management Group and the Financial Institutions Group of Davis Polk & Wardwell in New
York, NY from 2003 to 2006. Ms. King received her Juris Doctor from Harvard Law School in
2003 and her Bachelor of Arts degree from Georgetown University in 2000. Ms. King is on the
Board of Directors of Women in Derivatives, and a member of the New York and District of
Columbia bars.

MICHELLE KIRSCHNER is an English law partner in the London office of Gibson, Dunn &
Crutcher. She advises a broad range of financial institutions, including investment managers,
integrated investment banks, corporate finance boutiques, private fund managers and private
wealth managers at the most senior level. Ms. Kirschner has a particular expertise in fintech
businesses, having advised a number of fintech firms on regulatory perimeter issues. Ms.
Kirschner works closely with the Corporate team on financial services capital markets and M&A
deals, in particular on investments by funds into regulated firms and related prudential issues.
Ms. Kirschner has extensive experience in advising clients on areas such as systems and controls,
market abuse, conduct of business and regulatory change management, including MIFID 11,
MAR and Senior Managers & Certification Regime. Following the EU referendum, she has
spent considerable time advising regulated clients in relation to their options for conducting
business in/into the EU following Brexit. Ms. Kirschner has particular experience in contentious
regulatory matters, including acting as a section 166 skilled person under the Financial Services
and Markets Act. She has also conducted internal investigations, in particular reviews of
corporate governance and systems and controls in the context of EU and UK regulatory
requirements and expectations. Ms. Kirschner has been recognized by The Legal 500 UK 2021
for Regulatory Investigations and Corporate Crime.

JENNIFER L. KLASS serves as the Co-chair of Baker McKenzie's Financial Regulation and
Enforcement Practice in North America. Ms. Klass is an experienced investment management
lawyer with particular focus on investment adviser regulation and the convergence of investment
advisory and brokerage services. She regularly represents clients before the Securities and
Exchange Commission, both in seeking interpretative guidance and in managing examination
and enforcement matters. Ms. Klass is a leading practitioner in digital investment advice and the
use of FinTech in the asset management industry. Ms. Klass provides practical advice that is
informed by her experience as Vice President and Associate Counsel at Goldman, Sachs & Co.,
where she represented the asset management and private wealth management businesses. Ms.
Klass’s practice tends to focus on the retail and wealth management businesses of investment
advisers and dual registrants. Her clients include the full range of asset managers, broker-dealers,
and sponsors of private investment funds, mutual funds, and exchange-traded funds.

SANJAY LAMBA is Associate General Counsel at the Investment Adviser Association. Prior to
joining the 1AA, Mr. Lamba worked at SEC headquarters for 10 years, beginning his service in
the rulemaking office of the Division of Investment Management before transferring to the
Office of Chief Counsel (Legal Branch) in the Office of Compliance Inspections and
Examinations in 2010. Prior to the SEC, he was in private practice advising registered
investment adviser and mutual fund clients on a wide range of matters arising under the federal
securities laws. He received his B.S. degree in Finance from George Mason University in 1994
and his law degree from Boston University in 1997.
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GRETCHEN LEE is Chief Compliance Officer of Clifford Swan Investment Counselors.
Immediately before joining Clifford Swan, Ms. Lee managed Crown City Compliance, a
compliance consultancy firm she founded in 2009. Previously, she was Chief Compliance
Officer at Gamble Jones Investment Counsel and an Investment Associate at Engemann Asset
Management. Ms. Lee received her B.A. in Economics from Scripps College in 1992 and
frequently volunteers for her alma mater. She particularly enjoyed helping develop curriculum
for the college’s Financial Literacy Program.

JULIUS LEIMAN-CARBIA is Chief Legal Officer & Chief Compliance Officer of
Wealthfront Inc. and has over 30 years of experience in the securities industry. Earlier in his
career, he was appointed Associate Director in the SEC’s Office of Compliance Inspections and
Examinations overseeing a staff of approximately 300 lawyers, accountants and examiners
responsible for the inspections of U.S. broker-dealers and combined broker-dealer/advisers. Mr.
Leiman-Carbia previously worked at the SEC from 1989 to 1994 as a counsel in the SEC’s then-
Division of Market Regulation, specifically in its Office of Capital Markets. Among his
professional experiences outside the SEC, Mr. Leiman-Carbia served as Chief Compliance
Officer and Global Head of Sanctions Compliance at MUFG/Union Bank, Chief Compliance
Officer at JP Morgan Securities, Managing Director of the Capital Markets and Banking
Compliance Department at Citigroup Global Markets and Head of Equities Compliance at
Goldman Sachs. Mr. Leiman-Carbia is a graduate of the University of Pennsylvania Carey Law
School, a member of the New York and DC bars and a Registered In-House Counsel in the State
of California.

ROSA LICEA-MAILLOUX is a Vice President and Director of Corporate Compliance at MFS
Investment Management (MFS). In this role, she oversees conduct policies, privacy and records
management and compliance education, innovation and monitoring. Ms. Licea-Mailloux joined
MFS in 2018. Previously, she worked at Natixis Investment Managers for over 14 years, holding
several roles in the firm’s legal and compliance groups, including chief compliance officer for
the Loomis Sayles Funds, Natixis Funds and Natixis ETFs and senior vice president and deputy
general counsel for Natixis Investment Managers — US Distribution. She began her career in
financial services in 2001 as a compliance specialist with Putnam Investments. Ms. Licea-
Mailloux earned B.A. degrees in biology and economics from Boston University and a J.D.
degree from the Northeastern University School of Law. She is an adjunct professor of financial
sector compliance at New England Law in Boston.

TESS MACAPINLAC is a Privacy Associate at OneTrust, where she provides guidance on
global regulations and standards and works in platform content development. Prior to OneTrust,
Ms. Macapinlac interned at the Network Advertising Initiative and the Berkman Klein Center for
Internet and Society. She earned her J.D. from the George Washington University Law School.
She holds CIPP/E and CIPM certifications.

KEITH MARKS is Executive Director at Compliance Solutions Strategies (CSS). Mr. Marks is
involved in the management and distribution of CSS’s products and services. He works across
CSS to find compliance and regulatory reporting solutions for investment managers. He manages
CSS’s team delivering compliance services, including annual compliance program reviews, risk
assessments, on-site mock examinations, registrations, outsourced services and cybersecurity
services to institutional wealth managers, private fund managers, retail wealth advisers, and
registered investment companies. Mr. Marks is an author, product contributor, and thought
leader. His product contributions have included the design of the Form ADV Part 2 Template
distributed to over 6,000 advisers in 2010-12, and his vision of compliance program management
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built into CSS’s Compliance Management solution. With his colleagues, Mr. Marks’s most
recent significant publication is “Big Data, Using Data Analytics”, Modern Compliance vol. 2,
ch. 23 (2017). Mr. Marks joined Ascendant Compliance Management in 2007, and became a part
of CSS in 2016. Prior to Ascendant, he was a leading instructor for the Center for Compliance
Professionals and Director of Investment Adviser Services at National Regulatory Services
(NRS). Mr. Marks practiced law previously as an Associate with Day, Berry & Howard LLP
(now Day Pitney LLP). He served as President of the New England Broker Dealer Investment
Adviser Association (NEBDIAA) from 2012-17. Mr. Marks served as a law clerk for two years
in Connecticut’s Supreme Court and Appellate Court after earning his Juris Doctor degree
magna cum laude from Western New England University School of Law and his Bachelor of
Arts magna cum laude from the University of Connecticut. He is a member of the State Bar of
Connecticut.

MICHAEL W. MCGRATH, CFA is a partner in the Boston office of K&L Gates LLP. He is a
member of the firm’s Investment Management, Hedge Funds, and Alternative Investments
practice group. Mr. McGrath practices in the areas of investment management, securities, and
commodities law. He focuses on counseling institutional investment firms, private fund
managers, and broker-dealers in connection with regulatory aspects of their U.S. and global
operations. Mr. McGrath also advises clients with respect to U.S. and global regulation of swaps
and other derivatives, and assists with the development of various alternative investment
strategies. Prior to joining K&L Gates, Mr. McGrath was a Vice President and Senior Counsel
with Allianz Global Investors. He received a law degree from Duke University and an A.B. from
Stanford University.

JENNIFER B. MCHUGH is a Senior Special Counsel in the Disclosure Review and
Accounting Office of the Division of Investment Management at the U.S. Securities and
Exchange Commission. She also is the Division’s delegate to the SEC’s Strategic Hub for
Innovation and Financial Technology. Ms. McHugh previously served as a Senior Advisor to
SEC Chair Mary Jo White from 2013-2014 and to SEC Chairman Mary L. Schapiro from
2009-2012. Ms. McHugh held several prior positions within the SEC’s Division of Investment
Management, including Acting Director (Nov. 2010 — Feb. 2011); Acting Associate Director
(Sept. 2018 — Mar. 2019); Senior Advisor to the Director (2001-2009; 2012-2013; 2014-2017);
Special Counsel and IARD Project Coordinator (2000-2001); and Attorney (1999-2000). Ms.
McHugh received the SEC’s Distinguished Service Award in 2012 and the Excellence in
Leadership Award in 2019. She also is a three-time recipient of the SEC Chairman’s Award for
Excellence and in 2020 received the Chairman’s Award for Serving the Interests of Main Street
Investors. Prior to joining the SEC, Ms. McHugh was an associate with Dechert (1994-1999),
representing investment companies and investment advisers in the firm’s Investment
Management Practice Group. Ms. McHugh received her J.D., magna cum laude, from Catholic
University in Washington, DC, where she was Lead Articles Editor of the Catholic University
Law Review. Ms. McHugh received her B.A., cum laude, from the University of Notre Dame in
South Bend, Indiana.

A. VALERIE MIRKO is a Partner in Baker McKenzie’s Financial Regulation and Enforcement
Practice in North America. Ms. Mirko’s practice includes a wide range of regulatory,
enforcement and strategic policy matters for investment management clients. Ms. Mirko
regularly advises broker-dealers and investment advisers regarding federal and state securities
laws and regulations, including FINRA rules, and counsels clients during all aspects of broker-
dealer and investment adviser regulatory examinations and enforcement investigations. Ms.
Mirko is pragmatic, drawing from her in-house and public sector experience to assess regulatory
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and enforcement risk within the context of federal and state regulators’ policy goals. Ms. Mirko
previously served as General Counsel of the North American Securities Administrators
Association (NASAA) where she advised the NASAA Board on developments in the federal
securities laws and their impact on state securities regulation, contributed to federal-state
regulatory coordination and collaborated on regulatory initiatives relating to data privacy,
Fintech and Regtech. Earlier in her career, Ms. Mirko held legal and compliance roles at BofA
Merrill Lynch and Oppenheimer and Co., Inc. and was an associate at a Washington, DC law
firm. She is a graduate of Wellesley College and George Washington University Law School.

CRAIG MORESHEAD is Managing Director at Foreside Financial Group, LLC. Mr.
Moreshead oversees Foreside’s investment adviser compliance services team which provides
strategic and regulatory guidance to investment advisers under the Investment Advisers Act of
1940 and state securities laws. Prior to joining Foreside, he served as in-house counsel for a large
financial services company and has more than 25 years of experience providing regulatory
compliance services to private fund managers, registered investment companies, and retail
investment advisors. Mr. Moreshead received his B.A. from Hofstra University and his J.D. from
Capital University Law School.

MICHAEL MUIRHEAD, JR. is senior director, learning and development for Fi360, a
Broadridge Company. In this role, he is responsible for leading the strategy, design, development
and delivery of Fi360’s designation and training solutions. Mr. Muirhead approaches learning
and development from the perspective of an industry professional who has successfully worked
with plan sponsors, financial advisors, consultants and plan providers for more than 20 years.
Before joining Fi360, he was a financial advisor and large market institutional sales manager for
Merrill Lynch, where he gained a wealth of experience in consulting, sales, marketing and
relationship management. Mr. Muirhead received a B.S. in business administration with a
concentration in Finance from the Wayne State University. He also holds the Accredited
Investment Fiduciary® (AIF) and Professional Plan Consultant® (PPC) designations.

SEAN MURPHY is a Vice President in the Legal and Compliance Department at EIG Global
Energy Partners, a Washington, DC-based private equity and private credit firm that specializes
in energy and infrastructure investments. Prior to joining EIG in 2019, Mr. Murphy was a Vice
President and Counsel at BlackRock where he advised various business groups on commercial,
regulatory, compliance and transactional matters. Prior to his time at BlackRock, Mr. Murphy
was an associate in the Financial Services Group at Dechert LLP where his practice focused on
providing counsel to managers of registered and unregistered investment companies. Mr.
Murphy received a B.S. in Government from the College of William and Mary and a J.D. from
Georgetown University Law Center.

KIRK NAHRA is a partner with WilmerHale in Washington, DC, where he specializes in
privacy and information security litigation and counseling, along with a variety of health care
and compliance issues. He is co-chair of the firm’s Cybersecurity and Privacy Practice and Co-
Chair of the Big Data Practice. He assists companies in a wide range of industries in analyzing
and implementing the requirements of privacy and security laws across the country and
internationally. He provides advice on data breaches, enforcement actions, contract negotiations,
business strategy, research and de-identification issues and privacy, data security and
cybersecurity compliance. He advises companies in virtually all industries, ranging from Fortune
500 companies to start-ups. He teaches privacy and data security issues at several law schools,
including serving as an adjunct professor at the Washington College of Law at American
University and at Case Western Reserve University. In addition, he currently serves as a fellow
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with the Cordell Institute for Policy in Medicine & Law at Washington University in St. Louis
and as a fellow with the Institute for Critical Infrastructure Technology. Mr. Nahra received his
law degree from Harvard Law School and his undergraduate degree from Georgetown
University.

HOPE NEWSOME is Co-Founder and Managing Partner at Virtus LLP. Ms. Newsome has
served in several capacities within the financial services industry since 1999, including as
general counsel and chief compliance officer of registered investment advisers, broker-dealers
and public and private funds. Prior to founding Virtus LLP, she served as general counsel and
chief compliance officer at a Winter Park, FL based private equity and asset management
firm. She serves on the boards of the United Way of Central Florida, the Black Chamber of
Commerce Central Florida and ATHENA Orlando Women’s Leadership. She is a member of the
Florida Bar and serves on its Professional Ethics Committee.

NASEEM NIXON is Vice President and Associate Counsel at Capital Group, where she has
responsibilities within the firm’s regulatory policy, retail and institutional client services, and
fund governance efforts. Prior to joining Capital Group, Ms. Nixon served in the Division of
Investment Management for several years, most recently as Senior Policy Advisor to the
Director. She also practiced as an associate with Eversheds Sutherland in Washington, D.C. Ms.
Nixon received her J.D. from Brigham Young University J. Reuben Clark Law School and her
bachelor’s degree in Public Policy Studies from Duke University.

KIMBERLY H. NOVOTNY is senior associate general counsel with Franklin Templeton. She
serves as Corporate Secretary of Fiduciary Trust Company International, a New York state
chartered trust company, and Vice President and Assistant Corporate Secretary of Fiduciary
Trust International of the South, a Florida chartered trust company. In addition, she serves as
Vice President and Assistant Secretary of Templeton Investment Counsel, LLC, a U.S. registered
investment adviser, and Assistant Secretary of Franklin Resources, Inc. She handles legal matters
relating to the firm’s collective investment trusts, high net worth business, U.S. retirement
business and the Franklin Templeton 401(k) plan. From 2006 to 2019, Ms. Novotny provided
legal support for the Templeton mutual funds and institutional separate accounts as well as
Fiduciary Trust’s collective investment trusts, served as Corporate Secretary of Fiduciary Trust
International of the South and oversaw Franklin Templeton’s proxy voting team. She served as
Vice President and Assistant Secretary to all of the Franklin, Templeton and Franklin Mutual
Series U.S. registered investment companies from 2013 to 2020. Ms. Novotny has 22 years of
experience working as an attorney in the investment management industry. Prior to joining
Franklin Templeton in 2006, Ms. Novotny was a partner in the investment management practice
of Bell, Boyd & Lloyd in Chicago, Illinois. Ms. Novotny received a J.D., with honor, from
DePaul University College of Law and a B.M., summa cum laude, from DePauw University. She
is a member of the Florida and Illinois State Bars.

ERIC C. OPPENHEIM is General Counsel and Chief Compliance Officer of Telemus Capital,
LLC. He is responsible for all legal and regulatory compliance and administrative matters for the
firm’s investment management, wealth advisory, family office services and insurance businesses.
He is also a director of Mi Bank and chair of its Audit Committee. Prior to joining Telemus
Capital, Mr. Oppenheim was with TIAA-CREF where he headed the Asset Management and
Trust Compliance Group and was later appointed Acting Chief Compliance Officer of TIAA-
CREF’s mutual fund complex. Previously, he was with Comerica Incorporated, a major regional
financial services company. Mr. Oppenheim is a member of the State Bar of Michigan and the
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Bar of the U.S. Supreme Court. He received a B.A. degree in Political Science from the
University of Michigan and a J.D. degree from Wayne State University Law School.

C. DABNEY O’RIORDAN has been Co-Chief of the SEC Enforcement Division’s Asset
Management Unit since June 2016. The AMU is a national specialized unit that focuses on
misconduct by investment advisers, investment companies, and private funds. Ms. O’Riordan
joined the SEC in 2005, and has served in multiple roles including Senior Counsel, Counsel to
the Director and Assistant Director. Before joining the SEC, Ms. O’Riordan served as a law clerk
to Judge David R. Thompson of the U.S. Court of Appeals for the Ninth Circuit and worked in
private practice in Los Angeles, California at the law firm Munger, Tolles & Olson LLP. Ms.
O’Riordan received her undergraduate degree from Wellesley College, where she majored in
environmental sciences, and her J.D. from the University of California, Los Angeles.

ALPA PATEL is a partner in the Investment Funds Group of Kirkland & Ellis LLP. Prior to
joining Kirkland, she served as Branch Chief of the Private Funds Branch of the Investment
Adviser Regulation Office in the SEC’s Division of Investment Management. In this role, Ms.
Patel was the key adviser on all private fund-related projects and priorities. For example, she was
the lead counsel implementing private fund adviser reporting on Form PF and the rules related to
private fund adviser registration. She also advised the Division of Corporation Finance on
regulations related to the offering requirements of private funds, including general solicitation
and bad actor rules. Ms. Patel also routinely advised the agency’s Office of Compliance
Inspection and Examinations (OCIE) regarding the application of Advisers Act rules and other
Federal securities regulations to investment advisers, particularly with respect to the nuances
associated with private fund advisers. Prior to joining the SEC, Ms. Patel was in private practice
where she advised clients on the structuring, formation, and private offering requirements of
onshore and offshore private funds, as well as provided counsel to investment advisers in
regulatory, compliance, and corporate matters.

LINDA PAULLIN-HEBDEN, an executive partner at Warner Norcross & Judd LLP, has spent
over 30 years representing investment advisers both as compliance counsel and in assisting
advisers in mergers and acquisitions. Ms. Paullin-Hebden helps advisers achieve their business
goals while remaining compliant with applicable rules and regulations. Ms. Paullin-Hebden
frequently represents clients in connection with SEC and state regulatory matters and also
negotiates and drafts contracts for investment adviser/vendor relationships. Ms. Paullin-Hebden
hosts quarterly chief compliance officer roundtables to help CCOs better understand the law as it
pertains to their business and compliance program. Ms. Paullin-Hebden received a B.A. in
political science and business administration from Alma College and a juris doctor from Wayne
State University, cum laude.

HESTER M. PEIRCE was appointed by President Donald J. Trump to the U.S. Securities and
Exchange Commission and was sworn in on January 11, 2018. Prior to joining the SEC,
Commissioner Peirce conducted research on the regulation of financial markets at the Mercatus
Center at George Mason University. She was a Senior Counsel on the U.S. Senate Committee on
Banking, Housing, and Urban Affairs, where she advised Ranking Member Richard Shelby and
other members of the Committee on securities issues. Commissioner Peirce served as counsel to
SEC Commissioner Paul S. Atkins. She also worked as a Staff Attorney in the SEC’s Division of
Investment Management. Commissioner Peirce was an associate at Wilmer, Cutler & Pickering
(now WilmerHale) and clerked for Judge Roger Andewelt on the Court of Federal Claims.
Commissioner Peirce earned her bachelor’s degree in Economics from Case Western Reserve
University and her JD from Yale Law School.
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PAMELA F. PENDRELL, IACCP®, is a partner and the Chief Compliance Officer of
GlobeFlex Capital. She joined GlobeFlex in 2004 and became the Chief Compliance Officer in
2013, leading the firm’s compliance effort. Prior to her role as CCO, Ms. Pendrell performed
marketing and client service roles at GlobeFlex, including the oversight of performance and
compliance reporting. Prior to GlobeFlex, Ms. Pendrell worked at Pacific Corporate Group in a
marketing capacity. Her industry experience began with AllianceBernstein in New York
supporting their client service and marketing efforts. Ms. Pendrell earned her B.A. at Colgate
University, where she graduated magna cum laude with high honors in History. She obtained the
IACCP® designation in 2015.

STEVE PERAZZOLLI is a Partner in PwC’s Asset & Wealth Management Group and has over
20 years of diverse experiences servicing a global and multi-disciplinary client base across the
financial services industry. He has experience providing audit and advisory services to clients in
the asset management industry and trustees for employee benefit and welfare plans. Mr.
Perazzoli is focused on relevance as a business advisor in a rapidly changing global business and
regulatory landscape and has a demonstrated track record in delivering value while managing
relationships. He is a recognized resource on fair valuation topics and is a leading specialist on
investment performance reporting.

MARK D. PERLOW is a partner in the San Francisco office of Dechert LLP. He represents
mutual funds, hedge fund managers, fund independent directors, investment advisers and broker-
dealers on a broad range of regulatory and transactional matters. He is also an adjunct lecturer at
the University of California, Berkeley Law School where he teaches a course on capital markets
and financial regulation. Having served as senior counsel in both the SEC’s Office of the General
Counsel and the Division of Enforcement, Mr. Perlow has considerable experience with SEC
rule-making, submissions, enforcement, examinations and compliance activity. Mr. Perlow
received a J.D. from Yale Law School, an M.A. from Oxford University and an A.B. from the
University of California, Berkeley. He is a member of the California and District of Columbia
Bars.

MARI-ANNE PISARRI is a partner with Pickard Djinis & Pisarri LLP. She specializes in
regulatory issues pertaining to investment advisers (including asset managers, research services
and proxy advisory firms), NRSROs (registered credit rating agencies) and service providers to
the securities industry. In this regard, she advises clients on federal and state securities laws and
rules, and related ERISA matters; processes registrations for financial market participants;
designs compliance programs and assists with both internal compliance reviews and SEC
compliance examinations; advances clients’ interests before regulatory and policy making
bodies; and represents regulated entities in disciplinary proceedings. In addition, she speaks and
writes extensively on securities regulatory issues. Ms. Pisarri received her B.A., summa cum
laude, from St. Lawrence University, and her J.D., magna cum laude, from Cornell University.

JANICE POWELL, MBA, IACCP®, serves as a Senior Compliance Consultant at Core
Compliance & Legal Services, Inc. With over 19 years of industry experience, Ms. Powell
focuses on developing, implementing and maintaining a risk-based compliance program,
including risk assessments, conflicts of interest inventories, and development of policies and
procedures, supervisory structures and controls. Her experience in a multitude of business
models from hybrid advisers, multi-family offices, dual registrants, bank-owned advisers and
broker-dealers, advisers to mutual funds, trust companies and independent advisers provides for
a broad knowledge of the Investment Advisers Act, Investment Company Act, Securities
Exchange Act of 1934, Securities Act of 1933, ERISA, Non-Deposit Investment Products,
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alternative investments, and private funds. Prior to joining Core Compliance, Ms. Powell was the
Deputy Director, RIA Supervision for Securities America, Inc. Ms. Powell has experience as a
Chief Compliance Officer at numerous firms, including PagnatoKarp Partners, The Index Group,
Convergent Wealth Advisors, BOK Financial, Zions Bancorporation, as well as operational
experience at Fidelity Investments and Lincoln Financial Advisors. She earned a B.A. and
M.B.A. from the University of Phoenix and FINRA Series 7, 63, and 65 licenses.

LORI RENZULLI is Chief Compliance Officer, Counsel, and a Partner of Harding Loevner
LP, a global asset manager based in Bridgewater, New Jersey. Her responsibilities include
overseeing the day-to-day management of the firm’s compliance program. Prior to joining
Harding Loevner in 2006, Ms. Renzulli spent 17 years with subsidiaries of MetLife and
Citigroup in various compliance and legal roles. She has also been a speaker at the SEC’s
National CCOutreach conference and several IAA Compliance Conferences. Ms. Renzulli has a
J.D. from Seton Hall University School of Law and a B.A. in Psychology from Douglass
College, Rutgers University.

SARAH RONNENBERG has spent over 20 years in the financial services industry with her
most recent positions comprising of senior compliance roles. She joined Horizon Investments,
LLC in 2017 as its Compliance Director and supports the oversight and administration of its
compliance program. Prior to Horizon, Ms. Ronnenberg was a Compliance Officer on TIAA’s
Operations and Plan Compliance team, focusing on transaction compliance and vendor
oversight, and served as the CCO for Piedmont Investment Advisers. Previous experiences span
both the sell-side and the buy-side and include working on UBS’ institutional ADR sales desk,
working for Bear Stearns’ equity research department, and working at Vardon Capital
Management, a hedge fund registered with the SEC, where she held a number of responsibilities
that supported the CCO in administering the firm’s compliance program. Ms. Ronnenberg has
attained her IACCP® designation and attended Vanderbilt University, graduating summa cum
laude with a B.A. in English and French. She holds an M.A. in Anglo-American Literary
Relations from the University College London.

IGOR ROZENBLIT is the Co-Head of the SEC’s Private Funds Unit. The Private Funds Unit
is part of the Division of Examinations and is responsible for developing expertise in and
conducting examinations of advisers to private funds. Before joining the Private Funds Unit, Mr.
Rozenblit was a private funds expert in the Division of Enforcement’s Asset Management
Unit. Prior to joining the SEC, Mr. Rozenblit managed the North American funds portfolio for a
large European asset manager and worked at several private equity advisers. Mr. Rozenblit
received his M.B.A. from the University of Chicago’s Booth School of Business and a Bachelor
of Science degree from the University of Michigan.

ALEX RUSSELL is the Managing Director of White Collar, Regulatory and Internal
Investigations for Bates Group, where he is responsible for managing cases related to
institutional disputes involving trust or banking entities, or cases related to investment banking or
sales & trading, as well as those involving ultra-high net worth individuals. In addition, Mr.
Russell is responsible for managing matters involving the assessment of economic damages. Mr.
Russell also serves as the co-leader of Bates Group’s Big Data Analytics segment, with a
particular focus on the use of data analytics in market manipulation or fraud cases. Mr. Russell
provides expert witness testimony related to valuation, economic damages, quantitative financial
modeling, trading systems, and derivative strategies and products within both the retail and
institutional securities litigation practice areas. He is an adjunct professor of finance at both
Linfield College and in the Graduate School of Management at Willamette University. Mr.

17



Russell was previously the head of Bates Group’s Research division. Before joining Bates
Group, Mr. Russell was a Consultant with LECG. Prior to LECG, Mr. Russell was an auditor
with the Oregon Department of Revenue. He has previously worked as a research analyst for
Merrill Lynch and as an analytic consultant to Willamette University’s endowment.

MELISSA SCHIFFMAN is a Compliance Manager and Vice President at J.P. Morgan Asset
Management. In her role, she leads Compliance coverage for the managed account and advisory
and core beta solutions businesses in the U.S. Prior to joining J.P. Morgan, Ms. Schiffman was a
manager at Eagle Strategies LLC, a registered investment adviser of New York Life Insurance
Company, where she had responsibility for investment adviser policies, Form ADV disclosures,
the Code of Ethics and personal trading program, compliance training, as well as certain advisory
account, best execution and social media surveillance activities. Ms. Schiffman received her B.S.
summa cum laude from the Macaulay Honors College at Brooklyn College, CUNY, and holds a
FINRA Series 7 license.

ALEXANDER SCHILLER is the Assistant Director of the Office of Asset Management,
Division of Economic and Risk Analysis, at the Securities and Exchange Commission
(SEC). The office provides economic and other interdisciplinary analysis in support of the
Commission on issues related to the regulation of investment advisers, investment companies,
hedge funds and other institutional investors. The office will also analyze proposals for new
financial products, particularly involving exchange traded funds. Dr. Schiller received his PhD in
financial economics from Carnegie Mellon University.

LINDA SHIRKEY is a Managing Director of the Bates Compliance team based in Houston,
TX. As President and founder of The Advisor’s Resource, Inc., she has provided compliance
expertise to Registered Investment Advisers for over 20 years. A former institutional stock
broker covering money managers and major corporations, Ms. Shirkey was with Charles Schwab
& Co., Inc., for 10 years. Prior to her position with Charles Schwab, Ms. Shirkey worked in
banking and legal services in product development, marketing and corporate finance. A magna
cum laude graduate of Case Western Reserve University in Cleveland, Ohio, Ms. Shirkey is a
former Board member of the National Society of Compliance Professionals (“NSCP”) and
currently serves on their Strategic Planning Committee. She also holds a leadership role with the
Houston Compliance Roundtable and is a member of the DFW Compliance Roundtable. She is
often invited to speak as an expert in applying current compliance requirements effectively and
efficiently, and she has led workshops and seminars for the NSCP Regional and National
Meetings, IA Watch, and the Investment Adviser Association.

JOELLE A. SIMMS, a Principal at Bressler, Amery & Ross, is located in the firm’s Dallas,
Texas and Fort Lauderdale, Florida offices. Her practice is focused on the representation of
investment professionals and financial institutions in state and federal courts and in arbitration
proceedings throughout the United States, including expungement actions. Ms. Simms also
represents business owners in employment, commercial, and tort matters. In addition, Ms.
Simms co-manages the firm’s Senior and Vulnerable Investor Group and advises, trains, and
defends corporate clients who confront issues in this space.

NEIL A. SIMON is Vice President for Government Relations for the Investment Adviser
Association. He has a leading role in the formulation and communication of IAA’s views on
legislative and regulatory issues important to the investment advisory profession and is
responsible for advocacy before the U.S. Congress. Before joining the IAA, he was Director of
Government Relations for the Financial Planning Association. From 1998 to 2003, he served as
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executive director of the National Franchise Council where he led an innovative public-private
compliance partnership between national franchisors and U.S. Federal Trade Commission. Prior
to that, he was counsel in the law firm of Hogan & Hartson LLP (now known as Hogan Lovells).
Mr. Simon received his B.A. magna cum laude in government and international relations from
Clark University. He received his J.D. from Georgetown University, and is a member of Phi Beta
Kappa.

KRISTIN A. SNYDER is the Deputy Director and Co-National Associate Director of the
Investment Adviser/Investment Company examination program in the SEC’s Division of
Examinations. In addition, Ms. Snyder serves as the Associate Regional Director for
Examinations in the SEC’s San Francisco Regional Office, where she leads a staff of
approximately 50 accountants, examiners, attorneys, and support staff responsible for the
examination of broker-dealers, investment companies, investment advisers, and transfer agents
across Northern California and the Pacific Northwest. Ms. Snyder has worked at the SEC for
more than 13 years, and previously served as a Branch Chief and a Senior Counsel in the San
Francisco office’s enforcement program. Prior to joining the SEC staff, Ms. Snyder practiced
with Sidley Austin Brown & Wood LLP in San Francisco. She earned her law degree from the
University of California Hastings College of the Law and received her bachelor’s degree from
the University of California at Davis.

TRACY SOEHLE joined Affiliated Managers Group, Inc. in 2007 and currently serves as
Senior Vice President and Senior Counsel. She is responsible for overseeing AMG’s regulatory
affairs and legal and compliance support of the company’s global operations and its Affiliates.
Prior to joining AMG, Ms. Soehle was a senior compliance manager at State Street Global
Advisors, and was previously regulatory compliance manager at Wellington Management
Company LLP, and an attorney at the law firm Dechert LLP. Ms. Soehle received a B.S. from
Boston College and a J.D. from Tulane University Law School.

STEVEN W. STONE is a partner at Morgan Lewis. Mr. Stone counsels most of the largest and
most prominent U.S. broker-dealers, investment banks, investment advisers, and mutual fund
organizations on investment management issues, including conflicts, trading, disclosure,
advertising, distribution, and other ongoing regulatory compliance matters. He regularly
represents clients before the U.S. Securities and Exchange Commission (SEC), both in seeking
regulatory relief and assisting clients in enforcement or examination matters. Mr. Stone advises
major U.S. broker-dealers in the private wealth and private client businesses that offer
investment advice and brokerage services to high-net-worth clients as well as broker-dealers
serving self-directing clients. He also works as counsel on various matters to the Securities
Industry and Financial Markets Association’s (SIFMA) private client committee and represents
most of the best-known U.S. broker-dealers in this area. He also advises broker-dealers and
investment advisers in the managed account or wrap fee area, and serves as counsel to the
Money Management Institute. He also guides clients through SEC, Financial Industry
Regulatory Authority (FINRA), and state investigations and enforcement actions.

ALEXANDRIA STUART is Vice President, Head of Compliance & Senior Counsel, Private
Equity at Vista Equity Partners. Ms. Stuart is responsible for compliance and regulatory matters
for Vista’s private equity strategy and Vista’s consulting firm, Vista Consulting Group. Prior to
joining Vista, Ms. Stuart was an associate in the litigation group of Ropes & Gray in its New
York and San Francisco offices. While at Ropes & Gray, Ms. Stuart’s practice focused on
representing clients in government investigations and enforcement actions. Prior to joining
Ropes & Gray, Ms. Stuart served as an Assistant Attorney General in the Charities Bureau of the
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New York State Office of the Attorney General where she investigated and prosecuted fraud and
abuse involving not-for-profit corporations. Ms. Stuart received a B.S. in Mass Communication
from Boston University and her J.D. from The George Washington University Law School. Ms.
Stuart is a member of the State Bars of New York and California.

SARAH G. TEN SIETHOFF is the Acting Director of the SEC’s Division of Investment
Management and Associate Director for the Rulemaking Office. She leads the development of
policy and rulemaking relating to investment advisers and investment companies. Prior to joining
the SEC, Ms. ten Siethoff was an associate with Cleary Gottlieb Steen & Hamilton LLP in their
New York and Washington, DC offices. Ms. ten Siethoff received her J.D. from Yale Law
School, her M.A. in International Relations from Yale University, and her B.A. from the
University of Virginia.

JOHN E. (“JACK”) THOMAS, JR. is a Senior Vice President and Audit Director with PNC.
He currently has responsibility for coordinating the audit coverage of the Asset Management
Group. Mr. Thomas received his B.A. in Accounting from Grove City College and has over 30
years of experience in the investment management industry. Mr. Thomas held various Audit,
Risk and Compliance roles in the legacy companies of BNY Mellon, including Chief Risk &
Compliance Officer of Mellon Institutional Asset Management. He also served as an Audit
Manager with the financial services practice of Ernst & Young LLP. Mr. Thomas is actively
involved in the Investment Adviser Association as chair of the Audit Directors Working Group
and as a member of the Legal & Regulatory Committee. Mr. Thomas is a Certified Public
Accountant and holds several professional designations, including Certified Financial Services
Auditor, Certified Internal Auditor, Certified Trust Auditor and Chartered Global Management
Accountant. He maintains membership in the American Institute of Certified Public
Accountants, Fiduciary & Investment Risk Management Association, Institute of Internal
Auditors and Pennsylvania Institute of Certified Public Accountants.

NESHIE TIWARI is the former Chief Compliance Officer & Compliance Counsel at Ellevest,
Inc., a digital investment platform, private wealth management and financial planning service
provider, co-founded by Sallie Krawcheck, dedicated to helping women invest to close the
gender investing gap. Ms. Tiwari has over 20 years of experience which includes previously
serving as VP Compliance & Chief Compliance Officer at BNY Mellon, Chief Compliance
Officer at Financial Engines, and Counsel with Charles Schwab. Ms. Tiwari holds a J.D. from
New York Law School and B.A. from the University of Florida. She is a member of the
California Bar and NY State Registered in House Counsel.

BOB TONER is Chief Legal Counsel of William Blair’s Investment Management division. He
has over 20 years of legal experience in the investment management industry. Prior to joining the
firm in 2015, Mr. Toner was a Managing Director and Counsel at Wellington Management &
Company LLP for nearly eleven years. At Wellington, he provided legal and regulatory guidance
on investment adviser, investment company and broker-dealer matters. Before his time with
Wellington, Mr. Toner spent five years at Eaton Vance Management where he provided legal
and regulatory guidance on investment adviser, investment company and broker-dealer
matters. He also served as sole counsel for the firm’s international funds, collateralized debt and
charitable giving products. Earlier in his career, Mr. Toner worked at Putnam Investments and
the law firm of Goodwin Procter each for two years. At those firms, he advised clients on a broad
range of mutual fund and other legal and regulatory matters.
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TIM VILLANO, CISA, CISM, CGEIT, CRISC, is Chief Information Officer at Artemis Global
Security, LLC. He is a technology expert dating back to the early 1980s utilizing DEC systems
and VAX/VMS operating systems. Mr. Villano has managed IT security for several businesses,
conducting security risk assessment engagements based upon well-defined and accepted
COBIT5® standards. He works on custom and NIST Cybersecurity Framework implementations
at private and public critical infrastructure providers. He is a co-founder of Havoc Defense, LLC,
a Managed Security Service Provider (MSSP) where he assists with network infrastructure and
cybersecurity. Mr. Villano also has a background in analysis of equity, commodity and currency
markets and has been published in several industry periodicals, including Barron’s. He has
conducted risk analysis and served as portfolio manager for hedge funds and private clients. Mr.
Villano’s industry and personal experience serves as a bridge to IT security and regulatory issues
for critical infrastructure firms. He has a B.A. in English from Yale University and a M.F.A.
from Columbia University.

KURT WACHHOLZ has been in the financial services industry for almost three decades. As an
executive consultant, Mr. Wachholz counsels firms on code of ethics and compliance program
administration. As director of education, Mr. Wachholz oversees the design and operation of two
compliance professional development programs: the Investment Adviser Core Compliance
certificate program and the Investment Adviser Certified Compliance Professional® designation.
Both professional development programs are co-sponsored with the Investment Adviser
Association. Mr. Wachholz has served on several industry organizations, including the National
Society of Compliance Professionals, in various capacities through the years. He has developed
and taught “Ethics in Leadership”, an MBA program module for the Goizueta Business School at
Emory University. He has developed and taught “Regulatory Jeopardy”, an elective course for
the Securities Industry Institute® in partnership with SIFMA and the Wharton School at the
University of Pennsylvania. He is a contributing author and member of the editorial board for
Modern Compliance: Best Practices in Securities and Finance and an editorial board member
for the Journal of Financial Compliance. Mr. Wachholz earned his BA from the University of
Wisconsin and his Investment Adviser Certified Compliance Professional designation from the
Center for Compliance Professionals. Mr. Wachholz has also been a CTO, COO, CCO,
OSJ/registered principal, investment adviser representative, and licensed insurance agent.

GWENDOLYN A. WILLIAMSON, a partner at Perkins Coie LLP, represents registered
investment companies and business development companies and their independent directors, as
well as investment advisers, family offices and nonprofit organizations. She advises clients on
governance and compliance responsibilities under the federal securities laws, including the
Investment Company Act of 1940 and the Investment Advisers Act of 1940. Ms. Williamson’s
15 years of experience in the asset management industry includes work with: registered fund
launches and liquidations; fund and adviser compliance and vendor oversight programs; SEC
registrations, examinations and investigations; annual compliance and risk assessments; routine
and special shareholder disclosures; conflict of interest issues; cybersecurity oversight and
monitoring; annual fund contract renewals and independence evaluations; large-scale fund and
adviser changes in control; applications for exemptive relief; reporting under the federal
securities laws; and negotiating advisory agreements, fund selling and servicing agreements,
credit facilities, securities lending arrangements and other contracts germane to the asset
management industry. An active speaker and writer, Ms. Williamson serves on the Editorial
Board of The Investment Lawyer.

DAVID WONG is the Chief Financial Officer and Chief Compliance Officer of Private Wealth
Partners with responsibility for all the financial and operational affairs of the firm. Prior to
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joining Private Wealth Partners, Mr. Wong was the Corporate Controller at H&Q Asia Pacific, a
private equity firm based in Palo Alto, CA. He is a UK Chartered Accountant and started his
professional career with Ernst & Young in London, UK followed by PricewaterhouseCoopers in
Hong Kong. In 1983 Mr. Wong left the accounting profession and helped start Global Asset
Management (GAM) in Hong Kong, a private client money manager as their Finance Director.
Since then he has held senior executive positions in finance and operations with a number of
international money management firms such as Royal Trust of Canada, Credit Lyonnais and
Nicholas Applegate over a 20 year period. In other work, Mr. Wong has served as an
independent director of a NASDAQ quoted company and taught accounting to MBA students at
HULT University in San Francisco. Mr. Wong holds a B.A. in Economics and Geography from
the University of Leeds in England.

DANIEL WORTHINGTON is an attorney in the T. Rowe Price Global Advisory Group. In
this role, he supports T. Rowe Price’s EMEA, Canada and Latin America business in all aspects
of financial services and securities law. Mr. Worthington joined T. Rowe Price in 2016 and prior
to that worked in private practice at Maples and Calder and DLA Piper UK LLP. Before
qualifying as an English solicitor Mr. Worthington qualified as a barrister and was admitted to
Middle Temple in 2013. He earned the LL.B from Lancaster University, the Bar Professional
Training Course from Manchester Metropolitan University and Legal Practice Course from BPP,
London.

RANA J. WRIGHT serves as the Partner, Chief Administrative Officer and General Counsel of
Harris Associates, where she is responsible for managing the legal, compliance, risk and
regulatory functions of Harris Associates globally. Prior to Harris, Ms. Wright served as
associate general counsel and managing director at Bank of America, where she was the chief
legal officer for BofA Global Capital Management, the asset management affiliate of Bank of
America and chief counsel overseeing Merrill Lynch’s distribution of registered investment
products. Ms. Wright led the team that was responsible for providing counsel, both strategic and
legal, to business partners in the product, sales and marketing functions. She began her career at
the global law firm Reed Smith LLP, where she represented mutual funds, broker-dealers and
investment advisors, counseling them on a panoply of regulatory, strategic and transactional
issues. While at Reed Smith, Ms. Wright was the vice-chair of the firm’s Global Diversity and
Inclusion initiative. She earned a B.A. from the University of Pittsburgh and a J.D. from
Duquesne University School of Law.
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Overview of Rules

» Advisers Act Rule 204A-1
* Investment Company Act Rule 17j-1
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Structure of Code — Polling Question

Does your firm’s code of ethics include your firm’s
glft and entertainment policy?

Yes, our firm’s code of ethics includes our gift and entertainment policy.

Our firm’s code of ethics refers to the firm’s gift and entertainment policy, but
doesn’t provide details on the policy.

No, our firm’s code of ethics does not discuss our firm’s gift and
entertainment policy.

Don’t know or not applicable.

www.investmentadviser.org 4
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Access Persons

Polling question: How frequently do you review
your list of access persons?

Review is based on changes in personnel
Review is based on changes in business and product offerings
e Annually
Quarterly
More frequently than quarterly
Not applicable because all employees are presumed to be access persons
Don’t know or not applicable for other reasons
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Number of Trades — Polling Question
Does your firm limit the number of employee
trades in reportable securities each quarter?

* No
* Yes
 Don’t know or not applicable
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Trading Policies

* Number of trades
* Frequency of trades
* Restricting short sales or trading on margin
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Scenario — Beneficial Ownership

* An employee tells you that her mother plans to
move in with the employee for several months
and her mother’s accounts are held at a broker
that’s not listed as an approved broker in your
firm’s code. The employee wants to know if her
mother’s trades must be reported, and if her
mother will need to transfer to another broker.

www.investmentadviser.org 10
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Digital Assets

* More gquestions from employees
» Considerations for code
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Scenario — Managed Accounts

* An employee has inherited securities that are
held in a trust that is managed by a third party.
He tells you that, since he doesn’t manage the
trust, he assumes that he doesn’t have to pre-
clear trades in the trust. What questions would
you ask?
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e Code requirements
e Control over the account
* |[M Guidance
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This outline describes requirements for investment adviser codes of ethics, additional policies and
procedures used by investment advisers, statements by SEC staff on codes of ethics, and selected
enforcement actions.

Rule 204A-1:

o The SEC adopted Rule 204A-1 under the Investment Advisers Act of 1940 (“Advisers Act”) in
2004. This rule requires investment advisers to establish, maintain and enforce written codes
of ethics.

o Rule 204A-1 requires, at a minimum, an investment adviser’s written code of ethics
to include:

Below we address some of these requirements in more detail.
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Standard of Business Conduct

e An adviser’s code of ethics must include standards of business conduct and requirements for all
“supervised persons” to comply with federal securities laws.! The standards must reflect the
adviser’s and their supervised persons’ fiduciary obligations. Codes of Ethics should set out the
ideals for ethical conduct premised on fundamental principles of openness, integrity, honesty
and trust.

o In the code of ethics, Advisers should consider specifying that supervised persons are not
permitted, in connection with the purchase or sale, directly or indirectly, of a security held or
to be acquired by a client to:

o All supervised persons must comply with all applicable federal securities laws, which are
defined to include:

ommE

Reporting of Personal Securities Holdings and Transactions

e Access Persons

o Adviser’s access persons must periodically report their securities holdings and transactions to
the adviser’s Chief Compliance Officer or other designated person. An access person is
defined as:

! Supervised persons are defined as “any partner, officer, director, (or other person occupying a similar status or performing similar functions), or
employee of an investment adviser or other person who provides investment advice on behalf of the investment adviser and is subject to the
supervision and control of the investment adviser.”
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=  Any supervised person:

e Who has access to nonpublic information regarding any clients’ purchase or sale of
securities, or nonpublic information regarding the portfolio holdings of any reportable
fund; or

e  Who is involved in making securities recommendations to clients, or who has access
to such recommendations that are nonpublic.

» If providing investment advice is the organization’s primary business, all of its directors,
officers, and partners are presumed to be access persons.

o In evaluating who is an access person, advisers also should consider consultants, contractors
and other third parties. The SEC has found violations of Section 204 A of the Advisers Act
where advisers did not establish or maintain policies and procedures for identifying whether
outside consultants involved in portfolio management should be subject to the adviser’s
policies or procedures, including the adviser’s code of ethics.?

¢ Holdings Reports

o An adviser’s code of ethics must require the adviser’s access persons to submit to the adviser’s
chief compliance officer, or other persons designated in the code of ethics, initial and annual
holdings reports that meet the following requirements:

Holding Reports
Content Requirements: Timing Requirements:
The title and type of security, exchange ticker No later than 10 days after the person
symbol or CUSIP number, number of shares, becomes an access person, and the
and principal amount of each reportable information must be current as of a date no
security in which the access person has any more than 45 days prior to the date the person
direct or indirect beneficial ownership becomes an access person
The name of any broker, dealer or bank with At least once each 12-month period thereafter
which the access person maintains an account on the date selected by the adviser, and the
in which any securities are held for the access information must be current as of a date no
person’s direct or indirect benefit more than 45 days prior to the date the report

was submitted

The date the access person submits the report

2 In the Matter of Federated Global Investment Management Corp. (May 27, 2016), available at: https://www.sec.gov/litigation/admin/2016/ia-

4401.pdf.
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e Transaction Reports

o An adviser’s codes of ethics must require the adviser’s access persons to submit quarterly
securities transaction reports to the adviser’s chief compliance officer or other persons
designated in the adviser’s code of ethics. These quarterly reports are required to include:?

¢ Beneficial Ownership

o For purposes of holdings and transaction reports, Rule 204A-1 provides that beneficial
ownership is interpreted in the same manner as under Rule 16a-1(a)(2) under the Exchange
Act, and that any report required by Rule 204A-1(b) may contain a statement that the report
will not be construed as an admission that the person making the report has any direct or
indirect beneficial ownership in the security to which the report relates.

3 Rule 204A-1 defines “purchase or sale of a security” to include, among other things, the writing of an option to purchase or sell a security.
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¢ Exceptions from Reporting Requirements

o Under Rule 204A-1, no reports are required with regard to the following:

Any report with respect to securities held in accounts over which the access person had no
direct or indirect influence or control.

For transaction reports, with respect to transactions effected pursuant to an automatic
investment plan.

For transaction reports if the report would duplicate information contained in broker trade
confirmations or account statements that the adviser holds elsewhere so long as the
adviser receives the confirmations or statements no later than 30 days after the end of the
applicable calendar quarter.

e Reportable Security

o Access persons must submit holdings and transactions reports for any “reportable security.”
All securities are treated as reportable securities under Rule 204A-1 except:

Transactions and holdings in direct obligations of the U.S. Government;

Money market instruments - Bankers’ acceptances, bank certificates of deposit,
commercial paper and high quality short-term debt instruments, including repurchase
agreements;

Shares issued by money market funds;

Transactions and holdings in shares issued by open-end funds other than reportable funds;
and

Transactions in units of a unit investment trusts if the unit investment trust is invested
exclusively in unaffiliated mutual funds.

o SEC Staff also provided no-action relief to permit an investment adviser not to treat an access
person’s transactions and holdings in a 529 Plan as reportable securities if the adviser or its
control affiliate does not manage, distribute, market, or underwrite the 529 plan or the
investments and strategies underlying the 529 plan.*

¢ Reportable Fund

o A reportable fund is a fund for which the adviser serves as investment adviser or any fund
whose investment adviser or principal underwriter controls, is controlled by or is under
common control with the adviser.

e Pre-Approval Requirements:

o An adviser’s code of ethics must require the adviser’s access persons to obtain prior written
approval before they directly or indirectly acquire beneficial ownership in any security in an
initial public offering or a limited offering.’

Wilmer Hale, LLP, SEC No-Action Letter (July 28, 2010), available at
https://www.sec.gov/divisions/investment/noaction/2010/wilmerhale072810.htm.

Limited offering is defined in Rule 204A-1 as an offering that is exempt from registration under Section 4(a)(2) or 4(a)(5) of the Securities
Act of 1933 or pursuant to Rules 504 or 506 under the Securities Act. Initial public offering is also defined in Rule 204A-1.
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o Best practices:

= Advisers typically require prior written approval of all personal securities trades by
access persons.

»  Advisers should consider whether to prohibit investment personnel from acquiring any
securities in initial public offerings to preclude any possible conflict. Similarly, in
determining whether to pre-clear limited offerings, advisers should consider potential
conflicts with clients.

»  Advisers should consider appropriate compliance software to assist in automating the pre-
clearance process.

e Best Practices Regarding Personal Securities Transactions

o The following is a list of issues that the adopting release for Rule 204A-1 recommends advisers
consider incorporating into codes of ethics:®

= Restricted Lists

e Advisers may maintain a list of securities that the firm is analyzing or considering
for client transactions and prohibit their access persons from personal trades in
those securities.

e Advisers may also maintain lists of issuers about which they have inside information
and prohibit any trading (personal trading or trading on behalf of clients) in securities
of those issuers.

= Blackout Periods

e Advisers may include blackout periods during which access persons are not permitted
to engage in personal trading when client securities are being traded or
recommendations are being made. Such blackout periods help to guard against
employees trading ahead of clients or on the same day client trades are placed.

=  Short-Term Trading and Frequent Trading

e Advisers may prohibit or restrict short-term trading or frequent trading in the same
security and require disgorgement of any profits on short-term trades.

= Brokerage Accounts

e Advisers may require access persons to trade only through certain “approved” brokers
or limit the number of brokerage accounts permitted.

=  Confirmations and Account Statements

e Advisers may require access persons to provide duplicate trade confirmations and
account statements in connection with holdings and transaction reports.

6 Securities and Exchange Commission, Investment Adviser Codes of Ethics; Advisers Act Release No. 2256 (July 2, 2004), available at:

https://www.sec.gov/rules/final/ia-2256.htm.
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Other Policies

The following are additional topics advisers should consider addressing in their code of ethics or
related policies. Some of these are specified in the adopting release for Rule 204A-1 as provisions
many advisers included in codes of ethics at the time the Rule was adopted.

Gifts and Entertainment

= Advisers should place appropriate restrictions on giving and receiving gifts as well as
business entertainment.

e Advisers may limit the dollar amount of gifts and entertainment provided or require
pre-clearance of gifts and entertainment.

e Supervised persons may be required to report all gifts and entertainment for a conflicts
of interest review.

e Some advisers flatly prohibit the giving and receiving of gifts and entertainment.
Anti-Bribery

»  Advisers may incorporate anti-bribery policies that address compliance issues related to
the Foreign Corrupt Practices Act and doing business outside the United States.

Political Contributions

= Advisers Act Rule 206(4)-5 includes a number of prohibitions in connection with political
contributions by investment advisers.

Outside Business Activities

=  Advisers should consider whether to prohibit supervised persons from serving on boards
of public companies to avoid a conflict of interest. Advisers could either prohibit all
supervised persons from serving on boards or they can require supervised persons to
obtain authorization from the adviser before being allowed to join a board.

Review of Code and Reports and Testing

= Advisers should periodically review the code of ethics and any reports made pursuant to
the code of ethics to determine if updates are appropriate. Similarly, advisers should
consider how to compliance test the code of ethics.

Code of Ethics Education

=  While an adviser’s code of ethics must require the adviser to provide each supervised
person with the code and receive a written acknowledgment of the receipt, there is no
explicit education requirement. Advisers typically provide periodic employee training to
highlight the types of conflicts of interest that may arise.

Insider Trading

= Advisers should consider including a summary of insider trading law and procedures
designed to prevent insider trading in their code of ethics.
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Recordkeeping

e Rule 204-2(a)(12)-(13) requires investment advisers to maintain certain records related to the code
of ethics.

o Rule 204-2(a)(12) requires advisers to maintain the following:

A copy of the adviser’s code of ethics adopted and implemented that is in effect or at any
time within the past five years was in effect;

A record of any violation of the code and of any action taken as a result of the
violation; and

A record of all written acknowledgements required by Rule 204A-1(a)(5) for each person
who is or within the past five years was a supervised person of the adviser.

o Rule 204-(2)(a)(13) requires advisers to maintain the following:

Reports of holdings and transactions made by access persons, including trade
confirmations and account statements of access persons provided in lieu of such reports;

Names of current access persons and those who were access persons within the past five
years; and

Any decision, and the reasons supporting the decision, to approve the acquisition of
securities by access persons in initial public offerings or limited offerings, for at least five
years after the end of the fiscal year in which the approval is granted.

Form ADYV Disclosure

e Item 11 of Part 2A of Form ADV requires an adviser to describe its code of ethics and disclose
that the adviser will provide a copy of its code to any client or prospective client upon request.

OCIE Reports

e On November 9, 2020, OCIE issued a Risk Alert explaining its findings from examining advisers
who manage multiple branch offices that are dispersed from the adviser’s principal office.” One of
the areas OCIE focused on was a multibranch adviser’s deficiency in enforcing its code of ethics.
Advisers were cited because they failed to:

o Comply with the reporting requirements by not submitting transactions and holding reports as
often as required or not submitting these reports at all.
o Review transactions and holdings reports.
o Properly identify access persons.
o Include all the necessary provisions in their codes of ethics.
= The list of excluded provisions included: requiring a review and approval process before a
supervised person can invest in limited or private offerings, submitting initial and annual
holdings report, and submitting quarterly transaction reports.
7 SEC Office of Compliance Inspections and Examinations, Observations from OCIE’s Examinations of Investment Advisers: Supervision,

Compliance and Multiple Branch Offices (Nov. 9, 2020), available at Risk Alert - Multi-Branch Risk Alert.pdf (sec.gov)
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e On June 23, 2020, OCIE issued a Risk Alert addressing three areas of deficiencies for private fund
advisers, including code of ethics and misuse of material non-public information.® OCIE observed
that some private fund advisers were not including or enforcing code of ethics provisions
reasonably designed to prevent the misuse of material non-public information. For example:

o Advisers were not enforcing the trading restrictions rules that are in their codes of ethics.

o Advisers did not have policies and procedures in place for adding or removing securities for
the restricted list.

o Adpvisers did not enforce requirements in their codes of ethics relating to gifts and
entertainment.

o Advisers did not require access persons to submit transaction and holding reports timely or to
submit personal security transactions for pre-clearance.

o Advisers did not identify certain access persons which caused them not to review their
personal securities transactions.

e On February 7, 2017, OCIE issued a Risk Alert highlighting compliance topics most frequently
identified in deficiency letters sent to investment advisers.’ The following are typical examples of
deficiencies or weaknesses:

o Certain advisers did not identify all their access persons for purposes of reviewing personal
securities transactions.

o Certain codes of ethics were missing required information. Certain codes did not specify
review of the holdings and transaction reports, or did not identify specific submission
timeframes.

o Certain access persons submitted transactions and holdings less frequently than required.

o Certain advisers did not describe their code in Part 2A of Form ADV and did not indicate that
their code is available to any client or prospective client upon request.

Recent Efforts by Organizations on Ethics Enforcement
e North American Securities Administrators Association, Inc. (“NASAA”)

o OnlJuly 2, 2020 NASAA released a model rule that would require state-registered investment
advisers to establish, maintain, and enforce written policies and procedures tailored to the
investment adviser’s business model. ! The model rule would require state-registered
investment advisers to include a written codes of ethics in their policies and procedures. The
code of ethics would need to clarify:

= Standards of business conduct the investment adviser requires of its supervised persons;

= Require supervised persons to adhere to applicable state and federal securities laws;

SEC Office of Compliance Inspections and Examinations, Observations from Examinations of Investment Advisers Managing Private Funds
(June 23, 2020), available at (Private Fund Risk Alert 0.pdf (sec.gov)

SEC Office of Compliance Inspections and Examinations, National Exam Program Risk Alert, The Five Most Frequent Exam Topics Identified
in OCIE Examinations of Investment Advisers (Feb. 7,2017), available at Risk Alert: The Five Most Frequent Compliance Topics Identified in
OCIE Examinations of Investment Advisers (sec.gov)

North American Securities Administrators Association, Inc. Notice of Request for Public Comment Regarding A Proposed Model Rule For
Investment Adviser Written Policies And Procedures Under The Uniform Securities Acts of 1956 And 2002 (July 2, 2020), available at Policies
& Procedures Model Rule - Request for Public Comment (nasaa.org)
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= Require access persons to report personal securities transactions and holdings on a
periodic basis and the investment adviser to review such reports;

= Require supervised persons to report violations promptly to the chief compliance officer
or other appropriate persons designated in the code of ethics; and

= Require advisers to provide a copy of its code of ethics to its supervised persons.

e Certified Financial Planner Board of Standards (“CFP”)

o During the summer of 2020, CFP began enforcing violations of its recently adopted code of
ethics and standards of conduct on its licensed financial planners.'! Advisers that have CFP
designation should ensure that they meet the requirements of the code, including enhanced
disclosure requirements.

Recent Enforcement Actions

o [n the Matter of Creative Planning, Inc. and Peter A. Mallouk, Advisers Act Release No. 5035
(Sept.18,2018): 12

o The SEC found that the adviser failed to enforce its code of ethics by not reporting and
reviewing the adviser’s president and majority owner personal securities accounts and
transactions in accounts. The SEC found that the firm violated Section 204A and Rule 204A-1
which requires advisers to establish, maintain, and enforce a written code of ethics that
includes a standard of business conduct of the advisers supervised persons and requires access
persons to report and advisers to review personal securities holdings transactions.

" Certified Financial Planner Board of Standards, Code of Ethics and Standards of Conduct, available at Code of Ethics and Standards of
Conduct | CFP Board

12 In the Matter of Creative Planning, Inc. and Peter A. Mallouk, Advisers Act Release No. 5035 (Sept. 18, 2018), available at
https://www.sec.gov/litigation/admin/2018/ia-5035.pdf.
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Risk Management vs. Compliance

* Risk management is a firm-wide program to identify, assess and mitigate
risk. Broader than compliance-related risk.

— Large firms typically have greater complexity when it comes to risk management than smaller
organizations (different business lines, global businesses, multiple regulators, etc.)

* Program should be designed to avoid violations from occurring, detecting
violations that have occurred, and correcting any such violations.

* Policies and procedures and other control functions are important to
mitigate risk.

* Inlarge firms, there tend to be many functional areas that focus on risk
identification, assessment and mitigation, including legal and compliance,
which requires thoughtful and intentional collaboration.
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Cross Functional Collaboration

» Executive Management — tone at the top
* Compliance/CCO
* Applicable Committees

* Risk managers — e.qg., liquidity, derivatives or
investment risk managers

e Business Units
¢ Qutside vendors
e Others
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ldentifying and Assessing Risks

* Identifying Risks:
> Need a seat at the table
» Partnering with the business
» Understand external risk environment

* Mature risk management and compliance programs routinely assess and re-
evaluate risk and tailor risk assessments to the business

» Appetite for risk may vary (and possibly differ): management, business
partners, compliance, auditors

www.investmentadviser.org 5
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Mitigating Risks

* Eliminate (difficult) vs. mitigate (difficult but possible)

* Adopt new policies and procedures or modify existing policies and
procedures if they fail to adequately address risk

* Map Controls
* Monitoring

» Testing

* Education

www.investmentadviser.org 6
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CCO Liability

» SEC actions against CCOs

e Focus of Commissioner Peirce and NY Bar
Association on clearly articulated standards

« New SEC Chair / potential change in
enforcement posture

www.investmentadviser.org 7
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Resource Constraints

* Must do more with less (less staff, less dollars)
» Utilize outside resources/offshoring

* Increased use of technology

o Other?

www.investmentadviser.org 8
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Recent SEC Activity

* Recent Risk Alert on investment adviser exam observations
— Inadequate compliance resources
» CCO’s with multiple duties
» Lack of resources
» Growing adviser that fails to add resources

» Insufficient authority of CCOs

* Annual review deficiencies

» Failure to implement actions required by policies and procedures
* Failing to update or maintain policies and procedures

www.investmentadviser.org 9
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Recent SEC Activity — Continued

 New SEC rules requiring risk management programs
» Liquidity Risk Management
> Derivatives Risk Management

» Departure from simply requiring policies and procedures
under Rule 206(4)-7

www.investmentadviser.org 10
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RISK MANAGEMENT FOR LARGE INVESTMENT ADVISERS”
INVESTMENT ADVISER ASSOCIATION
2021 VIRTUAL COMPLIANCE CONFERENCE

MARCH 5, 2021

l. Introduction

This outline, in conjunction with the associated panel, will explore risk management practices of
large investment advisers. Large advisers are expected to have very thorough and detailed risk
and compliance programs. Due to the typical business complexity of large advisers, oftentimes
the success of those who are in any type of risk management role (be it compliance, enterprise
risk, etc,) is dependent in part on the quality of relationships of the risk and compliance
professionals with senior management and other applicable business partners. However, even
where there are excellent lines of communication between risk, compliance and the business,
there can still be internal disagreements on appropriate levels of risk taking and whether risks are
suitable given a firm’s overall risk profile. The panel will explore these issues and will discuss
how some firms can approach these situations. Moreover, compliance and other risk
professionals are trying to perform their critical risk oversight roles in a time of contracting
compliance budgets and generally fewer overall resources, all with the backdrop of potential
personal liability for the design and implementation of the compliance program. The panel will
discuss ways to manage these competing interests and discuss potential best practices in seeking
to managing risk and compliance.

l. Duties of Investment Advisers
A. Fiduciary Duty

a. We begin with a high-level review of an adviser’s duties to its clients when
providing investment advice. The overarching principle governing an
investment adviser’s conduct is fiduciary duty. Although not expressly
provided for in the Advisers Act, the Supreme Court held that Section 206 of
the Investment Advisers Act of 1940, as amended (the “Advisers Act”)
imposes a fiduciary duty on investment advisers when rendering investment
advice as an operation of law.!

i. Section 206(1) of the Advisers Act prohibits fraud and deceptive
practices.

“ This outline was authored by Karen Aspinall, Partner at Practus, LLP. This outline provides general information
on the subject matter discussed and does not necessarily reflect the views of Practus or any of its clients and
should not be relied upon for legal advice on any matter. Further, this outline does not necessarily reflect the
views of the firms or any participant on the live panel.

! See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 194 (1963).



b.

ii. Section 206(2) of the Advisers Act prohibits conduct that would operate
as a fraud or deceit upon a client or a prospective client. An adviser can
violate this Section if it does not act with the utmost good faith when
dealing with its clients or does not otherwise disclose all material facts
and conflicts of interest to its clients.?

In July of 2019, the U.S. Securities and Exchange Commission (“SEC” or
“Commission”) issued a comprehensive interpretation of the fiduciary duties
an investment adviser owes to its clients.* The intention of the Interpretation
was to consolidate previous guidance on this topic and reaffirm/clarify some
aspects of an adviser’s fiduciary duties under Section 206 of the Advisers
Act.* Under the Interpretation, the SEC reaffirmed that an adviser’s fiduciary
duty encompasses the duty of care and the duty of loyalty and these duties
require the investment adviser to act in the best interest of its clients at all
times.

i. The duty of loyalty requires an adviser to eliminate or otherwise provide
“full and fair disclosure” of conflicts of interest.

ii. The duty of care requires an investment adviser, at all times, to serve the
best interest of its clients based on the client’s objectives. The
Interpretation states that the duty of care includes, among other things,
the duties to (i) provide advice that is in the client’s best interest, (ii)
seek best execution where the adviser has discretion to select broker-
dealers to execute client trades, and (iii) provide advice and monitoring
over the course of the relationship.’

B. Duty to Supervise

a.

b.

An investment adviser is required to supervise the activities of its employees
and other persons who act on its behalf to ensure compliance with applicable
law.®

The SEC has used the duty to supervise (or failure thereof) as a basis for
numerous enforcement actions where the investment adviser did not have
adequate policies and procedures.’

Id. (The Court found that “[f]ailure to disclose material facts must be deemed fraud or deceit within its intended

meaning.”)

See Commission Interpretation Regarding Standards of Conduct for Investment Advisers, Advisers Act Rel. No.
5248 (June 5, 2019) (the “Interpretation”), available at https://www.sec.gov/rules/interp/2019/ia-5248.pdf.

Id. at 3-4.

Interpretation at 12.

See Section 203(e)(6) of the Advisers Act (authorizing the Commission to sanction an investment adviser that has
failed to reasonably supervise another person who commits a violation of applicable law if such person is subject
to the adviser’s supervision).


https://www.sec.gov/rules/interp/2019/ia-5248.pdf

c. Adopting robust policies and procedures that are applicable to an investment
adviser’s business is not only consistent with an adviser’s responsibilities, but
it can provide an adviser with an affirmative statutory defense under the
Advisers Act where the adviser has been charged with a failure to supervise.
In such an action, an investment adviser would seek to demonstrate that it has
established and complied with procedures that are reasonably designed to
prevent and detect the violation at issue.

C. Risk Management and Compliance Programs

a. Neither the SEC nor the Advisers Act provide a definition of “risk
management.” That said, the SEC and its staff have continued to evolve and
expand the expectations around risk management and its role in compliance
programs.?

b. In 2003, the SEC adopted Rule 206(4)-7, which requires investment advisers
to adopt policies and procedures reasonably designed to prevent violation of
the Advisers Act (the “Compliance Program Rule”).® The Compliance
Program Rule is arguably one of the SEC’s more significant rules for
investment advisers in terms of providing a framework for compliance
officers to identify, assess, and seek to mitigate risk. In the adopting release
for the Compliance Program Rule, the SEC stated that “[r]equiring ...
investment advisers to design and implement a comprehensive internal
compliance program will serve to reduce the risk that ...advisory clients are
harmed.”*

" The Commission has repeatedly sanctioned investment advisers that did not establish and implement such
procedures. See In re Scudder Kemper Investments, Inc., Advisers Act Rel. No. 1848 (Dec. 22, 1999) (adviser
failed to reasonably supervise employee by not having policies and procedures designed to detect and prevent
employees’ unauthorized trading in client accounts); In re Nicholas-Applegate Capital Management, Advisers
Act Rel. No. 1741 (Aug. 12, 1998) (adviser failed to reasonably supervise employee by not having policies and
procedures designed to detect and prevent employees from engaging in improper personal trading); In re Van
Kampen American Capital Asset Management, Inc., Advisers Act Rel. No. 1525 (Sept. 29, 1995) (adviser failed
to reasonably supervise employee by not having policies and procedures designed to detect and prevent
employees from mispricing fund securities).

See infran.18. Importantly, not all risks are compliance risks. Compliance risk can be defined by reference to
“any risk that is either directly associated with a law or regulation or is compliance-related in that it is associated
with other standards, organizational policies, or ethical expectations and guidelines.” See Committee of
Sponsoring Organizations of the Treadway Commission, Compliance Risk Management: Applying the COSO
ERM Framework (Nov. 2020), available at https://www.coso.org/Documents/Compliance-Risk-Management-
Applying-the-COSO-ERM-Framework.pdf. Inherently, organizations face many important risks that need to be
addressed that may not be compliance related, such as industry competition risk, investing risk, financial risk,
among many others. While some of these risks may not be applicable to an adviser’s compliance program, all
assessments of organizational risks can assist compliance in performing its role.

See Compliance Programs of Investment Companies and Investment Advisers, Advisers Act Rel. No. 2204 and
Investment Company Act Rel. No. 26299 (Dec. 24, 2003) (the “Compliance Program Release™), available at
https://www.sec.gov/rules/final/ia-2204.htm.

10 4.
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c. Under the Compliance Program Rule, investment advisers are (i) required to
adopt and implement written policies and procedures that are reasonably
designed to prevent violation of the Advisers Act and the rules thereunder by
the adviser or its supervised persons; (ii) conduct an annual review of such
written compliance policies and procedures on an annual basis; and (iii)
designate a Chief Compliance Officer to administer the policies and
procedures.** While the Compliance Program Rule is designed to address
compliance-related risks, many of the same principles are used when
identifying, assessing and mitigating organizational risk more broadly.*?

I. Risk Assessment — before discussing policies and procedures it is
important to first review the significance of conducting a thorough risk
assessment of the investment adviser’s business. While the Compliance
Program Rule does not specifically require an investment adviser to
conduct a risk assessment, the SEC staff has made clear that advisers
should conduct a comprehensive risk assessment of the firm’s business
to identify conflicts of interest and risks to the interests of the firm and
its clients.”® Accordingly, a risk assessment is truly foundational to any
effective compliance or other risk management programs.

1. Some investment adviser risks can be straightforward in terms
of identification and mitigation. Wouldn’t it be great if all
risks were created equally?

2. Many other risks can be opaque to a compliance or risk
professional without further explanation from the business of a
strategy or other practice. This is where strong business
partnerships and open dialogues between compliance, risk
officers and the business can be a critical part of the risk

1.

12 For example, the Internal Organization for Standardization (the “ISO”) adopted 1SO 31000:2018 Risk
Management — Guidelines (the “ISO Guidelines”), which provides a framework for organizing a firm’s risk
management practices. Many aspects of the framework in the 1ISO Guidelines are very similar to those that are
part of an investment adviser compliance program (e.g., leadership and commitment, integration, design,
implementation, evaluation and improvement). The ISO Guidelines are available at
https://www.iso.org/obp/ui#iso:std:is0:31000:ed-2:v1:en.

13 Compliance Program Release, supra n. 9. (stating that advisers should “identify conflicts and other compliance
factors creating risk exposure for the firm and its clients in light of the firm’s particular operations, and then
design policies and procedures to address those risks”); Gene Gohlke, Associate Director, Office of Compliance
Inspections and Examinations, Remarks at the Managed Funds Association Educational Seminar Series 2005 — A
Job Description for CCOs of Advisers to Private Investment Funds (May 5, 2005) (stating that the risk
identification process and assessment is an important starting point for establishing effective compliance
programs); Lori A. Richards, Director, Office of Compliance Inspections and Examinations, Remarks before the
National Society of Compliance Professionals 2004 National Membership Meeting — Instilling Lasting and
Meaningful Changes in Compliance (Oct. 28, 2004) (stating that firms must be proactive in identification of risk
areas and in endeavoring to mitigate or eliminate those risks).

4


https://www.iso.org/obp/ui#iso:std:iso:31000:ed-2:v1:en

assessment process. A risk assessment cannot be effective if it
fails to capture any number of significant risks.

3. Inaddition, particularly with respect to large investment
advisers, it is often the case that there are many others in the
organization (in addition to risk and compliance) that are
involved in the identification and assessment of risks. This
could include work performed by enterprise risk managers,
investment risk management professionals, internal audit,
various business partners throughout the firm, or third parties,
such as consulting firms, among others. These are very
important partnerships for compliance and risk professionals to
leverage any other relevant information that may bear on the
mitigation of risk within the firm.

ii. Policies and Procedures. Historically, compliance officers have been
afforded a fair amount of latitude in adopting policies and procedures
that are tailored to the adviser’s business. While the Compliance
Program Rule does not prescribe the content of an adviser’s policies and
procedures,* they must be reasonably designed to (i) prevent violations
from occurring; (ii) detect violations that have occurred; and (iii) correct
any violations that have occurred.™ Successful policies and procedures
that seek to mitigate organizational risk cannot be adopted and imposed
on the company by compliance and risk professionals without a culture
that supports this framework. In this way, the organization must
provide:

1. The support of executive management (tone-at-the top), which
should be consistently communicated among all levels of
managers throughout the organization;

2. A clear articulation of the organization’s risk appetite. This
can be very difficult in large organizations where there are
different business lines and reporting structures; and

3. Empowerment of CCOs and other risk professionals and
support for these individuals in their roles, including adequate
resources.

d. Annual Review. On at least an annual basis (or more frequently if prudent
given the nature of the adviser’s business and risk environment) an adviser

! The Compliance Program Rule does not specify any provisions that must be included in an adviser’s policies and
procedures but the SEC notes that such policies and procedures should be tailored to “take into consideration the
nature of the firm’s operations.” Compliance Program Release, supran. 9.

1> Compliance Program Release, supra n. 9.



must review its compliance policies and procedures for their adequacy and
effectiveness.*®

e. Designation of CCO. Under the Compliance Program Rule, a Chief
Compliance Officer must be designated to administer the firm’s compliance
policies and procedures. Such a person must be of sufficient seniority and
authority within the organization to enforce the policies and procedures.
While CCOs are very important organizationally, in larger firms, compliance
design, implementation and monitoring are typically performed by numerous
people within the organization. Accordingly, this can create concerns
regarding CCO liability for any compliance-related failures. These issues are
discussed in more detail in Section 111, below.

D. Recent SEC Focus on Risk Management Programs

a. The SEC staff over the last few years has completed a very fulsome
rulemaking agenda for investment advisers and for mutual funds that are
governed by the Investment Company Act of 1940, as amended (the
“Investment Company Act”).!” With respect to mutual funds, and among the
many rules that have been finalized, the SEC adopted a liquidity risk
management rule and a derivatives risk management rule that each require
certain funds to adopt a “risk management program” pertaining to the subject
matter of the rule as part of the funds’ overall compliance with the rule.'®
Therefore, each rule has required risk elements of the program that must be
tracked and monitored in addition to the typical administration of policies and
procedures.

b. While the mutual funds are the regulated entities that are subject to these
rules, oftentimes an investment adviser’s personnel is responsible for
compliance with the rule’s requirements.™® While the SEC has not adopted

'® The I1SO standards also provide a similar risk management monitoring and review framework, which is designed

“improve the quality and effectiveness of process design, implementation and outcomes.” 1SO Guidelines, supra
n. 12.

7 SEC Press Release, Dalia Blass to Conclude Tenure as Director of the Division of Investment Management —
Under Director’s Blass’s Leadership, the Division Undertook Numerous Initiatives Benefitting Main Street
Investors (Dec. 22, 2020).

18 See e.g., Use of Derivatives by Registered Investment Companies and Business Development Companies,
Investment Company Act Rel. 34084 (Oct. 28, 2020) (the “Derivatives Rule”) (Rule 18f-4(c)(1) under the
Investment Company Act requires certain funds to adopt a derivatives risk management program that consists, in
part, of policies and procedures that are reasonably designed to manage the fund’s derivative risks); see also,
Investment Company Liquidity Risk Management Programs, Investment Company Act Rel. No. 32315 (Oct. 13,
2016) (“Liquidity Risk Management Rule”) (Rule 22e-4 under the Investment Company Act requires certain
funds to adopt a written liquidity risk management program designed to assess and manage a fund’s liquidity
risk).

'* For example, under the Liquidity Risk Management rule a board can designate the fund’s investment adviser or an
officer or officers (not including a portfolio manager of the fund) as the party responsible for administering a
fund’s liquidity risk management program. See Liquidity Risk Management Rule, surpan. 18, at 249. In
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any new rules for investment advisers that contain “risk management
program” elements similar to the Liquidity Risk Management Rule or the
Derivatives Rule, it will be interesting to see if the SEC will continue to build
risk management program elements into future rules, particularly in light of an
impending new SEC Chair and the selection of a new Director of the Division
of Investment Management.

1. Sufficiency of Resourcing to Manage Risks

A. The Compliance Program Rule went into effect over 16 years ago so at this point, the
SEC expects large investment advisers to have adopted and implemented mature,
robust, and well-thought-out compliance programs. However, in a recent Risk Alert
issued by the Office Compliance Inspections and Examinations (“OCIE”)20 it was
noted that deficiencies “related to the Compliance Program Rule are among the most
common deficiencies cited by OCIE” and a lack of resources devoted to compliance
was among the deficiencies highlighted.*

B. Obtaining adequate resources to fund a sophisticated risk management program can
be challenging for CCOs and other risk professionals in the current environment and
many such professionals are being asked to stretch their budgets further and do more
with less. Ina 2019 speech by Pete Driscoll, Director of the Division of
Examinations, he discussed the staff’s concern “when [they] hear directly from
industry participants and read press reports that compliance resources and budgets are
being cut or are not keeping up with a firm’s risk profile.”?* The SEC staff has
consistently emphasized that investment advisers must ensure adequate compliance
resources are available to compliance programs at all times, including the most
challenging times.?

a. Even with these warning, the Risk Alert states that a lack of resources is a
significant weakness that the Division staff continues to observe in exams.**
Some of the observations regarding lack of compliance resources include:

i. CCOs who had other professional responsibilities within the organization
or with other affiliates and who could not devote sufficient time to their

addition, under the Derivatives Rule, a natural person who is an officer of the fund’s investment adviser must be
designated as the fund’s derivatives risk manager. See Derivatives Risk Management Rule, surpa n. 18, at 49.

20 The Office of Compliance Inspections and Examinations recently changed its name to the Division of
Examinations (the “Division™). Any references to OCIE are due to the timing of the name change to the Division.

2L Risk Alert, Office of Compliance Inspections and Examinations, OCIE Observations: Investment Adviser
Compliance Programs (Nov. 19, 2020) (the “Risk Alert”), available at
https://www.sec.gov/files/Risk%20Alert%201 A%20Compliance%20Programs_0.pdf .

22 peter Driscoll, Director, OCIE, Remarks at the NRS Spring 2019 Compliance Conference, Orlando Florida (Apr.
29, 2019), available at https://www.sec.gov/news/speech/speech-driscoll-042919.

% See e.g., Lori Richards, Director, OCIE, Open Letter to CEOs of SEC-Registered Firms (Dec. 2, 2008), available
at https://www.sec.gov/about/offices/ocie/ceoletter.htm (reminding CEOs of SEC-registered firms that their
fiduciary responsibility requires a constant commitment to investors. That means sustaining their support for
compliance during this market turmoil, and beyond....”)

% See Risk Alert, supran. 21.
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CCO responsibilities, including being unable to enhance their own
education of the Advisers Act.

Some firms were observed to have not devoted enough resources to
develop and implement an effective compliance program. Some examples
cited were insufficient compliance members and lack of training.

Other firms had grown significantly in terms of size or complexity but
were observed in some cases to not have expanded their compliance
resources.

b. While the SEC staff has made these observations, many large investment advisers
have sought to garner efficiencies in allocating their resources, such as:

Utilizing greater amounts of technology to streamline processes. Greater
efficiencies may result in a decrease in necessary personnel to perform
otherwise manual functions, for example.

Large advisers also may seek to outsource certain activities— this could be
a process or it could be an entire function. In these circumstances, adviser
personnel may be able to reduce the adviser’s resources necessary to
perform the outsourced tasks, however, it is important for the adviser to
account for appropriate resources to oversee the vendor, which is another
potential source of risk for the adviser.” This risk may be increased when
such services are delegated to firms whose personnel are located in a
different country from the adviser’s operations or situations where the
vendor’s personnel are not otherwise familiar with the regulated
environment of the funds or advisers they serve.

III. What is a CCO’s Potential Liability for Compliance Failures? Is it Personal?

A. So what if the SEC finds that you have an inadequate compliance program? Who’s
fault is it? The Company? Someone else? Could they investigate the CCO, who
may not be involved in the compliance failure? These are certainly concerning
questions for a CCO.

B. Historically, the vast majority of compliance program failure cases do not involve
allegations or charges against CCOs but there is precedent that a CCO can be held
personally responsible for the design and implementation of the firm’s policies and
procedures.?

2% Utilizing third parties to perform required functions for funds or investment advisers introduces additional risk of
having the appropriate level of oversight of the vendor and its processes. Funds and advisers must employ robust
oversight of such service providers as part of their obligations under the Compliance Program Rule (including
Rule 38a-1 under the Investment Company Act).

%8 Blackrock Advisors, LLC, Exchange Act Rel. No. 4065 (Apr. 20, 2015) (holding Blackrock’s CCO personally
liable because he “was responsible for the design and implementation of Blackrock’s written policies and
procedures” and “knew and approved of numerous outside activities” by Blackrock’s employees, but nonetheless
“did not recommend written policies and procedures to assess and monitor those outside activities and to disclose

conflicts of interest.)



C. The analysis of potential CCO liability related to a compliance failure is complex and
is evaluated on a case-by-case basis. However, the SEC has not provided any formal
guidance laying how a CCOs conduct will be evaluated in the event of a compliance
failure. This absence of guidance is a source of significant angst for the well-
intentioned compliance professional and the compliance community.

D. Some SEC Commissioners and industry organizations have been concerned about the
standards applied to CCO conduct and what certain enforcement actions signal to
CCO0s.?” Judging CCO conduct in hindsight without providing more concrete
standards has led to many concerns that the lack of guidance will result in a chilling
effect on the CCO community and may deter diligent compliance officers from
joining or remaining in the industry.

a. Inarecent speech by SEC Commissioner Hester Peirce, % she was critical of
the lack of clarity that has been provided to CCOs in this area. She also
pointed to the historical enforcement approach to CCO personal liability as
previously outlined in a speech by Andrew Ceresni, former Director of the
Division of Enforcement, where he described three categories of cases where
the Commission charged a chief compliance officer:

i. Cases where the compliance officer participated in the underlying
misconduct unrelated to his or her compliance duties.”® Commissioner
Peirce in her speech, agreed with this approach and reiterated that in
these cases, compliance personnel should be held liable on the same
terms and to the same extent as any other bad actor.

ii. Cases where compliance officers obstructed or misled Commission
staff.** Commissioner Peirce noted that conduct that undermines the

2" N.Y.C. Bar, Report on Chief Compliance Officer Liability in the Financial Sector (Feb. 2020), available
at https://s3.amazonaws.com/documents.nychar.org/files/Report CCO_Liability vF.pdf; see also Daniel M.
Gallagher, Statement on Recent SEC Settlements Charging Chief Compliance Officers With Violations of
Investment Advisers Act Rule 206(4)-7 (June 18, 2015), available at https://www.sec.gov/news/statement/sec-
cco-settlements-iaa-rule-206-4-7.html (“Both settlements illustrate a Commission trend toward strict liability for
CCOs under Rule 206(4)-7.”); and Letter from Lisa D. Crossley, Executive Director, National Society of
Compliance Professionals, to Andrew Ceresney, Director, SEC Division of Enforcement (Aug. 18, 2015),
available at https://www.finracompliance.com/wp-
content/uploads/2015/08/NSCP_CCO_Liability Letter August 18 2015.pdf

28 Remarks of SEC Commissioner Hester M. Peirce, When the Nail Fails — Remarks before the National Society of
Compliance Professionals (Oct. 19, 2020), available at https://www.sec.gov/news/speech/peirce-nscp-2020-10-19.
See also Andrew Ceresney, 2015 National Society of Compliance Professionals, National Conference: Keynote
Address (Nov.4, 2015), available at https://www.sec.gov/news/speech/keynote-address-2015-national-society-
compliance-prof-cereseney.html.

2 AlphaBridge Capital Mgmt. LLC, Advisers Act Rel. No. 4135 (July 1, 2015) (finding the CCO/Portfolio Manager
liable for several violations of the Advisers Act where he committed fraud in pricing the fund that he also
managed).

% See e.g., In the Matter of Parallax Investments, LLC, John P. Bott, 11, and F. Robert Falkenberg, Advisers Act Rel.
No. 4159 (Aug. 6, 2015) (SEC charged a CCO for compliance-related violations where he altered documents
provided to the SEC during an exam to deceive the staff about whether the firm had conducted the required annual
compliance review).
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examination process must be addressed, particularly where it is knowing
and intentional misconduct.

iii. Cases where the CCO has exhibited a wholesale failure to carry out his
or her responsibility. Commissioner Peirce stated that these are the
types of cases that present the most difficulty. She described these as
cases where the SEC charges the compliance officer with aiding and
abetting the company’s violations and the evidence must show that the
compliance officer must have engaged in reckless conduct,®! meaning
there was “a danger so obvious that the [compliance officer] must have
been aware of the danger.”32

b. Commissioner Peirce indicated that she may develop a draft framework
“detailing which circumstances will cause the Commission to seek personal
liability and which circumstances will militate against seeking personal
liability” for discussion with her colleagues and has welcomed the input of the
compliance community on what factors would be relevant to the decision
about whether to charge compliance personnel. She believes that providing
greater clarity on this issue will not only eliminate uncertainty but also inspire
good compliance practices.

#! Howard v. SEC, 376 F.3d 1136, 1143 (D.C. Cir. 2004).

32 1d. at 1143.
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Roadmap for Today

* Risk Management

» Responsibility for Risk Management
» Strategic Risk Management

» Evaluating and Responding to Risks
* Implementing Controls

* Recent Trends

e CCO Liability

» Shrinking Compliance Budgets

e Questions
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What is Risk Management?

* Afirm-wide program to identify, assess and mitigate risk.
» A program which aligns to the size and type of the advisory business.

» To avoid violations from occurring, detecting violations that have occurred,
and correct any violations that have occurred.

» Areas of concern: investment management, disclosures, fees,
cybersecurity, soft dollars compensation, trade execution, personal trading,
vendor management, succession plan and private funds.

» Identify control functions: finance, investment management, operations,
marketing and human resources.

* Quantify risks: probability, severity, mitigating factors and controls.
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Why is Risk Management Important

Know your audience:

» Regulators

» Clients and prospects

» Third-party business partners
» Board of directors/managers

» Reputation including online
» Limitation of liability
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Who is Responsible

Compliance/CCO

Risk Committee

Other departments or business teams

Outside vendor

Others on the front line

Tone from the top; support from senior leadership
Empowerment, seniority and authority

Different levels of approval based upon risk
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Strategic Risk Management

Types of risks to consider: Operational, compliance, compliance,
reputational, strategic, liquidity, pandemic and other risks.

Appetite for Risk: management, compliance, client and other factors.
Identifying Risks:

» Talking to the business group H\
» Understanding the process £ ‘

» Follow the money

> Testing H'SK
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Triggers for Risk Assessment

* Regulatory updates
« SEC deficiency letters

e Division of Examinations
risk alerts

* New products W
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Business Triggers for Risk Assessment

» Succession planning

» Financial changes

» Changes to investment process

» Loss of key personnel

* Mergers & Acquisitions

» Growth or contraction (market or client decision)
» Client concentration
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Evaluating Risks

 Identify the policies and procedures related to each risk.

« Evaluate whether the policies and procedures
adequately address the risks, or whether there are any

gaps.
e Ascertain level of risk to firm and clients.

» Any conflicts of interest identified during this process
should be separately reviewed.
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Response to Identified Risks

* Risks can either be eliminated or mitigated and disclosed.

* Modify and update any policies and procedures that fail to
adequately address risk.
» Do the policies and procedures work?
» Have you addressed past deficiencies?
» Did you learn from the past deficiencies?
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Talloring Your Risk Assessment

» Conduct a risk assessment; there are no guarantees.

» Identify conflicts and compliance considerations that create risks specific to your
firm.

» Ensure that policies and procedures are designed to address firm-specific risks.
» Prioritize addressing issues that pose the greatest risk.

* Risk management tools:
» Risk assessment matrix
» Questionnaires and attestations
» Training and continuing education programs
» Firm approach — compliance is everyone’s business
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Implementing and Managing Controls

* Mapping risks to compliance controls.

* Implementing controls.
> Client related controls (i.e., terminations)
» Compensation and conflicts
» Valuation process
» Product Specific (third-party managers)
» Trading (including personal trading)
» Technology (remote work)
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Map Risks to Policies and Procedures

ABC RIA 010113
Risk Matrix
Corresponding Tnherent
Policies & Risk
Procedures Identified Risk Level Control Factors

pre-clearance of all marketing ftems|
Disclosure,| possible use of misleading performance| required by CCO as produced; annual I
Multiple| ~ Marketing &| i ion o testimonials; mi i review of all marketing materials: employes
of services offered low training|

employees posting non-approved marketng|
materials on social websites| low training; pre-clearance forms|

procedures provide for backup and cross

usiness loss of key personnel; natural disaster;| training of employees who understand their
ic interruption of services; BCP not tested low backup duties

mail opened & date stamped by Ops;
checks for custodians logged to overnight|
custodian log sheet & sent to Ops; ABC
checks logged in log book & given to
controller; check log & overnight sheet]

s BEBC: Custody| reviewed by receptionist & Ops; bank
Handling Ops Policy incoming mail not properly processed low i by PA|
deposit Tow deposit prepared by controller
bank statsment delivered unopened to PA|
& performe reconciliation; controller then

PA; Controller] bank ati low re

Charter|

Compliance semi-monthly review of smployse bloftsr;
Review &| employss transactions violate Code of Ethics quarterly transaction report; annual holdings
= cco| Education; COE & Insider Trading| _ med report]
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Recent Trends

Inadequate compliance resources

» CCO'’s with multiple hats

» Lack of resources

» Growing adviser that fails to add resources
Insufficient authority of CCOs
Annual review deficiencies
Failure to implement actions required by WP&P
Failing to update or maintain WP&P

www.investmentadviser.org
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Recent Trends — Continued

« COVID-19
» Business continuity plan
» Supervision of remote personnel
» Avoiding an increase in errors
» Protection of sensitive information
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CCO Liability

SEC actions against CCOs

The joint CCO/CEOQO dilemma

The outsourced CCO

Any impact from the new Biden administration
Avoiding liability; best practices
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Shrinking Compliance Budgets

* Managing more with less

» Typical size of compliance budgets and budget process
» Buffers for anticipated new products

» Leveraging outside resources

» Training

» Technology

» Other best practices

www.investmentadviser.org
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l. Background — Obligations under the Investment Advisers Act and the Stages of the
Risk Management Process

a. The Investment Advisers Act of 1940, as amended (“Act”) does not include any
substantive risk management requirements.
b. However, Rule 206(4)-7 (“Compliance Rule”) requires every investment adviser

to adopt and implement written policies and procedures reasonably designed to
prevent violation, by the adviser and its supervised persons, of the Act and the
rules that the SEC has adopted under the Act.®

C. The Compliance Rule does not explicitly require an adviser to conduct a risk
assessment. However, SEC staff have stated numerous times that they expect
advisers to do so as part of their compliance with the Compliance Rule. The
rule’s adopting release states: “Each adviser, in designing its policies and
procedures, should first identify conflicts and other compliance factors creating
risk exposure for the firm and its clients in light of the firm’s particular

operations, and then design policies and procedures that address those risks.™*

. Establishing a Compliance Program

a. According to the adopting release for the Compliance Rule, policies and
procedures should address the following areas (at a minimum):®
I. Portfolio management processes;

! This outline provides general information on the subject matter listed above and was prepared for educational use
only. These materials are not designed to, and do not, constitute legal advice on any matter, should not be relied
upon for that purpose and does not create an attorney-client relationship. Each advisory firm must tailor its risk
assessment process to the firm’s own operations and business.

2 Diane Currie is a Senior Compliance Consultant and is not licensed to practice law.

® The rule also requires firms to designate a Chief Compliance Officer (“CCO”) to administer the policies and
procedures.

4 Compliance Programs of Investment Companies and Investment Advisers; Inv. Adv. Rel. No. 2204 (Dec. 17,
2003).

*Id.
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ii. Trading practices;

iii. Proprietary trading of the adviser and personal trading of supervised
persons;

iv. Accuracy of disclosures to investors, clients, regulators, etc. including
account statements® and advertisements;

V. Safeguarding of client assets from conversion or inappropriate use by
advisory personnel;’
Vi, Accurate creation of required records and maintenance of records in a

manner that secures them from unauthorized alteration or use and protects
them from untimely destruction;

vii.  Marketing advisory services, including use of promoters;

viii.  Processes to value client holdings and assess fees based on those
valuations;

iX. Safeguards for the privacy and protection of client records and information
— Regulation S-P and Regulation S-1D:®

X. Business continuity planning.

b. Firms that operate out of multiple geographic locations should also have policies
and pgocedures in place dedicated to the supervision of their branch office loca-
tions.

C. Deficiencies related to the Compliance Rule are among the most frequent cited by

the Department of Examinations (formerly OCIE).*® The most common weak-

nesses include:

i. Inadequate compliance resources;

ii. Insufficient authority of the Chief Compliance Officer to implement
policies and procedures;

iii. Inability to demonstrate that an annual review occurred, or failing to
address significant risks when conducting the review;

iv. Failure to implement actions required by written policies and procedures,
or train employees;
V. Failure to tailor policies and procedures to the firm;
d. Policies and procedures should be designed to prevent violations from occurring,

detect violations that have occurred, and correct violations promptly.

® For more information about the specific compliance risks associated with advisory fees and expenses, see Risk
Alert: Overview of the Most Frequent Advisory Fee and Expense Compliance Issues Identified in Examinations of
Investment Advisers (Apr. 12, 2018). The disclosure clients receive related to an adviser’s fees and expenses are
critical to the client’s ability to make an informed decision about whether to retain a particular adviser. An adviser
that fails to adhere to the terms related to fees and expenses in its advisory agreements and Form ADV may violate
the Act and its rules, including the anti-fraud provision.

" The Department of Examinations has detailed the specific risks associated with custody of client assets in Risk
Alert: Significant Deficiencies Involving Adviser Custody and Safety of Client Assets (Mar. 4, 2013).

® See Risk Alert: Cybersecurity: Safeguarding Client Accounts against Credential Compromise (Sept 15, 2020) for
more details on methods firms can use to protect client information, including (1) policies and procedures related to
password requirements, (2) multifactor authentication, (3) CAPTCHA, and (4) monitoring for leaked user IDs and
passwords.

° For more details of the specific risks associated with branch offices, see Risk Alert: Observations from OCIE’s
Examinations of Investment Advisers: Supervision, Compliance and Multiple Branch Offices (Nov. 9, 2020). “[A]d-
visers that do not monitor, review, and/or test their branch office activities may not be aware that the compliance
controls they have adopted are not effectively implemented or do not appropriately address the intended risks and
conflicts in these remote locations.” Id.

19 Risk Alert: OCIE Observations: Investment Adviser Compliance Programs (Nov. 19, 2020).
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Conducting a Risk Assessment

a.

Timing:

I. An assessment of all the firm’s risks does not have to be undertaken at
once — it can be a rolling process conducted throughout the year.

ii. Risks should be assessed regularly and in response to triggering events,
such as:

A. New products;

B. Regulatory updates;

C. SEC deficiency notices;

D.  Division of Examinations Risk Alerts."*

Who should be involved:*

I. It is important to clearly designate the person or persons responsible for
conducting and overseeing the assessment. Depending on the size and
operations of the firm, the responsibility could fall to the CCO, a risk com-
mittee, or could be outsourced to an independent third party.

ii. Regardless of who is responsible, that person(s) should involve the indi-
viduals who carry out the operations that are subject to the review. These
individuals are the most likely to observe weaknesses in the system and
can provide insight on how day-to-day operations are conducted.

iii. Management should also be involved to set the “tone at the top” and make
it clear that compliance is a priority in the firm.

Types of risks to consider:*

I. Operational — risks related to the way the firm conducts its day-to-day
operations.

ii. Strategic — big picture risks related to the firm’s strategic business
decisions.

ii. Financial — risk that firm may be unable to meet financial obligations;
financial risks can be internal (ex: overhead costs) or external (ex: interest
rates).

iv. Compliance - risk that failure to comply with a law or regulation could
result in adverse action taken against the firm.

V. Personnel — risks associated with the conduct, attitude and personal
decisions of individual firm employees.

Vi, Technology - risks related to adapting or failing to adapt to changing
technology.

When in doubt, “follow the money.” The pressure to increase income, profits,

and assets could cause employees to place the interests of the firm ahead of

clients, or to place the interests of some clients ahead of others.

Areas where risk could be present:

I. Marketing/performance;

ii. Form ADV/CRS and other disclosures;

iii. Invoices/fees;

v, Cybersecurity;

L A list of Risk Alerts is available on the Department of Examinations website (https://www.sec.gov/exams)
12 5pe the Institute of Internal Auditors Position Paper, “The Three Lines of Defense. In Effective Risk Management

and Control" dated January 2013.

B Kit Sadgrove, The Complete Guide to Business Risk Management (3d Ed. 2015).
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V. Soft dollars;

Vi, Compensation (ex: incentive based);
vii.  Trade execution;
viii.  Non-public information;
IX. Personal and proprietary trading;
X. Succession Plan;
Xi. Vendor Management;
xii.  Private funds.
f. Testing:™

I. Transactional testing which includes monitoring a control in real time to
determine whether all aspects of the control are operating effectively.

ii. Forensic testing which includes reviewing a larger group of transactions at
a later date for trends and patterns, and to identify transactions that should
have been subject to a control but were not.

iii. Tests can be targeted or conducted through random sampling.

iv. Firms should conduct both transaction and forensic tests, and should do so
through both targeted testing and testing random samples.
g. Evaluating risks:*®

I. After risks have been identified, they should be evaluated to determine the
level of risk they pose to the firm.

ii. When evaluating risks, consider the likelihood of occurrence and the
impact of the occurrence.

iii. The level of risk may change from year to year.

iv. Any conflicts of interest that are discovered during the risk assessment
process should be separately reviewed to determine whether they have
been adequately disclosed.™®

V. There are heightened concerns surrounding sophisticated products like
derivatives because risk may not be as easy to measure, and by extension
they are more difficult to fully disclose to investors.

Vi, Consider use of a risk management heat map.

h. After risks have been identified and evaluated, firms should connect those risks to
the controls that are designed to eliminate or mitigate them. This can be done
through the creation of a “risk matrix.”*’

V. The Annual Review

a. Risk assessments conducted throughout the year will drive the focus of the annual
review.
b. The review should consider any compliance matters that arose during the previous

year, any changes in the business activities of the firm (or its affiliates) and any

 For more detailed information on testing, see Patricia M. Harrison, et al., New Year, New Beginnings for Firm
Risk Assessment Programs, NSCP Currents (Mar. 2020).

15 See also, Sample Risk Management Heat Map attached as Exhibit A to this Outline.

18 According to the SEC, full and fair disclosure of a conflict of interest includes: (1) the appropriate level of
specificity, including the appropriateness of stating that an adviser “may” have a conflict, and (2) considerations for
disclosure regarding conflicts related to the allocation of investment opportunities among eligible clients. See
Commission Interpretation Regarding Standard of Conduct for Investment Advisers, Advisers Act Rel. No. 5248
(June 5, 2019).

17 See Sample Risk Assessment Inventory attached as Exhibit B to this Outline.
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changes in the Act or rules adopted under the Act that might suggest a need to

revise policies and procedures.

If there have been changes to the Act or rules, it is a best practice to address those

in the review even if they did not affect your firm. This demonstrates to the SEC

that your firm was aware that changes have occurred.

The most critical aspect of the review is following-up with any exceptions

identified during the review. Exceptions are expected, but they must be

resolved.'®

Summary report:

I. A written report is not technically required by the Act, but it is a best
practice that can be used to communicate with senior management and
demonstrate to the SEC that the firm has thoroughly reviewed the its risks.

ii. When drafting a summary report, keep in mind that the audience includes
both internal firm employees, and external examiners.

iii. The Compliance Rule requires firms to keep a copy of the policies and
procedures in effect within the past five years and any records document-
ing the firm’s annual review of those policies and procedures.

Common mistakes:

I. The review is overly broad and not detailed enough.

ii. The firm falls behind in conducting its risk assessment.

ii. The firm fails to address concerns identified in the risk assessment, or in
the annual reports from prior years.

V. Examinations®®

a.

During an examination, the SEC is likely to request the following:

I. Risk inventory;

ii. Documents mapping the risk inventory to controls/written policies and
procedures;

iii. Written guidance provided to employees regarding the risk assessment
process and the procedures to mitigate and manage risks.

Preparing for a SEC examination is an ongoing process including:

I. Ongoing testing;

ii. Updates for new products;

ii. Reviews and updates for SEC risk alerts;

iv. Curing prior deficiencies.

CCO Liability: %

I. CCO should be competent and knowledgeable;

ii. Firm should empower the CCO;

'8 The Department of Examinations has stated that one of the most frequent deficiencies associated with the
Compliance Rule is a firm’s failure to address the adequacy and effectiveness of its policies and procedures. See
Risk Alert: The Five Most Frequent Compliance Topics Identified in OCIE Examinations of Investment Advisers

(Feb. 7, 2017).

9 For more information on preparing for an examination, see Michelle L. Jacko, Tips on How to Prepare for Your
Next Examination: Part 1, NSCP Currents (Mar. 2019), and Michelle L. Jacko, Tips on How to Prepare for Your
Next Examination: Part 2, NSCP Currents (Apr. 2019)

2 " The Role of the CCO-Empowered Senior and With Authority”, Peter Driscoll, Director, Office of Compliance

Inspections and Examinations (November 19, 2020).
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VI. COVID-19

a.

CCO should have a position of sufficient seniority and authority to compel
others to adhere to the policies and procedures.

The coronavirus pandemic has created new operational, technological,
commercial and other challenges for firms and generated regulatory and
compliance questions.?

At the outset of the pandemic, the Department of Examinations indicated that its
priorities would be: 2

Vi.

Protection of investors’ assets;

A. Consider changes in policies and procedures to reflect changes
made to the process by which client checks and transfer requests
are processed (for example, if client checks are mailed to the firm,
but there is not someone in the office every day to check the mail).

B. Changes to policies and procedures may also be necessary to
address clients taking unusual or unscheduled withdrawals from
their accounts.?

Supervision of personnel:

A. Consider how personnel can be effectively supervised when
working from remote locations.

B. Consider whether policies and procedures effectively address
communications or transactions occurring outside of the firm’s
systems.

Practices relating to fees, expenses, and financial transactions:

A. The pandemic and the associated market volatility may have
caused increased financial pressures on firms and clients.

B. Remote work also increases the possibility for calculation and
valuation errors.

Investment fraud:

A. The SEC has suspended trading for many issuers due to false and
misleading claims such as development of or access to cures,
vaccines, or personal protective equipment.

B. Firms that suspect fraud should report it to the SEC.

Business continuity:

A. Business continuity planning should be part of a firm’s regular
policies and procedures.
B. Security and support for facilities and remote sites may need to be

modified or enhanced.?
Protection of investor and other sensitive information:

2! See the Department of Examinations statement in response to the pandemic, OCIE Statement on Operations and
Exams — Health, Safety, Investor Protection and Continued Operations are our Priorities (Mar. 23, 2020).

2 See also Risk Alert: Select COVID-19 Compliance Risks and Considerations for Broker-Dealers and Investment

Advisers (Aug. 12, 2020).

2 See, e.g., Congressional Research Services, In Focus: Withdrawals and Loans from Retirement Accounts for
COVID-19 Expenses (updated March 27, 2020).

% For example, consider whether (1) additional resources and/or measures for securing servers and systems are
needed, (2) the integrity of vacated facilities is maintained, (3) relocation infrastructure and support for personnel
operating from remote sites is provided, and (4) remote location data is protected. See supra note 23.
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The use of videoconferencing and other electronic communication
methods increase the potential for loss of sensitive information,
including clients’ personally identifiable information.

Consider paying particular attention to risks related to access to
systems, investor data protection, and cybersecurity.



EXHIBIT A
Sample Risk Management Heat Map

-- SAMPLE DOCUMENT --
-- NO LEGAL ADVICE INTENDED --

Enterprise Risk Management Heat Map with Trend Info

Year 1 Year 2 Trend

Compliance risk
Personnel

CCO
Tone at the top
Conflicts of Interest
Trustee of client accounts
Fees/Billing

Investment Process
Equity Discretionary Trading/Brokerage

¥ K¢ ¥Kx

Fixed Income Discretionary Trading/Brokerage
Proxy Voting

Other
Due Diligence of Sub-advisers

74 74

Principal or cross transactions
Trade execution

Best Execution

Soft dollars

Trade errors

Allocations and rotation
Policies and Reviews

Policies and Procedures

Code of Ethics

Annual Review

Client Investment Policies
Advertising/Marketing

GIPS

Print advertising

Sales and marketing activity

Gifts / Entertainment

Political Contributions
Registration and Reporting

SEC

State (firm)

State (individuals)

Other (NASD, DOL)

Legal/Reputation
Firm

KK e e R

Industry presence
Firm principals
Litigation

Others
Vendors
Affiliate relations

KW Kew

Recommendations of other service providers
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-- SAMPLE DOCUMENT --

-- NO LEGAL ADVICE INTENDED --
Enterprise Risk Management Heat Map with Trend Info

Operating Risk
Systems
Portfolio Accounting
Systems Documentation
Email archiving
Data Security
Business Continuity/Disaster Recovery
Disaster Recovery plan and testing
Systems outages
Policies
Client level reviews
Custody
Physical Security
Strategic Risk
Financial Risk
Client Retention
Investment Performance
Revenue Concentration
Professional Liability Insurance
Fraud
New Product Risk
Starting a new product
Incubation of new product
Investment Personnel
Compensation structure
Performance
Key Personnel
Investment Committee
Other Personnel Issues
Marketing
Background checks
Retirement Plan
Employee withholding
Credit Risk
Client Receivables
Vendor performance
Interest Rate/Market/Price
Revenue Volatility
Corporate Governance
Board Meetings
Frequency
Meeting agenda
Sarbanes-Oxley
Operating Agreement

Year 1 Year 2
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-- SAMPLE DOCUMENT --
-- NO LEGAL ADVICE INTENDED --

Enterprise Risk Management Heat Map with Trend Info

Year 1 Year 2
Audits and exams

Extemal exams
Internal audits
HR policies
Policy manual
Policy implementation
Human resources - non-investment personnel
Compensation

Staffing and turnover
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EXHIBIT B
Sample Risk Assessment Inventory



[RIA Firm]
Risk Assessment Inventory
Last Updated March 1, 2012

[[No. ] L Identified Risk: T[T SECRule & T B Method to Mitigate Risk = T . . [ Maptw][RIAFirm]Policy and Procedure |
1) Portfolios are managed according to client 275.206(4)-7 [RIA Firm] Portfolic Managers create Investment Policy Guidelines for all new clients. [RIA  8.01 Portfolioc Management

investment objectives. Clients with similar Firm] PMs generally offer to schedule an appointment at least once per year to meet with

investment styles do not have unexplainable clients to understand and update their investment objectives. [RIA Firm] Portfolio

superior or inferior performance. Management has created Policy and Procedures 5.01 (Quarterly Portfolio Review Process)

and 5.04 (Client Reviews) to manage accounts according te client investment chjectives.
[RIA Firm] has also created performance metrics that will be reviewed by both Portfolio
Management and Compliance to investigate client accounts for outlier performance results

2) Investment cpportunities are allocated fairly among  275.206(4)-7 [RIA Firm] has written a comprehensive compliance policy and procedure that both 8.09 Allocation of Investment
clients. references portfolio management policies precedures and cperations tasks that describes ~ Opportunities
the steps that [RIA Firm] personnel go through to allocate investment opportunities to their
clients. The [RIA Firm] Investment Committee generally considers an investment purchase
or sale across all client accounts, subject to client or cash restrictions. A chosen position
percentage is then decided for all eligible accounts. [RIA Firm] does not participate in IPOs
or limited offerings for its clients, and places restrictions (via the [RIA Firm] Code of Ethics)
on those [RIA Firm] employees wishing to trade their own accounts.

3) Client accounts are traded according to [RIA Firm]  275.206(4)-7 On a annual basis, [RIA Firn]'s CCO prepares a best execution analysis. A separate 8.05 Best Execution
best execution disclosures in [RIA Firm] ADV Part Il. analysis is performed for its fixed income brokers. Existing and new brokers are evaluated
Fairness of commission rates charged to clients. according to best execution factors, and the [RIA Firm] best execution committee selects

those brokers for the upcoming year to use.

4) [RIA Firm] disclosures to regulators, clients, and 275.206(4)-7 [RIA Firm] generates its client holdings and performance from its Advent portfolio 8.13 Accuracy of Disclosures and Account
others are accurate. management system, with no outside the system modifications. [RIA Firm] Advent portfolio Statements
records are recenciled to custodial statements on a daily basis (monthly for non-Schwab
accounts). Portfolio statistics generated for the SEC and public dissemination (such as its
13F filings) are generated directly from reconciled Advent data. [RIA Firm] Operations and
the CCO both periodically reconcile custodial records to [RIA Firm] Advent month-end and

quarterly reports.

5) [RIA Firm] complies with other regulatory restrictions Reg. S-P, [RIA Firm] gives its privacy notice to all new custemers, and yearly provides it to all [RIA 8.14 Other Regulatory Restrictions and
that may be applicable to [RIA Firm] operations. others Firm] clients. [RIA Firm] has implemented comprehensive policies and procedures to 8.15 Privacy Policies and Procedures
(other than the Adviser Act). For [RIA Firm] this protect customer confidential information and cther [RIA Firm] informaticn. In addition,
would include Regulation S-P and DOL ERISA [RIA Firm] has implemented policies and procedures to comply with Department of Labor
rules, ERISA rules and regulations and has distributed instructions to [RIA Firm] portfolio

managers. [RIA Firm] has acquired an ERISA bond for its own PSP. [RIA Firm] also holds
and ERISA bend for all ERISA plans under its management.

6) Trades are allocated to client accounts in a fair 275.206(4)-7 [RIA Firm] has implemented operational procedures whereby all clients and access 8.09 Allocation of Investment
manner. persons trading the same security on the same day receive the same average price (except Opportunities
in the potential case of some individual bond transactions). [RIA Firm] prints off allocation
worksheets that are signed by each individual portfolio manager showing allocation of
executed trades to client accounts. On a quarterly basis, the [RIA Firm] CCO reviews
access persons accounts (some of which trade their accounts along with the [RIA Firm]
block) to ensure that they do not receive a more favorable price execution than clients.
[RIA Firm] does not typically trade in securities where a limited number of shares are
allocable to client accounts. In the case of trades occurring over more than one day for the
same security, clients and any access persons will receive a pro-rata allecation of their
shares at the average price each day.
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[RIA Firm]
Risk Assessment Inventory
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[No]

- Identified Risk

SEC Rule I R

Methad to Mitigate Risk | Map 1o [RIA Firm} Policy and Procedure " |

7)

10)

11)

[RIA Firm] advertisements comply with SEC
regulaticns. Accounts included in a composite are
correctly gathered and calculated. Records to
calculate performance are maintained and
substantiable.

Client assets are safeguarded from conversion or
inappropriate use.

Personal trading of advisory personnel does not
favor employees over clients. Access persons
trading is more profitable than client trading. [RIA
Firm] proprietary accounts outperform client
accounts.

275206(4)-1

275.206(4)-2

275.204A-1

Client account statements are accurate. Client fees 275.206(4)-7

are accurately calculated. Internal client account
statements are accurately reconciled te custodial
records.

Books and recerds are maintained accurately and
safequarded.

275.204-2

[RIA Firm] has written a comprehensive compliance policy and pracedure that describes
the method by which its advertising composites are generated. [RIA Firm] accounts
selected for the composites are strictly defined. Composites disclosures include
apprepriate language from the Clover no-action letter. [RIA Firm] composites are
generated directly from Advent APX records and no outside the system adjustments are
made. No manual records are used to generate composite numbers. Any other
documents deemed to be advertising are reviewed by the [RIA Firm] CCO before being
published (including quarterly investment perspectives and position papers). [RIA Firm]
composites contained in electronic form are backed up offsite according te SEC beeks and
records rule.

8.02 Performance Reporting

All [RIA Firm] client assets are custodied at qualified custodians and receive custodial 8.12 Safeguarding of Client Assets and
statements directly from the custodian on at least a quarterly basis, in accordance with the  Custody

SEC's custody rule. [RIA Firm] has palicies and procedures in place that instruct [RIA Firm]

employees to refuse funds made directly out to [RIA Firm], and instruct [RIA Firm]

employees what actions to take under various inadvertent receipt scenarios. [RIA Firm]

does not have any autherity outside of the deduction of its management fee to be deemed

to have custody or possession of client assets. [RIA Firm] Operations and the CCO

periodically reconcile custodial statements to [RIA Firm['s separate client reports.

[RIA Firm] has a Code of Ethics which is distributed and acknowledged by all supervised
persons of the firm. All [RIA Firm] employees have been designated as access persons,
and as such, are required to abide by the trading restrictions described in the [RIA Firm]
Code cof Ethics. The CCO reviews initial, annual, and quarterly access persen reporting, to
verify that all trading restrictions have been adhered to. In addition, access persens who
wish to trade in the same security as clients on the same day must trade with the [RIA Firm]
block and receive the same average pricing. [RIA Firm] alsc publishes a Research Focus
List, which lists stocks [RIA Firm] access persons cannot trade unless with the [RIA Firm]
block. [RIA Firm] has alse developed forensic measures whereby the profitability of [RIA
Firm] portfolioc managers is compared to that of clients, and that client accounts are also
reviewed for those substantially more or less profitable than the average..

8.06 Personal Securities, [RIA Firm] Code
of Ethics

[RIA Firm] reconciles on a daily basis all accounts custodied with its primary
broker/custodian with its internal Advent APX records. All reconciling items are
investigated. On a monthly basis, all other accounts are reconciled. Before quarterly
statements are produced, accounts must be completely reconciled to custodial records.
Fee programs are run and PMs review all accounts under their management for accuracy.
The [RIA Firm] CCO reviews on a quarterly basis the establishment of fee schedules for all
new accounts, and also performs an independent audit of quarterly statements (including
fee calculation), tracing all the way back to the custodial records.

8.11 Valuation of Client Holdings and Fee
Assessment

[RIA Firm] has created a matrix of bocks and records which shews the methed surrounding  8.08 Creation and Maintenance of Books
the creation, security, and maintenance, of its required books and records under the and Records

Advisers Act. This matrix is updated when changes occur. [RIA Firm] alsc transmits

electronically a copy of its electronic records offsite. [RIA Firm] complies with Regulation S-

P in terms of the protection of corfidential client infermation, including having policies and

procedures in place to protect confidential client and [RIA Firm] information. Outside

service providers enter into privacy or confidentiality agreements with [RIA Firm].
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[RIA Firm]
Risk Assessment Inventory
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[Noo[T =~ = dentfiedRisk

SEC Rule

s : . Method to Mitigate Risk

| Map 1o [RIA Firm} Policy and Procedure " |

12)

13)

17)

Confidential client information is safeguarded.

[RIA Firm] can continue to operate during disasters
and interruptions.

Reg. 3-P

275.208(4)-7

Client proxies are voted appropriately and according 275.206(4)-6

to disclosures.

[RIA Firm] supervised persons do not engage in
insider trading and other improper trading behavior.

Client trading errors are corrected in the best
interest of clients.

Securities are accurately and fairly priced. |lliquid
Securities are monitored.

Section 204A

275.206(4)-7

275.206(4)-7

This document describes [RIA Firm]'s policies and procedures in regards to protecting the  8.15 Privacy Palicies and Procedures
privacy of consumer financial information and its procedures to guard nonpublic personal

information. These policies and procedures are designed to comply with Regulation S-P

and describe the physical, electronic, and procedural safeguards in place at [RIA Firm] to

comply with Regulation S-P. A copy of [RIA Firm]'s privacy notice is also included in this

document.

[RIA Firm] has written a comprehensive disaster recovery plan which is subject to complete 8.03 Disaster Recevery Plan
revision on an annual basis and updated with major changes during the year, as

necessary. [RIA Firm] employees receive annual training on disaster recovery and are

provided with both a hardcopy and electronic copy of the DRP for their homes. [RIA Firm]

has included in its DRP alternative worksite locations and methods to continue operations

under various scenarios. The DRP also contains various phone trees, client lists, vendor

lists, and alternate service providers. [RIA Firm] server data is transmitted offsite so that

data can be recovered and operations restarted in case of disaster,

[RIA Firm] has proxy voting policies and procedures whereby the adviser or his desighee 5.06 Proxy Voting
votes client proxies according to [RIA Firm] proxy voting guidelines. [RIA Firm] clients,

when they open their custodial accounts, have the choice of delegating proxy voting to [RIA

Firm]. A description of [RIA Firm]'s proxy voting policy is given to all [RIA Firm] clients.

When voting client proxies, the adviser's delegate adheres to any client restrictions that

have been communicated to [RIA Firm]. For most custodial accounts, [RIA Firm] uses a

proxy tabulation service named ProxyEdge tc vote and record proxy voting. The [RIA Firm]

CCO also annually monitors proxy voting as part of his compliance reviews.

All [RIA Firm] supervised persons (access persons) are governed by [RIA Firm]'s Code of  [RIA Firm] Code of Ethics
Ethics. The Code of Ethics contains various trading restrictions, including those prohibiting

trading based on non-public information (insider trading). [RIA Firm] access persons are

required to submit quarterly reporting of their securities transactions to the [RIA Firm] CCO.

The [RIA Firm] CCO reviews all access persons trades against the public markets to look

for instances where unusual price movements may have occurred. This review is noted on

the quarterly transaction reports of access persons.

[RIA Firm] recognizes that it has a fiduciary duty to place orders correctly for client 8.10 Trade Errors
accounts. If a trade error is made by [RIA Firm], [RIA Firm]'s policy is that the client will be

made whole. [RIA Firm] has published Policy and Procedure 8.10 on Trade Errors for [RIA

Firm] employees to follow. When a trade error is made, its resolution is documented by

[RIA Firm] Operations on the [RIA Firm] server, and if necessary, in paper format. The [RIA

Firm] CCO, as part of his annual compliance review, reviews the trade error file and

documents his findinas.
[RIA Firm] has developed policies and procedures, both compliance and operational, as 8.11 Valuation of Client Holdings and Fee

well as how-tos, that instruct and describe how client securities are to be accurately and Assessment
fairly priced. These procedures include daily and monthly reconciliation of [RIA Firm]

Advent records to those of custedians. All reconciling items are investigated and corrected.

[RIA Firm] does not generally trade in illiquid securities. There are a limited humber of

illiquid auction-rate securities with Nuveen that are monitored by the responsible portfolio

managers. The portifolio managers documents the discussions with Nuveen.
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ENaE s danel Rigle it n | SEE RIS e - Method to Mitigate Risk ==~ ¢ s or e o Mapite [RIA FirmlPolicy and Procedure |
18) [RIA Firm] client and other communications are 275.206(4)-7 [RIA Firm] has developed an E-Mail policy and procedure that describes to [RIA Firm] 8.04 E-Mail Policies and Procedures
monitored for potential irregularities and compliance employees how e-mail should be used, and the steps that [RIA Firm] takes to retain and
with securities regulations and rules. monitar e-mails. the firm has retained Smarsh as their e-mail archive provider. The CCO

has developed e-mail review processes utilzing Smarsh whereby incoming and cutgoing
employee e-mails are reviewed for compliance irregularities. Reviewed e-mails are saved
on the Smarsh system and any follow-up steps are documented by the CCO.

19) [RIA Firm] reviews the adequacy of its compliance  275.206(4)-7 The [RIA Firm] CCO performs an annual compliance review that reviews all significant 8.16 Annual Compliance Review, CCO,
procedures, reviews any significant compliance compliance areas, discusses any problems encountered, and describes remedial actions and Training
issues, designates a CCO, and provides compliance taken and any improvements planned. [RIA Firm], in adherence to the SEC's Compliance
training to its employees. rule, has designated a CCO. Each time a new compliance policy and procedure is created

or updated (unless the updates are minor and immaterial), it is communicated te [RIA Firm]
employees and any questions are addressed. Annual training and recertification is also
given on the [RIA Firm] Cede of Ethics.

20) Compliance functions are performed on a timely 275.206(4)-7 [RIA Firm] has created a compliance calendar which lists all the tasks that the [RIA Firm] 8.17 Cempliance Calendar
basis and [RIA Firm] seeks tc adhere to all CCO performs throughout the year. These tasks may include items that have due dates
applicable regulatory requirements set by SEC rule, as well as deadlines set internally. Included in the compliance calendar

are the issuance of any new compliance policies and procedures, as well as the updating of
existing policies and procedures. The compliance calendar itself is subject to updating and
revision. The CCO reviews adherence to the compliance calendar with his management.

21)  [RIA Firm] acts appropriately in the case of class 275.206(4)-7 [RIA Firm] will analyze all class action nctices received to determine the appropriate action  8.18 Class Action Suits
action suits for which [RIA Firm] clients may have to take for [RIA Firm] clients involved in the class action suit. In cases where [RIA Firm]
affected securities. clients may benefit from participating in the class action, [RIA Firm] may help clients to

compile the necessary informaticn to participate in the class action suit (including the
employment of temporary help, if necessary, to compile such information). [RIA Firm] has
in pending publicaticn Policy and Procedure 8.18 to document the steps it takes regarding
class action suits. [RIA Firm] also provides disclosure in its ADV Part 2 regarding class
artinng
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| Sample ERM Governance Structures

WILLKIE

WILLKIE FARR & GALLAGHER u»

Type of Adviser

Advisory Subsidiary of
Multinational Bank

Publicly Traded
Investment Manager

Large Privately Owned
Investment Manager

Small to Mid-Size
Investment Manager

Small to Mid-Size
Investment Manager

Small to Mid-Size
Investment Manager

Risk Committee

Firmwide Risk Committee

Enterprise Management
Group

Enterprise Risk Committee

Risk Management
Committee

No Risk Committee

No Enterprise Risk
Committee; Investment Risk
Committee

Membership

CEO; CRO; COO; CFO;
Treasurer/CIO; GC; Line of
Business CEOs & CROs;
Other Senior Mgrs. from Risk
& Control Functions

CRO; Co-Head of
Enterprise Op. Risk

CRO; CCO; CFO; CLO;
Founding Principals; Heads
of Sub-Comms; Heads/Co-
Heads of Ops.; Head of
Tech. Risk Comm.; Risk
Mgmt. Team Personnel;
Senior Portfolio Mgrs.

Managing Partners;
CCO; CFO; COO;
Senior Analysts

N/A

CIO; CEO; Lead PM

If no risk committee,
individuals or groups
responsible for ERM

N/A

N/A

N/A

N/A

Business units in the
best position to
monitor the specific
risk

CEO, President and COO
responsible for overall
activities of the firm

Roles &
Responsibilities

Escalation point for risk issues
from committee members

Oversees risk mgmt.
performed by each team

Oversees risk mgmt. of
investments; reviews
annually risk profile; reviews
annually policies &
procedures

Meets quarterly to
review various
investment-risk related
matters

Annual risk
assessment meetings
and periodic informal
meetings assessing
potential compliance
risks

Oversees risk mgmt. of
investments

Role of Chief
Compliance Officer

N/A

N/A

CCO a member of the
Enterprise Risk Committee

CCO a member of the
Risk Management
Committee

Legal and Compliance
departments meet
formally at least
annually to assess
legal and compliance
risks

CCO has no role on the
investment risk committee,
but is a member of the
cybersecurity oversight
group

Relationship to
Portfolio Managers /
Investment Team
Members

Portfolio risk managed by PMs

Portfolio risk managed by
PM teams

Risk oversight separate
from general compliance
activities & independent
from PM teams

Escalation point for risk
issues from compliance
personnel

Portfolio risk managed
by PM team

Portfolio risk managed by
PMs (day-to-day) and by the
investment risk committee
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IA’?A\T INVESTMENT ADVISER

ASSOCI ATI ON

ERISA Updates
Investment Adviser Association Compliance Conference
March 3-5, 2021

This outline describes the DOL ESG Rule, Proxy Rule, Fiduciary Exemption, and Lifetime
Income Illustrations.

DOL ESG Rule:

In October 2020, the DOL adopted amendments to its ERISA investment duties regulation
regarding ESG investments. The DOL made significant changes to the rule as originally
proposed but the preamble to the final rule reflected the DOL’s concern at that time that ESG
investing “raises heightened concerns under ERISA.” The rule became effective on January 12,
2021, except for the QDIA provision described below which has a later compliance date.
However, the Biden administration included this rule in a list of agency actions for review in
connection with an executive order on public health and the environment, and it is likely that the
rule will be revisited.

The final rule requires a fiduciary’s evaluation of an investment or investment course of action to
focus solely on pecuniary factors, except in tie-breaker situations discussed below. The rule also
prohibits plan fiduciaries from sacrificing investment return or taking on additional investment
risk to promote non-pecuniary benefits or goals. Fiduciaries also “may not subordinate the
interests of the participants and beneficiaries in their retirement income or financial benefits
under the plan to other objectives.”

Below are some additional points on the rule:
No References to “ESG " There are no references to “ESG” in the rule text.

Definition of “Pecuniary Factor”: The definition of “pecuniary factor” is *“a factor that a
fiduciary prudently determines is expected to have a material effect on the risk and/or return of
an investment based on appropriate investment horizons consistent with the plan’s investment
objectives and the funding policy established pursuant to section 402(b)(1) of ERISA.”

Comparison Requirement. As proposed, fiduciaries would have been required to consider how
an investment or investment course of action “compares to available alternative investments or
investment courses of action” with regard to certain factors. In response to comments, the DOL
has updated the comparison requirement to state that the consideration of risk of loss and the


https://www.govinfo.gov/content/pkg/FR-2020-11-13/pdf/2020-24515.pdf
https://www.whitehouse.gov/briefing-room/statements-releases/2021/01/20/fact-sheet-list-of-agency-actions-for-review/

opportunity for gain (or other return) of an investment or investment course of action should be
“compared to the opportunity for gain (or other return) associated with reasonably available
alternatives with similar risks.” The DOL stated in the preamble that “a fiduciary is required only
to compare alternatives that are reasonably available under the circumstances.” It also clarified in
the preamble that, in evaluating investments, fiduciaries are not required to always select the
investment with the lowest cost. The comparison requirement, like the rest of the investment
duties regulation, applies across investments and is not specific to ESG.

Tie-Breaker/All Things Being Equal Test: If a fiduciary is unable to distinguish among
investments on the basis of pecuniary factors alone, it may use non-pecuniary factors as the
deciding factor if it documents certain points, including why pecuniary factors were not
sufficient to select the investment, how the investment compares to alternatives with regard to
certain factors, and how the chosen non-pecuniary factor(s) are consistent with the interests of
participants and beneficiaries in their retirement income or financial benefits under the plan. This
provision also applies to selecting investment options for individual account plans.

Participant-Directed Individual Account Plans and QDIA: The same duties that apply to
evaluating and selecting investments under ERISA apply when a fiduciary is evaluating and
selecting designated investment alternatives. A Qualified Default Investment Alternative
(QDIA) may not include an investment if its investment objectives or goals or principal
investment strategies “include, consider, or indicate the use of one or more non-pecuniary
factors.” Plans have until April 30, 2022 to make any changes to QDIAs to comply with the rule.

Effective Date: As mentioned above, the rule became effective on January 12, 2021. However,
the rule will only apply prospectively to investments made and investment courses of action
taken after the effective date. According to the preamble, “Plan fiduciaries are not required to
divest or cease any existing investment, investment course of action, or designated investment
alternative, even if originally selected using non-pecuniary factors in a manner prohibited by the
final rule; however, after the effective date, all decisions regarding such investments, investment
courses of action, or designated investment alternatives, including decisions that are part of a
fiduciary’s ongoing monitoring requirements, must comply with the final rule (footnote
omitted).”

See Financial Factors in Selecting Plan Investments.

DOL Proxy Rule:

Shortly after the DOL adopted the ESG Rule it adopted further amendments to the ERISA
investment duties regulation in the Proxy Rule. The rule became effective on January 15, 2021,
but the preamble to this rule expressed significant skepticism about ESG investing and the Proxy


https://www.govinfo.gov/content/pkg/FR-2020-11-13/pdf/2020-24515.pdf
https://www.federalregister.gov/documents/2020/12/16/2020-27465/fiduciary-duties-regarding-proxy-voting-and-shareholder-rights

Rule may be revisited along with the ESG Rule. The DOL also withdrew its 2016 guidance on
proxy voting. That guidance had resulted from concern that then-existing guidance dissuaded
fiduciaries from exercising their shareholder rights.

The final rule took a more principles-based approach than the proposal and key elements of the
new rule are discussed below.

Movement to a More Principles-Based Approach: The most significant change from the proposal
was the removal of language that would prohibit a fiduciary from voting a proxy unless it
determined that the matter would have an economic impact on the plan, and, conversely require a
fiduciary to vote if it determined that the matter would have an economic impact on the plan. The
DOL was persuaded that the complexity of this binary determination would be costly to
implement and that a more principles-based approach is a “more workable framework.”

Skepticism on ESG Voting and Related Engagement: The rule provides that, when deciding
whether to vote proxies or exercise other shareholder rights, and when exercising those rights,
“fiduciaries must carry out their duties prudently and solely in the interests of the participants
and beneficiaries and for the exclusive purpose of providing benefits to participants and
beneficiaries and defraying the reasonable expenses of administering the plan.”

Regarding engagement on ESG issues, the DOL stated in the preamble that “the use of plan
assets by fiduciaries to further policy-related or political issues, including ESG issues, through
proxy resolutions would violate the prudence and exclusive purpose requirements” of ERISA
and the final rule “unless such activities are undertaken solely in accordance with the economic
interests of the plan and its participants and beneficiaries.”

ERISA Fiduciaries are Not Required to Vote Every Proxy. Notably, the DOL explicitly
confirmed that ERISA fiduciaries are not required to vote every proxy or exercise every
shareholder right to comply with ERISA, calling the contrary view a “misplaced belief.”

Requirements for Plan Fiduciaries: The rule requires plan fiduciaries, when making decisions on
proxy voting and other exercises of shareholder rights, to meet the following requirements:

e Act solely in accordance with the economic interest of the plan and its participants and
beneficiaries: The DOL cautioned fiduciaries “from applying an overly expansive view”
of what is an economic interest, stating that “vague or speculative notions that proxy
voting may promote a theoretical benefit to the global economy that might redound,
outside the plan, to the benefit of plan participants would not be considered an economic
interest under the final rule.”



e Consider any costs involved: \What costs need to be considered by fiduciaries depends on
the facts and circumstances, although the DOL provided several examples, including:
direct costs to the plan, such as: “expenditures for organizing proxy materials, analyzing
portfolio companies and the matters to be voted on; determining how the votes should be
cast; and submitting proxy votes to be counted.” The DOL also mentioned unusual costs,
such as those associated with voting shares of certain foreign issuers. Opportunity costs,
such as “foregone earnings from recalling securities on loan” could also be relevant.

e Not subordinate the interests of plan participants and beneficiaries to any non-pecuniary
objective, or promote non-pecuniary benefits or goals unrelated to those financial
interests of the plan’s participants or beneficiaries: The rule prohibits ERISA fiduciaries
from subordinating the interests of participants and beneficiaries in their retirement
income or financial benefits under the plan to any non-pecuniary objective. They also
may not promote non-pecuniary benefits or goals unrelated to those financial interests of
the plan’s participants and beneficiaries or the purposes of the plan.

o Evaluate material facts that form the basis for any particular proxy vote or other exercise
of shareholder rights.

e Maintain records on proxy voting activities and other exercises of shareholder rights:
The DOL intends that the recordkeeping obligations for SEC-registered investment
advisers be applied “in a manner that aligns to similar proxy voting recordkeeping
obligations under the Advisers Act.” The Advisers Act recordkeeping rule requires
advisers to maintain a number of records in connection with proxy voting, including “a
copy of any document created by the adviser that was material to making a decision how
to vote proxies on behalf of a client or that memorializes the basis for that decision.”

o [Exercise prudence and diligence in the selection and monitoring of persons providing
proxy voting-related services: ERISA fiduciaries must exercise prudence and diligence in
the selection and monitoring of any persons selected to advise or otherwise assist with
exercises of shareholder rights, such as providing research and analysis,
recommendations regarding proxy votes, administrative services with voting proxies, and
recordkeeping and reporting services.

Use of an Investment Manager or Proxy Voting Firm: A fiduciary that delegates the authority to
vote proxies or exercise shareholder rights to an investment manager or a proxy advisory firm
must “prudently monitor the proxy voting activities” of the investment manager or proxy
advisory firm and determine whether the activities are consistent with other provisions of the
rule. The DOL notes that the records related to proxy voting that must be maintained by



investment advisers under the Advisers Act recordkeeping rule, discussed above, “may be
helpful to responsible plan fiduciaries” in satisfying this monitoring requirement.

Recommendations of Proxy Advisory Firms: A fiduciary may not adopt a practice of following
the recommendations of a proxy advisory firm or other service provider without a determination
that the firm or service provider’s proxy voting guidelines are consistent with all of the
requirements for plan fiduciaries described above.

Safe Harbors

The final rule includes two safe harbors for fiduciaries to satisfy their fiduciary responsibilities
on whether to vote proxies. The safe harbors are optional, and may be used independently or in
conjunction with each other. They are:

e A policy that voting resources will focus only on particular types of proposals that the
fiduciary has prudently determined are substantially related to the issuer’s business
activities or are expected to have a material effect on the value of the plan’s investment.

e A policy of refraining from voting on proposals or types of proposals when the plan’s
holdings are small. The fiduciary would need to prudently determine that the size of the
plan’s holdings in the stock subject to the vote are below quantitative thresholds that,
considering the plan’s percentage ownership of the stock and other relevant factors, is
sufficiently small that the matter being voted upon is not expected to have a material
effect on the investment performance of the plan’s portfolio (or assets under management
in the case of an investment manager).

Fiduciaries must periodically review proxy voting policies adopted pursuant to the safe harbors.
The DOL expects that fiduciaries will conduct this review with “roughly the same frequency” as
the “general industry practice . . . to review investment policy statements approximately every
two years.”

Using a safe harbor policy does not prohibit a plan fiduciary from voting (or not voting) in a
particular case if the fiduciary determines that the vote would (or would not) have a material
effect on the value of the investment or the investment performance of the plan’s portfolio after
taking into account the costs involved.

Interpretive Provisions: The rule includes “longstanding interpretive positions” that the
responsibility for exercising shareholder rights lies exclusively with the plan trustee, except
where the trustee is subject to the direction of a named fiduciary or where the power to manage,
acquire, or dispose of the relevant assets has been delegated to one or more investment
managers.



Investment Managers of Pooled Investment Vehicles: The DOL adopted as proposed obligations
of investment managers of pooled investment vehicles that hold assets of multiple plans that may
have conflicting investment policy statements. The investment manager must vote (or not vote)
the relevant proxies in proportion to each plan’s interest in the pooled investment vehicle, or it
can require participating plans to accept the investment manager’s investment policy statement.

Pass-Through or Participant-Directed Voting: The rule clarifies that it does not apply where
proxy voting, tender, and similar rights are passed through to plan participants.

Effective Date: Although the rule became effective on January 15, 2021, it also includes the
following compliance dates:

e Fiduciaries that are not SEC-registered investment advisers have until January 31, 2022
to comply with the requirements to evaluate material facts that form the basis for a proxy
vote or other exercise of a shareholder right, and to maintain records on proxy voting
activities and other exercises of shareholder rights. Because the DOL believed that these
requirements are consistent with SEC requirements and guidance, SEC-registered
investment advisers were not provided additional time, and must comply with those
requirements as of the effective date.

e All fiduciaries have until January 31, 2022 to comply with the requirements that they
review service provider proxy voting guidelines prior to following their recommendations
to determine that the guidelines are consistent with their obligations under the final rule,
and the requirements pertaining to review of proxy voting policies of pooled investment
vehicles.

See Fiduciary Duties Regarding Proxy Voting and Shareholder Rights.

DOL Fiduciary Exemption

In December 2020, the DOL adopted a prohibited transaction class exemption to allow
investment advice fiduciaries, including investment advisers, to receive compensation for
providing fiduciary investment advice, including advice about rollovers, and to engage in certain
principal transactions. Like the DOL’s 2016 fiduciary rule that was vacated, this exemption
covers only non-discretionary advice, so its primary application for advisers providing
discretionary management likely will be with respect to advice about rollovers. The rule was
scheduled to go effective on February 16, 2021, and the DOL recently confirmed that effective
date. There is a transition period in that the temporary enforcement policy in FAB 2018-02 for
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investment advice fiduciaries that work diligently and in good faith to comply with the Impartial
Conduct Standards will remain in place until December 20, 2021.

The exemption is designed to align with the SEC’s fiduciary duty interpretation for investment
advisers and Regulation Best Interest, or Reg BI, for broker-dealers. The DOL adopted the
exemption largely as proposed.

Reinstatement of Five-Part Test: When the DOL proposed this exemption it reinstated the five-
part test for defining an investment advice fiduciary adopted in 1975, as well as an earlier
interpretation — Interpretive Bulletin 96-1 — regarding participant investment education.

Rollovers as Fiduciary Investment Advice: The DOL concluded that, consistent with the
proposal, “[a] recommendation to roll assets out of a[n ERISA] plan is advice with respect to
moneys or other property of the plan and, if provided by a person who satisfies all of the
requirements of the five-part test, constitutes fiduciary investment advice.” In adopting this
position, the DOL has formally withdrawn the “Deseret Letter,” a 2005 position that until now
has governed rollovers. Under the Deseret Letter, advice to take a distribution and roll assets out
of a plan to an IRA has not generally constituted fiduciary investment advice. To allow time for
firms to come into compliance, the DOL will not pursue claims related to rollover
recommendations made between 2005 and February 16, 2021 if the recommendations would
have been considered non-fiduciary conduct under the Deseret Letter.

While “a single instance of advice to take a distribution from a[n ERISA] Plan and rollover the
assets would fail to meet the regular basis prong” of the five-part test, advice to roll over plan
assets “can also occur as part of an ongoing relationship that an individual enjoys with his or her
investment advice provider,” and this would/could be considered a regular basis. As for the
prong that requires that the parties have a mutual understanding of the fiduciary nature of the
advice, the DOL states that it “intends to consider marketing materials in which Financial
Institutions and Investment Professionals hold themselves out as trusted advisers, in evaluating
the parties’ reasonable understandings with respect to the relationship.”

Hire Me: The DOL stated in the preamble that it does not believe that there should be significant
concerns about “hire me” conversations and it did not intend to suggest that marketing activity
like that described in the preamble “would be treated as investment advice covered under the
five-part test.” However, the DOL goes on to say that, if “the marketing of advisory services is
accompanied by an investment recommendation, such as a recommendation to invest in a
particular fund or security, the investment recommendation would be covered if all five parts of
the test were satisfied.”



Wide Range of Compensation Covered: The DOL explains that, if they meet the conditions of
the exemption, “Financial Institutions and Investment Professionals can receive a wide variety of
payments that would otherwise violate the prohibited transaction rules, including, but not limited
to, commissions, 12b-1 fees, trailing commissions, sales loads, mark-ups and mark-downs, and
revenue sharing payments from investment providers or third parties.”

Exclusions: The does not apply in the following situations:

e For investment advice generated solely by an interactive website, i.e., with no human
interaction component;

e If the investment professional, financial institution, or any affiliate is the employer of
employees covered by the plan or is a named fiduciary or plan administrator that was
selected to provide advice to the plan by a fiduciary who is not independent of the
financial institution, investment professional, and their affiliates; or

e The investment professional is acting in a fiduciary capacity other than as an investment
advice fiduciary.

Impartial Conduct Standards: The exemption requires financial institutions and investment
professionals to comply with the following Impartial Conduct Standards:

e Investment advice must be in the best interest of the retirement investor. The DOL
intends that this standard be “interpreted and applied consistently with” the fiduciary duty
interpretation for investment advisers and Reg Bl for broker-dealers;

e Compensation received, directly or indirectly, by the financial institution, investment
professional, their affiliates, and related entities may not exceed reasonable
compensation;

e The financial institution and investment professional must, as required by the federal
securities laws, seek to obtain best execution; and

e Statements made must not be materially misleading.

Disclosures: The exemption requires financial institutions to provide the following disclosures
to investors in writing prior to engaging in a transaction:

Fiduciary Acknowledgement: A financial institution must disclose that it and its investment
professionals are fiduciaries under ERISA and the Internal Revenue Code, as applicable, with



respect to any fiduciary investment advice provided by the financial institution or investment
professional to the retirement investor. The DOL has provided the following model language that
firms may use to satisfy this requirement:

When we provide investment advice to you regarding your retirement plan account or
individual retirement account, we are fiduciaries within the meaning of Title | of the
Employee Retirement Income Security Act and/or the Internal Revenue Code, as
applicable, which are laws governing retirement accounts. The way we make money
creates some conflicts with your interests, so we operate under a special rule that requires
us to act in your best interest and not put our interest ahead of yours.

The DOL adds that, although not required by the exemption, financial institutions and
investment professionals “could more fully explain the exemption’s terms” with the following
additional model disclosure:

Under this special rule’s provisions, we must:

Meet a professional standard of care when making investment recommendations (give
prudent advice);

Never put our financial interests ahead of yours when making recommendations (give
loyal advice);

Avoid misleading statements about conflicts of interest, fees, and investments;

Follow policies and procedures designed to ensure that we give advice that is in your best
interest;

Charge no more than is reasonable for our services; and
Give you basic information about conflicts of interest.

Services and Conflicts: Financial institutions also must disclose the services to be provided and
the financial institution’s and investment professional’s material conflicts of interest in a way
that is accurate and not misleading. The “conflicts associated with proprietary products,
payments from third parties, and compensation arrangements” are examples of material conflicts
of interest that must be disclosed, according to the preamble. The DOL also confirms that firms
“may rely, in whole or in part, on other regulatory disclosures to satisfy certain aspects of this
disclosure requirement,” and includes Form ADV as an example of other regulatory disclosures.



Disclosure required by the exemption also may be included with or accompanied by disclosure
required under ERISA Rule 408b-2.

Disclosure Regarding Reasons for Rollovers: A financial institution will now be required,
prior to engaging in a rollover, to disclose to the retirement investor the specific reasons that the
rollover recommendation is in the investor’s best interest. This requirement applies to a rollover
from a plan to another plan or IRA, from an IRA to a plan, from an IRA to another IRA, or from
one type of account to another, including, for example, from a commission-based account to a
fee-based account.

In its discussion of documenting rollover recommendations, the DOL states that financial
institutions and investment professionals should consider and document the following factors:

e The retirement investor’s alternatives to a rollover, including leaving the money in his or
her current employer’s plan, if permitted, and selecting different investment options;

e The fees and expenses associated with both the plan and the IRA;
e Whether the employer pays for some or all of the plan’s administrative expenses; and
e The different levels of services and investments available under the plan and the IRA.

The DOL goes on to explain that “[f]or rollovers from another IRA or changes from a
commission-based account to a fee-based arrangement, a prudent recommendation would
include consideration and documentation of the services that would be provided under the new
arrangement.”

Policies and Procedures: Financial institutions are required to have written compliance policies
and procedures prudently designed to ensure compliance with the Impartial Conduct Standards.
Policies and procedures also must mitigate conflicts of interest, “to the extent that a reasonable
person reviewing the policies and procedures and incentive practices as a whole would conclude
that they do not create an incentive for a Financial Institution or Investment Professional to place
their interests ahead of the interest of the Retirement Investor.”

The DOL also expects that financial institutions have a review process for investment products
that may be recommended to retirement investors. This “should include procedures for
identifying and mitigating conflicts of interest associated with the product or declining to
recommend a product if the Financial Institution cannot effectively mitigate associated conflicts
of interest.”
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As discussed above, firms must document their reasons for rollover recommendations. They also
must document reasons that recommendations to change from one type of account to another,
such as from a commission-based to a fee-based account, are in the best interest of the retirement
investor.

Retrospective Review: Financial institutions must conduct a retrospective review of compliance
with the Impartial Conduct Standards at least annually. Preparation of the first report will need to
begin by one year after the exemption’s effective date and the report will need to be completed
by six months after that. The certification of the retrospective review can be made by any
“Senior Executive Officer,” as defined in the exemption.

Self-Correction Provision: The DOL added a self-correction provision to the final exemption so
that certain violations will not cause a loss of the exemption. The following requirements apply:

e The violation does not result in investment losses to the retirement investor or the
financial institution makes the retirement investor whole for any losses;

e The financial institution corrects the violation and notifies the DOL of the violation and
the correction via e-mail within 30 days of the correction;

e The correction occurs no later than 90 days after the financial institution learns of the
violation; and

e The financial institution notifies the person responsible for conducting the retrospective
review during the applicable review cycle, and the violation and correction are
specifically included in the written report of the retrospective review.

Eligibility: Investment professionals and financial institutions will be ineligible to rely on the
exemption for 10 years following a conviction of a crime arising out of investment advice to
retirement investors, unless the DOL grants a petition. They also would be ineligible for the
exemption if they: “engag[ed] in a systematic pattern or practice of violating the conditions” of
the exemption; “intentionally violat[ed] the conditions” of the exemption; or “provid[ed]
materially misleading information” to the DOL in connection with the exemption.

See Prohibited Transaction Exemption 2020-02, Improving Investment Advice for Retirement
Workers.

Lifetime Income lllustrations

In August 2020, the DOL issued an interim final rule with request for comments (IFR)
regarding lifetime income illustrations, as required by the SECURE Act. The SECURE Act
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updated the contents of participant benefit statements to include disclosure on lifetime income
streams, or the amount that a participant would receive each month based on the participant’s
accrued benefits. Administrators of defined contribution plans will be required to include two
lifetime income illustrations of a participant’s account balance on pension benefit statements at
least once each year. The two required illustrations are called a single life annuity and a qualified
joint and survivor annuity.

Although the IFR uses the term “annuity,” the illustrations would apply to all types of
investments in defined contribution plan accounts. The IFR describes the assumptions that plan
administrators must use in calculating the illustrations, including the assumed commencement
date, interest rate, participant age, and participant mortality. Special rules are provided for certain
annuities. Also included in the IFR is model language that administrators may use to explain the
illustrations.

Regarding liability, the IFR provides “that no plan fiduciary, plan sponsor, or other person will
be liable under ERISA for providing a lifetime income illustration that satisfies the requirements
of the IFR,” as long as the plan administrator uses the assumptions in the IFR and the IFR’s
model language or language “substantially similar” to the model language. This is to address
“the concern of plan fiduciaries that participants might sue them if actual monthly payments in
retirement fall short of illustrations provided prior to retirement.”

The IFR will be effective on September 18, 2021, but the DOL may issue a final rule ahead of
the IFR’s effective date, which would supersede the IFR.

See Pension Benefit Statements — Lifetime Income Illustrations

-12-


https://www.federalregister.gov/documents/2020/09/18/2020-17476/pension-benefit-statements-lifetime-income-illustrations

|A_IA\/ INVESTMENT ADVISER

ASS OCIATI ON

RETIREMENT ACCOUNT ROLLOVER
RECOMMENDATION CHECKLIST

This Checklist is not intended to provide comprehensive treatment of each issue an SEC-
registered investment adviser may need to address under the Employee Retirement Income
Security Act of 1974 (ERISA) or the Investment Advisers Act of 1940 (Advisers Act), and it
is not a substitute for legal advice. Each advisory firm must tailor its procedures to the firm’s
own operations, business, and clients. Although the IAA may update this Checklist to reflect
additional information, the IAA undertakes no responsibility to provide such an update.

© 2019 Investment Adviser Association. All Rights Reserved.

IAA Members with questions should contact the IAA Legal Team at
iaalegalteam@investmentadviser.org or (202) 293-4222



mailto:iaalegalteam%40investmentadviser.org?subject=

IAA RETIREMENT ACCOUNT ROLLOVER
RECOMMENDATION CHECKLIST

This Checklist is not intended to provide comprehensive treatment of each issue an SEC-registered
investment adviser may need to address under the Employee Retirement Income Security Act of
1974 (ERISA) or the Investment Advisers Act of 1940 (Advisers Act) and it is not a substitute for
legal advice. Each advisory firm must tailor its procedures to the firm’s own operations, business,
and clients. Although the IAA may update this Checklist to reflect additional information, the IAA
undertakes no responsibility to provide such an update.

INTRODUCTION

As the SEC explained in its June 2019 Interpretation of the Advisers Act fiduciary duty,

an adviser’s fiduciary duty under the Advisers Act applies to all investment advice that
an adviser provides to its clients, including advice about account type. Advice about
account type includes advice about whether to roll over assets from one account (such
as an account held in a 401(k) plan) into a new or existing account, such as an individual
retirement account, or IRA, that the adviser or an affiliate of the adviser manages. These
transactions are considered “rollovers.”

If you recommend that a client or potential client roll over assets, you may want to
document the specific reason(s) why this recommendation is considered to be in the best
interest of the client or potential client. The SEC’s Office of Compliance Inspections and
Examinations (OCIE) may examine whether advisers have a reasonable basis for their
retirement recommendations. See OCIE’s June 2015 Risk Alert regarding its Retirement-
Targeted Industry Reviews and Examinations (ReTIRE) Initiative and OCIE’s annual
examination priorities.

In order to make a recommendation, you will need information about the client’s retirement
plan, which may be available from the following sources:

¢ Recent Plan Statements from the Client. If the client directs his/her own investments
under the plan, then the client will receive information on all of the investments
available under the plan, including performance and fees, at least quarterly. The
disclosures that are required to be provided to plan participants are summarized in
a Department of Labor publication entitled Maximize Your Retirement Savings -Tips
on Using the Fee and Investment Information From Your Retirement Plan, available
at, https://www.dol.gov/sites/dolgov/files/EBSA/about-ebsa/our-activities/resource-
center/publications/maximize-your-retirement-savings.pdf. This information may also
be available via a website maintained by an in-house plan administrator or the plan’s
third-party recordkeeper.

e Summary Plan Description (SPD) from the Client. This document may provide
additional information on the plan and its investments.

2 IAA RETIREMENT ACCOUNT ROLLOVER RECOMMENDATION CHECKLIST
© 2019 Investment Adviser Association. All Rights Reserved.


https://www.dol.gov/sites/dolgov/files/EBSA/about-ebsa/our-activities/resource-center/publications/maximize-your-retirement-savings.pdf
https://www.dol.gov/sites/dolgov/files/EBSA/about-ebsa/our-activities/resource-center/publications/maximize-your-retirement-savings.pdf

* Required Notice of Distribution Options. This document is required under section
402(f) of the Internal Revenue Code and must be provided by the plan administrator
to each recipient of an eligible rollover distribution. The 402(f) notice discusses the
income tax implications of various distribution options and typically is “generic,” but
may provide some insight into the specifics of the plan.

® Participant Request to Plan Administrator or Recordkeeper. The client may need
to ask the plan administrator or recordkeeper about the plan features and investments.
Some plans will respond to inquiries from third parties, such as advisers, with client
consent.

® |f the adviser is unable to obtain the information even after full and fair disclosure to
the participant of its significance, then the adviser may rely on alternative data sources.
Such sources may include publicly available information via the plan’s Form 5500
filings or reliable benchmarks for plans of the same type and size.

CHECKLIST

The following checklist details factors that your firm and employees should consider in
making a rollover recommendation. Please note that these factors are not exclusive, and
other factors may be relevant in formulating a recommendation for a particular client or
potential client.

D What are the client’s alternatives to a rollover, including leaving the money in
the current plan (if permitted under the plan, which may require cashouts of
balances under a certain amount)?

I:l What are the fees and expenses that the client would pay under the plan
versus the IRA, for example,

* Does the employer pay for some administrative fees under the plan that
the client would pay in an IRA?

3 IAA RETIREMENT ACCOUNT ROLLOVER RECOMMENDATION CHECKLIST
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* What are the fees and expenses under the plan versus the IRA? Examples
include fees for investment advice, including management or allocation,
and transaction fees.

* If alternative data sources were used to collect certain information, how
have you determined that the benchmark or other data were reasonable,
and are there any limitations related to the data?

D What are the services available under each option?

* Does the plan provide access to investment advice, planning tools,
telephone or online assistance, educational materials and workshops or
other services that would not be available if the client left the plan?

* Does the IRA provide investment advice and distribution planning or other
services?

|:| What are the investments available under each option (using options that are
reasonably foreseeable for the IRA)?

(Attach chart comparing investment options, including related fees)
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D Would the client benefit from other features available in plans but not IRAs,
or vice versa, e.g.,

¢ Penalty-free withdrawals between 55 and 59-1/2?

¢ Plan loans?

* Protection from legal judgments?

* Beneficial tax treatment of employer stock?

* Availability and quality of advice within plan?

¢ The client’s other accounts and impact on the assets at issue?

5 IAA RETIREMENT ACCOUNT ROLLOVER RECOMMENDATION CHECKLIST
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D Based on the above, what is your recommendation and why is it in the best
interest of the client?

D Have you documented, disclosed, and explained any financial or other
incentives you have to recommend a particular account, investment, or share
class?

D If your client is a retail investor, as defined in Form CRS, and you make a

rollover recommendation, have you delivered (or re-delivered for an existing
client) the most recent version of your Form CRS to the client?

6 IAA RETIREMENT ACCOUNT ROLLOVER RECOMMENDATION CHECKLIST
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ESG — EU SFDR (4)

Ongoing interpretative uncertainties for asset
managers.

— Scope issues: application to 3 country AIFMs?
— Avrticle 8 funds — meaning of “promotion”?

— Atrticle 9 funds — how sustainable is sustainable?

ESMA letter to European Commission

www.investmentadviser.org 11
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ESG - UK

UK to make TCFD-aligned disclosures fully mandatory across the economy by 2025
— Aim: to ensure that the right information on climate-related risks and opportunities is
available across the investment chain — from companies, to financial services firms, to
end-investors
What is the Taskforce on Climate-related Financial Disclosures (TCFD)?
— Set up by Financial Stability Board in 2015
— Aim: to develop consistent climate-related financial disclosures to be used by industry
participants in order to increase understanding of material risks
— Published its Final Report in June 2017 which set out a number of recommended
disclosures

UK was one of the first countries to endorse the TCFD and the UK became the first country
globally to mandate TCFD-aligned disclosures across the economy (by 2025)
www.investmentadviser.org 12
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CONFERENCE 2021

EU Shareholder Rights Directive Il

SRD Il came into force on 9
June 2017 and most of its
provisions had to be
implemented into national
law by 10 June 2019

Placed certain obligations
on fund managers,
including in relation to
engagement policies
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IAA’s 2021 Investment Adviser Compliance Conference: International developments

1. Brexit
e The transition period for the UK’s exit from the EU ended on 31 December 2020.

e The “passports” enjoyed by firms when marketing funds and/or providing investment services to
clientsin the EU from the UK and vice versa fell away at that time (subject to temporary transitional
regimes for EU firms/funds).

e There are several ways in which firms have approached Brexit from a regulatory perspective,
including (for example) establishing an EU authorised entity or the use of host providers.

2. Reverse solicitation

e On 13 January 2021, the European Securities and Markets Authority (“ESMA”) issued a public
statement which serves as a reminder to firms of the Markets in Financial Instruments Directive |
(2014/65/EU) (“MIFID 11”) rules on reverse solicitation.

e |n the statement, ESMA claims that: "... some questionable practices by firms around reverse
solicitation have emerged”. For example, some firms appear to be trying to circumvent the MiFID
Il requirements by including general clauses in the terms of business.

e A read-across can be made into other regimes. For example, third-country private fund sponsors
admitting investors into alternative investment funds on the basis of reverse solicitation would be
well-advised to reconsider whether they have demonstrable evidence that the investor approached
the sponsor (or its agent) at its own exclusive initiative.

3. Delegation under the Alternative Investment Fund Managers Directive (2011/61/EU) (“AIFMD")

e 0On 22 October 2020, the European Commission launched a public consultation ahead of its review
of the AIFMD. This follows the Commission’s earlier report into the impact of the AIFMD to date, in
addition to ESMA’s recommendations (which suggest a number of changes to the regime).

e Onearea of particular focus is that of delegation. It was questioned whether the rules on delegation
should be made more restrictive by limiting what can be delegated (such as by imposing
quantitative limits and/or prohibiting delegation of certain “core” functions). Additionally the issue
of whether delegate portfolio managers based outside the EU should be required to comply with
AIFMD standards was raised.

4. Environmental, Social and Governance developments

e In the EU, the Sustainable Finance Disclosure Regulation ((EU) 2020/852) (“SFDR”) imposes new
transparency obligations and periodic reporting requirements on various financial services firms, at
both a product and firm level. It is not, however, simply a case of making disclosures — strategic
business decisions are required. Most of the provisions of the SFDR come into effect on 10 March
2021.
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e Certain product level requirements of the SFDR may apply to non-EU fund managers when
marketing funds in the EU under national private placement regimes. Further clarity on this was
sought by the European Supervisory Authorities in a letter to the Commission on 7 January 2021.

e The Taxonomy Regulation ((EU) 2019/2088) establishes an EU-wide classification system to provide
a common language (i.e. taxonomy) to define environmentally sustainable economic activities. It
also supplements the disclosure requirements of the SFDR. It will be phased in from 1 January 2022.

e 0On 9 November 2020, the UK Government announced that it intends to make mandatory for a
range of entities in the UK, including financial institutions, climate-related disclosures aligned with
the recommendations of the Task Force on Climate-related Financial Disclosures (“TCFD”), by 2025.
Most requirements are anticipated to be in place by 2023. The UK is the first country in the world
to make TCFD-aligned disclosures mandatory. A Financial Conduct Authority (“FCA”) consultation
paper is expected in the first half of 2021.

e The UK will also implement a green taxonomy. This will take the scientific metrics in the EU
taxonomy as its foundation and a UK Green Technical Advisory Group will be established to review
these metrics to ensure they are appropriate for the UK market.

5. EU Shareholder Rights Directive (I and 1) (2007/36/EC and (EU) 2017/828)

e EU member states had to implement the Shareholder Rights Directive (“SRD |”) by 3 August 2009.
The main aim of SRD | was to improve corporate governance in EU companies traded on EU
regulated markets.

e The revised Shareholder Rights Directive (“SRD II”) came into effect from 10 June 2019 and
imposed new obligations on, among others, MiFID firms and alternative investment fund managers.
Such firms are caught by SRD Il if they invest in shares traded on an EEA regulated market on behalf
of their investors. The FCA gold-plated this so that the SRD Il rules apply to shares in companies
admitted to trading on an EEA regulated market or on a comparable market outside the EEA.

e Among other things, these managers must either:

e draft and publicly disclose an engagement policy that describes how they integrate shareholder
engagement into their investment strategy and publicly disclose on an annual basis how their
engagement policy has been implemented; or

e publicly disclose a clear and reasoned explanation of why they have chosen not to comply with
these requirements.

Michelle Kirschner - Partner

Telephone House, 2-4 Temple Avenue
London EC4Y OHB

Tel: +44 (0)20 7071 4212
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January 14, 2021

UK FINANCIAL SERVICES REGULATION - 2020 YEAR-END
REVIEW

To Our Clients and Friends:

In an unprecedented year for UK regulated firms and the Financial Conduct Authority (“FCA”), the
regulatory agenda has at times seemed dominated by the global pandemic. However, regulated firms
should be mindful of the regulatory direction of travel. This client alert assesses the regulatory landscape,
now and in the coming years, through the prism of three areas of increasing regulatory focus: governance,
culture and individual accountability; conduct and enforcement; and operational and financial resilience.
This client alert provides practical guidance to firms to ensure continuing compliance with regulatory
expectations in each of these three areas. The regulatory landscape has also been impacted as a result of
the ending of the Brexit transition period on 31 December 2020. The FCA’s actions over last year will
be shown to be indicators of the type of regulator that the FCA may seek to be post-Brexit.

The Gibson Dunn UK Financial Services Regulation team looks forward to discussing the matters
outlined in this alert in further detail. For more analysis, please join us for our upcoming complimentary
webinar presentation on 27 January 2021: UK Financial services regulatory update: what happened
in 2020 and what to expect in 2021 and beyond (to register,

Executive Summary

Governance, culture and individual accountability

It is important that firms have strong governance frameworks that allow their culture and
values to drive decision-making across the business.

A Kkey barometer that a firm is meeting the FCA’s expectations is the
effective implementation of the Senior Managers and Certification Regime (“SMCR”). In
2021 and beyond, we anticipate an increase in enforcement action from the FCA in this area,
as we move away from the implementation phase of the SMCR for solo-regulated firms.

Conduct and enforcement

Working from home poses particular challenges for firms when monitoring the conduct of
staff. However, the FCA expects firms to have appropriate systems and controls in place to
manage the enhanced conduct risks that arise in the context of the pandemic and it is likely
that there will be a regulatory review of how firms treated clients at the time.
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The regulatory direction of travel has been to push firms to think more broadly in terms of
what types of misconduct they need to tackle with an increased focus on non-financial
misconduct and how this reflects the culture of the firm.

Operational and financial resilience

These have been a particular area of FCA focus for some time. The pandemic is indicative of
the type of scenario that firms must be prepared for, however, it is only one of many scenarios
which the FCA would expect firms to factor into risk assessments and business continuity
plans.

We anticipate that the FCA will conduct a detailed retrospective review of firms’ operational
and financial resilience throughout 2021.

Post-Brexit UK regulatory outlook

Prior to the conclusion of the EU-UK free trade agreement (discussed further below), the
government produced a number of documents that indicate what a post-Brexit UK regulatory
framework may look like. The UK approach is intended to “fo ensure that [the UK]
regulatory regime has the agility and flexibility needed to respond quickly and effectively to
emerging challenges and to help UK firms seize new business opportunities in a rapidly
changing global economy.”

The UK Government’s willingness to diverge from the EU in certain regulatory matters raises
important questions regarding the likelihood of any future EU equivalence decisions.

The year in review

2020 was an unprecedented year for both UK regulated firms and the FCA. Both had to adjust to a “new
normal”, which in most cases included initiating working from home contingency planning. The
regulatory agenda for the year was in many ways dominated by the global pandemic. This is illustrated
by the FCA’s annual Business Plan|1], which was heavily influenced by tackling the impact of COVID-
19. In response to the pandemic, the FCA delayed certain regulatory initiatives and indicated regulatory
forbearance in a number of areas, while maintaining the emphasis on the importance of treating
customers fairly

However, the FCA continued to advance certain areas of regulatory focus. It is, therefore, possible to
identify key themes that the FCA focused on during 2020 and is likely to pursue in the coming months
and years. In particular, this client alert will focus on three important areas of regulatory interest:
(1) governance, culture and individual accountability; (2) conduct and enforcement; and (3) operational
and financial resilience. These key areas can be assessed in terms of the FCA’s developments during
2020 but also what regulated firms need to be aware of in terms of each of these areas going forward.
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(1) Governance, culture and individual accountability

“The specifics of your culture, like your strategy, remain up to you as leaders. But there is a
growing consensus that healthy cultures are purposeful, diverse and inclusive.”

Governance, culture and individual accountability are inextricably linked. As the quote above from the
FCA suggests, the FCA will not dictate what a firm’s governance model or culture should be. Both are
firm-specific, however, firms should be wary of the FCA’s expectations.

The FCA’s Approach to Supervision document|[4] notes that the key cultural drivers in firms are:
purpose; leadership; approach to rewarding and managing people; and governance. Last year the FCA
reiterated the importance of these factors in its annual Business Plan and in a discussion paper on driving
purposeful cultures.

The importance of good governance, in particular, forms a common thread through the FCA’s
supervisory correspondence to key industry sectors. For example, the FCA has emphasised that it is
“important that firms have strong governance frameworks that allow their culture and values to drive
decision-making across the business, including its approach to dealing with all kinds of misconduct. It
is also critical that firms are headed by effective boards, with a suitable mix of skills and experience, to
conduct appropriate oversight of the firms’ risks, strategy, policies and controls”.

A key barometer that a firm is meeting the FCA’s expectations is the effectiveness of its implementation
of the Senior Managers and Certification Regime (“SMCR™). The introduction of the SMCR was driven
by a perceived lack of individual accountability and governance failings post-financial crisis. For the
majority of solo-regulated firms, the SMCR has now applied for over a year, whilst a similar regime for
banks and insurers has applied since 2016. The implementation of the SMCR is an iterative process.
What constituted adequate implementation for 9 December 2019 will not necessarily be sufficient now.
Firms should be considering how their implementation can be tested and enhanced.

Key practical steps for firms

Take stock of the firm’s current governance arrangements to identify any areas in which there
is a need for improvement. For example:

o are there clear accountabilities for those activities which affect outcomes, with
appropriate delegation and escalation?

o is a robust risk framework in place under which accountable individuals identify,
monitor and mitigate key risks of harm?

o s there strong and independent Board oversight and challenge?
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From a “firm culture” perspective, whilst the focus is now also on the “tone from above”
(such as immediate line managers), it is clear that “tone from the top” still remains crucial.
Firms should think about what their CEOs, business line heads and other senior individuals
say — and what they do not say — in this context. Further, are messages from the top, including
corporate purpose and values, translated in a meaningful way to the specific roles and
responsibilities, targets and objectives at the individual and unit level across the firm?

One year on from the coming into force of the SMCR for solo-regulated firms, review the
firm’s implementation of the regime to identify any weaknesses and take any required
remedial action.

(2) Conduct and enforcement

“We will remain vigilant to potential misconduct. There may be some who see these times as an
opportunity for poor behaviour — including market abuse, capitalising on investors’ concerns or
reneging on commitments to consumers...Where we find poor practice, we will clamp down with
all relevant force.”

A key indicator of a firm’s culture is its practical response to compliance issues and, in particular,
instances of potential misconduct. Market abuse (including the handling of confidential information)
and personal account dealing[9] remain perennial areas of regulatory focus. Working from home poses
particular challenges for firms when monitoring the conduct of staff. However, the FCA expects firms
to have appropriate systems and controls in place to manage the enhanced conduct risks that arise in the
context of the pandemic.

The pandemic undoubtedly had an impact on enforcement action, for example, instances of regulatory
forbearance and the FCA holding back on searches / warrants. The FCA issued the lowest number of
fines since its establishment in 2013:
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Number of fines issued by the FCA between 2013 and 2020
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Source: fea.org.uk (2020 fines: https://www.fea.org.uk/news/news-stories/2020-fines)

However, the FCA took a number of high-profile enforcement actions against firms. For example, in
2020, the FCA continued to take action against firms for market misconduct[11], failures to show
forbearance and due consideration to customers in financial difficulty[12] and took the first UK
enforcement action under the Short Selling Regulation.[13]

The regulatory direction of travel has been towards an increased focus on non-financial misconduct and
how this is tackled by firms. A increasing challenge for regulated firms is how to address non-financial
misconduct and, in particular, non-financial misconduct that takes place outside of the workplace.|14]
In response to the Me Too movement in 2018, firms introduced corrective responses to this important
issue. However, in 2021 the FCA would expect a thorough and well-thought out response. Diversity and
inclusion are now rightly integral to the FCA’s assessment of a firm’s culture.

Key practical steps for firms

As required under the SMCR, check that the firm has a robust process to ensure that senior
managers and certification staff are “fit and proper”, both on joining and on an ongoing basis.
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Review the firm’s processes for the handling and escalation of misconduct. For example,
review the firm’s whistleblowing procedures and make sure that staff are appropriately
trained and have an understanding of their obligations to inform the firm of relevant
matters.

Consider whether the firm’s remuneration structure incentivises appropriate or inappropriate
behaviour.

(3) Operational and financial resilience

“We expect all firms to have contingency plans to deal with major events and that these plans have
been properly tested.”

“...financial pressures could give rise to harm to customers if firms cut corners on governance or
their systems and controls — for example, increasing the likelihood of financial crime, poor record
keeping, market abuse and unsuitable advice and investment decisions.”

It will come as no surprise that the FCA focused on regulated firms’ operational and financial resilience
during 2020. For example, the FCA issued statements to firms outlining its expectations on financial
crime systems and controls and information security during the pandemic. In addition, in June and
August 2020, the FCA issued a COVID-19 impact survey to help gain a more accurate view of firms’
financial resilience. This mandatory survey was repeated in November 2020 to understand the change in
firms’ financial positions with time.

However, the regulatory focus on operational and financial resilience goes beyond the pandemic. In
December 2019 the FCA, alongside the Prudential Regulation Authority and the Bank of England,
published a joint consultation paper on operational resilience. The pandemic is indicative of the type
of scenario that firms must be prepared for, but it is one of many scenarios for which the FCA would
expect firms to factor into risk assessments and business continuity plans.

Similarly, the FCA’s focus on financial resources is wider than in the context of the pandemic. The FCA
has indicated that it will implement its own version of the Investment Firms Regulation and that the new
regime will come into force on 1 January 2022. The FCA has also published final guidance on a
framework to help financial services firms ensure they have adequate financial resources and to take
effective steps to minimise harm. In particular, the FCA notes that the guidance does not place
specific additional requirements on firms because of COVID-19, but the crisis underlines the need for
all firms to have adequate resources in place and to assess how those needs may change in the future.
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Key practical steps for firms

Review the firm’s business continuity plan and risk assessment to ensure that they are
comprehensive and stand up to scrutiny. For example, make sure any risks associated with
“working from home” are incorporated and mitigated as far as possible.

Re-visit the firm’s assessment of its adequacy of financial resources, in light of the FCA’s
published guidance, referred to above.

Forward looking regulatory priorities

Looking to the future, it is very likely indeed that the FCA’s priorities will, at least in part, mirror those
areas of focus in 2020 (being: (1) governance, culture and individual accountability; (2) conduct and
enforcement; and (3) operational and financial resilience).

(1) Governance, culture and individual accountability

Whilst the FCA has been relatively quiet from an enforcement perspective to date, firms should not be
drawn into a false sense of security. This is particularly the case given that the extension of the regime
brought within scope a significant number of firms (approximately 47,000). Additionally, a number of
these firms are also more likely to be viewed as “low hanging fruit” by the FCA — some firms will
perhaps have less sophisticated governance procedures in place (meaning potentially more breaches) and
it will be much easier for the FCA to identify the decision-making processes of these solo-regulated
firms when it is investigating breaches.

As at 17 August 2020, there were 25 open FCA investigations relating to senior managers. Of these, the
majority related to retail misconduct, wholesale misconduct and senior manager conduct rule breaches.

It appears that resolution of these matters has been delayed by the pandemic but we expect to see some
of these senior manager outcomes in 2021. We also anticipate an increase in new enforcement action
from the FCA in this area, as we move away from the implementation phase of the SMCR for solo-
regulated firms.

(2) Conduct and enforcement

As noted above, there is evidence to suggest that the pandemic has had some impact on enforcement
action, for example, instances of regulatory forbearance and the FCA holding back on searches /
warrants. However, it is likely that there will be a regulatory review of how firms treated clients during
pandemic. As the FCA’s pronouncements since March 2020 have indicated, regulatory forbearance in
certain areas does not replace regulated firm obligations under the regulatory system and, in particular,
to treat customers fairly. It is highly likely that the FCA will conduct a retrospective review of firms’
conduct.|



GIBSON DUNN

This will likely include a review of firms’ financial crime controls during the pandemic. In Guidance it
issued in May, the FCA acknowledges operational issues faced by firms but was clear that firms should
not adjust their risk appetites in the face of new risks. There will undoubtedly be a focus on fraud
and other crimes committed during the pandemic, and firms will face scrutiny if there were red flags that
were missed or not escalated. Firms may wish to, therefore, take the opportunity now to review the
efficacy of the controls they have in place, as a general “health check”.

As at 17 August 2020, there were 571 open FCA investigations, with a significant focus on consumers,
with retail misconduct accounting for 192 of these investigations. Other common areas responsible for
investigations included: unauthorised business (103); insider dealing (60); financial crime (57); financial
promotions (49) and wholesale conduct (33). We would, therefore, expect a number of these
investigations to crystallise into final notices producing a series of messages around expected standards
throughout the course of 2021.

Another potential area of regulatory focus in the conduct space is the transition from LIBOR. The FCA
has already indicated that a member of senior management should be responsible for LIBOR transition,
where applicable to the business. Firms need to consider whether any LIBOR-related risks are best
addressed within existing conduct risk frameworks or need a separate, dedicated program. Amongst
other things, firms should keep appropriate records of management meetings or committees that
demonstrate they have acted with due skill, care and diligence in their overall approach to LIBOR
transition and when making decisions impacting customers.

(3) Operational and financial resilience

As noted above, whilst the pandemic firmly brought the operational and financial resilience of firms into
the FCA’s cross-hairs, this was a particular area of interest of the regulator pre-COVID-19. As stated by
the FCA’s Executive Director of Supervision: Investment, Wholesale and Specialist in December 2019,
the “/FCA’s] intention is to bring about change in how the industry thinks about operational resilience
— a shift in mindset as it were — informed and driven by the public interest”.

The industry disruption caused by the pandemic, however, provides the FCA with an invaluable
opportunity in a “real life” context, as opposed to simulated scenario, to kick the tyres of firms’ policies
and procedures in order to determine how they coped with the operational and financial stresses brought
about during the unprecedented circumstances of 2020. Whereas in 2020, the focus of the regulator was
much more reactive, in terms of (for example) issuing statements outlining its expectations on financial
crime systems and controls, we anticipate that 2021 will be much more centred around retrospective
reviews of firms — for example, through looking at their business continuity plans, amongst other things.

Post-Brexit UK regulatory framework
The route map

A long awaited free trade agreement between the UK and EU was agreed on 24 December 2020,
governing their relationship post-Brexit transition period. The financial services industry is addressed in
the agreement, albeit to a much lighter extent than for goods and other services. The contents of the

8
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provisions on financial services are unlikely to come as a great surprise to the industry — amongst other
things, the agreement does not provide for passporting rights nor address equivalence decisions. It is
worth noting, however, that a joint declaration draft states that the parties will, by March 2021, agree a
memorandum of understanding establishing the framework for structured regulatory co-operation on
financial services. The aim of this is to provide for transparency and appropriate dialogue in the process
of adoption, suspension and withdrawal of equivalence decisions.

In the months leading up to the eventual conclusion of the free trade agreement, the UK government
produced a number of documents that indicate what a post-Brexit UK regulatory framework may look
like. The Financial Services Bill states that the UK Government has a number of objectives
including: (1) enhancing the UK’s world-leading prudential standards and promoting financial stability;
(2) promoting openness between the UK and overseas markets; and (3) maintaining the effectiveness of
the financial services regulatory framework and sound capital markets. The UK Government has also
published the Phase Il consultation of its Financial Services Future Regulatory Framework Review.
The UK Government’s approach is intended to “zto ensure that [the UK] regulatory regime has the agility
and flexibility needed to respond quickly and effectively to emerging challenges and to help UK firms
seize new business opportunities in a rapidly changing global economy.”

In its response to the global pandemic, the FCA’s actions are also indicative of the type of regulator it
may be post-Brexit. Through its exercise of regulatory forbearance, for example, the FCA has proven
itself to be more nimble and pragmatic.

Regulatory divergence

The UK approach in an environmental, social and governance (“ESG”) setting is another sign as to what
the industry might expect in a post-Brexit world. Rather than onshore the EU Sustainable Finance
Disclosure Regulation, the UK has announced that it will introduce disclosure rules aligning with the
recommendations of the Task Force on Climate-related Financial Disclosures (“TCFD”). This will
make the UK the first country in the world to make TCFD-aligned disclosures mandatory. It was also
announced that the UK will implement a green taxonomy — a common framework for determining which
activities can be defined as environmentally sustainable. This will take the scientific metrics in the EU
taxonomy as its foundation and a UK Green Technical Advisory Group will be established to review
these metrics to ensure they are appropriate for the UK market.

Whilst this by no means signals a radical departure from the EU in terms of regulatory approach - indeed,
the UK Government has flagged the need in the ESG sphere for, where possible, consistency between
UK and EU requirements - the UK Government’s willingness to diverge from the EU in certain
regulatory matters raises important questions regarding the likelihood of any future EU equivalence
decisions.

The global stage

Perhaps in common with the UK’s desire to remain a key player on the global stage post-Brexit, despite
not forming a part of the more influential EU, the FCA is also keen not to become isolated from other
regulators across the world and to keep working closely on matters spanning different jurisdictions. By

9
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way of an example, the TFS-ICAP final notice (under which the FCA fined TFS-ICAP Ltd, an FX
options broker, £3.44 million for communicating misleading information to clients), indicated that the
FCA continues to work in tandem with overseas regulators (in this instance, the Commodity Futures
Trading Commission in the United States).

Conclusion

Firms may be lured into a false sense of security that they can in some way “take the foot off the gas”
from a regulatory perspective after having made it through a tumultuous 2020. However, this could not
be further from the truth. Whilst 2020 was an unprecedented year, the FCA by no means gave firms carte
blanche when it came to regulatory compliance, particularly in instances where there is a risk of customer
detriment. It is in 2021 that we expect to see action from the FCA towards those firms who did not meet
its expectations. This will be the case not just for firms but also, as we move away from the
implementation phase of the SMCR for solo-regulated firms, individuals as well.

FCA Business Plan: 2020/2021 (
)

For example: Press Release, “FCA highlights continued support for consumers struggling with
payments”, 22 October 2020 (
)

Speech by Jonathan Davidson, Executive Director of Supervision — Retail and Authorisations,
Financial Conduct Authority, “The business of social purpose”, 26 November 2020

( )
FCA Mission: Approach to Supervision, April 2019

)

FCA Discussion Paper (DP 20/1), “Transforming culture in financial services: Driving purposeful
cultures”, March 2020,

(

[6] FCA Dear CEO letter to wholesale market broking firms, 18 April 2019
(
)

FCA Business Plan 2020/2021 (
)

FCA Market Watch 63, May 2020 (
)
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Gibson Dunn's UK Financial Services Regulation team looks forward to discussing the matters
outlined in this alert in further detail in a client webinar in the near future, details of which will be
provided shortly. Please feel free to contact the Gibson Dunn lawyer with whom you usually work, or
any of the following authors:

Michelle M. Kirschner (+44 (0) 20 7071 4212, mkirschner@gibsondunn.com)
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October 28, 2019

UK REGULATORS MAKE FURTHER STRIDES IN RESPONSIBLE
STEWARDSHIP & INVESTING

To Our Clients and Friends:

The UK’s Financial Reporting Council (“FRC”)[1] published on 24 October 2019|2], a revised version
of its stewardship code — the UK Stewardship Code 2020 (the *“ New Code”) which takes effect in
January 2020. On the same day, the UK Financial Conduct Authority (“FCA”) published the results of
the feedback from its joint initiative with the FRC, seeking views of the market on a minimum standards
regulatory framework for stewardship for financial services firms that invest for clients and
beneficiaries|3]. The New Code (which covers a broader asset class than just listed equity) firmly
entrenches the UK as a leader in shareholder engagement and stewardship — with a strong focus on
outcomes (and not just policy statements) of stewardship, and lays out new expectations on how
investment and stewardship is integrated, including environmental, social and governance (“ESG”)
issues. The FCA has concluded that at this stage, given other recent new regulatory requirements, it does
not propose to introduce further (stewardship-related) regulatory requirements on regulated asset
managers and insurers, however it has flagged a number of key areas where it considers that barriers to
effective stewardship remain and should be addressed.

This alert summarises the key changes in the New Code impacting investors and asset managers, the
outcomes from the FCA/FRC discussion paper and related recent and forthcoming UK and EU legal and
regulatory developments.

A. The UK Stewardship Code — Background and Developments

The UK Stewardship Code was first published in 2010 following the 2009 Walker Review|4| on
governance of financial institutions in the wake of the global financial crisis, with a view to enhancing
the quantity and quality of engagement between investors and companies. At the time, it was the first
and only Stewardship Code[5] calling for responsible and engaged investment behaviours by asset
managers and owners. In 2012, following the Kay Review of UK equity markets/6], the Code was
revised to expand the role of stewardship and require investors to engage with companies on strategy as
well as corporate governance. Since the revision of the Code in 2012 (the “Current Code”), the UK has
continued to be seen as a market which upholds high standards of corporate governance and therefore
attract international investors. By 2016, there were 305 signatories to the Code however upon evaluation
by the FRC of the signatories’ statements against the Current Code, the FRC noted a huge variation in
quality of the signatories' stewardship statements. In that year, the FRC introduced a two tier/ranking
system — signatories to the Code in Tier 1 were recognised as having achieved the status of reporting
well and those in Tier 2 were flagged as signatories whose statements required improvement.
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Notwithstanding these enhancements and resulting improvements in stewardship, examples of poor
governance practice, short-termism in equity markets and misalignment of incentives leading to under-
performance and corporate failures persisted. The FRC has also recognised that the investment market
has materially altered since the first Code was published with increased investment flows into assets
other than listed equity and environmental (particularly climate change) and social factors becoming
more material issues for investors, in addition to the pre-existing focus on governance. Alongside this,
there have been a number of developments in the UK, EU and global level aimed at enhancing resources
for stewardship, increasing transparency and engagement between asset owners and asset managers,
enhancing climate change and other non-financial disclosures and incorporating ESG considerations into
the mainstream. These drivers and developments collectively led to the FRC to consult on some
fundamental revisions to the Current Code. It has done this in parallel with its related joint initiative with
the FCA seeking views on how best to encourage the institutional investment community to engage more
actively in stewardship, the outcomes of which are summarised in section C below.

The FRC issued its consultation paper in January 2019/ 7] and received 110 responses to its consultation
which closed in March of this year. In preparing for the consultation it reached out and sought feedback
from 170 members of the global investment community (including the UN PRI, ShareAction, the
Investment Association and the UK Sustainable Investment and Finance Association). It also met with
circa 240 stakeholders as part of and following the launch of the consultation process. The consultation
responses reflected strong support for the key changes (summarised in section B below).

B. The New UK Stewardship Code 2020

Who does it apply to? Who should be interested in it? The New Code is a voluntary code which sets
higher standards than minimum UK regulatory requirements for asset owners|8]| and managers and for
the service providers|9] who support them.

What does the New Code do/say? The New Code is structurally and substantially very different from
the Current Code.

First and fundamentally, the New Code sets out a new definition of stewardship[10]. Stewardship is now
defined as “the responsible allocation, management and oversight of capital to create long-term value
for clients and beneficiaries leading to sustainable benefits for the economy, the environment and
society.” This new definition links the primary purpose of stewardship to looking after the assets of
beneficiaries entrusted to other, equating long-term value creation for this cohort with sustainable
benefits to a wider group of interests (i.e., the “economy, environment and society).

The New Code consists of 12 “apply or explain” Principles for asset managers and asset owners (see
Annex 1). These are supported by reporting expectations which indicate the information that should be
publicly reported in order to become a signatory. The Current Code has seven “comply or explain”
principles that are aimed at protecting and enhancing the value that accrues to the ultimate beneficiary.

There is a strong focus on the activities and outcomes of stewardship, not just policy statements. There
are new expectations about how investment and stewardship is integrated, including ESG issues — note
in particular Principle 7.
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The New Code asks investors to explain how they have exercised stewardship across asset classes.
For these purpose, the New Code extends the scope across asset classes beyond listed equity for example
fixed income, private equity, infrastructure investments, and in investments outside the UK.

The New Code also sets out six separate Principles for service providers. These now include principles
addressing the assurance and the role service providers play in responding to market and systemic risks.
The FRC has also used the New Code as an opportunity to be clearer about its expectations on the role
played by service providers in the supporting their clients to meet their stewardship and investment
responsibilities “taking into account material ESG issues, and communicating what activities have been
undertaken”.

When does it apply from? The New Code will take effect from 1 January 2020. Organisations will
remain signatories to the UK Stewardship Code until the first list of signatories to the New Code is
published. To be included in the first list of signatories, organisations must submit a final report to the
FRC by 31 March 2021.

How do firms apply to become signatories and what happens upon becoming a signatory? The New
Code contains various reporting requirements. Organisations who wish to become signatories should
produce a single Stewardship Report explaining how they have applied the New Code in the previous
12 months for approval by the FRC. The Report should be reviewed and approved by the organisation’s
governing body and signed by the chair, CEO or Cl0O. Existing signatories to the Code will also need
to submit a Stewardship Report that meets the reporting expectations in the New Code, in order to be
listed as signatories to the UK Stewardship Code. Throughout 2020, the FRC has said that it will work
with organisations seeking to be listed as signatories (in particular asset owners) to explain their
expectations in relation to reporting.

Once an organisation has been accepted as a New Code signatory and the report is approved by the FRC,
the report will be a public document and must be published on the organisation’s website or in some
other accessible form.

C. FCA & FRC Feedback On & Outcomes From the “Building a Regulatory Framework
for Effective Stewardship” Discussion Paper

The FCA is the conduct regulator for 59,000 financial services firms and financial markets in the UK
and the prudential regulator for over 18,000 of those firms. One of its primary objectives is to make
markets work well — for individuals, for business, large and small, and for the economy as a whole.
Specifically, the FCA aims to ensure that firms such as asset managers and life insurers deliver good
outcomes for their customers. For many firms, the exercise of stewardship will be key to ensuring this
outcome. The FCA has also stated that it expects “effective stewardship to have wider economic,
environmental and social benefits”.

In delivering on its regulatory responsibility to ensure effective stewardship, in January 2019, the FCA
issued a Discussion Paper (closely co-ordinating with the FRC), ‘Building a Regulatory Framework for
Stewardship’. The objective of the Discussion Paper was to secure feedback on barriers to effective
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stewardship, the minimum expectations on effective stewardship that should be imposed on financial
services firms investing on behalf of clients and how to achieve them.

On 24 October, the FCA published the feedback from the Discussion Paper exercise|14]. In summary,
the FCA agreed with the feedback from the majority of respondents that it would be premature to impose
more stewardship obligations or requirements of asset managers and life insurers at this stage and that it
should let firms first adapt to the FCA’s new rules on shareholder engagement (implementing SRD Il —
see section D below) which took effect in June. Further, the FCA noted that many firms were already
making significant investments to improve their stewardship capabilities with an enhanced focus on ESG
matters.

Notwithstanding this general finding, the FCA also concluded that there were other things that it could
do to address some “remaining barriers to effective stewardship”, including: (i) examining how asset
owners set and communicate their stewardship objectives; (ii) helping to address regulatory,
informational and structural barriers to effective stewardship practices; (iii) considering further the role
of firms’ culture, governance and leadership in both the management of climate risks and the exercise
of stewardship; and (iv) pursuing a number of actions to promote better disclosure of firms’ stewardship
practices and outcomes.

Some of the specific actions the FCA are proposing to take and/or areas they intend to give greater
attention and focus to relate to the following:-

Climate-change related & other sustainability disclosures by issuers: The FCA is intending to consult
in early 2020 on proposals for new ‘comply or explain’ rules requiring climate change-related disclosures
by certain listed issuers aligned with the recommendations of the Task Force on Climate-related
Financial Disclosures (TCFD). Alongside this, the FCA will continue to consider whether issuer
disclosures on other sustainability factors, beyond climate change, are adequate to support investors’
business, risk and investment decisions.

Climate-change related disclosures by regulated firms: The FCA will consider how best to enhance
climate change disclosures by regulated firms, such as asset managers and life insurers, so that they
provide transparency on how their activities align with clients’ sustainability objectives

ESG Data Service Providers: The FCA will assess the role played by specialist providers of ESG data
services looking initially at the nature and quality of these services, how investors use them and how
much reliance they place on them.

Tackling “Greenwashing”: The FCA intends to do more to promote consumers’ access to genuinely
green products and services; will “challenge firms” where it sees potential evidence of misleading
marketing or “greenwashing”; carry out further policy analysis on greenwashing and publish new
guidance as appropriate.
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D. Recent Related UK/ EU Developments

As noted above, one of the key drivers to the review undertaken by the FRC of the Stewardship Code
and the FCA of stewardship more generally, has been the link to the growing interest in how companies
and investment firms manage climate change and other ESG risks and opportunities and related legal
and regulatory developments in this area. A brief overview of some of these developments are noted
below:

UK Law Commission Review of Fiduciary Duties of Investment Intermediaries: In 2014, the Law
Commission reviewed the legal concept of fiduciary duty with regards to investment. It stated that ‘there
IS no impediment to trustees taking account of ESG factors where they are, or may be, financially
material’ and recommended that the government should clarify that it is part of trustees’ duties to
consider long-term systemic risks such as climate change. In 2017, the Law Commission issued a further
report — “Pension Funds and Social Investment” which identified a critical distinction between ESG and
ethical factors, and began to explore options for regulatory reform.

Pensions Regulator & UK Department of Work & Pensions (DWP) Strengthen Pension Trustees
Investment Duties: In 2016 and 2017, the UK Pensions Regulator updated its guidance for defined
contribution and defined benefit schemes, advising that trustees need to take all factors that are
financially material to investment performance into account, including ESG factors. Then in 2018, in
response to the Law Commission’s report, the DWP issued amendments to the Occupational Pension
Schemes Regulations requiring trustees of funds to document in their Statement of Investment
Principles how they have taken ESG factors in making investment decisions and their policy towards
stewardship.

Shareholders Rights Directive II (“SRD I1”): The EU Shareholder Rights Directive 2007 (SRD) aimed
to improve corporate governance in EU companies by setting minimum EU standards on shareholder
rights in relation to general meetings (including viz notice periods, information rights, requisitions,
voting) and other matter such as website disclosures and proxy appointments. SRD Il substantially
amends SRD broadening its scope and remit to include rules to encourage long-terms shareholder
engagement and transparency between traded companies and investors. The key changes introduced by
SRD Il which recently came into force in the UK (June 2019) include provisions relating to identification
of shareholders, transmission of information between companies and their shareholders via
intermediaries, obligations on intermediaries to facilitate stewardship or the exercise of rights by
shareholders, disclosure obligations on proxy advisers, obligations relating to related party transactions,
rights of shareholders to vote on remuneration policies and remuneration reports and (of particular
relevance to the work of the FRC and FCA outlined above) new provisions on the transparency of
engagement policies of institutional investors and asset managers as well as their investment strategies.

In particular, SRD 11 includes three key requirements relevant to transparency of engagement policies
and investment strategies. First, institutional investors and asset managers are required to develop and
disclose a shareholder engagement policy, as well as disclosing annually how they implement the policy
and how they have voted in general meetings of companies of which they hold shares. The matters to be
covered by the engagement policy are extensive including how institutional investors and asset managers
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integrate shareholder engagement in their investment strategy, monitor investee companies on relevant
matters, conduct dialogues with investee companies, exercise voting and other rights, co-operate with
shareholders, communicate with investee company stakeholders, and manage actual and potential
conflicts of interest. In the UK, these rules apply to asset managers and insurers who have the UK as
their home state regulator or investment firms authorized by the FCA.

Secondly, where an asset manager invests on behalf of an institutional investor, the institutional investor
must disclose certain information regarding its arrangement with the asset manager (or explain why the
information is not disclosed).The disclosure should include, for example, how the arrangement
incentivises the asset manager to align its investment strategy and decisions with the profile and duration
of the liabilities of the institutional investor, in particular long-term liabilities. This information must be
made freely available on the institutional investor’s website.

Thirdly, asset managers disclose annually to the institutional investors for whom they invest how their
investment strategy and implementation of that strategy complies with the arrangement with the
institutional investor; and contributes to the medium to long-term performance of the assets of the
institutional investor or fund. The disclosure must include key material medium to long-term risks
associated with investments. The disclosures can be made publicly (e.g. in annual reports) or otherwise
provided directly to the institutional investor.

UK Government Greenhouse Gas & Plastics Commitments: The UK Government has made a legally
binding commitment to achieve net zero greenhouse gas emissions by 2050. It has also signed up to the
UK Plastics Pact aimed at achieving four world-leading plastic packaging elimination targets by 2025.

UK Government Green Finance Strategy: In July 2019, the UK Government published its Green Finance
Strategy to support, amongst other things, its economic policy for strong, sustainable and balanced
growth and its domestic and international commitments on climate change, the environment and
sustainable development.

European Commission Sustainable Finance Action Plan: In 2015, the European Commission committed
to the UN 2030 Sustainable Development Goals agenda and to achieving the 2030 Paris Agreement
targets (including a 40% cut in greenhouse gas emission). The EC recognised that substantial investment
would be required to achieve these targets and fulfil on its commitments. Accordingly, in 2016, it
established a High Level Expert Group on Sustainable Finance which made a series of recommendations
as set out in a wide-ranging Sustainable Finance Action Plan which was formally adopted in May
2018. This includes work on sustainable finance disclosures, sustainable climate benchmarks, and a
taxonomy to promote a common understanding of what constitutes sustainable activity. In May 2018,
the EC adopted a package of measures implementing several key actions announced in its action plan on
sustainable finance (see Section E below) and in August 2018, the European Commission mandated the
European Securities and Markets Association (“ESMA?”) to prepare technical advice on how to require
asset managers and advisers to integrate ESG risks in their investment decisions or advisory processes,
as part of their duties towards investors and/or clients.
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E. Upcoming UK/ EU Developments of Note

In addition to the various initiatives that the FCA has outlined in its Feedback Statement on the New
Regulatory framework for Effective Stewardship (see section C above) and the actions flowing out of
the EU’s Sustainable Finance Action Pan (as summarised in section D above) there are a number of other
initiatives and developments underway both in the UK and at an EU level. Some developments to keep
an eye out for include the following:

FCA Consultation on Extending the Remit of Independent Governance Committees (“IGCs”) ESG
Duties: The FCA is currently consulting on imposing a new duty for IGCs to report on their firm’s
policies on ESG issues, consumer concerns and stewardship, for the products that IGCs oversee. The
FCA is also proposing related guidance for providers of pension products and investment-based life
insurance products which sets out how these firms should consider factors such as ESG risks and
opportunities that can have an impact on financial returns, and to non-financial consumer concerns, when
making investment decisions on behalf of consumers.

EU Sustainable Finance Action Plan — Specific Upcoming Regulations. Under the EU’s Action Plan a
number of legislative proposals have been made. These include:

ESG Taxonomy Regulation - A proposal for the establishment of a framework to facilitate
sustainable investment . This regulation establishes the conditions and the framework to
gradually create a unified classification system or ‘taxonomy' on what can be considered an
environmentally sustainable economic activity. To be environmentally sustainable, an economic
activity must: contribute substantially to one or more of six specified environmental objectives:
(1) climate change mitigation; (ii) climate change adaption; (iii) sustainable use and protection of
water and marine resources; (iv) transition to a circular economy, waste prevention and recycling;
(v) pollution prevention and control; and (vi) protection of healthy ecosystems. Financial market
participants offering financial products as environmentally-sustainable would be impacted by the
proposed Taxonomy Regulation as they would have to disclose information on the criteria used
to determine the environmental sustainability of the investment.

ESG Disclosure Regulation - A proposal on disclosures relating to sustainable investments
and sustainability risks/2//: This regulation will introduce disclosure obligations on how
institutional investors and asset managers integrate ESG factors into their risk management
processes. The proposed regulation would cover all financial products offered and services
(individual portfolio management and advice) provided by the entities listed below, regardless
of whether they pursue sustainability investment objectives or not. The rules would impact the
following entities: (i) asset managers, regulated under the directive on undertakings for collective
investment in transferable securities (UCITS), the alternative investment fund managers (4/FM)
directive, the European venture capital funds (EuVECA) and European social entrepreneurship
funds (EUSEF) regulations; (ii) institutional investors (being insurance undertakings regulated by
Solvency Il and occupational pension funds regulated by the institutions for occupational
retirement provision directive; (iii) insurance distributors regulated by the insurance distribution
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directive (“IDD”); and (iv) investment advisors and individual portfolio managers regulated by
Markets in financial instruments directive (“MiFID II”).

ESG Benchmark Regulation - A proposal amending the benchmarks regulation . This
amendment will create a new category of benchmarks comprising two new categories: (i) a low-
carbon benchmark - this is a filtered version of a standard benchmark in which the underlying
assets are selected so that the resulting portfolio has lower carbon emissions than the ‘parent’
standard benchmark; and (ii) a positive carbon impact benchmark - this is a more sustainability-
focused benchmark, in which the underlying assets are selected on the basis that their carbon
emissions savings exceed their carbon footprint. In addition, the regulation will require
benchmark administrators to methodologies for the assessment, selection and weighting of the
underlying assets comprising their individual versions of these benchmarks, and explain how
such benchmarks reflect ESG objectives.

MiFID Il & IDD: The European Commission has also launched a consultation to assess how best to
include ESG considerations into the advice that investment firms and insurance distributors offer to
individual clients. The aim is to amend Delegated Acts under the Markets in Financial Instruments
Directive (MiFID I1) and the Insurance Distribution Directive (IDD)[24]. The Commission is of the
view that when assessing if an investment product meets their clients' needs, firms should also consider
the sustainability preferences of each client, according to the proposed rules. This should help a broader
range of investors access sustainable investments.

By way of reminder, under the existing MiFID Il “suitability framework”, firms providing investment
advice and portfolio management services are required to obtain information from clients about their
knowledge and experience, ability to bear losses, their investment objectives including risk tolerance, to
ensure that such firms recommend and/or trade products that are suitable for the client. The proposed
changes to MiFID 11 would incorporate ESG considerations in the suitability framework. This would
mean that portfolio managers and investment advisers will have to take steps to ensure that their clients’
ESG considerations are captured and embedded in their investment decision and recommendations
framework. Although clients would not be obliged to provide or specify their ESG considerations, firms
would be required to proactively seek this information from clients and accordingly they will need to
give consideration as to how best to ascertain and capture this information.

Timing & Conclusion: The EC hopes that the first delegated act covering the climate change adaptation
and mitigation objectives could be adopted by the end of this year. The objective would be to adopt the
second and third delegated acts by mid-2021 and mid-2022 respectively covering other four other
environmental objectives (protection of water and marine resources, circular economy and waste
management, pollution prevention and control, protection of water and marine resources, healthy
ecosystems). The EU environmental taxonomy (which is the bedrock of a number of the current and
proposed new measures under the EU’s Action Plan) would then be completed. In a timing set-back, late
in September 2019, member states of the EU voted to delay the application of the taxonomy to end 2022
— almost two years later than the Commission originally planned. Whilst the full package of proposals
will take a few years to develop and be fully implemented, asset managers and investors are advised to
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start reviewing the impact of the new reporting and disclosure frameworks at an early stage to consider
how these can be best embedded into existing frameworks and procedures.

ANNEX 1
UK Stewardship Code 2020 — New “Apply or Explain” Principles
Principles for Asset Owners and Asset Managers
Purpose and Governance

1. Signatories’ purpose, investment beliefs, strategy, and culture enable stewardship that creates
long term value for clients and beneficiaries leading to sustainable benefits for the economy, the
environment and society

2. Signatories’ governance, resources and incentives support stewardship.
3. Signatories manage conflicts of interest to put the best interests of clients and beneficiaries first.

4. Signatories identify and respond to market-wide and systemic risks to promote a well-functioning
financial system.

5. Signatories review their policies, assure their processes and assess the effectiveness of their
activities.

Investment approach

6. Signatories take account of client and beneficiary needs and communicate the activities and
outcomes of their stewardship and investment to them.

7. Signatories systematically integrate stewardship and investment, including material
environmental, social and governance issues, and climate change, to fulfil their responsibilities.

8. Signatories monitor and hold to account managers and/or service providers.
Engagement
9. Signatories engage with issuers to maintain or enhance the value of assets.
10. Signatories, where necessary, participate in collaborative engagement to influence issuers.

11. Signatories, where necessary, escalate stewardship activities to influence issuers.
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Exercising rights and responsibilities
12. Signatories actively exercise their rights and responsibilities.
PRINCIPLES FOR SERVICE PROVIDERS
1. Signatories’ purpose, strategy and culture enable them to promote effective stewardship.

2. Signatories’ governance, workforce, resources and incentives enable them to promote effective
stewardship.

3. Signatories identify and manage conflicts of interest and put the best interests of clients first.

4. Signatories identify and respond to market-wide and systemic risks to promote a well-functioning
financial system.

5. Signatories support clients’ integration of stewardship and investment, taking into account,
material environmental, social and governance issues, and communicating what activities they
have undertaken.

6. Signatories review their policies and assure their processes.

[1] The FRC sets the UK Corporate Governance and Stewardship Codes and UK standards for
auditing, accounting and actuarial work. It monitors and takes action to promote the quality of corporate
reporting; and operates independent enforcement arrangements for accountants and actuaries and
enforces audit quality.

[2] Revised version of stewardship code,
[3] Results of feedback from joint initiative with the FRC,

[4] A Review of Corporate Governance in UK Banks and Financial Institutions (26 June 2009) led
by Sir David Walker,

[5] NB: There are now over 20 stewardship codes globally many of which have been based on the
original UK Code.

[6] The Kay Review UK Equity Markets and Long-Term Decision Making: Final Report June 2012,

[7] FRC consultation paper issued January 2019,

[8] These include pension funds, endowment funds and charities.
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[9] These include investment consultants, proxy advisers and data and research providers.

[10] The Current Code states that the aim of stewardship is “promote the long term success of
companies in such a way that the ultimate providers of capital also prosper. Effective stewardship
benefits companies, investors and the economy as a whole.”

[11] Principle 12.

[12] The Code does not require disclosure of stewardship activities on a fund-by-fund basis or for each
investment strategy but does require the report to indicate how stewardship differs across funds, asset
class and geographies.

[13] For list of existing (i) asset manager signatories, click ; (i) asset owner signatories, click ;
and (iii) service provider signatories, click

[14] FCA published feedback from Discussion Paper exercise,

[15] Pension Protection Fund (Pensionable Service) and Occupational Pension Schemes (Investment
and Disclosure) (Amendment and Modification) Regulations 2018 (the “Amending Regulations™)

[16] July 2019 UK Government Green Finance Strategy,
[17] Sustainable Finance Action Plan,

[18] IGCs provide independent oversight of the value for money of workplace personal pensions
provided by firms such as life insurers and some self-invested personal pension operators. They also
oversee workplace personal pensions in accumulation, i.e., before pension savings are accessed.

[19] The FCA is currently consulting on imposing a new duty for IGCs to report on their firm’s policies
on ESG issues, consumer concerns and stewardship, for the products that IGCs oversee,

[20] ESG Taxonomy Regulation - A proposal for the establishment of a framework to facilitate
sustainable investment,

[21] ESG Disclosure Regulation - A proposal on disclosures relating to sustainable investments and
sustainability risks,

[22] For text of EU Low Carbon Benchmarks Regulation published on 25 October 2019, click
[23] Draft Amending Delegated Acts under MiFID I,

[24] Draft Amending Delegated Acts under the Insurance Distribution Directive,
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To learn more about the issues covered in this alert, please contact the author of this alert, Selina
Sagayam, or the Gibson Dunn lawyer with whom you usually work in the Securities Regulation and
Corporate Governance practice group, or any of the following lawyers:

Selina S. Sagayam - London (+44 020 7071 4263, ssagavam(@gibsondunn.com)
Elizabeth Ising - Washington, D.C. (+1 202-955-8287, cising(wgibsondunn.com)
Amy Kennedy - London (+44 020 7071 4283, akennedy(@gibsondunn.com)
Jean-Philippe Robeé - Paris (+33 1 56 43 13 00, jrobe(wgibsondunn.com)
Lori Zyskowski - New York (+1 212-351-2309, [zyvskowski(wgibsondunn.com)

© 2019 Gibson, Dunn & Crutcher LLP

Attorney Advertising: The enclosed materials have been prepared for general informational purposes
only and are not intended as legal advice.
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November 3, 2020

EU SUSTAINABLE FINANCE FRAMEWORK TAKES SHAPE FOR
PRIVATE FUND MANAGERS

To Our Clients and Friends:

“As our planet increasingly faces the unpredictable consequences of climate change and resource
depletion, urgent action is needed to adapt to a more sustainable model...To achieve more
sustainable growth, everyone in society must play a role. The financial system is no exception. Re-
orienting private capital to more sustainable investments requires a comprehensive rethinking of
how our financial system works. This is necessary if the EU is to develop more sustainable economic
growth, ensure the stability of the financial system, and foster more transparency and long-termism
in the economy.” (Press release, European Commission: Sustainable Finance: Commission's Action
Plan for a greener and cleaner economy (8 March 2018)).

The European Commission’s Sustainable Finance Action Plan[1] (the “Action Plan”) proposed a
package of measures including, amongst other initiatives, a regulation imposing sustainability-related
disclosures on financial market participants (“SFDR”[2]) and a regulation to establish an EU-wide
common language (or taxonomy) to identify the extent to which economic activities can be considered
sustainable (the “Taxonomy Regulation”|3]). This briefing note provides an overview of the Taxonomy
Regulation and the SFDR and discusses their impact on private fund managers, including non-EU
managers who market their funds into the EU and/or the United Kingdom under the applicable national
private placement regimes.

Each of the Taxonomy Regulation and the SFDR apply to “financial market participants”, a term which
is broadly defined and includes (amongst others): (i) alternative investment fund managers (“AIFMs”);
and (ii) MiFID[4] investment firms that provide portfolio management services, and to “financial
products” made available by them. “Financial products” include (amongst other things) alternative
investment funds (“AIFs”’) managed by AIFMs and portfolios managed by MiFID firms.

The term “financial market participant” clearly includes AIFMs which are authorised under the
AIFMD|5]. There is a lack of clarity for non-EU AIFMs in the text of both pieces of legislation.
However, according to guidance on the Taxonomy Regulation, the disclosure requirements on financial
market participants, which build on the obligations in the SFDR should “apply to anyone offering
financial products in the European Union, regardless of where the manufacturer of such products is
based”. Consequently, it is clear that the disclosure obligations will apply to non-EU AIFMs that market
their AIFs into the EEA (and the UK) pursuant to the national private placement regimes under Article 42
of the AIFMD.
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SUSTAINABLE FINANCE DISCLOSURE REGULATION

The aim of the SFDR is to introduce harmonised requirements in relation to the disclosures to end
investors on the integration of sustainability risks, on the consideration of adverse sustainability impacts,
on sustainable investment objectives or on the promotion of environmental and/or social characteristics,
in investment decision-making.

Many of the framework requirements under the SFDR will apply from 10 March 2021, although some
of the requirements for funds with sustainable investment as an objective or which promote
environmental and/or social characteristics will come into force on 1 January 2022 and 1 January 2023.
In addition to the framework requirements, the SFDR is to be supplemented by more detailed
requirements set out in the regulatory technical standards (“RTS”) which are yet to be finalised. The
RTS should have applied from 10 March 2021. However, the European Commission has recently, in a
letter addressed to certain trade associations, confirmed that there will be a delay in the application of
the RTS requirements, although no date has yet been announced for their future application (there is
some expectation that the application date will be closer to 1 January 2022).

The European Commission has, however, made clear that all of the requirements and general principles
contained in the SFDR itself will remain applicable to firms from 10 March 2021. Fund managers are,
therefore, expected to take a principles-based approach to compliance with the SFDR and evidence this
on a best efforts basis. It is considered by the European Commission that firms are already likely
complying with certain product-level disclosure requirements as a result of existing sectoral legislation.
This seems, however, to be an overly optimistic view, as (for example) much of the sectoral legislation
does not go into the level of prescription set out in the SFDR.

The disclosures required by the SFDR include both manager-level disclosures (i.e. at the level of the
AIFM or MiFID investment firm) and also product-level disclosures (i.e. at the level of the AIF or
portfolio). The disclosures must be made in pre-contractual information to investors, in periodic investor
reporting and publicly on the manager’s website. Importantly, the SFDR does not apply only to managers
of AIFs or portfolios with a sustainable investment objective or promoting environmental and/or social
characteristics. While there are enhanced disclosures for such AlFs/portfolios, the SFDR requires
disclosures to be made by all in-scope “financial market participants”.

Manager-level disclosures
At the level of the manager, a financial market participant must disclose the following:

e Information on its website about its policies on the integration of sustainability risks into its
investment decision-making processes - in order to comply, managers will need to ensure that
they integrate an assessment of not only all relevant financial risks, but also all relevant
sustainability risks that may have a material negative impact on the financial return of
investments made, into their due diligence processes|6]. This will require firms to review all
relevant investment decision-making processes and policies in order to understand how
sustainability risks are currently integrated (if at all).
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Information on its website regarding its consideration (or not) of principal adverse impacts of
investment decisions on sustainability factors - firms will need to make a commercial decision
on whether or not they will consider the principal adverse impacts of investment decisions on
sustainability factors. To the extent that a firm decides to consider such impacts, it will be
required to publish a statement on its website on its due diligence policies with respect to those
impacts. Those firms who choose not to consider adverse impacts of investment decisions on
sustainability factors will be required to publish and maintain on their websites clear reasons for
why they do not do so, including (where relevant) information as to whether and when they intend
to consider such adverse impacts.| 7|

Information in remuneration policy and on its website as to how its remuneration policy is
consistent with the integration of sustainability risks — firms will be required to revisit their
existing remuneration policies and include in those policies and on their websites information on
how the remuneration policies promote sound and effective risk management with respect to
sustainability risks and how the structure of remuneration does not encourage excessive risk-
taking with respect to sustainability risks and is linked to risk-adjusted performance.

Product-level disclosures

At the level of each AlF/portfolio (regardless of whether the AIF/portfolio has a sustainable investment
objective or promotes environmental and/or social characteristics), the following must be disclosed:

Information in pre-contractual disclosures to investors about the manner in which sustainability
risks are integrated into investment decision-making and the likely impacts of sustainability risks
on the returns of the AIF/portfolio — a financial market participant may decide at product-level
that sustainability risks are not relevant to the particular AIF/portfolio. In such case, clear reasons
must be given as to why they are not relevant.

Information in pre-contractual disclosures to investors as to whether and how the particular
AlF/portfolio considers principal adverse impacts on sustainability factors (by 30 December
2022) — a financial market participant may decide not to consider principal adverse impacts of
their investment decisions on sustainability factors at the level of the AlF/portfolio. In which
case, clear reasons must be provided as to why they are not taken into account.

Information in periodic reports on principal adverse impacts on sustainability factors (from
1 January 2022).

For an AIFM, the pre-contractual disclosures mean the disclosures which an AIFM is required to make
to investors before they invest in an AIF pursuant to Article 23 of the AIFMD and the periodic reports
mean the annual report which is required to be produced pursuant to Article 22 of the AIFMD. In the
context of a MiFID investment firm, the pre-contractual disclosures mean the information that is required
to be provided to a client before providing services pursuant to Article 24(4) of MiFID. The periodic
reports for MiFID firms refer to the reports required to be provided to clients pursuant to Article 25(6)
of MiFID.
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Disclosures for sustainable products

The SFDR identifies that products with “various degrees of ambition” have been developed to date.
Therefore, the SFDR draws a distinction between financial products which have a sustainable investment
objective and those which promote environmental and/or social characteristics. Different disclosure
requirements apply to each.

Products promoting environmental and/or social characteristics

In relation to financial products promoting environmental and/or social characteristics (provided that the
investee companies in which investments are to be made follow good governance practices|8])
(“Article 8 AIFs/portfolios™), the following must be disclosed at product level in the investor pre-
contractual disclosures:

e information on how those characteristics are met;

e where an index has been designated as a reference benchmark, information on whether and how
the index is consistent with those characteristics; and

o information as to where than index can be found.

Information is also required in the periodic reports for the AlF/portfolio on the extent to which the
environmental or social characteristics are met. As this information relates to complete financial years,
this requirement will apply from 1 January 2022.

In addition, this information must be published and maintained on the manager’s website together with
information on the methodologies used to assess, measure and monitor the environmental and/or social
characteristics, including data sources, screening criteria for the underlying assets and the relevant
sustainability factors used to measure the environmental or social characteristics.

Products with a sustainable investment objective

In the case of an AlF/portfolio with a sustainable investment objective (“Article 9 AIFs/portfolios”)
where an index has been designated as a reference benchmark, product-level pre-contractual disclosures
must include:

o information on how the designated index is aligned with the investment objective; and

e an explanation as to why and how the designated index aligned with the objective differs from a
broad market index.

Where no index has been designated, pre-contractual disclosures will include an explanation of how the
sustainable investment objective is to be attained. Where the AIF/portfolio has a reduction in carbon
emissions as its objective, the information to be disclosed must include the objective of low carbon
emission exposure in view of achieving the long-term global warming objectives of the Paris Agreement.
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Information is also required to be disclosed in the periodic reports for the AIF/portfolio on: (i) the overall
sustainability-related impact of the AlF/portfolio by means of relevant sustainability indicators; and
(i) where an index is designated as a reference benchmark, a comparison between the overall
sustainability-related impact with the impacts of the designated index and of a broad market index
through sustainability indicators.

In addition, this information must be published and maintained on the manager’s website together with
information on the methodologies used to assess, measure and monitor the impact of the sustainable
investments selected for the AlF/portfolio, including data sources, screening criteria for the underlying
assets and the relevant sustainability factors used to measure the environmental or social characteristics.

TAXONOMY REGULATION

The Taxonomy Regulation establishes an EU-wide classification system to provide a common language
(i.e. taxonomy) to define environmentally sustainable economic activities. It also sets out six
environmental objectives, including climate change mitigation, climate change adaption and transition
to a circular economy and provides that for an economic activity to be environmentally sustainable it
must make a “substantial contribution” to at least one of the environmental objectives and not cause any
significant harm to any of the others.

The Taxonomy Regulation also amends the SFDR in certain respects as regards disclosures required for
financial products that have a sustainable investment objective or promote environmental characteristics
and requires negative disclosure for those AlFs/portfolios which do not have such
objectives/characteristics.

An economic activity is considered to be environmentally sustainable for the purposes of the Taxonomy
Regulation if:

1) it makes a “substantial contribution” to one or more of the six environmental objectives;
2) it does “no significant harm” to any of the six environmental objectives;
3) it is carried out in accordance with certain minimum safeguards|9]; and
4) it complies with technical screening criteria[ 10].
The six environmental objectives are:
o climate change mitigation;
o climate change adaptation;
e sustainable use and protection of water and marine resources;

e transition to a circular economy;
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e pollution prevention and control; and
e protection and restoration of biodiversity and ecosystems.

The Annex to this alert provides an overview of what “substantial contribution” and “significant harm”
means for each of the six environmental objectives.

Amendments to the SFDR

The Taxonomy Regulation makes certain amendments to the SFDR in relation to the pre-contractual and
periodic reporting requirements for Article 8 AlFs/portfolios and Article 9 AlFs/portfolios where they
invest in an economic activity that contributes to one or more of the environmental objectives set out in
the Taxonomy Regulation. Additional pre-contractual and periodic disclosures are required for such
products, including: information on the environmental objective(s) which is contributed to and a
description of how and to what extent the investments are in economic activities that qualify as
environmentally sustainable under the Taxonomy Regulation.

The Taxonomy Regulation also makes changes for other financial products too which are neither an
Article 8 AlF/portfolio or Article 9 AlF/portfolio by requiring a negative disclosure using the following
words: “The investments underlying this financial product do not take into account the EU criteria for
environmentally sustainable economic activities.”

The amendments made to the SFDR by the Taxonomy Regulation will apply from 1 January 2022 in
some cases and 1 January 2023 in others, depending on which environmental objective is contributed to
by the AIF/portfolio.

BREXIT: IMPACT IN THE UK

The UK left the EU in January 2020 and the agreed transition period will expire on 31 December 2020.
As the disclosure obligations under the SFDR and the Taxonomy Regulation will not apply until after
the end of the transition period, they do not form part of the so-called “retained EU law” in the UK from
1 January 2021. In relation to the Taxonomy Regulation, for example, the UK government has stated
that it will retain the taxonomy framework, including the high level environmental objectives, however
the Regulation’s disclosure requirements will not form part of this (given that they are set to apply as
from a date post-transition period). As the delegated legislation containing the technical standards has
not, so far, been published by the European Commission, the government has not yet been in a position
to comment as to the extent of the UK’s alignment with the EU on this after the transition period|11].

Also, with regard to the SFDR, the Financial Services (Miscellaneous Amendments) (EU Exit)
Regulations 2020 provide that the SFDR will continue to apply in part in the UK when the Brexit
transition period ends, with key omissions relating, for example, to the upcoming technical standards
and financial product-specific disclosure requirements.
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ANNEX

Climate change
mitigation

The process of holding the increase in the
global average temperature to below 2°C and
pursuing efforts to limit it to 1.5°C above pre-
industrial levels, as set out in the Paris
Agreement. The economic activity will
substantially contribute to the stabilisation of
greenhouse gas concentrations in the
atmosphere, including through process or
product innovation by, for example:

e improving energy efficiency;

e increasing clean or climate neutral
mobility; or

e establishing energy infrastructure that
enables the decarbonisation of energy
systems.

Significant greenhouse gas
emissions.

Climate change
adaptation

The process of adjustment to actual and
expected climate change and its impacts.
Broadly, this includes substantially reducing
the risk of the adverse impact, or substantially
reducing the adverse impact, of the current
and expected future climate on (i) other
people, nature or assets; or (ii) the economic
activity itself, in each case without increasing
the risk of an adverse impact on other people,
nature and assets.

An increased adverse impact of
the current and expected climate
on people, nature and assets.
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Sustainable use
and protection of
water and marine

reésources

The activity substantially contributes to
achieving the good status of water bodies or
marine resources, or to preventing their
deterioration, through certain means,
including, for example, through improving
water management and efficiency.

Detriment to the good status, or
where relevant the good
ecological potential, of water
bodies, including surface waters
and groundwaters, or to the
good environmental status of
marine waters.

Transition to a
circular economy

Maintaining the value of products, materials
and other resources in the economy for as
long as possible, enhancing their efficient use
in production and consumption. The activity
substantially contributes to the circular
economy by (among other things):

o improving the efficiency in the use of
natural resources;

e increasing the recyclability of
products; and

e preventing or reducing waste
generation.

Significant inefficiencies
in the use of materials
and the direct or indirect
use of natural resources
such as non-renewable
energy sources, raw
materials, water and land
in one or more stages of
the life-cycle of
products, including in
terms of durability,
reparability,
upgradability, reusability
or recyclability of
products.

Significant increase in
the generation,
incineration or disposal
of waste, with the
exception of incineration
of non-recyclable
hazardous waste.

Where long term
disposal of waste may
cause significant and
long-term harm to the
environment.
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Pollution
prevention and
control

The economic activity will substantially
contribute to pollution prevention and control
by, for example, cleaning up litter and other
pollution and preventing or reducing pollutant
emissions.

Significant increase in the
emissions of pollutants into air,
water or land, as compared to
the situation before the activity
started.

Protection and
restoration of
biodiversity and
ecosystems

The economic activity will substantially
contribute to the protection and restoration of
biodiversity and ecosystems by, for example,
sustainable agricultural practices, sustainable
forest management and nature and
biodiversity conservation.

Detriment to a significant extent
to the good condition and
resilience of ecosystems or
where that activity is detrimental
to the conservation status of
habitats and species, including
those of community interest.

[1] Communication from the Commission to the European Parliament, the European Council, the
Council, the European Central Bank, the European Economic and Social Committee and the
Committee of the Regions - Action Plan: Financing Sustainable Growth, 8 March 2018

[2] Regulation (EU) 2020/852 of the European Parliament and of the Council of 27 November 2019
on sustainability-related disclosures in the financial services sector

[3] Regulation (EU) 2019/2088 of the European Parliament and of the Council of 18 June 2020 on
the establishment of a framework to facilitate sustainable investment, and amending Regulation (EU)

2019/2088

[4] Markets in Financial Instruments Directive (Directive 2014/65/EU)

[5] Alternative Investment Fund Managers Directive (Directive 2011/61/EU)

[6] Recital 12 SFDR.

[7] Note that large financial market participants (broadly, those with an average number of 500
employees during the financial year) will not have the option. From 30 June 2021 they must consider
adverse impacts of their investment decisions on sustainability factors.
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[8] “Good governance practices” is not defined in the SFDR. It is clear from the text that the
European legislators intended it to be interpreted widely. Examples of good governance practices
include: sound management structures, employee relations, remuneration of staff and tax compliance.

[9] OECD Guidelines for Multinational Enterprises and the UN Guiding Principles on Business and
Human Rights, including the principles and rights set out in the eight fundamental conventions
identified in the Declaration of the International Labour Organisation on Fundamental Principles and
Rights at Work and the International Bill of Human Rights.

[10] These technical screening criteria will be established by the European Commission in
accordance with the provisions of the Taxonomy Regulation.

[11] Letter from John Glen, Economic Secretary to the Treasury, to Sir William Cash, Chair of the
European Scrutiny Committee: 9355/18: Proposal for a Regulation of the European Parliament and of
the Council on the establishment of a framework to facilitate sustainable investment (28 May 2020)

[12] Further details regarding “no significant harm” to be set out in the technical screening criteria.

Gibson Dunn’s lawyers are available to assist in addressing any questions you may have regarding
these developments. Please contact the Gibson Dunn lawyer with whom you usually work in the
firm’s Financial Institutions practice group, or the following authors in London:

Michelle M. Kirschner (+44 (0)20 7071 4212, mkirschner@gibsondunn.com)
Chris Hickey (44 (0)20 7071 4265, chickey(@gibsondunn.com)

Martin Coombes (+44 (0)20 7071 4258, mcoombes(@gibsondunn.com)

© 2020 Gibson, Dunn & Crutcher LLP

Attorney Advertising: The enclosed materials have been prepared for general informational purposes
only and are not intended as legal advice.
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Reverse solicitation: a shot across the bow

Published 10-Feb-2021 by
Michelle Kirschner and Matthew Nunan, Gibson, Dunn & Crutcher

On January 13, 2021 the European Securities and Markets Authority (ESMA) issued a public statement (statement) which was billed as
a reminder to firms of the Markets in Financial Instruments Directive || (MiFID II) rules on reverse solicitation. There is nothing new or
particularly surprising contained in ESMA's statement, but it has caused considerable consternation to some firms in the UK market.

The UK exited the Brexit transition period on December 31, 2020 and from that time firms based in the United Kingdom are third-
country firms and can no longer access the EU market on the basis of the MiFID Il passports which they had enjoyed while the UK was
a member of the EU. Firms in the United Kingdom have therefore had to find alternative ways in which to access the European markets
in future. For some, that has involved establishing a physical presence within the EU (or expanding an existing presence). For others it
has involved some navel gazing to determine to what extent the European market is significant for the business. Some have resolved
that they can serve their EU clients on the basis of reverse solicitation.

The statement's main principles
The statement reiterates the following broad principles:

Under Article 42 of MiFID Il, where a firm provides investment services at the own exclusive initiative of a retail client or "elective"
professional client, the firm does not trigger the authorisation requirement (including establishment of a branch) under Article 39 of
MIFID II.
Where a third-country firm provides services at the own exclusive initiative of the client under Article 42, the firm is not able to market
additional categories of products or services to that client.
Firms should be mindful of and follow the guidance set out in ESMA's Q&As on MIFID Il and Markets in Financial Instruments
Regulations (MiFIR) investor protection and intermediaries topics (ESMA Q&A) in relation to the application of the concept of "own
exclusive initiative".
Where a third-country firm solicits clients or potential clients or promotes or advertises investment services or activities in the EU,
such services cannot be deemed to be provided at the own exclusive initiative of the client. This is true regardless of any contractual
clause or disclaimer purporting the opposite (Recital 111 of MIFID II).
In the statement, ESMA claims that: "... some questionable practices by firms around reverse solicitation have emerged. For example,
some firms appear to be trying to circumvent MiFID Il requirements by including general clauses in the terms of business or through the
use of online pop-up "l agree" boxes whereby clients state that any transaction is executed on the exclusive initiative of the client".

ESMA has already provided significant guidance in the ESMA Q&As in relation to the application of the concept of "own exclusive
initiative" for the purposes of Article 42 of MiFID II. That guidance is unchanged by the occurrence of Brexit and applies equally to firms
in the UK as it does to firms in any other third country. That guidance, in particular, refers to the fact that ESMA considers that every
communication means such as press releases, advertising on the internet, brochures, telephone calls or face-to-face meetings should
be considered to determine whether a (potential) client has been solicited or whether any investment service or financial product has
been promoted or advertised.

Reverse solicitation is still a legitmate means of accessing the markets

The statement does not sound the death knell of reverse solicitation as a legitimate means of accessing the EU markets. It does
demonstrate however is that ESMA is alive to potential misuse and overuse of reverse solicitation. It is highly likely that this will not

be the last that we will hear from ESMA and the EU national competent authorities on this issue. It is clear that the EU will be focused
on this issue and we can expect supervisory steps and action to be taken in the event that third-country firms are found to be over-
relying upon reverse solicitation in circumstances where the firm has, in fact, solicited the client or advertised or otherwise promoted its
investment services in the EU.

The statement does not require firms to take any positive steps or to cease to rely upon reverse solicitation but those firms who

are relying upon reverse solicitation would be well-advised to review their arrangements and assess whether (on a client-by-

client, transaction-by-transaction basis) they are comfortable with relying upon reverse solicitation. Firms should ensure they have
demonstrable evidence to show that the client approached the firm at the client's own exclusive initiative (or at the very least that there
is no evidence to the contrary).

Firms should also consider their marketing efforts in the EU. The globally accessible internet poses particular challenges for firms in
terms of determining whether their marketing efforts are capable of being viewed in and have effect in particular jurisdictions and even

THOMSON REUTERS

© 2021 Thomson Reuters. All rights reserved.



more traditional media can cause issues. For example, an advert placed in a German language newspaper is clearly aimed at the
German market, whereas an advert placed in the Financial Times is less clear yet potentially has global distribution.

Closing thoughts

The authors note that the statement only mentions the concept of "own exclusive initiative" for the purposes of Article 42 of MiFID
1. The concept also applies under Article 46(5) of MiFIR within the third country regime for per se professional clients and eligible
counterparties. The MiFIR third-country regime is not yet in operation, but the statement will become relevant to that regime to the
extent that equivalency decisions are made in relation to any third-country under Article 47 of MiFIR.

While it is clear that the statement is relevant to firms providing MiFID services on a reverse solicitation basis, a read-across into other
regimes is sensible. For example, third-country private fund sponsors admitting investors into alternative investment funds on the basis
of reverse solicitation would be well-advised to reconsider whether they have demonstrable evidence that the investor approached the
sponsor (or its agent) at its own exclusive initiative since it is highly likely that the European regulators will have a heightened sensitivity
on these issues in the coming period.

Complaints Procedure

Produced by Thomson Reuters Accelus Regulatory Intelligence 10-Feb-2021
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January 21, 2021

URGENT CLARIFICATION SOUGHT BY EUROPEAN
SUPERVISORY AUTHORITIES ON THE APPLICATION OF THE
SUSTAINABLE FINANCE DISCLOSURE REGULATION

To Our Clients and Friends:

On 7 January 2021, the Joint Committee of the European Supervisory Authorities (“ESAS”) to the
European Commission, requesting “urgent” clarification on several important areas of uncertainty in the
application of Regulation (EU) 2019/2088 on sustainability-related disclosures in the financial services
sector (the “SFDR?”) prior to the application of the majority of its requirements on 10 March 2021.

One such area raised, which will be of particular importance to a number of fund managers, is whether
the SFDR will apply to non-EU alternative investment fund managers (“AlFMs”) when marketing funds
in the EU under applicable national private placement regimes.

Application to non-EU AIF Ms

To date, the industry has generally taken the view that non-EU AIFMs will be caught by the product
level disclosure requirements of the SFDR, when marketing their funds in the EU. This is primarily as a
result of the cross-reference in the SFDR to Article 4(1)(b) of the Alternative Investment Fund Managers
Directive (2011/61/EU), which itself includes non-EU AIFMs.

The posing of this question by the ESAs, however, casts doubt on the presumption by many non-EU
AIFMs that they will fall within the scope of the SFDR. The industry will be watching very closely in
the coming days and weeks to see how the European Commission responds. In the interim, this
uncertainty clearly presents a challenge for non-EU AIFMs, which will need to think about whether to
continue with implementation for now, on the assumption that they will be caught, so as not to be on the
“back foot” should the European Commission confirm they are within scope.

Other key priority areas identified

The ESAs have also asked for clarification in relation to a further four areas (set out below at a high
level):

application of the 500-employee threshold for principal adverse impact reporting on parent
undertakings of a large group — this is particularly significant in light of the fact that where the
threshold is met, from 30 June 2021, firms will have to consider adverse impacts of their
investment decisions on sustainability factors (rather than use a “comply or explain” approach);


https://www.esma.europa.eu/sites/default/files/library/jc_2021_02_letter_to_eu_commission_on_priority_issues_relating_to_sfdr_application.pdf

GIBSON DUNN

the meaning of “promotion” in the context of products promoting environmental or social
characteristics — the ESAs noted that, in general, clarification on the level of ambition of the
characteristics through the provision of examples of different scenarios that are within, and
outside, the scope of Article 8 of the SFDR would assist with the orderly application of the SFDR.
Fund managers will need to determine whether the fund falls within Article 8, as additional
disclosure obligations apply where that is the case;

the application of Article 9 of the SFDR - the ESAs asked for further clarification on what
would constitute an Article 9 product. For example, they asked whether a product to which
Article 9(1), (2) or (3) of the SFDR applies must only invest in sustainable investments as defined
in Article 2(17) of the SFDR. If not, is a minimum share of sustainable investments required (or
would there be a maximum limit to the share of “other” investments)? As above, in relation to
Article 8 products, fund managers will need to make additional disclosures if the fund in question
falls within Article 9 of the SFDR; and

the application of the SFDR product rules to portfolios and dedicated funds — one question
asked by the ESAs was whether, for portfolios, or other types of tailored financial products
managed in accordance with mandates given by clients on a discretionary client-by-client basis,
the disclosure requirements in the SFDR apply at the level of the portfolio only or at the level of
standardised portfolio solutions. This is clearly another area in which further clarification from
the European Commission would be very welcome.

Conclusion

It is, to say the least, far from ideal that there is so much uncertainty surrounding the application of the
SFDR so close to 10 March. This is particularly the case given that these areas are by no means peripheral
— there will, for instance, be a significant number of non-EU AIFMs holding their breath at the moment.
The industry will be waiting with great interest to see how the European Commission responds.

Gibson Dunn’s lawyers are available to assist in addressing any questions you may have regarding
these developments. If you wish to discuss any of the matters set out above — whether issues raised or
potential solutions — please contact the Gibson Dunn UK Financial Services Regulation team:

(+44 (0) 20 7071 4212, )
(+44 (0) 20 7071 4258, )
(+44 (0) 20 7071 4265, )

© 2021 Gibson, Dunn & Crutcher LLP

Attorney Advertising: The enclosed materials have been prepared for general informational purposes
only and are not intended as legal advice.


https://www.gibsondunn.com/lawyer/kirschner-michelle-m/
mailto:mkirschner@gibsondunn.com
https://www.gibsondunn.com/lawyer/coombes-martin/
mailto:mcoombes@gibsondunn.com
https://www.gibsondunn.com/lawyer/hickey-chris/
mailto:chickey@gibsondunn.com

2/23/2021

oo e AAINVESTMENT ADVISER

*:** COMPLIANCE

CONFERENCE 2021

MARCH 3-5, 2021/ VIRTUAL CONFERENCE
EFFECTIVE STRATEGIES & BEST PRACTICES

Ethics for Advisers — Part 2

L. Allison Charley, ACA Compliance Group

Genna Garver, Troutman Pepper Hamilton Sanders LLP  wvoberaTor
Eric C. Oppenheim, Telemus Capital, LLC

Kurt Wachholz, IACCP, National Regulatory Services

.E. IAA INVESTMENT ADVISER EFFECTIVE STRATEGIES

COMPLIANCE & BEST'PRACTICES

Agenda

 Insider trading regulatory landscape
» Best practices for preventing insider trading
« SEC whistleblower program
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e Questions
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Polling Question

How concerned is your firm about insider trading?
v Very concerned
v Somewhat concerned

v Not losing sleep on it—we have policies and
procedures in place

v Not concerned at all

www.investmentadviser.org
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Insider Trading Reqgulatory Landscape

 What is “insider trading”?

» What regulations/requirements apply to investment
advisers?

— Investment Advisers Act § 204A. Prevention of Misuse of
Nonpublic Information

— Securities Exchange Act § § 10(b) and 21A and Rule 10b-5
— Investment adviser codes of ethics (17 C.F.R. § 275.204A-1)
— Books and records (17 C.F.R. § 275.204-2)

www.investmentadviser.org

#* COMPLIANGCE & BEST PRACTICES




2/23/2021

o @0 |AA INVESTMENT ADVISER
33 COMPLIANCE EFFECTIVE STRATEGIES

CONFERENCE 2021 S BESTPRACTMEES

Polling Question
What procedures do you rely on to prevent the
misuse of MNPI?
v' Restricted lists/watch lists
v Information barriers

v Prohibit use of expert networks
v" All of the above

www.investmentadviser.org 5
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CONFERENCE 2021 & BEST PRACTICES
Preventing Insider Trading

* Where does MNPI come from?
 How do you identify MNPI?

* Who is responsible for making the
determination?
— Role of legal
— Role of compliance

www.investmentadviser.org 6
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Polling Question

What policies do you have in place to restrict personal
securities transactions?

v Pre-approval for all personal transactions

v Pre-approval for personal transactions in issuers also
held by clients

v Pre-approval required for IPOs and private placements
v’ Black out dates and/or time limits

www.investmentadviser.org 7
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Preventing Insider Trading

 How do you handle MNPI?

» What policies do you have in place to restrict personal
securities transactions, including cryptocurrencies?

» Case studies: Failing to implement and enforce policies
and procedures reasonably designed to prevent the
misuse of MNPI.

— Cannell Capital
— Ares Management

www.investmentadviser.org 8
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SEC Whistleblower Program

« SEC whistleblower incentives program
— Success of the program

* Anti-retaliation provisions
» Advisory firms as a source of information

www.investmentadviser.org 9

.S .E o [AAINVESTMENT ADVISER EFFECTIVE STRATEGIES

#* COMPLIANGCE & BEST PRACTICES

Internal Reporting Best Practices

Internal reporting procedures and systems
Encouraging (or rewarding) internal reporting
Taking whistleblowers seriously

Managing confidentiality issues with internal
reporting

www.investmentadviser.org 10




Key Takeaways & Questions
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Thank You

L. Allison Charley, Senior Principal Consultant, ACA Compliance
Group

Genna Garver, Partner, Troutman Pepper Hamilton Sanders LLP

Eric C. Oppenheim, General Counsel & Chief Compliance Officer,
Telemus Capital, LLC

Kurt Wachholz, IACCP, Executive Consultant and Director of
Education, National Regulatory Services
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IAA INVESTMENT ADVISER COMPLIANCE CONFERENCE 2021

Ethics for Advisers — Part 2
Thursday, March 4 — 11:00am-12:00pm

An adviser’s code of ethics reflects its fiduciary obligation to its clients. This panel will discuss
the protection of material nonpublic information (MNPI) and prevention of insider trading,
whistleblower policy issues and scenarios, and best practices for monitoring, testing,
administering and enforcing these policies.

e Eric C. (“Rick”) Oppenheim, General Counsel & Chief Compliance Officer, Telemus
Capital, LLC

e L. Allison Charley, Senior Principal Consultant, ACA Compliance Group

e Kurt Wachholz, IACCP, Executive Consultant and Director of Education, National
Regulatory Services

e Genna Garver, Partner, Troutman Pepper Hamilton Sanders LLP, MODERATOR

OUTLINE
1. Introduce topic and panelists
2. Protection of material nonpublic information (MNPI) and prevention of insider trading
a. Legal Landscape of Insider Trading
i. Insider Trading
1. What regulations/requirements apply to investment advisers?

a. Investment Advisers Act § 204A. Prevention of Misuse of Nonpublic
Information

b. Securities Exchange Act 88 10(b) and 21A and Rule 10b-5
2. What is “insider trading”?
a. Elements and review of recent case law through Martoma Il and Blaszczak
ii. Regulatory/Compliance Requirements
1. Investment adviser codes of ethics (17 C.F.R. § 275.204A-1)
2. Books and records (17 C.F.R. § 275.204-2)

iii. Practical Application (Recent Enforcement Cases)




1.

Cannell Capital, LLC (2020) — CCL violated Section 204A of the Investment
Advisers Act of 1940 by failing to establish, maintain, and enforce policies and
procedures reasonably designed to prevent the misuse of material, nonpublic
information.

Ares Management LLC (2020) — Ares Management LLC, a Los Angeles-based
private equity firm and registered investment adviser, has agreed to pay one
million dollars to settle charges that it failed to implement and enforce policies
and procedures reasonably designed to prevent the misuse of material nonpublic
information.

b. Best practices for monitoring, testing, administering and enforcing these policies

i. Policies and Procedures

1.

2.

Code of Ethics & Standards of Business Conduct

Protection of Material Nonpublic Information

ii. Internal Reporting

1.

2.

Reporting code violations

Recordkeeping requirements

iii. Managing difficult legal & compliance determinations

1.

2.

3.

Determining whether information is MNPI
Managing information barriers

Determining when to remove an issuer from a restricted list—when is it safe to
trade?

3. Whistleblower policy issues and scenarios

a. SEC Whistleblower Program

i. Incentives Program

ii. Anti-retaliation Provisions

iii. Application: success of the program and advisory firms as a source of information

1.

See InvestmentNews, Whistleblowers’ big bucks come with big risks for
financial advisers)

See Law.com, Whistleblower Lands $1.8M for Exposing Alleged Morgan Stanley
Misconduct



https://www.sec.gov/enforce/ia-5441-s
https://www.sec.gov/news/press-release/2020-123
https://www.investmentnews.com/whistleblowers-big-bucks-big-risks-financial-advisers-202274
https://www.investmentnews.com/whistleblowers-big-bucks-big-risks-financial-advisers-202274
https://www.law.com/dailybusinessreview/2020/12/16/whistleblower-lands-1-8m-for-exposing-alleged-morgan-stanley-misconduct/?slreturn=20210104112536
https://www.law.com/dailybusinessreview/2020/12/16/whistleblower-lands-1-8m-for-exposing-alleged-morgan-stanley-misconduct/?slreturn=20210104112536

b. Best practices for monitoring, testing, administering and enforcing these policies

=

Code of Conduct and Training

N

Encouraging (or Rewarding) Internal Reporting

w

Internal Reporting Procedures and Accessible Reporting Systems
4. Triaging and Investigating Credible Tips (Taking Whistleblowers Seriously)
c. Managing confidentiality issues with internal reporting

4. Questions
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Insider Trading

'< ©2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL 1

Elements of Insider Trading

Insider trading occurs when an individual violates a duty of trust or
confidence by trading securities while in possession of material

. . May include duti d b
nonpublic information (“MNPI") i

corporate or temporary insiders,
duties imposed by law, duties
due to a confidentiality
Has the information agreement, a verbal or implied
been broadly agreement to keep information

communicated to the confidential, etc.

Would a reasonable
investor likely consider
the information

important in their
investment decision?

investing public?

sl -
of a duty
(about ik security)
ﬁ © 2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL 2
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Penalties for Insider Trading

The following penalties apply both for trading on or
communicating MNPI:

« Jail sentences
e Civil injunctions
» Disgorgement of profits or losses avoided

» Criminal fines up to 3x profit gained or loss avoided per trade —
even without benefitting from the violation

» Bar from serving as an officer or director or being associated with
a regulated entity

 Serious sanctions by XYZ, including potential dismissal

'< © 2021 Adviser Compliance Associates, LLC

HIGHLY CONFIDENTIAL
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How Does the SEC Catch Insider Trading?

« Electronic trading surveillance by SEC, FINRA, CBOE

* Wiretaps by DOJ and FBI

« Referrals to SEC by companies seeking to limit corporate liability
» Referrals by angry ex-spouses and ex-business partners

« Referrals by bounty hunters seeking up to 30% of an SEC
judgment

* SEC review of email and phone records
« Testimonial evidence as part of a plea deals

« Referrals by financial institutions under money laundering rules

'< © 2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL

Potential Sources of MNPI

» Meetings with senior management of public issuers

 Contact with investment bankers and other sources of idea
generation (e.g., research analysts, traders, underwriters)

* “Value-added” investors

« Participation on boards of directors and creditor committees
» Execution of confidentiality agreements

« Idea sharing with other advisers (co-investors)

« Political intelligence consultants or lobbyists

ﬁ © 2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL




Government Officials and MNPI

This has been a recent area of regulatory
focus — advisers can be held accountable
if they ignore “red flags” from research
providers

Political intelligence firms may obtain and
share information that could potentially be
MNPI

The STOCK Act: insider trading rules
apply to government officials and their
employees as well as to you!

'< ©2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL
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SEC Focus on Paolitical Intelligence

SEC Order Alleged:

* One PM engaged in Insider Trading by causing one Fund to trade in securities of a company in advance

of two separate generic drug approvals by the Office of Generic Drugs (“OGD”)

¢ The information was obtained from a former OGD official, who was retained as a consultant and
who continued to provide MNPI to the Adviser’'s PMs

Another PM caused Funds to trade based on MNPI he received from a political consultant about an
impe_nding CMS announcement concerning certain Medicare reimbursement rates for home healthcare
services

Adviser failed to enforce policies and procedures reasonably designed to prevent the misuse of MNPI

Adviser’'s Compliance Manual failed to adequately address policies and procedures regarding research
firms

There were multiple emails circulated around between employees of the Adviser that indicated the
analysts were receiving MNPI (e.g., an email from the political intelligence analyst about a forthcoming
regulation that was forwarded to traders, portfolio managers, and the CCO/general counsel)

Adviser based trading decisions off of the MNPI they received, and made $3.9 million for certain of its
Funds

Source: Advisers Act Release No. 4749; August 21, 2018.

© 2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL
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SEC Focus on Political Intelligence (cont.)

Undertakings and Sanctions:
 Adviser willfully violated Section 204A of the Advisers Act

» Cease and desist from committing or causing any violations and any future
violations of Section 204A of the Advisers Act

 Disgorgement of $714,110 and prejudgment interest of $97,585
* Civil penalty of $3,946,267

'< ©2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL 9

XYZ'’s Policies on Using Expert Networks

» CCO must review and approve any agreement between
XYZ and the sponsor of an expert network
» XYZ expects that sponsors of expert networks have
compliance controls in place
 Use of expert networks is limited to portfolio managers and
analysts and is only for business use
 Users cannot consult with experts who are currently or were
employed by a public company within the last 6 months
about that company
» Communication with current or recently-employed
public company experts requires Compliance pre-
approval
« Communications with experts will be via specified bridge
lines and XYZ will periodically monitor calls
 Current approved expert network: Guidepoint Global, LLC

10




Corporate Insiders and MNPI

* 17% of respondents to ACA's 2017 Alternative Fund Manager Survey
indicated they had inadvertently received MNPI through corporate
access events or other direct interactions with senior executives of
public issuers

* Best practices include:

* Meeting with C-suite individuals and investor relations personnel

« Crafting questions to avoid asking for information that could be
considered MNPI

» <Notify the CCO of any meetings with public company insiders>

* Note that you may have contact with corporate insiders through
personal or charitable activities as well and want to avoid receipt of
MNPI in those situations

» SEC exam staff has cited advisers for not having policies and
procedures to address interactions with corporate insiders

'< ©2021 Adviser Compliance Associates, LLC HIGHLY CONFIDENTIAL

Additional XYZ Proce s around MNPI
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If you are not sure if,

» Do not buy or iti i or personal or client

e Promptly g ining i nation is MNPI and
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ill be added to the Restricted
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Key Takeaway:

Consult with Compliance
immediately if you have

any questions/concerns
about MNPI and insider
trading

2/27/2021
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INSIGHTS > SEC STILL OBSERVING DEFICIENCIES INVOLVING PRIVATE FUND FEES AND EXPENSES AND CONFLICTS
DISCLOSURE

SEC Still Observing Deficiencies Involving Private Fund
Fees and Expenses and Conflicts Disclosure

06.26.20

On June 23, 2020, the SEC’s Office of Compliance Inspections and Examinations (OCIE) issued a
risk alert highlighting the following three general areas of deficiencies OCIE identified in
examinations of private fund advisers: (1) conflicts of interest, (2) fees and expenses, and (3)
policies and procedures relating to material nonpublic information (MNPI). OCIE hopes this latest
risk alert will assist private fund advisers in reviewing and enhancing their compliance programs,
and also will provide investors with information concerning private fund adviser deficiencies.

https://www.troutman.com/insights/sec-still-observing-deficiencies-involving-private-fund-fees-and-expenses-and-conflicts-disclosure.html 1/4
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General Arcas Specific Practices Observed
D_eﬁc_lhl_.cies_
C:Jay']':rr_'r af.l’n{eres‘r ® Preferential allocations of investments
»  Multiple clients mvesting in the same pnth]in company
»  Undiselosed financial |t-ia1luu_\.hipai (eg. mvestors |uakmg sead mvestment or prm'ld]':ug credit) between investors and or elients
and the adviser
» Preferential haquidity rights to certamn mvestors through side letters
» Private fimd adviser interests in recomimended mvestments (e.g., preexisting ownership mterests or other financial mterests, such
as referral fees or stock options in the imvestments)
» Undisclosed process, and failure to follow disclosed process, for allocations of co-investments
» Service providers (e.g.. advisers with incentives for portfolio companies to use certain service providers, such as mcentive
payments from discount programs, but failed to disclose the incentives and conflicts to mvestors)
s Inadequate disclosures on fund restructurings and stapled secondary transactions
» Cross-transactions (e.g., advisers had established the price at which securities would be transferred between client accounts in a
way that disadvantaged one of the clients)

Fees ﬂFiffEl'.l'JE'JFﬂ-T o Inaccurate allocation of fees and EXpenses [Q’.g.. broken-deal, due diligeuu:. anmual mcctiug. consultants, and msurance costs,
among the adviser and its clients, including private fund clients, employee funds, and co-investment vehicles)

*  Misleading inmvestors about who would bear the costs associated with operating partners’ services and potentially causing investors
lo overpay expenses

« Inappropriately over-valuing client assets causing clients to overpay management fees

# Undisclosed monitoring, board and deal fees, and inaccurate management fee offsets

MNPI Policies and * Secction 204A (e.g., policics and procedures did not address, or were not enforced with respect to, interactions with insiders of

Procedures P‘l.l.hll'cly traded Cﬂlllpﬁl].‘i.l:s.. “expert network”™ firms, mvestors who are carporate insiders, access to MNPI in connection with
PIPEs, and access to office space or systems that possessed MNPI)

» Code of Ethies Rule (e.g., unenforeed trading restrictions: undefined policies and procedures for adding securities to. or removing
securities from, restricted lists: unenforced gifts and entertanment policies: failures to require submission of tunely transactions
and holdings reports timely or preclearance requests: and failure to identify correctly certam individuals as “access persons™)

Deja vu?

This is not the first OCIE guidance reminding private fund managers to review their policies and
procedures to avoid these types of deficiencies. Shortly after the initial round of exams following
the Dodd-Frank wave of private fund manager registrations in 2012, OCIE observed a high rate of
deficiencies involving private fund manager fees and expense allocations. Since 2015, OCIE has
often included in its annual exam priorities roster private fund fees and expenses, disclosure of
conflicts of interest, as well as actions that appear to benefit the adviser at the expense of
investors.[1]

The SEC followed through on its exam priorities. The SEC has initiated multiple actions against
private fund managers since 2015 on violations such as expense allocation, undisclosed fees, and
undisclosed conflicts of interest, including with respect to broken deal expenses, accelerated
monitoring fees, and affiliated consulting fees.[2]

OCIE has similarly reminded advisers to review compliance programs for MNPI deficiencies. In
February 2017, OCIE published a risk alert listing the five most frequent compliance topics
identified on investment adviser examinations completed within the past two years — Code of
Ethics rule violations made the list. Representative violations of the Code of Ethics Rule centered
on the advisers’ failure to satisfactorily provide information about the advisers’ codes of ethics.
Among other things, the staff observed that advisers failed to comprehensively identify their
“access persons,” neglected to timely disclose information pertaining to holdings and transactions
reports, and failed to properly describe their codes of ethics in Form ADV filings.

Again, on April 12, 2018, OCIE released a risk alert identifying the most frequently cited compliance
deficiencies relating to fees and expenses charged by SEC-registered investment advisers to their
clients. In particular, the 2018 risk alert highlighted OCIE’s observation of fund managers
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misallocating marketing expenses, regulatory filing fees, and travel expenses to fund clients
instead of the adviser, in contravention of the applicable advisory agreements, operating
agreements, or other disclosures. OCIE’s stated objectives in issuing the risk alert were to
encourage advisers to assess their advisory fee and expense practices and related disclosures to
ensure that they are complying with the Investment Advisers Act, the relevant rules, and their
fiduciary duty, and review the adequacy and effectiveness of their compliance programs.

We have already observed recent private fund exam document request letters lasering in on these
issues and anticipate more to come. If history has its way and repeats itself, we may be in store for
another round of private fund enforcement actions related to expense allocation, undisclosed fees,
and undisclosed conflicts of interest.

Compliance Takeaways

Private fund managers should take heed of OCIE’s guidance and assess their advisory fee and
expense practices, related disclosures, and MNPI policies and procedures. In particular, firms
should consider the following takeaway tips for reviewing these compliance matters:

* Review your firm’s current compliance policies and procedures to confirm consistency with
the terms of your fund governing documents and Form ADV disclosure.

* Review your general ledgers to confirm expenses have been properly allocated as between
the adviser and the funds you advise. A best practice is to have the fund governing
documents expressly enumerate the line items allocated to the fund.

e Periodically test to confirm the fees charged were properly calculated and the expenses
allocated to the fund were authorized under the fund documents.

* Review breach logs to ensure any detected violations are remediated and procedures
updated to prevent future violations.

e Confirm your fund investors are on the same page as you about fund fees and expenses
(particularly any management fee based on values) by making periodic disclosures to your
LPAC/investors about the fees and expenses paid by the fund.

e Check out our recent client advisory discussing the “Do’s and Don’ts” of insider trading/MNPI
issues while working from home.

For more information on private fund fees and expenses, please check out this podcast on fund
fees and expense trends, as well as the article “Fund Fees and Expenses-A Tale of Four Surveys:
Trends 2014-20187, from Julia D. Corelli of Pepper Hamilton. The field surveys for the 2020 Fees
and Expenses Benchmarking Survey sponsored by Pepper Hamilton, Private Equity International,
Withum, and PEF Services are complete and the results will be released in the fall. Please email
Brian Dolan (dolanb@pepperlaw.com) if you want to receive the results once they are available.

[1] See, http://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2015.pdf;
https://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2016.pdf; and
https://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2017.pdf.
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[2] See, http://www.sec.gov/litigation/admin/2016/ia-4493.pdf;
http://www.sec.gov/litigation/admin/2015/ia-4219.pdf; http://www.sec.gov/litigation/admin/2015/ia-
4131.pdf; http://www.sec.gov/litigation/admin/2015/ia-4253.pdf;
https://www.sec.gov/litigation/admin/2018/ia-5079.pdf;
https://www.sec.gov/litigation/admin/2016/ia-4529.pdf; http://www.sec.gov/litigation/admin/2014/ia-
3927.pdf; http://www.sec.gov/litigation/admin/2016/ia-4494.pdf;
http://www.sec.gov/litigation/admin/2015/34-74828.pdf;
http://www.sec.gov/litigation/admin/2014/33-9551.pdf;
https://www.sec.gov/litigation/admin/2015/ia-4258.pdf and
https://www.sec.gov/litigation/admin/2020/ia-5485.pdf.
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Protecting Your Company From COVID-19
Insider Trading

04.06.20

The Securities and Exchange Commission (SEC) has advised that it will actively pursue COVID-19
related insider trading and antifraud violations in light of the unique opportunities the pandemic has
created for individuals and companies to profit from material, nonpublic information. As a result, it is
vital that companies evaluate and reassess their insider trading policies to minimize the likelihood of
an ensuing SEC investigation or enforcement action regarding either insider trading itself or
allegedly insufficient insider trading corporate policies.

Businesses around the globe are struggling with the economic effects of COVID-19, as companies
are forced to shut down or drastically alter their business models in response to government
regulations aimed at decreasing the virus's spread. To provide relief for companies as they attempt
to determine what material impact COVID-19 may have on their financial statements and public
disclosures, the SEC has issued an exemptive order offering public companies a 45-day extension
to file disclosure reports, such as Forms 10-K and 10-Q, which would typically be filed between
March 1 and July 1 of this year.

Though undoubtedly helpful for many companies, the SEC's 45-day filing extension, combined with
the significant impact COVID-19 has had on most businesses, creates an environment ripe for
insider trading and other antifraud violations. For public companies that choose to take advantage
of the SEC'’s filing extension, their insiders will have access to — and the ability to trade on —
material corporate information for an extended time before that information is made available to
investors. Further, company insiders are likely to have nonpublic information regarding both how
COVID-19 might impact their own companies’ financials as well as how the pandemic might impact
the financials of other entities, including customers, vendors and third parties. Given the severe
impact that COVID-19 has had on all industries, much of the nonpublic information regarding its
impact is likely to be material and, therefore, subject to mandatory disclosure in SEC filings.
Together, these factors create unique and unprecedented opportunities for insider trading.

In addition to fostering opportunities for insider trading, the COVID-19 pandemic has created an
environment where, unfortunately, individuals may have a heightened motive to benefit from
material, nonpublic information. As states continue to impose more and more stringent restrictions
on businesses — including mandating the closure of many “nonessential” businesses — companies
and individuals are feeling the economic strain. Entire industries have been shut down, and
unemployment filings have reached unprecedented levels. Indeed, while the scope of the
pandemic’s impact on the global economy remains unclear, many portfolios and retirement
accounts are likely to be decimated. Given this adverse and uncertain economic environment, the
temptation to trade on material, nonpublic information may prove particularly strong.

© 2021 Troutman Pepper Hamilton Sanders LLP 1



The SEC's Division of Enforcement has recognized the potential for individuals and companies to
profit from COVID-19 insider trading and has indicated increased efforts to maintain market integrity
during the pandemic. Specifically, the SEC has noted that its “Enforcement Division is committing
substantial resources to ensuring that our Main Street investors are not victims of fraud or illegal
practices in these unprecedented market and economic conditions.” Accordingly, while the SEC has
been sensitive to the needs of public companies during this crisis, the risk of being the target of an
SEC investigation or enforcement action appears to have increased.

To protect themselves from the threat of an SEC insider trading investigation or enforcement action,
companies should take this opportunity to evaluate their insider trading policies. Companies should
ensure that these policies clearly prohibit trading on material, nonpublic information and adequately
address the increased opportunities for such trading that have been created by the current
pandemic. Companies must also monitor their employees’ compliance with these policies, making
sure that all employees are both aware of and abiding by the company'’s insider trading guidelines.
Companies should consider disseminating to their workforce clear advisory communications to
remind employees of their obligation to refrain from sharing or trading on material, nonpublic
information that they learn of through their employment.

The COVID-19 pandemic will inevitably lead to economic losses, both personal and corporate.
Individuals who have access to material information about their own or other companies may not,
however, sell stock in these companies to make up for losses without first disclosing this material
information to the investing public. Further, when preparing their disclosure documents, companies
should review and follow the COVID-19 disclosure guidance recently issued by the SEC’s Division
of Corporation Finance. Companies should carefully assess the impact that COVID-19 and related
government restrictions will have on their business before making their required disclosures and
should remind directors, officers and employees to refrain from trading on material information
before these disclosures are filed.

Troutman Pepper is actively working with companies on COVID-19 disclosure issues, as well as in
evaluating and monitoring insider trading policies. Please feel free to contact any of the authors with
any questions regarding this issue.
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The corporate world is facing financial upheaval and an unprecedented earnings season, with the
novel coronavirus and COVID-19 disrupting the securities markets in unique and wide-ranging
ways. In this time of economic uncertainty, opportunity and motive to engage in COVID-19-related
insider trading has increased significantly. The Enforcement Division of the Securities and
Exchange Commission (SEC) already has advised that, in its effort to maintain market integrity
during the COVID-19 pandemic, it will scrutinize more closely the securities trading of corporate
insiders. Further, insider trading allegations often form a basis for private securities class actions
and derivative litigation, filings of which also are likely to rise in the coming weeks and months.

Consequently, it is vital that public companies reflect on the ways in which the current pandemic
has expanded opportunities for corporate executives, and others, to trade on material, nonpublic
information. This article addresses the ways in which the current pandemic has heightened
opportunities and motives to engage in insider trading, the potential adverse effects of such
transactions, and best practices for preventing trading on material nonpublic corporate information
during these challenging times.

Increased Opportunity and Motive for Insider Trading

In an effort to both stem the tide of the pandemic and soften its impact, several federal and local
governmental bodies have issued orders placing restrictions on and providing relief for businesses
and individuals. Together, these restrictions and relief actions have increased significantly both the
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opportunity and motive for individuals to trade on material nonpublic corporate information,
thereby heightening the risk that companies will face government investigations or SEC
enforcement actions related to COVID-19 insider trading.

Businesses around the globe are struggling with the economic effects of COVID-19, as companies
have been forced to shut down for significant periods or drastically alter their business models in
response to government regulations aimed at decreasing the virus’s spread. To provide relief for
companies as they attempt to determine what material impact COVID-19 may have on their
financial statements and public disclosures, the SEC has issued an exemptive order which
provides public companies with a 45-day extension to file periodic disclosure reports, such as

Forms 10-K and 10-Q, which customarily would be filed between March 1 and July 1 of this year.1

Though undoubtedly helpful for many companies, the SEC’s 45-day filing extension, combined
with the significant impact COVID-19 has had on most businesses, creates an environment ripe for
insider trading and other anti-fraud violations. Insider trading occurs when individuals rely on
material nonpublic corporate information to buy or sell stock. For public companies that take
advantage of the SEC’s filing extension, their corporate insiders likely will have access to—and the
ability to trade on—material corporate information for an extended time before that information is
made available to investors. Further, company insiders are likely to have nonpublic information not
only regarding how COVID-19 might impact their own companies’ financials, but also regarding
how the pandemic might impact other entities, including customers, vendors, and other third
parties with which their companies interact. Given the severe impact that COVID-19 has had on
virtually all industries, much of the nonpublic information regarding its impact is likely to be
material. Together, these factors create unique and unprecedented opportunities for insider
trading.

Pandemic restrictions have resulted in additional opportunities for insider trading, beyond those
created by the SEC’s recent filing extension. Remote working also presents unique opportunities
for disseminating—advertently or inadvertently—material nonpublic information. As of this writing,
95 percent of the American population has been instructed to stay home under various state

executive orders and proclamations.2 Quarantine restrictions also have resulted in many adult
children temporarily moving back in with their parents, allowing families to stay together during the

pandemic.3 As a result, business conversations that typically are conducted in a private office
setting are now being held in makeshift home offices, sometimes with several family members
within earshot. With family members forced to conduct all of their business activities in confined
spaces, the opportunities for non-insiders to overhear—and then trade on—confidential corporate
information have increased.

Even before the current pandemic, the SEC staff focused on, and filed, civil enforcement actions
involving cohabitating individuals who allegedly traded on material nonpublic information
overheard from corporate insider family members. In one recent case, a New York-based banking
consultant settled insider trading charges with the SEC after trading on material nonpublic
information he obtained while eavesdropping on the phone conversations of his then-fiancé, an

investment banker, in their shared apartment.4 Similarly, spouses regularly have been charged with
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insider trading for trading on material nonpublic information overheard in confined spaces,

including in cars during long road trips.® The conditions created by the current quarantine
restrictions—with business activity being conducted in confined spaces—are ripe for insider
trading opportunities and resulting SEC investigations. Moreover, if an insider were to disclose
material nonpublic information to a family member in confidence, and the family member were to
then trade on that information, the insider would be jointly and severally liable with the individual
who made the illegal trade, and also could face additional sanctions.

In addition to fostering unprecedented opportunities for insider trading, the COVID-19 pandemic
has created an environment where, unfortunately, individuals may have a heightened motive to
benefit from material nonpublic information. As businesses continue to navigate stringent
government restrictions—including the mandated closure of many “nonessential” businesses—
companies and individuals are feeling the economic strain. Entire industries have been shuttered,

and unemployment filings have reached unprecedented levels.® Indeed, while the scope of the
COVID-19 pandemic’s impact on the global economy remains unclear, many portfolios and
retirement accounts are likely to be decimated. Given this adverse and uncertain economic
environment, the temptation to trade on material nonpublic information may prove particularly
strong.

SEC Insider Trading Investigation and Enforcement

As opportunity and motive for COVID-19-fueled insider trading increases, so too does the risk of
government investigations and SEC enforcement actions. On March 23, 2020, Stephanie Avakian
and Steven Peikin, Co-Directors of the SEC’s Division of Enforcement, issued a statement advising
that the Agency will actively pursue COVID-19 related insider trading and anti-fraud violations in
light of the unique opportunities the pandemic has created for individuals and companies to profit

from material nonpublic information.” As a result, companies would be wise to evaluate and
reassess their insider trading policies to minimize the likelihood of an ensuing SEC investigation or
enforcement action regarding either insider trading itself, or allegedly insufficient insider trading
corporate policies.

As noted above, the SEC’s Division of Enforcement has indicated increased efforts to maintain
market integrity during the pandemic. Specifically, the Agency has noted that its

Enforcement Division is committing substantial resources to ensuring that our Main Street
investors are not victims of fraud or illegal practices in these unprecedented market and economic
conditions.®

The SEC and U.S. Department of Justice (DOJ) already have begun investigating insider trading
allegations lodged against Senators Richard Burr, Kelly Loeffler, and others, alleging that these
public officials sold millions of dollars in stock just weeks after being privately briefed on the

substantial impact the novel coronavirus would have on the economy and the stock market.®
Accordingly, while the SEC has been sensitive to the needs of public companies during this crisis,
offering a filing extension and enhanced disclosure guidance,10 the risk of being the target of an
SEC investigation or enforcement action appears to have increased. Moreover, depending on the
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nature of the infraction, insider trading could also expose corporate insiders to a DOJ investigation
and potential criminal liability.

It is worth noting, however, that the current quarantine environment may create issues of proof for
the SEC and DOJ when investigating or seeking to enforce the securities laws. Many family
members who normally live apart have now found themselves residing in the same space, as they
ride out quarantine restrictions together. Conversations that otherwise would have occurred by
telephone, or via text message, or by email are now taking place face-to-face. Accordingly, there is
a heightened risk that material nonpublic corporate information is being disseminated, wittingly or
unwittingly, without any data or paper trail. Although insider trading is almost always established
through circumstantial evidence, the lack of paper trails associated with potential COVID-19 insider
transactions may hinder government efforts to successfully file and prosecute these cases.

Insider Trading and Section 10(b) Securities Class Actions

Evidence of COVID-19 insider trading can fuel more than government investigations and
enforcement actions. It also can help private class action plaintiffs support a case for corporate
liability under Section 10(b) of the Securities Exchange Act of 1934. Given the volatility of the
current market, we are likely to see an increase in shareholder litigation seeking to recover market
losses. Accordingly, companies should be cognizant of the ways in which insider trading
allegations may support private claims for Section 10(b) relief.

Parties already have begun to file COVID-19-related securities class actions under Section 10(b)
and Rule 10b-5 promulgated thereunder, which prohibit fraud in connection with the purchase or
sale of securities. Many of these suits are alleging that corporations violated Rule 10b-5 by making
material misstatements or omissions regarding the effect COVID-19 would have on their
businesses, thereby artificially inflating the price of the companies’ securities and harming
investors when the truth was finally revealed to the market, causing the companies’ stocks to drop.

For instance, in Douglas v. Norwegian Cruise Lines Holdings Ltd.™ and Atachbarian v. Norwegian

Cruise Lines,'? two securities fraud class actions recently filed against defendant Norwegian
Cruise Lines, plaintiffs allege that defendant issued false statements about the cruise line’s ability
to withstand COVID-19, despite being aware that the pandemic would have a detrimental effect on
the company’s business.”

To succeed on a 10b-5 claim, plaintiffs successfully must plead that the individual corporate
defendants had scienter—that is, that these defendants knew or recklessly disregarded the risk
that the alleged material corporate misstatements or omissions were likely to deceive a
reasonable investor. As the U.S. Supreme Court has held, plaintiffs may strengthen an inference of
scienter by showing that the individual defendants had motive, such as “personal financial gain,” to

commit securities fraud.™ Plausible allegations of insider trading are one way of pleading motive.”

Accordingly, given the likely rise in COVID-19-related private securities class actions, companies
should be mindful of the ways in which COVID-19 insider transactions may support claims for
Section 10(b) liability. Further, insider trading allegations are a common basis for shareholder

derivative Iitigation,16 which also is expected to increase as companies continue to suffer
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pandemic-related losses." It is clear that the risks associated with COVID-19 insider trading extend
well beyond government investigations and SEC enforcement actions, and should be taken
seriously by companies seeking to reduce pandemic-related litigation risk.

Best Practices for Limiting the Risk of COVID-19 Insider Trading

To protect themselves from the threat of an SEC insider trading investigation or enforcement
action, companies should take this opportunity to evaluate their internal controls and insider
trading policies, and ensure that these policies clearly prohibit trading on material nonpublic
information, and adequately address the increased opportunities for such trading that have been
created by the current pandemic. This may mean revising or supplementing corporate policies in
light of the company’s remote working practices.

Companies also must monitor their employees’ compliance with these policies, making sure that
all employees are both aware of and abiding by the company’s insider trading guidelines.
Companies should consider disseminating to their workforce clear advisory communications to
remind employees of their obligation to refrain from sharing or trading on material nonpublic
information that they learn through their employment. Given the ease with which information may
be disseminated among family members in a quarantine environment, company directors, officers,
and employees should all be reminded of the substantial risks associated with insider trading, and
best practices for protecting confidential information during quarantine. This includes reminding
these individuals to ensure that material nonpublic information is only discussed in a private
setting, and that computer screens displaying such information are not made visible to non-
insiders.

The COVID-19 pandemic inevitably will lead to economic losses, both personal and corporate.
Individuals who have access to material information about their own or other companies may not,
however, sell stock in these companies to make up for losses without first disclosing this material
information to the investing public. To avoid some of the risk associated with nonpublic material
information, companies should consider disclosing some of this information in their Forms 8-K, to
reduce the chance that the company’s material nonpublic information is traded on prior to public
disclosure. Further, when preparing their periodic disclosure documents, companies should review
and follow the COVID-19 disclosure guidance recently issued by the SEC’s Division of Corporation

Finance.'® This guidance asks firms to evaluate

the effects COVID-19 has had on [the] company, what management expects its future impact to be,
how management is responding to evolving events, and how [the company] is planning for COVID-
19-related uncertainties . .. .1°

Companies therefore should assess carefully the impact COVID-19 and related government
restrictions will have on their businesses prior to making their required disclosures, and should
remind directors, officers, and employees to refrain from trading on material information prior to
these disclosures being made public.
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Regarding Market Integrity (Mar. 23, 2020), https.//www.sec.gov/biography/steven-peikin.

8 /d.

9 Jack Kelly, “Senators Accused of Insider Trading, Dumping Stocks After Coronavirus Briefing,”
Forbes (Mar. 20, 2020), https:.//www.forbes.com/sites/jackkelly/2020/03/20/senators-accused-of-
insider-trading-dumping-stocks-aftercoronavirus-briefings/#5aa8e6c4a45d; Paul Tuchmann,
“Insight: Senator’s Insider Trading Allegations Can Be Proved,” Bloomberg (Apr. 16, 2020),
https://news.bloomberglaw.com/white-collar-and-criminal-law/insight-senatorsinsider-trading-
allegations-can-be-proved.

10 See SEC, Division of Corporation Finance, CR Disclosure Guidance: Topic No. 9 (Mar. 25, 2020),
https://www.sec.gov/corpfin/coronavirus-covid-19.

n Douglas v. Norwegian Cruise Lines Holdings Ltd., Case No. 1:20-cv-21107 (S.D. Fla. Mar. 2, 2020).
12 Atachbarian v. Norwegian Cruise Lines, Case No. 1:20-cv-21386 (S.D. Fla. Mar. 31, 2020).
13 As of this writing, Norwegian Cruise Lines is facing three separate putative 10b-5 class actions

related to its COVID-19 disclosures, with a third suit filed on April 22, 2020. See Banuelos v.
Norwegian Cruise Lines, No. 1:20-cv-21685-JEM (S.D. Fla. Apr. 22, 2020).
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14 Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 325 (2007).

15 See, e.g., In re Hertz Global Holdings, Inc., 905 F.3d 106, 119 (3d Cir. 2018) (noting that “[a]lleging
insider trading is one way to plead motive”).

16 See, e.g., In re Oracle Corp. Deriv. Litig., 824 A.2d 917 (Del. Ch. 2003).

7 Shareholder plaintiffs already have begun filing pandemic-related derivative actions against
public companies. See Beheshti v. Inovio Pharma., Inc. et al., No. 2:20-cv-01962 (E.D. Pa. Apr. 20,
2020) (alleging that officers and directors of Inovio breached their fiduciary duties to the company
by issuing false statements concerning the development of a COVID-19 vaccine). This action
contains an insider trading allegation, alleging that the individual corporate defendants “breached
their fiduciary duties by failing to correct and/or causing the Company to fail to correct these false
and misleading statement and omissions of material fact to the investing public, while one of the
Individual Defendants engaged in an improper insider sale, netting proceeds of approximately
$63,000.” Complaint at 4-5, Beheshti v. Inovio Pharma., Inc. et al., No. 2:20-cv-01962 (E.D. Pa. Apr.
20, 2020).

'8 CR Disclosure Guidance: Topic No. 9, supra n.10.
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This year marks the 10-year anniversary of the launch of the U.S. Securities and Exchange
Commission’s whistleblower incentives and protection program. By any measure, the program has
been a wonderful success. To date, the SEC has awarded roughly $728 million to 118
whistleblowers; and enforcement actions brought with information from whistleblowers have
resulted in orders for more than $2.7 billion in monetary sanctions.

The program is picking up steam. In fiscal year 2020, the SEC whistleblower program shattered
records for the number of tips received, the number of whistleblowers awarded, and the amount of
money awarded to whistleblowers in a single year.

Despite the program’s success, there remains considerable room for public companies and SEC
registrants to improve their internal reporting apparatus—to build cultures that encourage
whistleblowers to report internally without fear of reprisal, and systems that evaluate (and
appropriately leverage) whistleblower tips.

The SEC Whistleblower Program

The Dodd-Frank Wall Street Reform and Consumer Protection Act directed the SEC to create a
whistleblower program that rewards individuals who provide the agency with information about
possible securities laws violations. As the U.S. Supreme Court explained in Digital Realty Trust, Inc.
v. Somers, the core objective of the whistleblower program is “to motivate people who know of
securities laws violations to tell the SEC”
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Under the SEC whistleblower program, an individual may be eligible for an award if he or she
voluntarily provides the SEC with original information that leads to a successful enforcement action
in which sanctions of more than $1 million are ordered. In such a case, the whistleblower may be
entitled to receive 10-30% of the total amount collected.

Importantly, whistleblowers are not required to report possible misconduct to their employers to
qualify for an SEC whistleblower award. Whistleblowers are, however, required to report to the
SEC in order to qualify for anti-retaliation protections under Dodd-Frank.

For more on the mechanics of the SEC whistleblower program, tune in to Episode 6 of PLI’s
inSecurities podcast where we discuss “the World of Whistleblowers” with Matt Stock, Director of
the Whistleblower Rewards Practice at Zuckerman Law. Available

here: https.//www.pli.edu/insecurities/episode-6.

Tracking the Program’s Success

The SEC’s Office of the Whistleblower released its 2020 Annual Report to Congress on November
16, 2020. The report reflects the program’s tremendous growth and success. Among its most
notable achievements, in fiscal year 2020 the SEC:

e approved $175 million in whistleblower awards (the highest dollar amount awarded in a
single fiscal year);

e approved awards to 39 individuals (the highest number of individuals awarded in a single
fiscal year, and triple the number awarded in the next-highest fiscal year);

e approved a $50 million award (then the largest-ever whistleblower award to an individual);

e triaged over 6,900 whistleblower tips (the highest number of tips received in a single fiscal
year, and 31% more than the next-highest tip year); and

e processed and resolved more whistleblower award claims than in any other fiscal year.

Since the SEC’s fiscal year ended on September 30th, the Office of the Whistleblower has
continued its incredible run of form. On October 22nd, the SEC announced a $114 million award to
an individual whistleblower—the largest amount ever awarded to an individual under the SEC’s
whistleblower program and “a testament to the Commission’s commitment to award
whistleblowers who provide the agency with high-quality information,” according to SEC Chairman
Jay Clayton.

We are only two months into fiscal year 2021, but the SEC has already awarded more than $166
million to 12 individuals; this brings the program’s grand total to approximately $728 million paid
out to 118 individuals since issuing its first award in 2012.

Corporate Insiders Provide Credible Information

To date, approximately 68% of the individuals who have received SEC whistleblower awards were
corporate insiders. That is, of the whistleblowers who provided the highest quality tips about
securities laws violations—whistleblowers who were helpful enough to earn an award—more than
two-thirds were current or former employees.
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According to the SEC’s annual whistleblower report, those individuals often pointed to specific
documents or information that substantiated their allegations, identified co-workers who were
involved in the misconduct or identified specific financial transactions that evidenced fraud. As a
matter of fact, in a recent whistleblower award, the SEC applauded two joint whistleblowers for
providing probative documents and information, participating in interviews with the staff, and
identifying key individuals involved in the misconduct.

The Office of the Whistleblower explains in its Annual Report that the staff may use information
from corporate insiders in several ways. A whistleblower tip might prompt the staff to commence
an examination of a regulated entity, or it may be used in connection with an ongoing exam. The
staff may also use whistleblower information to open a new enforcement matter or to buttress an
ongoing investigation.

Indeed, according to the Annual Report, the Office of the Whistleblower is currently tracking over
1,100 matters in which a whistleblower’s tip caused the staff to commence a new enforcement
matter, or has been forwarded to the staff for consideration in connection with an ongoing
investigation.

Internal Reporting Is an Underutilized Source of Information

While it is important to understand that most SEC whistleblowers are corporate insiders, it is
equally important to understand that their complaints often strike at the heart of companies’
operations and compliance or reporting obligations.

Year after year, the most common whistleblower tips relate to corporate disclosures or financial
reporting issues—accounting for 25% of the tips in 2020—while insider trading and bribery (FCPA)
also count among the most reported violations. (It is worth noting that issuer disclosure and
reporting issues, insider trading and FCPA violations consistently rank among the top priorities for
the SEC’s Division of Enforcement.)

In that context, whistleblowers might be viewed as crucial internal sources of information about
potential misconduct that companies would want to root out—literal “boots on the ground” who
can help spot potential weaknesses in a company’s compliance, reporting or other core regulatory
obligations.

Yet internal reporting remains an underutilized source of information.

Of the corporate insiders who have received SEC whistleblower awards—again, the most credible
whistleblowers—approximately 84% “raised their concerns internally to their supervisors,
compliance personnel, or through internal reporting mechanisms, or understood that their
supervisor or relevant compliance personnel knew of the violations, before reporting their
information of wrongdoing to the Commission.”

Stated differently, of the whistleblowers whose tips ultimately led to successful enforcement
actions against their current or former employers, roughly 1in 5 did not report the misconduct
internally.
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The percentage of corporate insiders who received whistleblower awards based on tips that
they did not report internally has remained relatively constant over time: In 2014 (the first year the
Office of the Whistleblower reported the figure) and again 2015 and 2016, the SEC reported that
approximately 20% of corporate insiders who received whistleblower awards did not report
internally. In 2017 and 2018, the SEC reported that 17% of the corporate insiders did not report
internally; in 2019, the number fell to 15%.

Simply put, the surge in SEC tips is far outpacing the uptick in internal complaints. Companies must
find ways to keep pace with whistleblower reporting.

To better understand why many whistleblowers are reluctant to report internally, tune in

to Episode 26 of PLI’s inSecurities podcast where we discuss “Whistleblowing’s New Frontier” with
Tom Mueller, the New York Times best-selling author of Crisis of Conscience: Whistleblowing in an
Age of Fraud. Available here: https.//www.pli.edu/insecurities/episode-26.

Credible internal reports present opportunities for public companies and SEC registrants to
identify and potentially mitigate or remediate problems or weaknesses before the SEC (or another
government agency) asks about them.

The key is to develop a reporting apparatus that encourages whistleblowers to report internally
without fear of reprisal, and systems that evaluate (and appropriately leverage) whistleblower tips.
Essentially, this involves two steps: (1) figuring out how to foster a culture that encourage internal
reports; and (2) figuring out how to triage those tips.

|”

There is no “one size fits all” solution. But given the potential benefits of assessing and triaging
whistleblower complaints, companies simply cannot settle for systems that allow credible tips to
become mired in automated hotline spreadsheets or otherwise fall through the cracks.

In the Office of the Whistleblower’s 2014 Annual Report, Sean McKessy, the former chief of the
whistleblower office, observed that “companies not only need to have internal reporting
mechanisms in place, but they must act upon credible allegations of potential wrongdoing when
voiced by their employees.” Indeed.

The SEC whistleblower program will only continue to encourage reporting—and that’s a good
thing. Companies should make sure their reporting mechanisms are designed to seize the
opportunities presented in this age of the whistleblower.

Authors
Kurt Wolfe
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The Impact of COVID-19

How the Division of Examinations has responded
— Remote work
— Approach to examinations

Risk Alert on COVID-19 Compliance Risks
— Supervision of personnel

— Fees, expenses and financial transactions

— Business continuity planning

— Protection of sensitive information
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Additional Focus Areas

* Regulation Best Interest/Fiduciary Interpretation
* Multiple offices/supervisory risks
« ESG

» Marketing rule/advertising

— Lee/Crenshaw Statement:

e The decisions underlying the rule “will likely place advertisements on the list
of examination and enforcement priorities for years to come.”

¢ Hypothetical performance, including “unjustifiable carve-outs” in response to
unsolicited requests from retail investors, one-on-one communications with

private fund investors.
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Focus on Private Funds

Division Examination Priorities (2020)
— Compliance risks, including MNPI, conflicts of interest
Risk Alert Regarding Recent Focus Areas in PF Adviser Examinations

— Conflicts of interest

* Multiple clients/allocations, adviser financial relationships with clients, adviser interests
in client investments, co-investments

— Fees and expenses
¢ Allocation, operating partners, monitoring fees, valuation

— MNPI and code of ethics
¢ Public company insiders, expert networks, “value added” investors
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Exposure to LIBOR and mitigation efforts

Operational readiness for the LIBOR transition
Investor communications relating to the LIBOR transition

Potential conflicts of interest
Efforts to replace LIBOR
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L. Introduction
A. Regulatory Mission

Examinations are the SEC’s front-line means for protecting investors and ensuring
compliance with the federal securities laws by investment advisers and investment companies
(“Regulated Firms”). The SEC’s examination program is managed through the Division of
Examinations (the “Division”). Prior to December 17, 2020, the Division was named the Office of
Compliance Inspections and Examinations (“OCIE”). Peter Driscoll, Director of the Division,? has
identified the Division’s mission as having “four pillars™:

(D Improve Compliance;
2) Prevent Fraud;

3) Monitor Risk; and
4 Inform Policy.?

Under the pillar “improving compliance,” the Division views its efforts to communicate
with registrants through its publications, risk alerts, outreach events, and speeches throughout the
year as essential to its mission to help registrants improve and adopt compliance programs to fit
evolving industry trends and risks. To achieve its mission of “preventing fraud,” the Division staff
relies on both informal remediation of compliance issues during examinations or in response to
examination findings as well as formal referrals of issues to the SEC’s Division of Enforcement for
further proceedings. The Division’s efforts to identify risks through data gathering, analysis, and
technology are essential to fulfill its mission of “monitoring risk,” and the Division “informs
policy” by communicating its information and observations to the wider SEC to support rule-
makings by the Commission and guidance issued by the staff.*

B. Statutory Authority

2 Mr. Peter Driscoll has been Director of the Division since October 26, 2017.

3 See Peter Driscoll, Acting Director, OCIE, Speech at GIPS Standards Annual Conference (Sept 14,
2017), https://www.sec.gov/news/speech/speech-driscoll-2017-09-14; See also Marc Wyatt,
Keynote Address: National Society of Compliance Professionals 2016 National Conference,
Washington, D.C. (Oct 17, 2016), https://www.sec.gov/news/speech/inside-the-national-exam-
program-in-2016.html.

National Exam Program: Offices and Program Areas, About Office of Compliance Inspections and
Examinations, available at, https://www.sec.gov/ocie/Article/about.html.
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The SEC’s authority to conduct examinations is found in the Investment Advisers Act of
1940, as amended (the “Advisers Act”), and the Investment Company Act of 1940, as amended
(the “1940 Act”), to conduct inspections of investment advisers’ and investment companies’ books
and records.’ These statutes authorize the SEC to require that Regulated Firms make and maintain
records relating to their business and to inspect such records. The SEC has adopted rules that
implement this statutory authority by specifying the documents and records that each of the
Regulated Firms must maintain for this purpose.®

While the SEC’s express statutory examination authority is limited to books and records,
as a practical matter the SEC staff also can and does use its inspection authority to gather
information through requests for written submissions and informal interviews of officers and
employees. Any insistence by a firm on strict observance of the statutory limitations is likely only
to result in a prompt issuance of a subpoena for sworn testimony before the SEC’s Enforcement
Division — in most circumstances an undesirable escalation of a request for informal access to
information.

C. Substance of Exams

The power to inspect enables the SEC to oversee not only compliance with applicable
regulatory requirements of Regulated Firms but also the integrity of their representations to clients
and investors. Importantly, it allows the Commission to evaluate each Regulated Firm’s
compliance controls and risk profiles with a view towards preventing future violations.” It thus
gives the SEC an ability to oversee the activities of Regulated Firms to a far greater extent than
oversight that is exercised merely through examination of reports and other filings.

The information gathered during examinations also supplements the data available to, and analysis
conducted by, other SEC offices and divisions and broadly influences the SEC’s wider regulatory

agenda.

3 See Section 204 of the Advisers Act, 15 USC 80b-4; and Section 31 of the 1940 Act. 15 USC 80a-
32.

6 Rules 31a-1, 2, and 3 under the Investment Company Act, 17 C.F.R. §§ 270.31a-1, 2, 3 (2015).

Rule 204-2 under the Advisers Act, 17 C.F.R. § 275.204-2 (2016).

For further discussion of the purposes of the SEC’s inspection power, see e.g., SEC 2006
Performance and Accountability Report at 11; Speeches of Lori Richards, Director, OCIE at 9th
Annual IA Compliance Best Practices Summit 2007, IA Week and Investment Adviser Association
(March 23, 2007), www.sec.gov/news/speech/2007/spch0323071ar.htm, National Regulatory
Services, 17th Annual Spring Conference, Miami Beach, Florida (April 2002),
http://sec.gov/news/speech/spch548.htm and Mid-Atlantic Securities Forum, Philadelphia,
Pennsylvania (March 21, 2002), http://sec.gov.news/speech/spch545/htm.
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D. Frequency and Results of Examinations

All Regulated Firms should expect to experience SEC examinations from time to time.

During 2020, the Division completed over 2,950 examinations and reviews of investment advisers,
investment companies and broker-dealers, a decrease of 4% from 2019.% Director Peter Driscoll
has indicated that the annual decrease in completed examinations is attributable to limitations
related to the COVID-19 pandemic. The Division examined approximately 15% of registered
investment advisers in 2020.° Accordingly, a thorough understanding of the examination process is
critically important for those who represent or are associated with Regulated Firms. Not only can
this knowledge assist in avoiding enforcement investigations and possible prosecution, it also can
assist a Regulated Firm being classified as “low-risk” and obtain the benefit of less frequent, less
intrusive and shorter examinations. Thus, effective preparation for and management of the
examination process is an indispensable prerequisite to the ability of a Regulated Firm to remain in
good standing with the SEC.

1I. The Division and the Examination Program

A. History of the Division

The Division was created in 1995 to centralize the oversight of all SEC examination staff
and coordinate examination activities in the Washington, D.C. office and the regional and district
offices.!® Many examination staff and management functions, which had historically been divided
between the Division of Investment Management and the Division of Trading and Markets
(formerly the Division of Market Regulation), were transferred to the Division, and the
examination program was given independent management and legal staff to coordinate and support

8 Peter Driscoll, “The Role of the CCO — Empowered, Senior and With Authority,” Opening
Remarks at National Investment Adviser/Investment Company Compliance Outreach 2020, Nov.
19, 2020; https://www.sec.gov/news/speech/driscoll-role-cco-2020-11-19.

See Testimony of Chairman Jay Clayton before the U.S. Senate Committee on Banking, Housing,
and Urban Affairs, Hearing on Oversight of the U.S. Securities and Exchange Commission,
Washington, D.C. (Nov. 17, 2020), https://www.sec.gov/news/testimony/clayton-sec-oversight-
2020-11-17.

Historically, the SEC’s inspection power was exercised through examination staffs attached to two
of the SEC’s Divisions: (i) the Division of Investment Management, which regulates investment
advisers and investment companies, and (ii) the Division of Trading and Markets, which regulates
broker-dealers, transfer agents, clearing agencies, non-bank government and municipal securities
dealers and self-regulatory organizations. The examination staff were located in the SEC’s
Washington D.C. headquarters and in regional and district offices, and were overseen by these two
Divisions. As noted above, prior to December 17, 2020, the Division was called the Office of
Compliance Inspections and Examinations, or OCIE.
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the program on a nationwide basis. The result of the Division’s creation has been a better trained,
coordinated and supervised examination staff than it had been historically.

B. The Division’s Current Structure and Resources

Since 2010, the SEC has consolidated the examination personnel, policies and procedures
across all 12 of its offices into the National Examination Program. The National Examination
Program was intended to address the diversity in approaches, priorities, methods and document
requests found across the various SEC offices. As a result, SEC examiners now operate under a
single national examination manual and use common templates for document requests. While the
National Examination Program has succeeded to a large degree in standardizing SEC
examinations, there remains some diversity of approach and style among the SEC offices, often
driven by the culture of the regional office and the nature of the local base of registrants requiring
examination.

Most of the Division examiners are attached to the regional offices and report
administratively to the heads of those offices. However, their activities are overseen, and to a
significant extent directed, by Washington, D.C.-based Division officials through the National
Examination Program.!! The Washington, D.C.-based and regional office examination staff are
grouped according to types of registrant: (i) investment adviser and investment companies; (ii)
broker dealers; and (iii) transfer agent / clearance and settlement agencies.!> For investment
advisers and investment companies, the Division of Investment Management also maintains a Risk
and Examination Office to provide expertise to examinations of Registered Firms within the
responsibility of that Division.

In Washington, D.C., the Division is headed by the Office of the Director, who oversees
several Associate Directors in charge of registrant-specific programs, the Division’s Office of
Chief Counsel, and an Office of Managing Executive.!> In March 2016, the Division created a
new office at the national level called the Office of Risk and Strategy (“RAS”), and appointed a
Chief Risk and Strategy Officer, to consolidate the management and oversight of each of several
the Division teams: the Risk Analysis Examination (“RAE”) Group, the Strategy and Operational
Risk team, and the Quantitative Analysis Unit (“QAU”).!

See Speeches of Lori Richards, Director, OCIE, Speech at National Regulatory Services, IA Week
and Investment Adviser Association, IA Compliance Best Practices Summit 2007, March 23, 2007.
www.sec.gov/news/speech2007/spch032307.htm and 17th Annual Spring Compliance Conference,
Miami Beach, Florida (April 8, 2002), http://sec.gov/news/speech/spch548.htm.

See Office of Compliance Inspections and Examinations, Contact Information,
https://www.sec.gov/about/offices/ocie/ocie_org.htm.

13 1d.
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The RAE Group and QAU are primarily responsible for developing and analyzing data to
identify activity that may warrant an examination.'> RAS is dedicated to evaluating the risk,
particularly the financial risk, of large firms, a key priority of the SEC since the global financial
crisis erupted in 2007-2008. The QAU uses quantitative analytics and modeling techniques to help
the staff determine firms and areas that may require more attention.

In July 2020, the Division created the Event and Emerging Risks Examination Team
(“EERT”), comprised of a multidisciplinary team of specialized examiners, industry experts,
accountants and quantitative analysts.!® The EERT engages with firms about emerging threats,
responds to critical matters, and provides expertise and support to other divisions and offices
during significant market events, such as exchange outages, liquidity events, and cyber-security or
operational resiliency incidents.

The Division also has made a concerted effort recently to hire examiners at the national
and regional level with industry experience, particularly practiced industry professionals with
specialized experience in trading, quantitative management and coding, portfolio management,
valuation, complex products, sales, compliance, and forensic accounting. In recent years, the SEC
staff has also recruited staff with specialized expertise in the areas of derivatives, valuations,
options and prime brokerage.

C. Resources Dedicated to Investment Advisers

The SEC has approximately 1000 examiners in 12 offices.!” In 2016 the SEC made
significant shifts in existing resources toward adviser and investment company examinations,
. L ; - . o) : 18 . .
pereasing, the nUmMOGE A SXAPREES: M A0 b Brrice bl Dsasonl, MY PERG A0y Shs: the

Wyatt, Thomas J. Butler, and Sean McKessy (April 21, 2016), available at,

https://www.sec.gov/news/testimony/testimony-04-21-16.html.

See Testimony of Mark Flannery, Marc Wyatt, Thomas J. Butler, and Sean McKessy before the
U.S. House of Representatives Committee on Financial Services Subcommittee on Capital Markets
and Government Sponsored Enterprises, Hearing on Continued Oversight of the SEC’s Offices and
Divisions, Washington, D.C. (April 21, 2016), https://www.sec.gov/news/testimony/testimony-04-
21-16.html.

See Press Release, SEC Announces Creation of the Event and Emerging Risk Examination Team in
the Office of Compliance Inspections and Examinations and the Appointment of Adam D. Storch
as Associate Director (July 28, 2020).

Securities and Exchange Commission, Statement on the Renaming of the Office of Compliance
Inspections and Examinations to the Division of Examinations (Dec. 17, 2020),
https://www.sec.gov/news/public-statement/joint-statement-division-examinations.

See Marc Wyatt, Keynote Address: National Society of Compliance Professionals 2016 National
Conference, Washington, D.C. (Oct 17, 2016) https://www.sec.gov/news/speech/inside-the-
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Division of Investment Management’s Risk and Examinations Office, which was formed in 2012
to provide sophisticated quantitative and qualitative risk analysis, works with the Division and
utilizes relevant information obtained during examinations for use in its reports.

D. Types of Division Examinations

The Division currently relies on a risk-based approach, which was introduced in 2003, and
which now drives the selection of inspection targets as a function of a firm’s risk profile for most
examinations.!” A particular Regulated Firm may be selected for examination for any number
of reasons including, but not limited to: (i) a firm’s risk profile, (ii) a tip, complaint or referral
about a firm (a “cause” examination), (iii) a general review of a particular compliance risk
area (a “sweep” examination, sometimes called a “focused” examination), or (iv) to fulfill
certain other administrative objectives, such as evaluating the effectiveness of the risk-based
selection process, or following-up on the results of prior exams. Some firms may be selected
at random over others. The reason a firm is selected is generally non-public information and
is typically not shared with an entity under examination.?

(i) Risk-Based Examinations

A firm is often selected after an assessment of its “risk profile.” The risk profile of a
Regulated Firm is an assessment of the firm’s compliance record, size, complexity, and nature of
its operations, and the staft’s perception of the compliance culture.

The SEC has had to regulate and examine, in an era of limited resources, a growing
number of Regulated Firms, now encompassing over 13,800 advisers.?! For example, the SEC

Conference, Washington, D.C. (Oct 17, 2016) https://www.sec.gov/news/speech/inside-the-
national-exam-program-in-2016.html.

19 The selection of firms for SEC examinations has not always been risk-based. The SEC’s earliest
examinations focused on individual investment advisers, individual investment companies and
broker-dealers. They examined each individual firm, one at a time, as a stand-alone entity. During
the 1970s, in an attempt to adapt to a changing industry, the SEC took a “systems” approach and,
for example, examined mutual funds together as part of a complex that generally shared the same
investment adviser and compliance systems. In 1998, after the National Securities Markets
Improvement Act redistributed regulatory responsibility for investment advisers between the state
and federal regulators, “routine” SEC examinations of investment advisers and mutual fund
complexes were based on cycles that the SEC anticipated would occur approximately every five
years, with more frequent reviews as circumstances warranted and SEC resources allowed.

20 OCIE Exam Brochure, Examination Information for Entities Subject to Examination or Inspection

by the Commission, https://www.sec.gov/about/offices/ocie/ocie_exambrochure.pdf.
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examined only 15% of all registered investment advisers in each of 2019 and 2020.2* The risk-
based examination program is thus an attempt by the SEC to maximize the effectiveness of its
limited resources by focusing on firms, sectors and areas of compliance that the SEC believes
present a higher likelihood of more serious violations and thus where the SEC believes that it can
have greater impact.

The SEC has been in the recent past sufficiently concerned about the limited resources that
it has to conduct investment adviser examinations that it developed a rule proposal that would
establish a program of third-party compliance reviews for registered investment advisers.?
According to David Grim, the former Director of the Division of Investment Management, the
reviews would not replace the Division examinations, but rather would supplement them “in order
to improve compliance by registered investment advisers.”** Former SEC Chair Mary Jo White
indicated that she supported third party compliance reviews, but was not able to convince her
fellow Commissioners to support such a program.

In the Division’s view, risk-based examinations facilitate the SEC’s investor protection
objectives through evaluations of both the investment advisory firms themselves and the conduct
most likely to pose harm to investors. Carlo di Florio, former Director of the Division, has
described the risk-based examination process for Regulated Firms as follows:

[Focusing our examinations on risk management] involves understanding each
registrant’s business model, products and asset classes, and evaluating the risks
and conflicts that are inherent in that business model. It also means seeking an
understanding of what kind of risk management governance and compliance
control frameworks registrants have put in place to mitigate and manage that risk
profile. I want to emphasize that we are keenly aware of the lessons learned from

2 See Testimony of Chairman Jay Clayton before the U.S. Senate Committee on Banking, Housing,
and Urban Affairs, Hearing on Oversight of the U.S. Securities and Exchange Commission,
Washington, D.C. (Nov. 17, 2020), https://www.sec.gov/news/testimony/clayton-sec-oversight-

2020-11-17.
= 1d.
z Oversight of the SEC’s Division of Investment Management: Hearing Before the Subcommittee on

Capital Markets and Government Sponsored Enterprises, House Comm. on Fin. Services, Oct. 23,
2015 (Testimony of David Grim, Director, Division of Investment Management).

24 1d.
% See Testimony of Chair Mary Jo White before the Subcommittee on Financial Services and

General Government Committee on Appropriations United States Senate (April 12, 2016),
https://www.sec.gov/news/testimony/testimony-white-budget-request-2017-senate.html# _ftnrefs.
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the financial crisis, as well as from Madoff, where we were roundly criticized for
losing the forest for the trees by honing in on some issues and missing broader,
systemic and far more serious problems in the organization.?®

As a result, SEC examinations generally are no longer all-encompassing as were the
“routine” examinations of years past. The examiners now tend to focus on operational areas that
are perceived at the time as posing the greatest compliance risk not only within the industry but
also within the particular firm being examined. Many of the current industry-wide areas can be
readily identified from the Division’s annual examination priorities, speeches of Division officials
and Division risk alerts, as well as from recent SEC enforcement actions.?’

(ii) Cause Examinations

The Division also conducts so-called “cause” examinations, which are focused on
potential specific violations. They are usually initiated on the basis of an investor complaint,
employee or competitor tip, press report, review of the firm’s Commission filings or other source
which indicates a possibility of ongoing violations. Cause examinations tend to be highly focused
on the particular problem or problems that led to the examination. Unlike typical examinations,
which are scheduled in advance and are usually preceded by notice, cause examinations are
generally unannounced. Cause examinations, in particular, require a careful response because of
the potential for a referral to enforcement. They should not be dismissed as a “fishing expedition,”
but handled in close consultation with experienced enforcement counsel.

(iii) Sweep Examinations

A third type of examination are “sweep” examinations. Such examinations generally
involve either requests for information, or visits to the firm preceded or supplemented by requests
for information that seek to determine whether the manner in which a sample of the industry is
handling a particular regulatory compliance issue is cause for regulatory concern and possible
further investigation, guidance and/or rulemaking. Increasingly, the SEC staff is providing
guidance to the industry based on the results of, and the knowledge the staff has gained of industry
practice during, sweep examinations through Risk Alerts and Guidance Updates.?

26 Carlo V. di Florio, Keynote address at the SIFMA Anti-Money Laundering Seminar (Mar. 3, 2011)
available at, https://www.sec.gov/news/speech/2011/spch030311cvd.htm.

z See e.g., Lori Richards, Speeches before 9th Annual IA Compliance Best Practices Summit supra,

at note 9 and National Society of Compliance Professionals (October 19, 20006)
www.sec.gov/news/speech/2006/spch1019061.htm.

28 Securities and Exchange Commission, Division of Investment Management, January 2016

Guidance Update (“Many of the issues discussed in this guidance were brought into focus by a
recent sweep examination of a number of mutual fund complexes, investment advisers, broker-
dealers, and transfer agents.”).
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Sweep examinations vary in scope and intensity but commonly require the collection and
analysis of relatively large quantities of information within relatively short time frames. Sweep
examinations also require a careful response with a view towards precluding further inquiry, since
violations discovered by the staff can lead to a deficiency letter or enforcement referral. The
increased volume of sweep examinations in past years has subjected the SEC to industry criticism
that the examination program is unnecessarily burdensome. However, the technique has been
useful for the SEC, and while the Division has responded to this criticism by making more targeted
use of the sweep examination mechanism in recent years, it is unlikely to abandon it.

Sweep examinations have focused on a variety of subjects of regulatory concern. For
example, beginning in 2016, the Division conducted sweep examinations of recommendations
made by advisers to their clients of mutual fund share classes that have substantial loads or
distribution fees (the so called “share class initiative”).? The Division also launched a sweep
examination in 2014 on payments made by advisers and funds to distributors and other
intermediaries (so called “distribution in guise”). Also in 2014, the Division conducted sweep
examinations of bond mutual funds’ preparedness for, and the adequacy of risk disclosures
concerning, changes in market interest rates. The Division has also conducted three rounds of
examinations of investment advisers’ exposure to and preparedness for potential cybersecurity
threats.’® Beginning in 2018, the Division conducted sweep examinations on electronic
communications, including text messages, personal email, and personal and private messaging
services, used by investment advisers and their personal for business purposes.?!

(iv) Other Examinations

The Division also has been recently conducting a series of specialized examination
initiatives. It has conducted nearly 50 “Corrective Action Review” examinations, which are
intended to determine whether registrants had implemented promised corrective actions to address
deficiencies found by the staff in prior examinations. At various points in the past, it has
conducted “Never Before Examined” initiatives, intended to conduct focused examinations of
firms that have never been examined by the staff.

29 OCIE National Exam Program Risk Alert, OCIE’s 2016 Share Class Initiative (July 13, 2016),
available at https://www.sec.gov/files/ocie-risk-alert-2016-share-class-initiative.pdf.

30 OCIE, National Exam Program Risk Alert, Observations from Cybersecurity Examinations (Aug.
7, 2017); OCIE, National Exam Program Risk Alert, OCIE’s 2015 Cybersecurity Examination
Initiative (Sept 15, 2015); OCIE, National Exam Program Risk Alert, OCIE Cybersecurity
Initiative (Apr 15, 2014).

3t OCIE, National Exam Program Risk Alert, Observations from Investment Adviser Examinations

Relating to Electronic Messaging (Dec. 14, 2018).
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E. The Division’s Exam Priorities

The Division annually publishes a summary of its examination priorities for the upcoming
year. On January 7, 2020, the Division announced its examination priorities for 2020.>> The
notable priorities include the protection of retail investors, particularly seniors and those saving for
retirement and the digital asset market (including crypto currencies). The Division also stated that
it would conduct examinations that would continue and expand upon its focus on cybersecurity
and would monitor market-wide risks, and money-laundering.?

F. The Division’s Response to COVID-19

In 2020, in response to the COVID-19 pandemic, the Division shifted the national
examination program to primarily off-site examinations through correspondence, supplemented
with on-site activity on a case-by-case basis.?*

In recognition that the COVID-19 pandemic fundamentally altered the way that Regulated
Firms conduct business, including how investment advisory personnel serve their clients, the
Division worked with Regulated Firms to provide flexibility with respect to the timing of
document requests, personnel interviews, and other issues in response to the constraints faced by
Regulated Firms during the pandemic.* The Division also contacted hundreds of firms in March
and April 2020 to gauge the pandemic’s impact, focusing on, among other matters, market and
liquidity risks and exposure of Regulated Firms to affected industries and asset classes. In its
reviews of Regulated Firms during the pandemic, the Division found that the majority of firms
maintained business continuity plans (“BCPs”), had activated them in response to the disruptions,
and had found them to be beneficial.*® The Division found that Regulated Firms encountered

32 SEC, OCIE National Examination Program, Examination Priorities for 2020.
https://www.sec.gov/about/offices/ocie/national-examination-program-priorities-2020.pdf.

33 Id.; See also Peter Driscoll Interview, available at, https://www.law360.com/cybersecurity-

privacy/articles/1124963/sec-exams-chief-puts-focus-on-new-technology-new-firms.

M See Testimony of Chairman Jay Clayton before the U.S. Senate Committee on Banking, Housing,

and Urban Affairs, Hearing on Oversight of the U.S. Securities and Exchange Commission,
Washington, D.C. (Nov. 17, 2020), https://www.sec.gov/news/testimony/clayton-sec-oversight-
2020-11-17.

3 OCIE Statement on Operations and Exams — Health, Safety, Investor Protection and Continued

Operations are our Priorities, https://www.sec.gov/ocie/announcement/ocie-statement-operations-
health-safety-investor-protection-and-continued.

36 Peter Driscoll, “The Role of the CCO — Empowered, Senior and With Authority,” Opening
Remarks at National Investment Adviser/Investment Company Compliance Outreach 2020, Nov.
19, 2020; https://www.sec.gov/news/speech/driscoll-role-cco-2020-11-19.
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initial challenges in responding to the pandemic, including issues with remote work and loss or
impairment of personnel due to illness, travel bans, or lockdowns. But the Division also found that
certain challenges for Regulated Firms that arose during the pandemic “will require more active
revisiting and monitoring,” including risks related to cybersecurity and data protection, market
volatility, financial solvency, and addressing customers and clients facing financial hardships.*’

II1. The Examination Process

A. Identification of Risks by the SEC Staff

The Division approaches its risk-based methodology from several perspectives and using
different processes. As noted above, the risk-based methodology is used for several purposes,
including for setting general examination priorities and goals, determining examination targets,
and during the course of the exam itself in prioritizing the examination staff’s time and resources
on particular areas.

(i) Survey of Regulatory Views and General Information

The Division asks examiners nationwide to identify what in their view are the most
significant risks to investors, registrants and the markets.’® The Division’s senior management
uses this information to assist in setting examination program goals and priorities for individual
firms, as well as to determine whether to conduct sweep examinations on specific activities. The
Division’s identification of individual firms to examine also is based on the Division’s analysis of
a firm’s disciplinary history, including the seriousness and number of “significant findings” from
its prior examinations; the length of time the underlying deficiencies went unaddressed; and
whether any deficiencies remain unaddressed.

The Division also considers information it gathers from other SEC offices, including the
Divisions of Enforcement, Investment Management, Trading and Markets, Economic and Risk
Analysis and Corporation Finance, and the Office of Investor Education and Assistance (which
receives and analyzes investor complaints). It also consults with bank, insurance and state
securities regulators to better understand the most significant risks to investors and thus to set
examination priorities. After the global financial crisis, the Division staff also take into account the
concerns of the Financial Stability Oversight Council (“FSOC”) and of international organizations
and standard setting bodies, such as the International Organization of Securities Commissions
(“IOSCO”).

37 Id.
38 Mary Ann Gadziala, “Regulatory Examination Programs - Focus and Significant Findings,” SIA
Compliance and  Legal Division  Monthly  Luncheon (June 22, 20006),
http://sec.gov/news/speech/2006/spch062206mag.htm.
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The Division staff may also access information and expertise of non-U.S. regulators, as
well as non-U.S. securities exchanges and non-governmental institutions, and may coordinate with
non-U.S. regulatory agencies regarding examinations of U.S. branches of non-U.S. firms.?* In
addition, it considers tips, complaints, and referrals (a more significant source of information after
the Madoff scandal); analysis of outlier or aberrational information provided to investors;
significant changes in registrants’ business activities; and registrant disclosures regarding
regulatory and other actions brought against them. The Division also monitors news, new products
and activities of firms, recurrent problems, trends and academic studies in determining target firms
and conduct to examine.

(ii) Quantitative Data Gathering

The staff gathers quantitative data and information using a variety of sources and methods.
The staff analyzes data found in firms’ Form ADV filings in order to consider factors such as an
adviser’s industry affiliations, compensation arrangements, number and type of clients, and
conflicts of interest, such as those arising from the “side-by-side” management of performance fee
and non-performance fee accounts. In August 2016, the SEC approved amendments to Form ADV
to collect additional and more consistent data on separately managed accounts, including
information on the use of borrowings and derivatives, and information on multiple private fund
adviser entities (i.e., “relying advisers”) operating a single advisory business and using a single
registration.

The Division also uses data from Form PF in its examinations of private fund advisers.

The Division staff generally reviews information contained in a private fund adviser’s Form PF
filing for inconsistencies with other information obtained from the adviser during an examination,
such as due diligence reports, pitch books, offering documents, operating agreements, and books
and records. The Division staff also typically looks for discrepancies between the adviser’s Form
PF filing and any publicly-available documents related to the adviser, including the adviser’s Form
ADV and brochure. In addition to reviewing Form PF filings for background and to identify
inconsistencies with other documents, the Division staff also often reviews an adviser’s Form PF
filing in order to confirm that the investment strategies disclosed to investors match the
information contained in the adviser’s Form PF filing, particularly with respect to holdings,
leverage, liquidity, derivatives, and counterparties.*’

¥ See Review and Analysis of OCIE Examinations of Bernard L. Madoff Investment Securities,

LLC, Office of Inspector General, Office of Audits, U.S. Securities and Exchange Commission
(Sept. 29, 2009) https://www.sec.gov/oig/reportspubs/468.pdf.

40 Annual Staff Report Relating to the Use of Data Collected from Private Fund Systemic Risk
Reports, U.S. Securities and Exchange Commission (Aug. 13, 2015), available at,

https://www.sec.gov/investment/reportspubs/special-studies/im-private-fund-annual-report-
081315.pdf.
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(iii)  Data Analysis and Investments in Technology

Quantitative risk analytic techniques are now a key part of the target selection process.
RAE and QAU have developed tools, such as the National Exam Analytics Tool (“NEAT”) and
the Market Information Data Analytics System (“MIDAS”), that allow the staff to identify higher-
risk Regulated Firms. The Office of Risk and Strategy centralizes the staff’s resources and efforts
to assess the riskiness of firms and practices.*!

The Division formed the QAU to use quantitative analytics and modeling techniques to
help the staff determine firms and areas that may require more attention and to enable examiners to
conduct more targeted and efficient examinations.*> The Division also has made a concerted effort
to hire examiners with industry experience, particularly practiced industry professionals with
specialized experience in trading, portfolio management, valuation, complex products, sales,
compliance, and forensic accounting.*

Inputs to these models may include data indicating: anomalous characteristics; that a
registrant does not meet certain thresholds for established financial metrics; high-risk sales practice
patterns; and relationships among registrants exhibiting similar characteristics; larger fund sizes
and AUM and greater adviser complexity; apparent overstatement of assets; consistently claiming
high rates of return or aberrational performance; apparent smoothing of returns; and assets
held/custodied by affiliates.

The Division has also invested heavily in technology, and recruited experts to enhance its
data collection and analysis capabilities to identify risks. NEAT enables examiners to access and
systematically analyze years’ worth of registrants trading data at a much faster rate and with
greater efficiency.* The RAE Group uses the data compiled by NEAT to, among other activities,
compare trading data in light of significant corporate activity such as mergers to help identify
potential insider trading and has also been used to review the securities a registrant has traded and

41 SEC Names James Reese Chief Risk and Strategy Officer of the Office of Compliance Inspections
and Examinations (May 15, 2018), available at, https://www.sec.gov/news/press-release/2018-86.

42 See Testimony of Mark Flannery, Marc Wyatt, Thomas J. Butler, and Sean McKessy before the
U.S. House of Representatives Committee on Financial Services Subcommittee on Capital Markets
and Government Sponsored Enterprises, Hearing on Continued Oversight of the SEC’s Offices and
Divisions, Washington D.C. (April 21, 2016), available at,
https://www.sec.gov/news/testimony/testimony-04-21-16.html.

s See Testimony on Oversight of the SEC by Chair Mary Jo White before the U.S. House of
Representatives Committee on Financial Services (May 16, 2013),

https://www.sec.gov/News/Testimony/Detail/Testimony/1365171516050.

44 https://www.sec.gov/news/speech/2014-spch012714mjw
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identify trading patterns by a registrant for suspicious activity. MIDAS, an SEC system that seeks
to combine advanced technologies with empirical data to promote better understanding of markets,
was developed in 2013, and is used to view and analyze the complete order books of individual
equities as well as broader market events, such as flash crashes.* Technology experts at QAU
have also developed additional data-driven tools to identify risks to reflect shifting regulatory
concerns and industry developments, including technologies and methods to help examiners detect
suspicious activity in areas such as money laundering and high frequency trading.*

In 2016 the Division consolidated the technological efforts and capabilities under the
newly created Office of Risk and Strategy, and created the position of Chief Risk and Strategy
Officer.#” The office integrates the work of quantitative experts with staff members that have
direct examination experience to develop tools that enhance productivity of examiners and to
identify risks among registrants and the products and services they provide. Examiners are also
able to leverage the knowledge of subject matter experts, including in the areas of derivatives,
valuation, options, prime brokerage, and trading to enhance its data gathering, analysis, and
technology-driven efforts. The Division also organizes working groups on new or potentially
vulnerable areas of the market such as fixed income, microcap, and structured products.*®

The Division also leverages information gained from data analysis and examinations to
further the goal of improving compliance. In recent years, the Division staff members have
published more frequent and detailed risk alerts that summarize common compliance issues
observed by Division staff members during examinations. For example, in 2015 the Division
published a risk alert that resulted from the examination of data from over 26,000 sales of

435 Market Structure: MIDAS, available at,
https://www.sec.gov/marketstructure/midas.html#. WnplK66nGHs.
46 See Testimony of Mark Flannery, Marc Wyatt, Thomas J. Butler, and Sean McKessy before the
U.S. House of Representatives Committee on Financial Services Subcommittee on Capital Markets
and Government Sponsored Enterprises, Hearing on Continued Oversight of the SEC’s Offices and
Divisions, Washington D.C. (April 21, 2016), available at,
https://www.sec.gov/news/testimony/testimony-04-21-16.html.

4 Sec Announces Creation of Office of Risk and Strategy for its National Exam Program: Peter B.
Driscoll Named Chief Risk and Strategy Officer, SEC Press Release (March 8, 2016)
https://www.sec.gov/news/pressrelease/2016-38.html.

48 See Marc Wyatt, Keynote Address: National Society of Compliance Professionals 2016 National

Conference, Washington, D.C. (Oct 17, 2016) https://www.sec.gov/news/speech/inside-the-

national-exam-program-in-2016.html.
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structured securities products across a Regulated Firm’s ten branch offices.* Recent Division risk
alerts have addressed topics including electronic (email) messaging, the cash solicitation rule,
advisory fee and expense compliance issues, and principal and agency cross transactions. The
2019 examination priorities noted that the Division plans to continue to add to and refine “the
expertise, tools, and applications that help identify areas of risk, firms that may present heightened
risk of non-compliance, and activities that may harm investors.”>® The 2020 examination priorities
also noted that “[the Division] continues to make investments in human capital, technology and
data analytics....[The Division’s] technology tools and data analytics work also continue to mature
and help drive many of its risk identification efforts, initiatives and examination processes.”

B. Conduct of the Examination
(i) Notice Exam vs. Surprise Exam

Once a Regulated Firm has been selected for an examinations, the SEC typically begins
with a telephone call or communication from a regional office that specifies the date the
examination is to begin and notifies the firm of documents that it must make available for
inspection. There is generally no way of knowing when the SEC will notify a firm of the
examination. The examiners generally choose the date at random or based on their own schedule.

Since the SEC is not obligated to provide prior notice to a firm, the examination can begin
with a surprise visit by the examiners. Although in the past a surprise visit was not typical for
examinations that were not “cause examinations,” it is a technique that the staff has been using
more frequently in recent years, particularly when responding to a tip, complaint or referral. The
examination itself consists of several phases. It is conducted both at the firm’s and the SEC’s
offices.

(ii) SEC Due Diligence and On-Site Visit

Before coming to the registrant’s offices, the staff will research the firm and conduct initial
due diligence, reviewing both publicly available news reports and documents and the firm’s filings
with the SEC on Form ADV and, for example, Forms D, 13D, 13G, 13F, 13H and PF. In recent
years, the staff has expanded on this phase of the examination process and typically arrives at the
adviser’s officers with significant knowledge of the firm’s operations and regulatory profile.

e OCIE, National Examination Program Risk Alert, Broker-Dealer Controls Regarding Retail Sales
of Structured Securities Products (Aug. 24, 2015).

30 SEC, OCIE National Examination Program, Examination Priorities for 2019.

https://www.sec.gov/files/ocie%202019%20Priorities.pdf.
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The on-site portion of the examination, known as the “fieldwork,” generally begins on the
date specified in the notice of the examination. The Division staff will often request an “entrance
interview” with the firm’s personnel, typically the chief compliance officer and possibly other
officers of the firm.>! The staff also generally asks to interview members of senior management in
order to assess the “tone at the top,” and recently the staff has been asking to speak with members
of the adviser’s and/or fund boards. While on-site, the examiners review the requested records and
interview firm personnel. These interviews may consist of questions about the documents
produced, specific policies and procedures, and conduct at the firm generally. These interviews
can play a critical role in the examiners’ assessment of the firm’s controls and risk environment.

(iii) SEC Off-Site Review

The examination continues off-site at the SEC’s offices, where the examiners continue to
review the documents and other information they have received from the firm. The examiners
may make follow-up telephone calls to ask questions, request additional documents and request
written responses to certain questions to support the firm’s responses. These requests for
additional records may occur many weeks (or months) after the examiners complete the on-site
portion of the examination. The examiners may use technology to analyze large volumes of data
that the firm has produced. They also may consult with supervisors, as well as Division and other
SEC headquarters staff, such as the Division of Investment Management. Weeks or months can
pass before the examiners complete their off-site review.

(iv) Exit Interview

When the SEC’s off-site review is complete, the examiners typically request the firm to
participate in an “exit interview,” generally with senior management of the firm. These interviews
can be conducted in person or by telephone, generally as determined by the SEC staff. In the exit
interviews, the examiners discuss their preliminary findings. For this reason, the exit interview is
critically important. The interview provides the firm an opportunity to react quickly to adverse
findings either by attempting to correct the examiners’ perception of the facts and/or applicable
law or by taking prompt corrective action to remedy issues.

The SEC staff also may contact firms between on-site examinations to ask questions by
phone and/or request additional documents or written responses to questions on an expedited basis
on specific issues, such as for a sweep examination. This facilitates the SEC’s management and
prioritization of sweep examinations and enables it to better focus on-site examinations.

5t If an “entrance interview” is not specifically requested by Division staff, it can be an effective

practice for a Regulated Firm to offer to give the Division staff an initial presentation before their
on-site work begins.
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C. Testing Compliance Policies and Procedures

The examination program has increasingly focused not just on substantive areas and
business practices but also determining whether a Regulated Firm has implemented the key
elements of a good compliance program. During examinations, the Division staff will test and
seek to ascertain whether the firm has robust and compliance policies and procedures tailored to its
own business and compliance risks; a systematic effort to assess the compliance risks presented by
the firm’s business, preferably rooted in an enterprise risk assessment and management program;
how well the compliance program has been implemented and monitored, in particular whether the
firm has dedicated an appropriate amount of resources to the program; the competence, knowledge
and authority of the firm’s chief compliance officer; the quality and seriousness of the required
annual review of the adviser’s compliance program; the adviser’s culture of compliance and “tone
at the top”’; and whether the program is “evergreen,” that is, in a state of constant improvement to
identify and address new risks and enhance existing procedures. The SEC has brought a series of
enforcement actions, arising from examinations, where the agency has charged investment advisers
with violations derived from alleged failures to have an adequate compliance program.

To assess these considerations, the Division staff now often asks for the following: an
interview with a member of senior management for an overview of the firm, its business, and
compliance culture; a detailed discussion with the CCO or risk manager about the firm’s system of
controls, especially the compliance priority risk areas listed in the adopting release for Rule
206(4)-7, the Advisers Act compliance rule; a written narrative of the firm’s controls in the priority
risk areas; information and/or documents to assess the firm’s risk management processes; a copy
of the firm’s written compliance policies and procedures; a copy of any inventory or matrix of
compliance risks; information for each significant regulatory breach since the last audit;
compliance documents, exception reports, and “forensic testing” of the firm’s procedures; and the
underlying records and documentation of processes and testing for the adviser’s annual review of
policies and procedures.

IVv. Outcomes of Examinations

SEC examinations can result in several possible outcomes that range from no adverse
findings to referrals to the SEC’s Division of Enforcement for further action. In the vast majority
of examinations, however, the outcome is the middle of the spectrum, in which the examined firm
receives an “examination findings” document (also referred to as a “deficiency letter”). In recent
years, about 72 per cent of Regulated Firms received examination findings, and about 20 percent
receive examination findings with a “significant finding.” Up to 7 per cent are typically referred to
Division of Enforcement staff for further review and potential investigation.*?

2 SEC Fiscal Year 2019 Congressional Budget Justification Annual Performance Plan (Feb 12,

2018), available at, https://www.sec.gov/files/secfy19congbudgjust.pdf.
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The Dodd-Frank Act imposed on the Division a requirement that within “180 days after
the date on which Commission staff completes the on-site portion of its compliance examination or
inspection or receives all records requested from the entity being examined or inspected,
whichever is later, Commission staff shall provide the entity being examined or inspected with
written notification indicating either that the examination or inspection has concluded, has
concluded without findings, or that the staff requests the entity undertake corrective action.”
Dodd-Frank allows the Division Director to extend this deadline for another 180-day period if s/he
finds that an examination is sufficiently complex that a determination cannot be made within the
initial 180 days, after providing notice the chair of the SEC. Although the staff can in effect delay
the start of the 180-day period by requesting additional documents, the Division takes compliance
with the spirit of the 180-day deadline seriously.

A. Deficiency Letters

Deficiency letters detail the examiners’ findings regarding the firm’s violations of laws
and/or regulations, supervisory deficiencies and control weaknesses. These letters generally
require the firm to respond to the SEC, typically within 30 days of the firm’s receipt of the letter,
with a detailed explanation of the steps that the firm intends to take to address the issues that are
identified in the deficiency letter. In general, the firm’s response should, as appropriate, discuss in
detail the reasons why the firm believes that the examiner’s findings are erroneous, the
explanations for any acknowledged deficiencies, and most importantly, the steps the firm has taken
or is taking to correct the deficiencies. The 30-day deadline is not inflexible, and firms should not
hesitate to request an extension, if needed, since it is more important to respond adequately than
quickly.

B. Letters Closing the Examination

Where the examiners make no findings regarding the firm’s practices, policies and
procedures or otherwise, the examiners send the firm a letter that concludes the examination and
states that no findings were made. This is obviously an excellent, but less common, outcome. As
noted earlier, it happens only in a small percentage of the examinations.

C. Enforcement Referral

When examiners make a determination that the conduct, lack of supervision, policies or
procedures or any other aspect of the firm’s business may warrant further action by the SEC’s
Division of Enforcement, the Division will make an “enforcement referral.” This determination is
subjective and is made on a case-by-case basis, generally in consultation with the Division of
Enforcement staff and the appropriate operating division (Investment Management for investment
advisers and investment companies). The decision may be reviewed by a committee of SEC staff
from various divisions to determine whether a referral is appropriate given the facts and the
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applicable law. Conduct most likely to result in an enforcement referral includes violations that
involve fraud, customer abuse, intentional wrongdoing and significant investor losses.

An enforcement referral is likely to result in an investigation by the Division of
Enforcement. Although in egregious cases an enforcement referral may occur promptly after, or
even before, the close of a Division examination, in most cases it occurs only after review of the
firm’s response to the deficiency letter. To reduce the potential of such a referral, it is critically
important to respond to any of the concerns expressed by the examiners during the exit interview if
possible, and to respond thoroughly to the deficiency letter.

V. Handling an Examination

A. The Importance of an Effective Compliance Program

Preparation for an SEC examination must begin long before the commencement of the
examination. Indeed, the preparation begins with the establishment of a strong compliance culture
at the firm. An effective compliance program lies at the heart of a strong compliance culture.
Such a program includes:

(1) Oversight by compliance personnel, business supervisors, management,
and boards of directors;
(i1) Compliance standards, policies and procedures, and code of ethics;

(ii1) Exercise of due diligence in delegating responsibilities;
(iv) Communication, education and training;

v) Monitoring and auditing;

(vi) Response, prevention and evaluation; and

(vii)  Enforcement and discipline.>

The firm’s policies and procedures should address at a minimum portfolio management
processes, trading practices for proprietary and employee personal trading, disclosures,
safeguarding client assets, recordkeeping responsibilities, fee assessments, privacy and business
continuity plans. Investment companies’ compliance programs should also include pricing of
portfolio securities and fund shares, processing of fund shares, identification of and policies with
respect to affiliated persons, protection of nonpublic information, market timing and fund
governance requirements.

Firms also should stay abreast of issues that the SEC considers “hot issues” and
periodically review and update their compliance programs to the extent they have not addressed
these issues. Compliance personnel should consider reviewing the “Risk Alerts” published by the

53 See e.g., Lori Richards, Speech before National Society of Compliance Professionals (October 19,

2006). www.sec.gov/news/speech/2006/spch1019061.htm.
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Division, as well as the annual examination priorities. Firms should also consider responding to
the Division’s compliance outreach programs, which are in order to communicate its views of the
compliance issues presented by common industry practices. The Division also publishes annually
a summary of its examination priorities for the upcoming year.

B. Tone at the Top

A firm’s culture emanates from the top. As such, senior management has a critically
important role in establishing and maintaining a strong compliance culture by making compliance
a priority for the firm. This can be accomplished in a variety of ways, including allocating
appropriate resources for compliance operations and internal reviews and establishing and
effectively communicating the consequences of violating policies and procedures. The staff will
be testing to make sure that senior management does not just “talk the talk” but also “walks the
walk” of compliance, and thus it is important that senior management set a strong personal
example with their actions and messages on compliance.

C. A Qualified CCO

A qualified CCO is the core of a firm’s compliance program. Qualifications to be
considered include the individual’s (i) level of experience, especially relevant to the risk, size and
complexity of the firm and its investment products; and (ii) ability to establish, maintain and
review the firm’s compliance program, conduct mock examinations with the assistance of outside
compliance consultants and law firms, and effectively manage relationships with regulators and
firm management. As discussed in more detail below, the CCO should have the stature necessary
to effectively coordinate firm personnel for the SEC examination, and to be the primary interface
with the SEC examiners during the inspection.

D. Effective Recordkeeping and Documentation

Effective recordkeeping is essential to an effective compliance program. It is also critical
to a positive outcome of a SEC examination. At a minimum, the firm must comply with applicable
SEC and SRO recordkeeping requirements. In addition, the SEC examiners will expect the firm to
promptly provide the records requested initially and throughout the examination. The firm’s
ability to meet the examiners’ requests quickly and with ease will help establish a positive first
impression with the examiners and help demonstrate that the firm maintains effective control of its
operations. Conversely, disorganized recordkeeping, inability to respond promptly to examiners’
requests for documents and/or recordkeeping violations, even if minor, can create a negative
impression regarding the firm’s overall compliance. A comprehensive recordkeeping matrix that
identifies the regulatory records and other records that the firm otherwise maintains to support its
business and the respective locations of the records will facilitate timely productions of the
requested records.
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E. Address Prior Deficiencies

The SEC will expect firms to address deficiencies that were raised in prior examinations.
These issues may be the first areas to be examined, particularly if they are associated with potential
harm to investors, the markets or the firm’s business. The possibility of enforcement action is
significantly enhanced if a firm fails to address prior criticism, particularly if the criticism has been
raised in multiple examinations.

VI Managing the Examination Process

Once the SEC examiners arrive at the firm, it is essential that the firm effectively manage
the interactions with the examiners, production of records and responses to their questions. The
examination will run more smoothly, and the firm will have better control over the process, if it
designates a single contact for the examiners. In addition, setting the right tone and evidencing a
strong compliance culture from the outset will serve the firm well throughout the examination and
ultimately could affect the outcome. In this regard, the firm’s senior management can help
demonstrate the priority it places on compliance by being available to meet with the examiners at
the initial inspection interview, even if the SEC has not requested that they be present.

A. Designate the Right Coordinator

The person responsible for coordinating the examination for the firm should be someone
who understands the examination process, the firm’s compliance program and potential
consequences of a mishandled examination. The person’s stature at the firm should be sufficiently
senior so as to further evidence to the examiners the seriousness with which the firm considers the
examination and compliance generally. This person frequently will be the firm’s CCO or general
counsel or a senior member of their staffs.

B. Exam Set-Up

At the outset of the examination, the firm’s coordinator should introduce him or herself to
the examiners and indicate to them that all requests for information, including requests to speak
with the firm’s personnel, should be made to the coordinator.

It also is important to designate a specific office or conference room where the examiners
can perform their work. The workspace should be well-lit and have adequate space for the
examiners to do their work. This will serve the dual purpose of making the examiners adequately
comfortable to do their work and limiting their access to employees. All employees in the vicinity
of the examiners’ work room should be informed of the presence of the examination staff and that
it is imperative that all conversations be conducted in offices and not in hallways.
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C. Exam Type and Focus

At the beginning of the examination, it is important for the coordinator to ask the
examination staff about the type of exam (regular risk-based, for cause or sweep exam) if this is
not already known; the staff sometimes, but not always, will answer the question. Often, the initial
notice and/or request for documents before the examination begins will provide this information,
but if not, it is important at least to try to find out at its inception.

Similarly, the coordinator should inquire about the focus of the examination. Although
this may be evident from the initial document request, fully understanding the areas that the
examiners will cover can be helpful to handling responses to the examination staff. If the firm has
any cause for concern about areas that the examination will cover, the coordinator should inform
the CCO (if the CCO is not the coordinator) and possibly the firm’s legal counsel. Consideration
should be given to identifying any problem areas to the examiners before they find them on their
own.

D. Prompt Responses to Requests

Cooperation with the examination staff is key to a successful examination. Responding
promptly to examiners’ requests is essential. The coordinator should be responsible for overseeing
the gathering, review and copying of all documents that the examiners request. All documents
should be reviewed before they are turned over to the examiners to ensure that privileged and
irrelevant materials are not provided. The coordinator should confer with counsel before
producing any documents if the coordinator or anyone else at the firm has any questions about the
scope of the document request, as well as questions whether some of the documents may be
privileged. Documents and other information to be furnished also should be thoroughly examined
prior to production from the viewpoint of a regulator’s perception and consideration given as to
whether any information that may raise questions should be accompanied with appropriate
explanations. Copies and/or records should be made of all documents that are produced, and
careful notes should be taken of all interviews that are conducted. In other words, the firm should
create an adequate record of the entire examination so as to be able to reconstruct the information
that was provided to the examiners both in written form and orally.

Although a flat refusal to produce records to which the examination staff has a right to
review is not wise, one should not hesitate to seek clarification of the scope of a request if the
document request is unclear or will require production of an excessive number of documents.
Often the examination staff has no idea of the extent of documents that will be responsive to its
request and can be persuaded to narrow it after being informed of the number of documents
involved. In any event, such a discussion can be invaluable in shedding light on the purpose of the
staff’s request.
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E. Preparation of Interviewees

Thorough preparation of employees whom the examiners seek to interview is critical to
successfully managing the examination. Well-prepared employees will be less nervous and better
able to respond effectively to examiner questioning. The coordinator should also be the focal
point for requests for interviews and preparing firm personnel who will be interviewed. Prior to
any interview, the firm’s CCO and/or legal counsel should meet with the employee to explain the
interview process, offer guidance on what to expect and how to respond. The employee to be
interviewed should be prepared for the interview: the employee should understand the importance
of being honest, calm, polite and cooperative. It is essential that employees understand that
although they should be responsive to the examiner’s questions, employees should not volunteer
information that is outside the reasonable scope of a request and never guess at an answer. All
interviews of firm employees should be attended by counsel or someone from compliance to
protect the employee’s rights and to prevent the disclosure of irrelevant or privileged information.
This will also assist the firm’s understanding of the focus of the examination, enable it to assess
potential issues or preliminary findings and to consider taking prompt remedial action during the
pendency of the examination. Careful notes should be taken during the interview or immediately
afterward to maintain a record of the substance of the interview, particularly if the staff later has a
different recollection or record of what the employee stated.

F. Relating to the Examiners

As noted above, establishing a cooperative rapport with the examination staff is key to
handling an examination successfully. So, too is facilitating an efficient process. Both the firm
and the examination staff will benefit from an examination that runs efficiently. The sooner the
examiners leave the firm’s premises, the sooner the firm can resume business as usual. The
examination staff has its own schedule to keep, and it is to the firm’s benefit to enable the staff to
keep to it. Moreover, the longer the examiners remain at the firm’s premises, the greater the
likelihood of their uncovering something that might not have been a focus of the examination and
that could be the subject of examination findings or an enforcement referral. Accordingly, the firm
should do whatever it can to enable the SEC staff to conclude the inspection as quickly as possible.

Responding promptly to the examiners’ requests for information is a first step. In addition
to moving the process quickly, prompt responses can leave the positive impression that the firm is
well-organized, has recordkeeping under control and is otherwise well-managed. The firm should
provide affected personnel and any outside counsel with notice of an upcoming examination and
the likelihood that they will be requested to review documents or be available for interviews on
short notice so that there is no time lost in waiting.

G. The Importance of Candor

The importance of truthfulness cannot be over-emphasized. False or misleading
statements to an examiner not only undermine the firm’s credibility, but they are also a federal
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criminal offense if deliberately made.* Several steps will enable the firm to maintain its candor
with the examination staff.

All personnel should be honest with the examiners at all times. Regulatory problems can
only become more serious if personnel are not truthful about the firm’s activities. Moreover, when
faced with document requests that relate to a troublesome matter, it often is wise to call the
examiners’ attention to it before they find it themselves. In this regard, the examiners tend to be
more understanding of conduct that constitutes a violation of the rules when firms inform the
examiners that the firm has discovered such conduct and the steps the firm has taken to correct it.
Such disclosures should only be made, however, after careful consideration with experienced
enforcement counsel.

Second, records of all information provided to, as well as interviews with, the examination
staff should be maintained. This includes records of the documents produced, personnel
interviewed and comments made to the examiners in response to ongoing questions or otherwise.

Commitments made to the SEC, particularly those made in response to deficiency letters,
should be fulfilled. Failure to correct conduct cited in a deficiency letter can leave the staff with a
variety of negative impressions, including that the firm does not consider compliance a priority,
that the firm does not deliver on its commitments generally, and/or that the firm is disorganized
and does not remember commitments that it makes. Repeated failures to correct adequately a cited
deficiency can lead to an enforcement action, even where the conduct did not lead to any
identifiable harm to clients.>

H. Maintaining Confidentiality

Information that the firm produces in the context of an SEC inspection is likely to include
confidential business information, such as client names, strategies, product information and
compensation information. The information can be subject to disclosure to numerous sources,
including competitors and the press, pursuant to Freedom of Information Act (FOIA) requests. It

54 18 U.S.C. §1001.

53 Indeed a failure to correct prior deficiencies led to the first enforcement action under the new

Compliance Rule, In the Matter of CapitalWorks Inv. Partners, LLC and Mark J. Correnti, Inv.
Advisers Act Release 2520 (June 6, 2006). See also, for example, In the Matter of Gofen and
Glossberg, Inc., Advisers Act Release No. 1400 (Jan. 11, 1994) (custody violations); In the Matter
of Howard M. Borris & Co., Inc., et al., Advisers Act Release No. 1460 (Jan. 9, 1995) (books and
records, custody and reporting violations); In the Matter of Louis E. Sharp, Exchange Act Release
No. 35215 (Jan. 11, 1995) (books and records, reporting and cash solicitation rule violations); and
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is therefore essential for the firm to take precautions to minimize the likelihood of any such
disclosures.*®

The firm can request confidential treatment under FOIA. The SEC has established
procedures for requests for confidential treatment.’” The procedure generally affords the party
who produced the documents to object to their disclosure if they are requested pursuant to FOIA.

The firm also can request that produced documents be returned. Although the SEC retains
some documents that are produced during an inspection, it frequently does not need to keep all of

them. The firm’s request for return of documents should be made in writing.

VII. The Limits of the SEC’s Examination Powers

Although the SEC has broad powers to conduct examinations of Regulated Firms, its
authority is not without limits. For the vast majority of firms, however, a detailed discussion of
these limitations is more theoretical than real, because the primary objective in handling an SEC
examination is not to win an argument. Rather, it is to do whatever is appropriate to demonstrate a

In the Matter of Stephen C. Schulmerich, et al., Advisers Act Release No. 1358 (Jan. 4, 1995)
(books and records and reporting violations).

56 There is a self-executing exception in Section 522(b)(8) of FOIA which generally provides that
information “contained in or related to examination[s] . . . reports prepared by, on behalf of, or for
the use of an agency responsible for the regulation or supervision of financial institutions,”
respectively, are considered to be non-public for purposes of FOIA. The SEC FOIA Regulations
were recently amended to remove a parallel exemption for “information contained in reports,
summaries, analyses, letters, or memoranda arising out of, in anticipation of or in connection with
an examination or inspection of the books and records of any person or any other investigation”.
See Amendments to the Commission’s Freedom of Information Act Regulations, Rel. No. FOIA-
193 (June 28, 2018). The SEC explained in the adopting release for these amendments that the
removal of the prior regulation’s recitation of “the nine categories of records that are exempt from
disclosure under [Section] 522(b) [of FOIA]” was intended to “eliminate[] certain provisions in the
Commission’s [now superseded] FOIA regulations that repeat information contained in the FOIA
statute and [therefore] do not need to be in the Commission’s regulations.” Nonetheless,
documents and information obtained by the SEC staff during an examination could become
separated from official document production records at the agency and be disclosed inadvertently
as a result or circumstances could arise where a person at the SEC is in custody of the examination
records is unaware of the self-executing exemption. By marking all documents produced with a
FOIA Confidential Treatment legend and making a formal confidential treatment request, the
likelihood of inadvertent production of sensitive examination related materials in response to a
FOIA request can be reduced. It is therefore a good practice always to mark documents submitted
during the course of an examination and to request confidential treatment of those documents.

37 Confidential Treatment Procedures under the Freedom of Information Act, Securities Act Release

No. 6241 (Sept. 12, 1980), reprinted in [1980 Transfer Binder] Fed. Sec. L. Rep. (CCH) 482,652.
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“low risk” profile in order to limit the length of the current inspection and to enlarge as much as
possible the period before the next inspection. This cannot be accomplished by stubbornly
contesting the SEC’s authority. Such a contest should be reserved for those few cases where it
seems likely that the examination will end with a recommendation for an enforcement
investigation, and it is necessary to assume a defensive posture during the examination process.

Nevertheless, a general awareness of the SEC’s inspection authority is helpful to
managing the process in a way that minimizes its burdens. Any discussion of the legal limitations
on the SEC’s power of inspection should start with the Fourth Amendment to the Constitution.*
The SEC’s statutory authority to conduct examinations of books and records of broker-dealers,
investment advisers, investment companies and other Regulated Firms is a judicially created
exception to the restrictions against unreasonable search and seizure imposed by the Fourth
Amendment. To this point, the courts have held that power of an administrative agency to inspect
books and records is consistent with the Fourth Amendment prohibitions as long as (1) the
inspection pertains to a commercial business operating in a regulated industry; (2) the examination
is relevant to the regulatory purposes; (3) its scope is clearly defined and limited and (4) is known
to the Regulated Firms.®® On this basis, the Court of Appeals for the Second Circuit has
specifically upheld the SEC’s power to inspect the records of a registered investment adviser
against a Fourth Amendment challenge.®® The court justified its decision on the basis of legislative
history that indicated a Congressional finding that the availability of investment adviser records for
inspection was necessary for effective regulation so that the records were deemed “characteristic of
quasi-public documents and their disclosure may be compelled without violating the Fourth
Amendment.” ¢!

At one time, the SEC’s inspection powers were limited to books and records required to be
kept under agency rules. In 1975, however, the relevant statutes were amended to authorize the
SEC to examine all records maintained by Regulated Firms, and the SEC now takes the position
that its examination authority is unconditional and unlimited except for the requirement that any

38 The Fourth Amendment provides in pertinent part: “The right of the people to be secure in their

persons, houses, papers and effects against unreasonable searches and seizures, shall not be
violated.”

59 Colonnade Catering Corp. v. United States, 410 F.2d 197, 202 (2d Cir. 1969) aff’d 397 U.S. 72
(1970). See also, United States v. Biswell, 406 U.S. 311 (1972), where the Supreme Court upheld
statutory authority to conduct surprise inspections of firearms dealers. But see, Marshall v.
Barlow’s Inc., 436 U.S. 307 (1978), holding that Fourth Amendment prohibited an OSHA
inspection without a search warrant.

60 SEC v. Olsen, 354 F. 2nd 166, 170 (2nd Cir. 1965).
ol Id. at 170.
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such examination be “reasonable.”®> Armed with this broad grant of authority, the SEC has not
hesitated to seek the assistance of the courts to prevent a Regulated Firm from interfering with its
right of inspection® and later to take disciplinary action against the defendant for violation of its
rules mandating availability of records for inspection.®

Moreover, the courts have made clear that various constitutional rights are unavailable
during an SEC inspection. These include the privilege against self-incrimination by an individual
or sole proprietorship registered with the SEC as an investment adviser and the right to
representation by counsel, although as a practical matter, the SEC staff does not object to such
representation. In addition, the self-evaluation privilege in all likelihood would not be recognized.

Notwithstanding the SEC’s broad inspection powers and the concern over inciting an
enforcement referral by contesting an the Division information request, firms should not hesitate to
question a request in a professional and non-contentious manner if it appears excessively
burdensome or otherwise appears to exceed the limits of the SEC’s inspection authority. To this
point, the Fourth Amendment requirement of “reasonableness” is the most important limitation on
the SEC’s authority, and one that the SEC itself readily concedes, at least in theory. In the context
of an enforcement investigation, the courts have on rare occasion refused to enforce a subpoena
that is unreasonably broad in scope.®

It is appropriate for a Regulated Firm faced with information requests that are exceedingly
difficult or impossible to comply with to seek to negotiate more reasonable bounds to the request
and if necessary, to escalate the matter within the examination staff. Such efforts, however, must
recognize that the courts have been reluctant to curb the inspection powers of regulatory agencies.
In any event, care should be exercised to raise questions concerning burdensome information
requests in a manner that does not lead to a staff perception of bad faith in responding to their
requests or that the firm is unable to do so.

In addition to staying within the bounds of reasonableness, the SEC and its staff cannot
pursue a course of conduct designed to mislead a firm during an inspection. Thus, in one case, a
court of appeals refused to enforce an SEC subpoena based on information obtained under

62 Lori Richards and John Walsh, Compliance Inspections and Examinations by the Securities and

Exchange Commission, 52 Bus. Lawyer 119 (1996).

03 See, SEC v. Barr Fin. Group, Inc., SEC Litig. Release 16159 (May 24, 1999); SEC v. Hammon
Capital Management Corp., SEC Litig. Release 8580 (D. Colo. October 17, 1978).

o4 In re to Hammon Capital Management Corp., 47 SEC 426, (January 8, 1981), (registrant suspended
for 90 days for failure to make its records available for inspection).
65 See e.g., SEC v. Sange, 513 F.2d 188 (7th Cir. 1975) subpoena enforcement denied because it

required “mass removal of business records.”
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circumstances where SEC staff members pretended to be seeking general background on industry
practices when in fact they were conducting an informal enforcement investigation.®

Court decisions also suggest that the SEC may not use its inspection power primarily for
the purpose of gathering information for an enforcement inquiry. While the issues have never
been adjudicated in the context of an SEC inspection, the District of Columbia Court of Appeals
has held in the context of parallel Department of Justice and SEC inquiries that the SEC could not
use its investigatory subpoena powers for the purpose of gathering evidence for criminal
prosecution against a party that has been criminally indicted.’” The court stated that such a “tactic”
may undermine the party’s Fifth Amendment privilege against self-incrimination, expand rights of
criminal discovery beyond the limits of the Federal Rules of Criminal Procedure and otherwise
prejudice the defendant by exposing the nature of the defense to the criminal prosecutors in
advance of trial. In another case, a federal district court has found that the use of the SEC
investigative process to conceal a pending criminal investigation constituted misconduct sufficient
to either dismiss the indictment or suppress the evidence gathered in the SEC investigation. In that
case, the court found a deliberate use of the SEC’s investigative authority by criminal prosecutors
to gather information for the criminal indictment and that the SEC staff made intentional
misrepresentations amounting to “deceit” and “trickery.”®

Finally, it should be noted that the Privacy Act of 1974 requires that SEC requests for
information in connection with an investigation be preceded or accompanied by notification of (1)
the authority and purpose of the request, (2) the routine uses to be made of the information
requested, (3) the voluntary or mandatory nature of the request and (4) the consequences, if any, of
a failure to produce the information. The Privacy Act requirements serve the important purpose of
preventing the SEC from conducting undercover or sting operations under the guise of an
inspection. It does so by requiring that the SEC staff disclose whether it is seeking information
pursuant to its inspection or its law enforcement powers.

66 SEC v. ESM Gov’t Sec., Inc., 645 F.2d 310 (52 Cir. 1981).
67 See e.g., SEC v. Dresser Industries, Inc., 628 F. 2nd 1368 (D.C. Cir. 1980) (en banc).
68 U.S. v. Stringer, 408 F. Supp. 2d 1083 (D. Ore 2006) appeal pending.
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APPENDIX

Information Available on the SEC’s Website

The SEC maintains on its website (sec.gov) a host of useful information about the National
Examination Program. Links to some of this information are provided below.

Division IA Exams: Core Initial Request for Information
http://www.sec.gov/info/cco/requestlistcore1108.htm
Information for Newly-Registered IAs
http://'www.sec.gov/divisions/investment/advoverview.htm
Exam Brochure

http://www.sec.gov/about/offices/ocie/ocie _exambrochure.pdf
Division Overview

https://www.sec.gov/exams/about

The Division’s Public Alerts, Reports and Letters
http://www.sec.gov/about/offices/ocie/ocie guidance.shtml
Commissioners’ Speeches
http://'www.sec.gov/News/Page/List/Page/1356125649549
Information About the SEC’s Investor Advisory Committee

http://www.sec.gov/spotlight/investor-advisory-committee.shtml
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ONPOINT / A legal update from Dechert's Financial Services Group

OCIE Publishes Risk Alert on COVID-19 Compliance Risks and
Considerations for Broker-Dealers and Investment Advisers

The staff of the Securities and Exchange Commission’s Office of Compliance Inspections and Examinations (staff) issued
a National Exam Program Risk Alert on August 12, 2020 (Risk Alert).? The Risk Alert is intended to share OCIE’s
observations on “a number of COVID-19-related issues, risks, and practices relevant to SEC-registered investment
advisers and broker-dealers” (collectively, Firms) and on COVID-19-related market volatility that potentially “heightened
the risks of misconduct in various areas.” The Risk Alert groups the staff’s observations into six broad categories:
protection of investor assets; supervision of personnel; practices relating to fees, expenses and financial transactions;
investment fraud; business continuity; and the protection of sensitive information. While risk alerts typically disseminate
observations from registrant examinations, the Risk Alert reflects OCIE’s outreach, consultation and coordination with
Firms, SEC colleagues and other regulators as a result of the current pandemic.

The Risk Alert also highlights SEC resources to assist Firms during COVID-19 (particularly SEC resources related to
fraudulent activities), as well as other guidance and speeches, and emphasizes that “OCIE has remained operational
nationwide” throughout COVID-19.

Risk Alert
Protection of Investor Assets

Firms are required to assure the safety of investors’ assets.2 The staff observed a number of changes to existing practices
by Firms during the pandemic, which were related to: the collection and processing of client checks; transfer requests; and
disbursements. With regard to a Firm’s receipt of checks and transfer requests, the Risk Alert encourages Firms to: review
existing practices for any new processes and related risks; enhance policies and procedures to reflect such processes;
and consider whether disclosure enhancements are necessary or appropriate in light of potentially delayed processing
times. With respect to client disbursements, the Risk Alert encourages Firms to enhance existing policies and procedures
to ensure the appropriateness of “unusual or unscheduled withdrawals from [client] accounts, particularly COVID-19
related distributions from [client] retirement accounts.” The Risk Alert specifically states that Firms should:

o Verify client-related matters — consider additional steps to verify a client’s identity and disbursement instructions
(including the client’s authorization to request a disbursement, as well as the accuracy of the bank account name and
numbers used).

o Recommend adding a trusted contact — recommend that their clients have a “trusted contact” person.

Supervision of Personnel

Firms are required to supervise their personnel, including supervised persons’ investment and trading activities.3 The staff
observed that Firms may be required to make “significant changes” to their operating models in light of the effects of
COVID-19, including by: transitioning to a work-from-home posture; responding to issues raised by significant market
volatility; and addressing technological and other operational issues. To the extent a Firm confronts one or more of these
issues, the Risk Alert encourages Firms to modify existing policies and procedures to:

o Conduct oversight of supervised persons’ communications — address the appropriate level of oversight of supervised
persons (including the monitoring of Firm-related communications made by supervised persons) in a work-from-
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home environment.

o Conduct oversight of supervised persons’ recommendations — address any risks that may arise from supervised
persons making securities recommendations in one or more market sectors that have experienced “greater volatility”
or have “heightened risks” for fraud.

o Consider the impact of limited on-site diligence — address constraints imposed on a Firm’s ability to conduct on-site
due diligence of third-party investment managers, investments or portfolio holding companies.

o Conduct oversight of trading — address risks associated with trading (including consideration of “affiliated, cross, and
aberrational trading, particularly in high volume investments”).

o Consider limitations on diligence of new personnel — address risks associated with personnel onboarding (including
risks associated with limitations on pre-onboarding background checks).

Fees, Expenses and Financial Transactions

Firms are required to consider and, to the extent material, inform investors about: the costs of services provided and
investment products recommended; and the related compensation to the Firm and its supervised persons.# The staff
observed that the impact of first quarter 2020 market volatility on Firms’ revenue increases the incentive for Firms to
engage in misconduct to mitigate the impact of lost revenue. The Risk Alert highlights the potential for misconduct related
to: financial conflicts of interest (e.g., resulting from retirement plan rollover recommendations, borrowing from investors
and clients, making recommendations that result in higher investor costs and Firm compensation); and the fees and
expenses charged to investors (e.g., advisory fee calculation errors, inaccurate calculation of tiered fees, failure to refund
prepaid fees for terminated accounts). In light of this potential for misconduct, the Risk Alert encourages Firms to review
existing practices and policies and procedures related to fees and expenses, in order to:

» Review practices for accuracy — validate the continued accuracy of “disclosures, fee and expense calculations, and
the investment valuations used.”

o Monitor higher-fee transactions — identify transactions that result in investors bearing “high fees and expenses”;
monitor for trends in such transactions; and evaluate whether those transactions are in the investors’ best interest.

o Assess conflicts related to investment recommendations and borrowings — evaluate the risk posed to the impartiality
of a Firm’s investment recommendation and other conflicts of interest arising from borrowing from investors, clients
or other parties.

Investment Fraud

The staff observed that COVID-19, like any crisis, presents an opportunity for fraudulent offerings. The staff encouraged
Firms to be attentive to the risk of fraudulent investment offerings when conducting due diligence of these investments and
determining whether an investment is in an investor’s best interest.

Business Continuity

Certain Firms are required to maintain a business continuity plan.® The Risk Alert states that “many Firms have shifted to
predominantly operating from remote sites” during COVID-19, which could raise compliance issues and other risks,
including the need to modify or enhance:

o Compliance policies and procedures — to the extent that extended remote operations pose “unique risks and conflicts
of interest” that differ from the ordinary course (e.g., new or expanded roles for supervisory personnel), Firms may
need to modify or enhance their compliance policies and procedures accordingly.

o Security and support for facilities and remote sites — to the extent not already addressed in a business continuity
plan, Firms should consider whether it is necessary to modify or enhance the security of: servers and systems;
“integrity of vacated facilities”; and remote data sites. Firms also should consider whether personnel operating from
remote sites are properly relocated and supported. The staff recognized that Firms also could have “built-in
redundancies for key operations and key person succession plans” to address services critical to investors.



OCIE encourages Firms to: review their business continuity plans; modify or enhance plans in light of unique risks; and
communicate any material impact on their operations to investors.

Protection of Sensitive Information

Firms are obligated to protect an investor’s personally identifiable information.® The Risk Alert observes that forms of
electronic communication (e.g., video-conferencing) that enable remote working can create risks, such as:

o Vulnerabilities in recordkeeping. The staff observed that risks could emerge due to: use of remote network access
and web-based applications; increased use of personally owned devices; and “changes in controls over physical
records” when personnel are not operating from the Firms’ offices and printing records remotely.

o Improper access to systems and accounts. The staff observed that phishing schemes and other “impersonating [of a]
Firms’ personnel, websites, and/or investors” could rise as well.

OCIE encouraged Firms to assess “systems, investor data protection, and cybersecurity” to evaluate whether
enhancements are needed to: protect investors’ identity and information by promoting use of the phone to address
investor security concerns; train and remind personnel of best practices to maintain security while working remotely;
“heighten(] reviews of personnel access rights and controls” as supervisory personnel roles change; improve encryption
technologies (including on personally owned devices); implement remote-access server security and patching; reinforce
system access security (e.g., through use of multifactor authentication); and address cyber-related issues pertaining to
third-party service providers.

Implications for Firms

The Risk Alert previews a list of issues related to COVID-19 that the staff believes are impacting Firms. Accordingly, Firms
may want to carefully review the Risk Alert, and consider whether corresponding changes to their existing practices,
disclosures and/or supervisory and compliance policies and procedures are necessary or appropriate. While the SEC has
brought actions related to fraudulent activities, the Risk Alert could signal that the SEC is considering future action if OCIE
finds issues related to those identified in the Risk Alert.

COVID-19 has fundamentally altered the way that Firms conduct their business, including how their personnel work. While
many of these changes to operations, supervision and system usage could be contemplated by a well-tailored business
continuity plan, the Risk Alert reminds Firms to evaluate their practices, as well as the security and sustainability of
extended remote working on the Firm’s critical services as the pandemic continues.
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Footnotes

1) Select COVID-19 Compliance Risks and Considerations for Broker-Dealers and Investment Advisers, Risk Alert, Office of
Compliance Inspections and Examinations (August 12, 2020). An OCIE examination could result in a no-comment letter, deficiency
letter or a Firm being referred to the Division of Enforcement. An OCIE Risk Alert has “no legal force or effect: it does not alter or
amend applicable law, and it creates no new or additional obligations for any person.”

2) Rule 206(4)-2 under the Investment Advisers Act of 1940 (requiring registered investment advisers (and those required to be
registered) to comply with the custody rule if they are deemed to have custody over their clients’ funds or securities, in order to
safeguard those assets against theft, loss, misappropriation or financial reverses of an adviser); Rule 15¢3-3 under the Securities
Exchange Act of 1934 (requiring SEC-registered broker-dealers to obtain and maintain possession and control of all fully paid
securities and excess margin securities).

3) Advisers Act Rule 206(4)-7 (requiring SEC-registered investment advisers to adopt and implement written policies and procedures
reasonably designed to prevent violations of the Advisers Act); Exchange Act Sections 15(b)(4) and 15(b)(6) and FINRA Rule 3110
(requiring FINRA member broker-dealers to establish and maintain a system to supervise the activities of each associated person,
reasonably designed to achieve compliance with the applicable securities laws and regulations, including FINRA rules).

4) Advisers Act Section 206 (imposing a fiduciary duty on investment advisers); Exchange Act Rule 15/-1(a)(2)(ii) (Regulation Best
Interest).

5) Advisers Act Rule 206(4)-7 (requiring advisers to implement written policies and procedures reasonably designed to prevent
violation of the federal securities laws (including, as discussed in the rule’s adopting release, that a compliance program should
addresses business continuity plans)); FINRA Rule 4370 (broker-dealers must create business continuity plans, including those
related to an emergency or significant business disruption).

6) Regulation S-P requires Firms to maintain policies and procedures to safeguard investor records and information. Certain Firms
also are required to develop and implement identity theft prevention programs in accordance with Regulation S-ID.
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In Case You Missed It

SEC Publishes OCIE Risk Alert on LIBOR Transition Preparedness Examination Initiative

U.S. Regulatory Relief Tracker for Registered Funds and Investment Advisers

Federal regulators and self-regulatory agencies have provided relief to registered funds and
investment advisers whose operations may be affected by the COVID-19 coronavirus outbreak

Subscribe to Tracker Updates »
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OCIE Publishes Risk Alert on Notable Compliance Issues Found in
Investment Adviser Examinations

The staff of the Securities and Exchange Commission’s Office of Compliance
Inspections and Examinations (staff) issued a Risk Alert on November 19, 2020 (Risk
Alert), related to OCIE’s observations regarding deficiencies in investment adviser
compliance programs.! The Risk Alert is intended to share OCIE’s observations on
“notable compliance issues” found in recent examinations of SEC-registered
investment advisers (advisers) related to Rule 206(4)-7 (Compliance Rule) under the
Investment Advisers Act of 1940, which issues are “among the most common cited
by OCIE” according to the Risk Alert. The Risk Alert groups the staff’s observations
into six categories: inadequate compliance resources; insufficient authority of Chief
Compliance Officers (CCOs); annual review deficiencies; implementing actions
required by written policies and procedures; maintaining accurate and complete
information in policies and procedures; and maintaining or establishing reasonably
designed written policies and procedures. The Risk Alert emphasizes the staff’s view
that an “adviser’s CCO should be competent and knowledgeable regarding the
Advisers Act and should be empowered with full responsibility and authority to
develop and enforce appropriate policies and procedures for the firm.”

The Risk Alert should be considered in light of a companion speech delivered on the same day by Peter Driscoll, Director
of OCIE.2 In his remarks, Director Driscoll highlighted the importance of empowering CCOs, noting “[a]s the Commission
stated, CCOs should be empowered, senior and have authority, but CCOs should not and cannot do it alone and should
not and cannot be responsible for all compliance failures,” and emphasizing that “[tjhese three words matter” but
empowerment is the key. In the Director’s view, a CCO “must be integral to an adviser’s business and part of its senior
leadership.” Director Driscoll continued that CCOs “are on the front lines to help” registrants meet their obligations under
the federal securities laws, and that OCIE sees its role similarly because compliance and examiners are “two-sides of the
same coin,” each critical to investor protection.

Compliance Rule

The Compliance Rule requires an adviser to: (i) adopt and implement written policies and procedures reasonably designed
to prevent violations of the Advisers Act and its rules; (ii) review these policies and procedures at least annually for their
adequacy and effectiveness; and (iii) designate a CCO to administer the compliance program. While the Compliance Rule
imposes an annual review requirement, the Risk Alert recommends that advisers consider more frequent reviews in cases
of: significant compliance events; changes to the business; or regulatory developments. Director Driscoll explained that
“the Compliance Rule touches on all of the critical areas of being an adviser.” In recognition of the “new normal” as a result
of the pandemic, Director Driscoll acknowledged that many advisers have “adapt[ed] compliance with the existing policies
and procedures and law to the new circumstances.”
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Risk Alert
Inadequate Compliance Resources

The staff observed that some advisers did not dedicate adequate resources to their compliance programs. For example,
certain CCOs had “numerous other professional responsibilities, either elsewhere with the adviser or with outside firms,”
such that the CCO could not devote adequate time to developing knowledge of the Advisers Act or overseeing the
adviser’s compliance program. The staff highlighted instances where the compliance function was under-resourced or
inadequately trained and staffed, which hindered implementation of the adviser’s compliance program. The staff also
described advisers that “significantly” grew in size or complexity, but did not hire compliance staff or use adequate
information technology to continue to implement and tailor their compliance programs.

Insufficient Authority of CCOs

The staff observed that some CCOs lacked authority to craft and implement compliance policies and procedures. For
example, the staff noted instances where advisers prohibited their CCOs from viewing key compliance information, such
as trading exception reports. The staff also described instances where CCOs had limited interaction with senior
management, which restricted the CCO’s knowledge of the firm’s leadership, operations and strategies, and where senior
management did not consult the CCO in matters with potential compliance implications.

Annual Review Deficiencies

The staff observed that some advisers could not provide proof that annual reviews had been performed or did not identify
significant existing issues. In particular, the staff found that certain advisers’ annual reviews did not properly identify or
review key risk areas for the advisory business (e.g., conflicts, custody), or did not review significant areas of their
advisory business (e.g., third-party managers, cybersecurity, fee calculation, allocation of expenses).

Implementing Actions Required by Written Policies and Procedures

The staff observed advisers that did not take actions required by their written policies and procedures. For example, even
though particular activities were required as a matter of their firms’ written policies, certain advisers did not: train
employees; implement procedures; or perform specific tasks as set forth in their own compliance policies and procedures
(e.g., reviewing advertising materials, following compliance checklists, reviewing client accounts).

Maintaining Accurate and Complete Information in Policies and Procedures

The staff observed that some advisers had outdated policies and procedures, or had policies and procedures that did not
accurately describe the adviser.

Maintaining or Establishing Reasonably Designed Written Policies and Procedures

The staff observed that some advisers had no written compliance policies and procedures, or had inadequate policies and
procedures that were not reasonably tailored to the adviser (e.g., relied on “cursory or informal processes” or used an
affiliate’s policies). For example, where advisers maintained written policies and procedures, the staff noted “deficiencies
or weaknesses” in the following areas:

o Portfolio management. Shortcomings related to due diligence and oversight of third parties (outside managers and
service providers) and investments, as well as with respect to investment restrictions imposed by clients or regulators
and the need for additional oversight of branch offices and investment advisory representatives.

o Marketing: Deficiencies in oversight of solicitation arrangements and performance advertising, as well as in
prevention of the use of misleading marketing materials (including on the firm’s website).

o Trading practices: Deficiencies in the implementation of policies related to: soft dollar allocation; best execution; trade
errors; and restricted securities.

o Disclosures: Inaccurate information in Form ADV disclosures and client communications.

o Advisory fees and valuation: Shortcomings in fee billing processes, expense reimbursement policies and asset
valuation.



o Safeguards for client privacy: Deficiencies in physical and electronic security of client information, general
cybersecurity (e.g., limiting access rights, preventing data loss, undergoing system testing, employee training), as
well as compliance with Regulations S-P and S-ID.3

e Required books and records: Weaknesses in written policies and procedures to create and maintain accurate books
and records.

o Safeguarding of client assets: Deficiencies in written policies and procedures regarding custody of client assets.

e Business continuity plans: Lack of testing of business continuity plans, or improper designation of responsibility for
those plans.

Implications for Advisers

In his speech, Director Driscoll emphasized that risk alerts are a “significant tool” that OCIE uses to communicate its
priorities and to promote compliance. The November 19 Risk Alert highlights that compliance-related deficiencies are most
common in adviser examinations and explains that “many of the advisers modified their written policies and procedures to
address the issues identified by OCIE staff.” Echoing Director Driscoll’'s remarks, the Risk Alert emphasizes the
importance of empowering and integrating CCOs into senior management and key decision-making affecting the advisory
business. The Risk Alert also underscores the necessity of providing adequate resources and staffing to perform the
compliance function; advisers are reminded of the importance of supporting their CCOs by ensuring they can devote
sufficient time to become knowledgeable about the Advisers Act and, as expressed by Director Driscoll, making them an
“essential component of running an advisory or fund business.” Accordingly, investment advisers may want to consider the
items identified in the Risk Alert, as applicable to them, in reviewing the adequacy and implementation of their compliance
policies and procedures.
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Footnotes

1) OCIE Observations: Investment Adviser Compliance Programs, Risk Alert, Office of Compliance Inspections and Examinations
(Nov. 19, 2020). An OCIE Risk Alert has “no legal force or effect: it does not alter or amend applicable law, and it creates no new or
additional obligations for any person.” This OnPoint provides a sampling of OCIE observations from the Risk Alert. All factual
statements in this OnPoint are based on the Risk Alert.

2) The Role of the CCO — Empowered, Senior and With Authority, Remarks of Peter Driscoll, Director of OCIE, National Investment
Adviser/Investment Company Compliance Outreach Program (Nov. 19, 2020).

3) Regulation S-P generally requires advisers and broker-dealers to provide notice of their privacy policies and practices to their
customers. See 17 CFR Part 248, Subpart A. Regulation S-ID generally requires certain advisers to establish an identity theft “red
flags” program to detect and prevent identity theft. See 17 CFR Part 248, Subpart C.
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ONPOINT / A legal update from Dechert's Financial Services Group

OCIE Publishes Risk Alert Regarding Recent Focus Areas in Private
Fund Adviser Examinations

The staff of the Securities and Exchange Commission’s Office of Compliance
Inspections and Examinations (staff) issued a National Exam Program Risk Alert on
June 23, 2020 (Risk Alert).! The Risk Alert focuses on advisers that manage private
equity funds or hedge funds (private funds), and highlights deficiencies observed by
the staff that “may have caused investors in private funds ... to pay more in fees and
expenses than they should have or resulted in investors not being informed of
relevant conflicts of interest concerning the ... adviser and the fund.”2 Despite the
SEC’s focus under Chairman Clayton on retail investors, the Risk Alert exemplifies
OCIE’s continued efforts to regulate advisers to private funds, and is intended to
assist private fund advisers in improving their compliance programs, as well as
investors in their diligence of such advisers.

The Risk Alert identifies three “general areas of deficiencies”: conflicts of interest; fees and expenses; and policies and
procedures related to material nonpublic information (MNPI). For private fund advisers, these general areas of focus may
sound more like a greatest hits album than a new tune. In the wake of the Dodd-Frank Act provisions requiring many
advisers to private funds to register with the SEC, OCIE commenced an initial Presence Exam Initiative in October 2012 to
assess the private fund industry. The Presence Exam Initiative focused on fees, allocation of expenses, marketing and
valuation, and related disclosure. Since that time, high-profile speeches by senior SEC staff have re-emphasized many of
those same areas, in particular conflicts of interest, fees, expenses, valuation and co-investment allocation.3 More
recently, in OCIE’s 2020 examination priorities, the staff stated that examinations will “assess compliance risks, including
controls to prevent the misuse of material, non-public information and conflicts of interest, such as undisclosed or
inadequately disclosed fees and expenses, and the use of ... affiliates to provide services to clients.” These examination
priorities also discuss side-by-side management of mutual funds and private funds.

Background

The staff’'s observations are tied to certain sections of the Investment Advisers Act of 1940 and rules thereunder. Advisers
who are, or are required to be, registered (including advisers to private funds) are subject to the general anti-fraud
provisions of Advisers Act Section 206, and Advisers Act Rule 206(4)-8 extends certain anti-fraud provisions to the
advisers of pooled investment vehicles. Advisers to private funds also are subject to Advisers Act Section 204A, which
requires an adviser to adopt, maintain and enforce policies reasonably designed to prevent the adviser (or its associated
persons) from misusing MNPI. Advisers Act Rule 204A-1 (Code of Ethics Rule) requires advisers to adopt and maintain a
written code of ethics that (among other elements) establishes a code of conduct and manages the conflicts related to
advisory personnel’s personal trading. In a footnote to the Risk Alert, the staff notes that the SEC “has brought
[e]nforcement actions on a number of the issues discussed in this Risk Alert” and that “OCIE continues to observe some of
these practices during examinations.”


https://info.dechert.com/e/4leuwgp2ijgpra/1a075d3d-5a1c-4835-9171-de985713a43a

Risk Alert

The Risk Alert summarizes observations of the staff, including common deficiencies and compliance issues, based on
examinations of “hundreds of private fund advisers each year,” categorized into three broad groups.

Conflicts of Interest

The staff observed conflicts of interest that “appear to be inadequately disclosed and deficiencies under Section 206 and
Rule 206(4)-8,” including:

o Conflicts related to allocations of investments. The staff observed inadequate disclosure and practices “inconsistent
with the allocation process disclosed to investors,” which tended to cause certain investors to “pay more for
investments” due to allocation in inequitable amounts or at different prices. In this regard, the staff highlighted
“preferentially allocated limited investment opportunities to new clients, higher fee paying clients or proprietary
accounts or proprietary-controlled clients.”

o Conflicts related to multiple clients investing in the same portfolio company. The staff observed inadequate disclosure
regarding clients investing in the same portfolio company but in different levels of the portfolio company’s capital
structure (e.g., debt and equity).

o Conflicts related to financial relationships between investors or clients and the adviser. The staff observed
inadequate disclosure regarding the “economic relationships” that advisers have with certain investors and/or clients,
highlighting “seed investors” and investors who “provided a credit facility or other financing” to the adviser or to the
adviser’s funds or “had economic interests in the adviser.”

o Conflicts related to preferential liquidity rights. The staff observed situations in which advisers either did not
adequately disclose, or did not disclose at all: (i) the existence of side letters that created preferential liquidity terms
for one or more investors; and (ii) the possibility of separate accounts or vehicles managed by the adviser investing
alongside the adviser’s primary fund but with preferential liquidity terms. The staff notes that such arrangements
could be harmful to investors without such rights, especially in a financial or market downturn.

o Conflicts related to private fund adviser interests in recommended investments. The staff observed inadequate
disclosure of the adviser’s principals’ and employees’ ownership or financial interests (e.g., referral fees, stock
options) in the investments that were recommended to the adviser’s clients.

o Conflicts related to co-investments. The staff observed inadequate disclosure, and processes disclosed but not
followed, with respect to co-investment opportunities, as well as preferential arrangements that could mislead
investors as to such opportunities, and the manner, process and “scale” of the co-investments.

o Conflicts related to service providers. The staff observed inadequate disclosure when a portfolio company entered
into service agreements with an adviser’s affiliates, or with a particular service provider where the adviser had a
financial incentive (e.g., an incentive payment from a discount program). The staff also highlighted instances where
disclosure stated that an affiliated service provider would be engaged at “terms no less favorable” than a third-party,
but the adviser lacked procedures or evidence to confirm such terms were in fact arms-length.

o Conflicts related to fund restructurings. The staff observed inadequate disclosure to investors of: (i) the value of their
interests when selling at a discount; (ii) their rights and options during a restructuring; and
(iii) the financial incentives of advisers in “stapled secondary transactions.”

o Conflicts related to cross-transactions. The staff observed inadequate disclosure of cross-transactions executed to
the detriment of certain clients (e.g., at prices that disadvantaged either the buyer or seller).

The large majority of these apparent deficiencies reflect practices that have been subject to past enforcement actions
and/or criticism in staff speeches. Some of these (e.g., investment allocation, cross-transactions, adviser interests in
recommended transactions) echo long-standing SEC concerns that predate the SEC’s regulation of private fund advisers.
However, a number of the deficiencies (e.g., liquidity implications of side-by-side separate accounts, stapled secondary
transactions and co-investment) indicate a sharpened focus on industry trends and conflicts particular to private fund
management.

Fees and Expenses

The staff observed “issues that appear to be deficiencies under Section 206 and Rule 206(4)-8" including:



o Allocation of fees and expenses. Staff observations highlighted circumstances where clients overpaid fees and
expenses, including situations where advisers: (i) allocated shared expenses, including those relating to broken
deals and co-investments, between the adviser and its clients in a manner that was not in line with fund disclosures
or procedures; (ii) charged funds for expenses that were not authorized by the fund’s governing documents; (iii)
exceeded agreed-upon expense caps; and (iv) charged travel and entertainment expenses inconsistent with their
policies.

o “Operating Partners.” The staff observed inadequate disclosure regarding “the role and compensation of individuals
that may provide services to the private fund or portfolio companies, but are not adviser employees”.

o Valuation. The staff observed that advisers valued assets in a manner inconsistent with their valuation method (in
some cases leading to overvalued holdings), or provided inadequate disclosures to clients.

e Monitoring/board/deal fees (portfolio company fees) and fee offsets. The staff observed advisers that received fees
from a fund’s portfolio companies but: (i) “incorrectly allocated portfolio company fees across fund clients”;
(ii) inadequately disclosed certain portfolio company fee arrangements (e.g., the acceleration of long-term monitoring
fees upon sale of the portfolio company); (iii) did not offset affiliated portfolio company fees against the management
fee as required; or (iv) disclosed management fee offsets but (a) improperly calculated them;
(b) did not apply them; or (c) lacked policies to keep records of portfolio company fees.

Virtually all of these apparent deficiencies have been the subject of SEC enforcement actions. The staff believes that
those enforcement actions have improved industry practices regarding fee and expense transparency, and thus these
types of fee and expense disclosures are likely remain the focus of SEC examinations for many years.?

MNPI and Code of Ethics

The staff observed “issues that appear to be deficiencies under Section 204A” and the Code of Ethics Rule, including:

o Section 204A. The staff observed advisers’ policies and procedures related to MNPI that did not address or enforce
the risks that result when employees: (i) interact with (a) public-company insiders, (b) outside consultants accessed
through “expert network” firms or (c) “value added investors” (executives or financial professionals);

(i) could obtain MNPI through the adviser’s or its affiliates’ possession of MNPI through their ability to access office
space and systems; and (iii) “periodically” view MNPI in connection with certain transactions (e.g., private investment
in a public issuer).

o Code of Ethics Rule. The staff observed advisers who did not properly: (i) enforce an adviser’s “restricted list” to limit
personal securities trading or explain how securities are added to or removed from the list; (ii) require access
persons to submit personal transaction and holdings reports in a timely manner, or submit transactions for pre-
clearance as required by the Code of Ethics Rule and their own code; (iii) identify all access persons; or
(iv) enforce the adviser’s gifts and entertainment policies with respect to third parties.

The SEC has shown very little tolerance for abuses of MNPI. As illustrated by the Risk Alert observations as well as OCIE
enforcement actions, the SEC and its staff have grown increasingly willing to police the details of fund advisers’ policies
and procedures designed to prevent such abuse.

Implications for Advisers

The Risk Alert serves as an opportunity for advisers to review their internal practices, policies and procedures and to
determine whether any issues identified herein require corrective action or enhancement of supervisory, compliance or risk
management systems. In that spirit, advisers should carefully review the Risk Alert, and consider whether: (i) the adviser’s
material conflicts of interest have been identified, and whether they are sufficiently addressed (either through

disclosure® or mitigating policies and procedures or other controls); (ii) fees and expenses as reflected in various
agreements are properly disclosed” and the actual calculation of fees and expenses accurately reflects these disclosures;
and (iii) MNPI policies and codes of ethics are properly implemented and, critically, understood by supervised persons,
and that required reporting is completed and monitored. While the topics are familiar to advisers to private funds, the Risk
Alert offers a glimpse of the current list of items related to private funds and their advisers that the staff believes are worthy
of sustained attention. Although the SEC has not brought as many private fund enforcement actions in the most recent
four years as in the preceding four years, the Risk Alert could be a warning that the SEC may be more willing to take
action when OCIE finds these practices in future examinations.
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Footnotes

1) Observations from Examinations of Investment Advisers Managing Private Funds, Risk Alert, Office of Compliance Inspections and
Examinations (June 23, 2020). An OCIE examination could result in a no-comment letter, deficiency letter or an adviser being referred
to the Division of Enforcement. An OCIE Risk Alert has “no legal force or effect: it does not alter or amend applicable law, and it
creates no new or additional obligations for any person.”

2) For further information regarding a prior OCIE publication that is applicable to all advisers, please refer to the Dechert OnPoint, US
SEC Publishes Risk Alert on Top Five Investment Adviser Compliance Issues Found During Inspections.

3) Asset Management Unit (AMU) Co-Chief Julie Riewe, Conflicts, Conflicts Everywhere — Remarks to the IA Watch 17th Annual IA
Compliance Conference: The Full 360 View (Feb. 26, 2015) (discussing the AMU’s 2015 priorities, including “conflicts of interest,
valuation, and compliance and controls” and anticipating cases related to “undisclosed fees; all types of undisclosed conflicts”); OCIE
then-Acting Director Marc Wyatt, Private Equity: A Look Back and a Glimpse Ahead (May 13, 2015) (discussing OCIE’s private equity
examination priorities, including that “[m]any of the areas that could still be improved are ones that you are very familiar with — fees,
expenses, valuation, and co-investment allocation — but some are new” such as “private equity eye[ing] the coveted and untapped
retail space, [where] full transparency is essential”).

4) 2020 Examination Priorities, Office of Compliance Inspections and Examinations (Jan. 7, 2020). For further information regarding
the current OCIE Examination Priorities, please refer to Dechert OnPoint, OCIE Releases 2020 Examination Priorities.

5) Marc Wyatt, supra note 3.

6) It is important to note that in order for disclosure to be effective, it must be provided before investors commit capital to the
applicable fund, and cannot be cured through subsequent disclosure, such as via routine investor reporting or Form ADV. TPG
Capital Advisors, LLC, SEC Order, Admin. Proc. File No. 3-18317, SEC Rel. No. IA-4830 (Dec. 21, 2017).

7) Seeid.
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OCIE Publishes Risk Alerts Providing Advance Information
Regarding Inspections for Compliance with Regulation Best Interest
and Form CRS

The Securities and Exchange Commission’s Office of Compliance Inspections and Examinations issued two Risk Alerts
(Risk Alerts)! on April 7, 2020, identifying the scope and content of OCIE’s initial examinations following the June 30, 2020
dates for compliance with Regulation Best Interest? (Reg. Bl Risk Alert) and Form CRS3 (CRS Risk Alert).

Reg. Bl Risk Alert

Regulation Best Interest requires broker-dealers and their associated persons to act in the best interest of their retail
customers at the time of making recommendations regarding any “securities transaction or investment strategy involving
securities (including account recommendations)” and to place the interests of the retail customers ahead of the financial or
other interests of the broker-dealer and its associated persons. Regulation Best Interest consists of four component
obligations: the Disclosure Obligation; the Care Obligation; the Conflict of Interest Obligation; and the Compliance
Obligation.

The Reg. Bl Risk Alert indicates that: OCIE will examine broker-dealers to assess their compliance with Regulation Best
Interest; and the emphasis of such examinations will be on whether broker-dealers have made a “good faith effort to
implement policies and procedures reasonably designed to comply with Regulation Best Interest, including the operational
effectiveness of broker-dealers’ policies and procedures.” Although the Reg. Bl Risk Alert describes the four “primary
focus areas for the initial Regulation Best Interest Exams,” it also cautions that “the staff may select additional areas for
review based on risks identified during the course of examinations.” According to the Reg. Bl Risk Alert, “initial
examinations ... will likely occur during the first year after the [June 30, 2020,] compliance date.”

Disclosure Obligation

Under Regulation Best Interest, broker-dealers must provide each retail customer with full and fair written disclosure of “all
material facts relating to the scope and terms of the relationship,” including: the capacity in which the broker-dealer or its
associated persons are acting; all material fees and costs associated with a customer’s transactions, holdings and
accounts; the type and scope of services being provided, as well as any material limitations on the securities or investment
strategies that may be recommended; and all material facts relating to conflicts of interest associated with the
recommendation. The Disclosure Obligation requires that disclosure be provided at or prior to the time of the
recommendation.

In reviewing compliance with the Disclosure Obligation, the Reg. Bl Risk Alert states that OCIE may review the content of
broker-dealers’ disclosures and other records to determine whether all required disclosures have been made to retail
customers covered by Regulation Best Interest. In addition, OCIE may review broker-dealers’ timing in delivering their
disclosures. Among the documents that OCIE may request in reviewing compliance with the Disclosure Obligation are:

o Fee schedules;

¢ Documents outlining compensation methods for registered personnel (e.g., compensation tied to retail customer
recommendations, sources and types of compensations, and related conflicts of interest);
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o Disclosures related to the monitoring of customer accounts; disclosures of material limitations on accounts or
services recommended to retail customers; and

e Lists of proprietary products offered to retail customers.

Care Obligation

Regulation Best Interest “requires a broker-dealer to exercise reasonable diligence care, and skill when making a
recommendation to a retail customer.” The broker-dealer must have a reasonable basis to believe that its recommendation
with respect to a particular security or investment strategy could be in the best interest of “at least some” retail customers,
taking into account the “potential risks, rewards, and costs associated with the recommendation.” The broker-dealer also
must have a reasonable basis to believe that a recommendation is in the best interest of the retail customer at the time the
recommendation is made “based on that retail customer’s investment profile and the potential risks, rewards and costs
associated with the recommendation and [which] does not place the financial or other interest of the [broker-dealer or the
associated person of the broker-dealer] ahead of the interest of the retail customer.” Further, in the case of a series of
transactions, the broker-dealer must have a reasonable basis to believe that the series, viewed as a whole, is in the best
interests of the retail customer and is not excessive, even if each transaction would be in the retail customer’s best interest
when viewed individually.

To assess compliance with the Care Obligation, the Reg. Bl Risk Alert states that OCIE may review the information
collected by a broker-dealer from its retail customers for purposes of developing retail customer investment profiles, as
well as a broker-dealer’s:

¢ Procedures for forming reasonable basis recommendations for retail customers, including the factors that the broker-
dealer uses to evaluate the potential risks, rewards and costs of recommendations in view of a retail customer’s
investment profile;

¢ Processes for achieving a reasonable basis to believe that it has not placed its interests ahead of those of the retail
customers;

o Processes for making recommendations related to “significant investment decisions,” including rollovers of retirement
accounts and account recommendations; and

¢ Methodology for determining that it has a reasonable basis to believe that more complex, risky or expensive products
are in a retail customers’ best interest, and its processes for recommending such products.

Conflict of Interest Obligation

Under Regulation Best Interest, a broker-dealer must have in place and enforce written policies and procedures that are
reasonably designed to identify, and, at a minimum disclose, all conflicts of interest associated with recommendations to
retail customers. In the case of conflicts of interest that create incentives for associated persons to place their or the
broker-dealer’s interest ahead of a retail customer when making recommendations, the broker-dealer also must mitigate
such conflicts. However, in the case of any sales contests, sales quotas, bonuses or non-cash compensation that are
based on the sales of specific securities or types of securities within a limited period of time, such practices must be
eliminated.*

In reviewing for compliance with the Conflict of Interest Obligation, OCIE may review a broker-dealer’s policies and
procedures, including those with respect to:

o Conflicts associated with:

o Incentives for associated persons to place their or the broker-dealer’s interests ahead of the retail customer’s
interest;

o Material limitations on the securities, or investment strategies involving securities (particularly, limited product
menus, proprietary product-only offerings, or products with third-party arrangements), which may be
recommended to a retail customer; and



o The elimination of all sales contests, sales quotas, bonuses and non-cash compensation that are based on the
sales of specific securities or types of securities within a limited period of time.

o Demonstrating its “structure for identifying the conflicts that the broker-dealer or its associated person[s] may face,”
which can include documentation identifying “all conflicts associated with the broker-dealer’s recommendations.”

o How the broker-dealer uses its policies and procedures to: identify and assess conflicts as its business changes over
time; disclose conflicts; and, as appropriate, eliminate or mitigate conflicts (including “what conflicts are mitigated or
eliminated”).

OCIE’s requests may include production of “all policies and procedures in place during the [examination] period,” which
could extend to points in time prior to the Regulation Best Interest compliance date of June 30, 2020.

Compliance Obligation

In addition to policies and procedures related to the Conflict of Interest Obligation, Regulation Best Interest requires that
broker-dealers implement and enforce written policies and procedures reasonably designed to ensure compliance with
Regulation Best Interest generally.

In order to assess a broker-dealer’s compliance with the Compliance Obligation, the Reg. Bl Risk Alert states that OCIE
may review a broker-dealer’s policies and procedures and evaluate “any controls, remediation of noncompliance, training,
and periodic review and testing included as part of those policies and procedures.”

Sample Information List

In the Reg. Bl Risk Alert, OCIE included a three-page sample list of information that it may request from a broker-dealer
when conducting a Regulation Best Interest examination (Sample Request). Although the Sample Request should not be
considered to be all-inclusive, and the Reg. Bl Risk Alert acknowledges that “[n]ot every document listed ... will be
applicable to every firm,” the Sample Request is a helpful tool for a broker-dealer to assess whether it has the core
documents that OCIE might request in connection with a potential Regulation Best Interest examination. The Sample
Request includes requests for information about the four component obligations outlined above, as well as information
regarding the broker-dealer’s: retail customers; brokerage and non-brokerage accounts; products offered (including
proprietary products); retail marketing materials; selling arrangements with third parties; Regulation Best Interest
disclosure document; processes for making oral disclosures; and Form CRS. The Sample Request also includes all
policies, procedures and other materials related to Regulation Best Interest compliance, training materials on Regulation
Best Interest and compliance monitoring reports.

CRS Risk Alert

The Form CRS relationship summary is intended to provide clarity and assist investors in comparing firms, by providing
information about: “(i) the types of client and customer relationships and services the firm offers; (ii) the fees, costs,
conflicts of interest, and required standard of conduct associated with those relationships and services; (iii) whether the
firm and its financial professionals currently have reportable legal or disciplinary history; and (iv) how to obtain additional
information about the firm.” For investment advisers, the relationship summary is new Part 3 of Form ADV.

The CRS Risk Alert, as with the Reg. Bl Risk Alert, states that, after June 30, 2020, OCIE will begin examinations focusing
on Form CRS compliance by broker-dealers, SEC-registered investment advisers and investment advisers with
registration applications pending before the SEC (collectively, covered firms), with a focus on whether the covered firm has
“made a good faith effort to implement Form CRS.”

Delivery and Filing

Covered firms must electronically file their initial relationship summaries on Form CRS with the SEC between May 1,
2020, and June 30, 2020. Broker-dealers that are required to deliver Forms CRS to investors will file the form
electronically through FINRA's Central Registration Depository, and investment advisers that are required to deliver Part 3
of Form ADV to investors will file electronically through the Investment Adviser Registration Depository (IARD) system.

After June 30, 2020, newly registered broker-dealers will be required to file Form CRS before the effective date of their
registration with the SEC, and investment advisers seeking SEC registration (and which expect to have clients to whom a



Part 3 must be delivered) will include their Part 3 with the initial application for registration on Form ADV. In addition,
covered firms must deliver their relationship summaries to all existing retail investors on an initial, one-time, basis within 30
days after the date the covered firm is required to file its relationship summary with the SEC. For new retail investors, the
Form CRS must be delivered before or at the time an account is opened.

The CRS Risk Alert explains that OCIE’s examinations may include an assessment of: (1) whether the covered firm has
filed the Form CRS and any amendments, and whether the Form CRS is posted publicly on the covered firm’s website (if
the firm maintains a public website); (2) the covered firm’s mechanism for delivering the Form CRS to new and existing
retail investors; and (3) the covered firm’s Form CRS policies and procedures, to determine if they address the required
delivery processes (including timing for deliveries). OCIE also may review a covered firm’s records showing its delivery of
each Form CRS, in order to determine if the delivery obligations with respect to new and existing investors were met with
respect to: the opening of new accounts (or entering into new advisory agreements); placing of orders; recommendations
of retirement account rollovers; and recommendations of new brokerage or investment advisory services or investments,
even if no new account is opened or the investment is not held in an existing account.

Content

Form CRS provides information related to certain categories of data that the SEC believes to be important for retail
investors to consider when choosing a firm or financial professional. Form CRS sets forth general content and
presentation requirements for a relationship summary. It also requires specific disclosures within each category of
information, to the extent applicable to the firm.

The CRS Risk Alert explains that OCIE may review the content of a covered firm's Form CRS to evaluate whether: all
required information has been included; the information is true and accurate; and there are any omissions of material
facts.? In this regard, OCIE may review the covered firm’s descriptions of the services and relationships it offers to retail
investors, including: account monitoring and investment authority; the compensation that it and its associated persons
receive; and conflicts of interest.® OCIE also may review the disclosures related to fees and costs,” which may include an
examination of the firm’s fee schedules and other agreements to confirm that fee disclosures in the Form CRS are
consistent.

Formatting

Form CRS includes specific formatting instructions, including page limits. The CRS Risk Alert explains that OCIE may
review whether the covered firm followed these instructions, including whether the Form CRS contains “particular wording
where required, it uses text features where required, and it is written in plain English.”

Updates

Form CRS must be updated and filed within 30 days after the relationship summary becomes materially inaccurate, with
such updates being communicated to retail investors within 60 days after the relationship summary becomes materially
inaccurate. The CRS Risk Alert explains that OCIE may review a covered firm’s policies and procedures related to
updating Form CRS and communicating updates to retail investors. OCIE also may evaluate how such firms: notify retail
investors of changes to Form CRS; and identify or summarize material changes with any filed updates.

Recordkeeping

Form CRS imposes certain recordkeeping requirements. Registered investment advisers must retain records in
accordance with Rule 204-2 under the Investment Advisers Act of 1940, and broker-dealers must maintain Form CRS-
related records for at least six years pursuant to Rule 17a-4 under the Securities Exchange Act of 1934. The CRS Risk
Alert explains that OCIE may review a covered firm'’s records relating to its Form CRS delivery obligations, as well as its
policies and procedures relating to record making and retention to evaluate whether a covered firm complies with the Form
CRS delivery and recordkeeping requirements.

FINRA

Following the SEC’s publication of the Risk Alerts, FINRA issued a press release stating that it would take the same
approach as OCIE with respect to examinations of broker-dealers and their associated persons for compliance with
Regulation Best Interest and Form CRS. In particular, FINRA stated that its “initial approach will focus primarily on
assessing whether [broker-dealers] have made a good faith effort to establish and implement policies and procedures
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reasonably designed to comply with Reg Bl and Form CRS.” FINRA noted, however, that it will take action if it sees
indications of customer harm or conduct that would have violated Rule 2111 (Suitability Rule) or other FINRA conduct
standards.

Conclusion

The SEC (and FINRA) have indicated that these regulators understand that the COVID-19 coronavirus has created
challenges for covered firms. Accordingly, both regulators have indicated that their initial examinations will focus primarily
on whether covered firms are making, and continuing, good faith and reasonable efforts to comply with Regulation Best
Interest and Form CRS. The Risk Alerts provide useful tools to help firms evaluate their preparations, practices and
procedures in advance of the June 30, 2020 compliance date for Regulation Best Interest and Form CRS.
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Footnotes

1) All statements in this OnPoint as to as to the intent or plans of OCIE are based on the text of the Risk Alerts.
2) Regulation Best Interest: The Broker-Dealer Standard of Conduct, 84 Fed. Reg. 33318 (2019).
3) Form CRS Relationship Summary; Amendments to Form ADV, Release Nos. 84 Fed. Reg. 33492 (2019).

4) FINRA recently proposed to update to its non-cash compensation rules to also eliminate sales contests, sales quotas, bonuses or
non-cash compensation, which are based on the sales of specific securities or types of securities within a limited period of time, in
order to align with Regulation Best Interest. For further information regarding this proposal, please refer to Dechert OnPoint, FINRA
Moves Forward with Proposed Amendments to its Suitability and Non-Cash Compensation Rules.

5) This includes assessing whether accurate information regarding the legal and disciplinary history of the covered firm and its
registered persons has been provided in the Form CRS.

6) OCIE stated that this would include “incentives related to proprietary products, third-party payments, revenue sharing, and principal
trading.”

7) OCIE stated that this includes “the principal fees and costs that retail investors will incur, other fees and costs related to services
and investments that retail investors will pay directly or indirectly, and examples of the categories of the most common fees and costs
applicable to the covered firm’s retail investors (e.g., custodian fees, account maintenance fees, fees related to mutual funds and
variable annuities, and other transactional fees and product level fees).”
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ONPOINT / A legal update from Dechert's Financial Services and
Finance and Real Estate Groups

SEC Publishes OCIE Risk Alert on LIBOR Transition Preparedness
Examination Initiative

The Securities and Exchange Commission’s Office of Compliance Inspections and
Examinations issued a National Exam Program Risk Alert on June 18, 2020 (Risk
Alert),! which introduces an examination initiative on the upcoming discontinuation
of, and transition from, LIBOR? to alternative risk-free reference rates (widely
referred to as RFRs) (LIBOR Transition). The Risk Alert states that the examination
initiative (LIBOR Exams), which has commenced recently, is intended to allow OCIE
to assess the preparedness of SEC-registered investment advisers, broker-dealers,
investment companies, municipal advisors, transfer agents and clearing agencies
(collectively, Registrants) that may be impacted by the LIBOR Transition. The Risk
Alert includes a sample list of documents that may be requested in a LIBOR Exam
and is intended to assist Registrants with their preparations.

This Dechert OnPoint provides general background regarding LIBOR and the LIBOR Transition, describes key points for
Registrants impacted by the LIBOR Transition or who are the recipients of a related examination request, and offers next
steps that Registrants can consider in their LIBOR Transition preparations. Dechert has tracked developments related to
LIBOR and the LIBOR Transition — for further information, please refer to Preparing for the Replacement of LIBOR.

Background on LIBOR

On any given day, LIBOR is calculated across seven tenors for each of five currencies (USD, GBP, CHF, EUR and JPY).
LIBOR is intended to be a measure, for each currency and tenor, of the average rate at which leading internationally active
banks are willing to borrow wholesale, unsecured funds in the London interbank market.3 LIBOR and other interbank
offered rates (IBORs) are global, long-standing and extensively used benchmarks or reference rates (reference rates) for
determining interest rates in contracts related to financial transactions, adjustable-rate financial products and derivatives.*

In July 2017, Andrew Bailey, then-Chief Executive of the UK Financial Conduct Authority (FCA), announced that the FCA
would no longer persuade or compel LIBOR panel banks to continue to make LIBOR data submissions after 2021.5 As a
result, it is currently expected that around January 1, 2022, LIBOR will cease publication or will no longer be sufficiently
robust or reliable to be representative of its underlying market.8 It follows that LIBOR (and most other IBORs) then will
cease to be effective reference rates for financial transactions and other contractual arrangements.

Following Mr. Bailey’s 2017 announcement, working groups began to plan in earnest for the eventual unavailability of
LIBOR and other IBORs throughout the world. Each of these working groups aimed to identify and recommend alternative
RFRs denominated in the relevant local currency. Since reference rates serve a critical commercial function, any
alternative to LIBOR will need to be commercially similar in a variety of respects in order to assure consistent adoption by
the financial community.” It is expected that the majority of LIBOR (and other IBOR) replacements will be derived from
RFRs developed by these working groups.
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In the United States, the Federal Reserve Board and the Federal Reserve Bank of New York convened the Alternative
Reference Rates Committee (ARRC), a working group of private-sector representatives and financial regulators, to
recommend an alternative reference rate to USD LIBOR. The ARRC recommended the Secured Overnight Financing
Rate (SOFR)® as its preferred alternative reference rate. Launched in April 2018, SOFR is based on the cost of overnight
loans, using repurchase agreements secured by U.S. government securities (which represents a larger section of
transactions than is used to derive the Fed Funds rate). However, at this time, SOFR is not widely used as a reference
rate. As LIBOR may become unavailable to be used in contracts in 2022, the timeline for the transition to using SOFR as
the reference rate for USD LIBOR will be highly compressed. The ARRC and similar working groups are continuing their
work on LIBOR replacement solutions.

Practically, transitioning to a new reference rate is not a flip-of-the-switch event, and the current timeline only emphasizes
the need for a transition plan. Given the widespread use of LIBOR as a reference rate in common commercial
arrangements, the LIBOR Transition no doubt will have a significant and broad-reaching impact on many Registrants
(including their business activities, operations and service provider relationships). Based upon a Registrant’s business
model, the Registrant will need to implement LIBOR Transition solutions (such as those recommended by the ARRC or
other similar working groups) in a manner appropriate to its businesses and operations.

In light of the commercial importance of LIBOR and other IBORs, coverage in the financial press has been widespread,
and issues related to LIBOR and its expected discontinuation are high on regulatory agendas worldwide.® Financial
services regulators — including the staffs of OCIE and various other SEC divisions and offices — have repeatedly
emphasized the importance of Registrants’ careful and considered preparation for the LIBOR Transition. 0 In addition, the
LIBOR Transition is listed as one of OCIE’s 2020 examination priority “risk themes” that would be used to “tailor its risk-
based program” this year.!! Consistent with those messages, the Risk Alert further emphasizes the importance of
Registrants’ preparations, and provides OCIE’s views regarding the preparations required for a Registrant to effect an
orderly transition away from LIBOR.

Risk Alert

The Risk Alert describes the “scope and content” for a series of risk-based examinations (often referred to as “sweep
exams”) that will focus on Registrants’ preparedness for the LIBOR Transition.2 The Risk Alert further emphasizes the
theme of preparedness and provides some insight into what OCIE staff may view as steps Registrants could take in
anticipation of the LIBOR Transition. The Risk Alert states OCIE’s view that “[p]reparation for the transition away from
LIBOR is essential for minimizing any potential adverse effects associated with LIBOR discontinuation” and that the “risks
associated with this discontinuation and transition will be exacerbated if the work necessary to effect an orderly transition
to an alternative reference rate is not completed in a timely manner.” As such, OCIE staff stresses that the LIBOR Exams
are intended to “help promote and facilitate an orderly discontinuation ... and transition.”

Examinations

Consistent with the above themes, the Risk Alert states that LIBOR Exams will assess (among other matters) “whether
and how the registrant has evaluated the potential impact of the LIBOR transition on the organization’s: (i) business
activities; (ii) operations; (iii) services; and (iv) customers, clients, and/or investors” (collectively, investors). By way of
example, the Risk Alert states that OCIE will seek to review the Registrant’s preparation, plans and actions related to the
LIBOR Transition, which could include an evaluation of:

o Exposure to LIBOR and mitigation efforts. OCIE will seek to understand and evaluate, to the extent relevant, the
exposure of the Registrant and its investors to contracts that use LIBOR as a reference rate beyond the expected
LIBOR Transition date, “including any fallback language incorporated into these contracts”;

o Operational readiness for LIBOR Transition. OCIE will review and evaluate enhancements or modifications the
Registrant has made to its “systems, controls, processes, and risk or valuation models” in connection with the LIBOR
Transition to a new reference rate;

o Investor communications relating to the LIBOR Transition. OCIE will examine the Registrant’s “disclosures,
representations, and/or reporting to investors regarding its efforts to address LIBOR discontinuation and the adoption
of alternative reference rates”;

o Potential conflicts of interest. OCIE will seek to understand and evaluate the Registrant’s identification and mitigation
of “any potential conflicts of interest” related to the LIBOR Transition; and



o Efforts to replace LIBOR. OCIE will examine the Registrant’s actions taken to transition to an “appropriate alternative
reference rate.”

Sample Document Request List

The Risk Alert states that the sample document request list included in the Risk Alert is intended to “empower compliance

professionals” to assess and assist with Registrants’ preparedness for the LIBOR Transition. While this list is a “resource”

for Registrants to consult, it is not “all-inclusive” or “specifically indicative of the validation and testing” OCIE could perform.
Thus, an actual document request list received by a Registrant is likely to vary based on the facts and circumstances. The
Risk Alert also references the OCIE staff’s potential “review [of] certain information onsite.”

The types of documents set forth in the document request list can be broadly categorized as pertaining to:

o Organizational structure and management. This consists of information identifying aspects of a Registrant that might
be impacted by the LIBOR Transition, as well as the personnel responsible for assessing, overseeing and managing
LIBOR Transition efforts, including any third parties, and documentary evidence of the same (e.g., meeting minutes).

o Assessment and management of LIBOR exposure. This is documentation identifying: (i) potentially affected contracts
or obligations of the Registrant or its investors, performance composites or advertisements, LIBOR-based models
(e.g., risk, valuation), and investors (e.g., fee structures, performance reporting); (ii) the related underlying
documents; and (iii) information regarding dependence on third-party service providers and the potential impact on
their services. This also includes strategic plans or timelines for remediation, and any risk matrices “that reference”
the LIBOR Transition.

o Disclosures to stakeholders. This includes information provided to governing bodies and filed with the SEC.13

o Guidance provided by the Registrant to its employees or supervised persons regarding recommendations or advice
to investors, issuers or clients. This includes: recommendations to investors regarding “LIBOR-linked instruments or
contracts that extend past the current expected discontinuation date, reviews of portfolios containing such
instruments, or the underwriting of new instruments referencing LIBOR”; advice to issuers as to “new LIBOR-linked
instruments”; and advice to clients regarding outstanding contracts or obligations that replace LIBOR with an
appropriate reference rate.

o Modifications to operations or compliance programs made or anticipated. This includes planned or implemented
changes to various systems (e.g., “accounting, investor reporting, risk, valuation or trading”) and “compliance
procedures, controls, or surveillance systems.”

Resources to Aid Registrants with the LIBOR Transition

The Risk Alert encourages continued engagement by: suggesting that Registrants’ personnel keep up-to-date on
developments related to the LIBOR Transition via the AARC website; and inviting “the public to share information about
the potential impact” of the LIBOR Transition via LIBOR@sec.gov.

Implications for U.S. and Non-U.S. Registrants

While the Risk Alert is the statement of one office of one regulator regarding how to prepare for the LIBOR Transition, its
message should resonate across all market participants and jurisdictions. The message is consistent with statements from
other regulators internationally: the issue of LIBOR Transition is not going away, and it is now time for Registrants and
other market participants to focus on preparations for the LIBOR Transition. The Risk Alert is a signal that Registrants and
other market participants are expected to be preparing for the transition from LIBOR and other IBORs. As indicated by the
document request list, Registrants can begin by evaluating the potential impact of the LIBOR Transition on their
businesses and operations, with a view toward implementing solutions that are appropriate in light of their exposure to
LIBOR or other IBORs.

Regardless of a Registrant’s state of preparation, the Risk Alert can prove valuable in helping Registrants better
understand OCIE’s view as to the type of preparations that could best effectuate an orderly transition. Registrants at the
beginning stages of preparedness can use the Risk Alert to assess the scale and scope of the Registrant’s current
exposure to LIBOR, as well as a road map for managing an orderly LIBOR Transition. Registrants that are further down
the road might view the Risk Alert as a checklist to assess their own progress. The Risk Alert (in particular, the sample



document request list) also could be instructive to Registrants and other market participants in determining key documents
that might be useful in identifying and managing any emerging risks across their businesses, and engaging and sharing
information with various stakeholders about those risks and the Registrant’s efforts to manage and/or mitigate them.

Dechert’s Financial Services and Finance and Real Estate practice groups have significant experience and are available
to assist firms on a collaborative basis to address concerns related to the LIBOR Transition, including guiding a Registrant
through any SEC examinations.
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Footnotes

1) Examination Initiative: LIBOR Transition Preparedness, National Exam Program Risk Alert, U.S. SEC Office of Compliance
Inspections and Examinations (June 18, 2020). The Risk Alert indicates that it “has no legal force or effect: it does not alter or amend
applicable law, and it creates no new or additional obligations for any person.”

2) LIBOR also is referred to as ICE LIBOR and formerly as the London Interbank Offered Rate.

3) The methodologies used to determine LIBOR for a particular currency and tenor are based on submissions made by panel banks
to the LIBOR benchmark administrator, ICE Benchmark Administration Limited (IBA), each London business day. The methodologies
and panel banks per currency and tenor used are listed on IBA’'s webpage. As a UK-based benchmark administrator, IBA is regulated
by the UK’s Financial Conduct Authority.

4) Libor: Entering the Endgame, Andrew Bailey, Governor of the Bank of England (July, 13, 2020) (including an indication that LIBOR
rates directly impact the cash flows and values of an estimated $400 trillion of financial products globally).

5) The Future of LIBOR, Andrew Bailey, then-Chief Executive of the FCA (July, 27 2017).

6) Panel banks have agreed to continue submitting the relevant data through 2021. However, absent an active market for unsecured
term lending to banks, the FCA has determined not to compel banks to provide this information after 2021. The limitations of LIBOR
as a reference rate have been widely reported, and the July 2020 speech by Andrew Bailey (footnote 4 supra) includes a discussion
of this topic.

More generally, and historically, regulatory investigations in Europe and the United States following the 2007-2008 financial crisis
revealed that for some years, both preceding and during the financial crisis, the volume of transactions in the interbank markets of the
relevant currencies had decreased significantly. It was determined that the panel banks that contribute to the production of LIBOR
were relying on their expert judgment, rather than observable market rates, for some of their submissions, and in many cases were
manipulating their submissions to the benchmark administrator and, thus, manipulating LIBOR for certain tenors and currencies.
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7) RFRs generally measure market rates for secured overnight borrowing. RFRs do not purport to capture the sort of counterparty
credit risk or term component that may be represented in unsecured term borrowing rates, like LIBOR or other IBORs; thus, a spread
adjustment would be needed for an RFR to serve as a commercially practical replacement reference rate for LIBOR or other IBORs.

8) SOFR and the SOFR Averages are published by the Federal Reserve Bank of New York.

9) For example, regulatory investigations in Europe and the United States following the 2007-2008 global financial crisis revealed that
for some years, both preceding and during the financial crisis, the volume of transactions in the interbank markets of the relevant
currencies had decreased significantly. It was determined that the panel banks that contribute to the production of LIBOR were relying
on their expert judgment, rather than observable market rates, for some of their submissions, and in some cases were seen as
manipulating their submissions to the benchmark administrator (and, thus, manipulating LIBOR for certain tenors and currencies).

10) For example, see SEC Public Statement, Staff Statement on LIBOR Transition (July 12, 2019); for further information, please
refer to Dechert OnPoint, SEC Staff Issues Statement on LIBOR Transition; Practical Considerations for Investment Companies,
Investment Advisers and Other Financial Institutions in Proactively Addressing LIBOR Cessation and Transition.

11) 2020 Examination Priorities, U.S. Office of Compliance Inspections and Examinations (Jan. 7, 2020) (“The risk-based approach,
both in selecting registrants as examination candidates and in scoping risk areas to examine, provides OCIE with greater flexibility to
cover emerging and exigent risks to investors and the marketplace as they arise. For example, as our registrants and other market
participants transition away from LIBOR as a widely used reference rate in a number of financial instruments to an alternative
reference rate, OCIE will be reviewing firms’ preparations and disclosures regarding their readiness, particularly in relation to the
transition’s effects on investors. Some registrants have already begun this effort and OCIE encourages each registrant to evaluate its
organization’s and clients’ exposure to LIBOR, not just in the context of fallback language in contracts, but its use in benchmarks and
indices; accounting systems; risk models; and client reporting, among other areas. Insufficient preparation could cause harm to retail
investors and significant legal and compliance, economic and operational risks for registrants”). For further information, please refer
to Dechert OnPoint, OCIE Releases 2020 Examination Priorities.

12) Typically, the federal securities laws subject Registrants (and those required to be registered) to examination by the SEC. The
SEC views examinations as a front-line means to protect investors and ensure compliance with the federal securities laws. Sweep
examinations are focused on identified risks, and these examinations tend not to be as broad as routine examinations of Registrants.

13) The sample document request list indicates that the relevant period for filings with the SEC is from January 2019 to present.
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J L G JACKO LAW GROUP, PC

Legal Risk Management Tip

How Risk Alerts Can Help You Prepare for Your Next Examination

Each year the SEC’s Office of Compliance Inspections and Examinations (“OCIE”) publishes Risk
Alerts as part of its National Exam Program. The intent of the Risk Alert is to remind advisers of their
regulatory responsibilities and to advance compliance efforts through education about what OCIE has
observed during its examinations in terms or internal control systems, policies and procedures — both
good and bad.

Since 2015, OCIE has issued twenty-one (21) Risk Alerts,' four (4) of which focused on cybersecurity
issues,? two (2) of which focused on disclosures related to fees and expenses *and one (1) of which
focused on senior investor issues coming off the heels of the OCIE-FINRA Report on National Senior
Investor Initiative. * Each of these areas has consistently been in the SEC Examination Priorities Lists
since 2015, and 2019 is no exception. ° In comparing the Risk Alerts, to the ongoing SEC examination
priorities, and the National Examination Program’s routine initial document requests, a trend is apparent
—in nearly all cases, each Risk Alert highlights issues that are areas of emphasis for the SEC staff. .

In this month’s Legal Risk Management Tip, we will discuss how Risk Alerts can help you prepare for
your next examination. We will explore recent SEC examination focus areas and include practical tips for
mitigating risks, relating to three specific areas: advisory fees, senior client issues and cybersecurity.

1. The Advisory Fee Risk Alert

The April 12, 2018 Risk Alert entitled, Overview of the Most Frequent Advisory Fee and Expense
Compliance Issues Identified in Examinations of Investment Advisers (the “Advisory Fee Risk Alert”),
highlights some of the most common, repeated compliance issues related to fees and expenses observed
by the SEC staff. Most investment advisers provide information related to their advisory service fees in a
firm’s advisory contracts, Form ADV Part 2A, marketing disclosures and/or during client meetings. But
what has surfaced during recent OCIE examinations is that the disclosure of an adviser’s fee is not
always consistent or at an enterprise level, is not adhered to or is inconsistently applied. Moreover, OCIE
found that the internal controls at advisory firms relating to reviewing billing methodologies were not
effective, which resulted in incorrect calculations of advisory fees or assessing fees not reflecting
associated discounts. °

The Advisory Fee Risk Alert emphasizes six (6) compliance issues for investment advisers to review,
which include the following:

! For a list of all Risk Alerts, see https://www.sec.gov/ocie.

2 Cybersecurity Risk Alerts include Cybersecurity Examination Sweep Summary (Feb. 3, 2015), OCIE’s 2015

Cybersecurity Examination Initiative (Sep. 15, 2015), Cybersecurity: Ransomware Alert (May 17, 2017) and

Observations from Cybersecurity Examinations (Aug. 7, 2017) available at /d.

3 Risk Alerts include OCIE’s 2016 Share Class Initiative (Jul. 13, 2016) and Most Frequent Advisory Fee and Expense

Compliance Issues Identified in Examinations of Investment Advisers (Apr. 12, 2018) available at /d.

4 See Risk Alert: Retire-Targeted Industry Reviews and Examinations Initiative (Jun. 22, 2015) and OCIE-FINRA

Report on National Senior Investor Initiative (Apr. 15, 2015), both available at /d.

> For a full text of the 2019 SEC Examination Priorities, see
https://www.sec.gov/files/OCIE%202019%?20Priorities.pdf.

6 See, e.g., In the Matter of Barclays Capital Inc., Advisers Act Rel. No. 4705 (May 10, 2017) and In the Matter of

Morgan Stanley Smith Barney, LLC, Advisers Act Rel. No. 4607 (Jan. 13, 2017).
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e Fee-Billing Based on Incorrect Account Valuations — Most investment advisers assess advisory
fees based on a percentage of the value of the assets in client accounts. The SEC staff found that
advisers were valuing assets based on original costs (rather than fair market value) or were using
market values at the end of the billing cycle (instead of average daily balance of the account) or
including assets that should have been excluded from the fee calculation (e.g., cash or
alternatives) as specified in the firm’s advisory agreement.

e Billing Fees in Advance or with Improper Frequency — In some instances, the staff found that
advisers were not billing in accordance with the time period stated in their advisory agreements
and Forms ADV — such as billing monthly instead of quarterly, billing in advance instead of
arrears or not pro-rating advisory fees for clients who opened or terminated an advisory account
mid-billing cycle.

e Applying Incorrect Fee Rate — This was noted when an adviser applied a higher rate than what
was agreed to in an advisory agreement or did not comply with Section 205(a)(1) of the
Investment Advisers Act of 1940 (“Advisers Act”), which prohibits compensation to investment
adviser based on a share of capital gains (with exception given to qualified clients). ’

e Omitting Rebates and Applying Discounts Incorrectly — Perhaps one of the most commonly
cited deficiencies observed is investment advisers who do not appropriately provide breakpoints
to clients as specified in their disclosures to clients, resulting in overcharges, which are not
detected or rebated. This occurs, for example, when an investment adviser fails to aggregate
client account values for members of the same household (as the term “household” is defined by
the firm) or does not apply the firm’s tiered breakpoint schedule resulting in lower fee rates as a
result of an increased value in the client’s assets under management.

e Disclosure Issues Involving Advisory Fees — Generally, this compliance issue arises if the
disclosures made within an adviser’s contract or Form ADV are inconsistent with the adviser’s
actual fee practices (such as applying more than the stated maximum fee) or disclosures are
omitted related to additional markups and fees to be assessed (e.g., for third-party execution) or
additional compensation earned by the adviser (such as for fee sharing arrangements with
affiliates).

e Adviser Expense Misallocations — This was observed when an adviser to a private or registered
fund, misallocated expenses to the fund, For example, such as an allocation for marketing
expenses and regulatory filing fees, rather than to the adviser.

Advisers were put on notice during 2Q2018 to pay particular attention to these areas and to evaluate
disclosures as well as policies, procedures and other controls used by the firm for its advisory fee billing
practices. Now, in 1Q2019, JLG is observing OCIE’s focus on these exact areas during SEC
examinations of investment advisers. A sampling of the staff’s initial document requests during recent
investment adviser examinations include:

e Current standard client advisory contracts or agreements;

e The general ledger detail of the account(s) into which fees are being booked; provide the
monthly reconciliation of fees received against feesbilled;

7 See Advisers Act Sections 205(a)(1) and 205-3available at https://www.law.cornell.edu/uscode/text/15/80b-5
and https://www.law.cornell.edu/cfr/text/17/275.205-3.
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e Alist of revenue sharing and expense sharing agreements indicating the entity the
agreement is with and the dollar amount involved for the most recent fiscal year;

e Current fee schedule for your advisory programs, if not otherwise stated in advisory
contracts or in Form ADV, Part 2A; indicate if the standard fee schedule has changed within
the past two years, and if so, please provide details regarding such changes. If fees are tiered,
explain the tiered billing process and whether accounts are grouped or household for
breakpoint purposes;

e Compliance and operational policies and procedures in effect for the Adviser and its
affiliates for the period of January 1, 2014 through the present. These should include,
but not be limited to, any written procedures (including operational or desktop procedures)
for calculating and billing advisory fees. If Adviser does not maintain any of the
aforementioned policies, provide a written statement to that effect;

e A description of the current fee billing process, including, but not limited to: identifying the
person(s) who calculates advisory fees, sends the invoice to the custodian, and tests
advisory fee calculations; identifying any software programs or systems that are used in
calculating fees; description of any reconciliation processes that are completed. If this
process has changed during the period of January 1,2014 through the present, please
describe the changes made;

e For the billing period ending December 31, 2018, provide a spreadsheet that includes
advisory fee calculations for each advisory client. Include the billing rate, market value
used to calculate the advisory fee, and total nominal fee billed. Please also identify which
accounts, if any, are grouped together for fee billing purposes, and from which account the
fee ispaid;

e A copy of any on-going analysis or documentation during the most recent fiscal year of
client accounts and fee billing practices to ensure clients are being billed the correct fees;

e Names of any securities in client portfolios for which a market value is not readily
available and must be determined by you or a third party, if applicable. If so,please
provide a list of those securities; and.

e Names of any security or account types that, as a matter of policy or practice, the
Adviser does not charge a fee on.

From this list, it is apparent that the SEC staff is assessing those compliance issues identified in the
Advisory Fee Risk Alert. If the adviser reviewed its compliance program practices considering this Risk
Alert, the adviser will be better prepared to respond to these examination requests. Risk Management
Tips for investment advisers to consider include:

e Review disclosures relating to advisory fees and whether there are omissions of material fact;

e (Consider policies and procedures or protocols for calculating and reconciling advisory fees
for accuracy; and

e Test to see if “householding” rules are consistently applied.

2. Senior Investors and the ReTire Risk Alert

The June 22, 2015 Risk Alert entitled, Retirement-Targeted Industry Reviews and Examinations
Initiative (the “ReTire Risk Alert”) highlights what the staff’s examinations will focus on with advisers
who service retiring retail clients, which includes seniors as the largest sub-set of that group. The ReTire
Risk Alert provides insight into what the SEC staff will focus on during its examinations as it relates to
retirement products and services, including sales to retirees and oversight processes related thereto.
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The ReTire Risk Alert emphasizes four (4) compliance areas for investment advisers and broker- dealers
to review, which include the following:

e Reasonable Basis for Recommendations — During examinations, OCIE staff will consider
(a) the type of retirement account a client is recommended to hold retirement investments (e.g.,
either remaining at the plan, through an IRA rollover, taking distributions or a combination of
these); (b) the due diligence performed on investment options; (c) the firm’s initial investment
recommendations; and (d) ongoing account management provided.

e Conlflicts of Interest — Generally, compensation arrangements can create conflicts. Therefore,
during its exams, OCIE staff will analyze the sales and account selection practices of the
adviser or broker-dealer. They will also take into account the fees and expenses assessed,
services provided, conflict of interest disclosures made and strength of the compliance
program to identify and mitigate such conflicts.

e Supervision and Compliance Controls — The compliance rules governing investment advisers
and broker-dealers require registrants to have strong internal controls, including oversight and
supervision of personnel. Consequently, OCIE staff will review the supervisory and compliance
controls of registrants, with focus on multiple and branch office safeguards as well as outside
business activities of associated persons.

e Marketing and Disclosure — The staff will be reviewing marketing and disclosure documents
to assess the adequacy of disclosures to confirm that omissions of material fact are not
occurring, that representations are true and correct, that credentials and endorsements are
valid, and that fee disclosures are accurate.

Since the ReTire Risk Alert, the SEC has focused its attention on how advisers are servicing senior
investors and the unique compliance challenges associated with this demographic. In recent examinations,
the SEC staff’s examination of advisers addresses not only the ReTire risks, but also the internal controls
that investment advisers and broker-dealers should implement if they are serving senior investor clients.
Recent initial documentation requests have consisted of the following:

e Indicate the approximate percentage of clients who are 62 or older® (including grantors to trusts).
Provide a brief description as to how the approximate percentage was determined,;

e Indicate the approximate percentage of Adviser's regulatory assets under management that are
for advisory clients age 62 or older (including grantors to trusts). Provide a brief description as
to how the approximate percentage was determined;

e Provide any policies and procedures designed to address issues associated with clients who are
Senior Clients and perceived by the Adviser to have possible issues associated with
diminished capacity or competence;

e Provide any policies and procedures concerning the handling of client requests for changes to
beneficiaries, including all policies and procedures concerning monitoring and supervision
relating to changes to beneficiaries;

e Provide any policies and procedures concerning powers of attorney, including all policies and
procedures concerning monitoring and supervision relating to changes in power of attorney as

8 Within several examination document requests, the staff defines “senior client” as any retail client who is
age 62 or older, retired or transitioning to retirement, including accounts of deceased clients, and retail
clients in joint accounts with at least one individual meeting this definition.
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they relate to the adviser and/or third patties with power of attorney authority;

e Provide any policies and procedures concerning trustees, including all policies and procedures
concerning monitoring and supervision relating to changes of a trustee as they relate to the
adviser and/or third patties;

e Provide any policies and procedures that contemplate or consider establishing a trusted point
of contact in the case the client(s) have diminished capacity or competence;

e Provide any policies and procedures designed to address what steps are taken with client
account(s) upon death (e.g., establishing communication with beneficiary or trustee, repapering
of account information, liquidation of account, or the transferring of assets to appropriate
parties);

e Provide any policies and procedures designed to facilitate the transition of a Senior Client from
actively employed to a retired status (e.g., communication with a client to setup an updated
investment profile);

e Provide any policies and procedures that discuss how often the Adviser communicates with
its clients (e.g., adviser speaks with its client on a quarterly basis to update the client's
investment guidelines); and

e Provide a list of any training provided by the firm to its employees during the review period that
related to Senior Clients and indicate the nature of the training method (e.g., in person,
computer-based learning, or email alerts). Please identify the dates, topics, and groups of
participating employees for these training events and provide a copy of any written guidance or
training materials provided.

Similar to the Advisory Fee Risk Alert, the ReTire Risk Alert foreshadowed many of the examination
“hot areas” that the staff is assessing during its examinations. Had a broker-dealer or investment adviser
reviewed their compliance program practices in light of the ReTire Risk Alert, it would be better
positioned to quickly respond to these types of examination requests. Risk Management Tips to consider
include:

e Develop an escalation system for reporting elder abuse matters;

e Have a disclosure form for your senior and retirement investors explaining investment options
available to them (e.g., they can stay in a 401(k), do an IRA rollover or take a lump sum
distribution); and

e Add language to advisory contracts that addresses safeguards, such as trusted contacts, that the
firm has established for retirees and senior clients.

3. The Cybersecurity Risk Alerts

As previously mentioned, there have been four (4) Risk Alerts focused on cybersecurity areas, each
worthy of its own focus. For purposes of analysis, JLG believes that the latest of the Risk Alerts entitled,
Observations from Cybersecurity Examinations (the “Cyber Risk Alert”), best highlights those areas
JLG is seeing in recent document requests of SEC registrants.

During the Cybersecurity 1 Initiative, the SEC staff analyzed whether registrants were inventorying cyber
risks and mapping them to cyber controls. For the Cybersecurity 2 Initiative, the SEC staff reviewed
registrants’ cybersecurity governance structure, access rights, data loss prevention, vendor management,
training and incident response. Among other things, there were a number of issues found including:

e Policies and procedures were not reasonably tailored for employees, nor did they
articulate necessary procedures to follow to implement the policy;
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Policies were not reflective of the firm’s actual practices or were not adhered to or
enforced;

Systems were not maintained, patches were not done, and cyber risk assessments not
conducted; and

Cybersecurity vulnerabilities were not addressed.

Recent initial documentation requests include:

Indicate whether the Adviser conducts periodic risk assessments to identify cyber security
threats, vulnerabilities, and potential business consequences. If such assessments are conducted
please also:

o Identify who (individual(s), business group(s), and title(s)) conducts them, and the month
and year in which the most recent assessment completed; and

o Describe any findings from the most recent risk assessment that were deemed to be
potentially moderate or high risk and have not yet been fully remediated.

Indicate whether the Adviser provides clients with on-line account access. If so, please

provide the following information:

o The name of any third party or parties that manage the service;

o The functionality for clients on the platform (e.g., balance inquiries address and
contact information changes, beneficiary changes transfers among the clients’
accounts, withdrawals or other external transfers of funds);

o How clients are authenticated for on-line account access and transactions;

O Any software or other practice employed for detecting anomalous transaction
requests that may be the result of compromised client account access;

O A description of any security measures used to protect client PINs stored on the sites; and

O Any information given to clients about reducing cybersecurity risks in conducting
transactions/business with the registrant.

Describe the adviser’s reaction to the following cyber issues.

o Malware was detected on one or more Adviser devices. Please identify or describe the
malware;

o The availability of a critical Adviser web or network resource was impaired by a software
or hardware malfunction. (Down time resulting from routine maintenance and equipment
upgrades should not be included in this response.) Please identify the service affected, the
nature and length of the impairment, and the cause;

o The Adviser's network was breached by an unauthorized user. Please describe the nature,
duration, and consequences of the breach, how the Adviser learned of it, and how it was
remediated;

o The compromise of a client's or vendor's computer used to remotely access the Adviser's
network resulted in fraudulent activity, such as efforts to fraudulently transfer funds from a
client account or the submission of fraudulent payment requests purportedly on behalf of a
vendor;

The Cyber Risk Alert foreshadowed those areas of particular focus on recent SEC exams. To prepare, it
important for firms to:

Review incident response plans for thoroughness;

Consider vendor management internal controls, such as cybersecurity risk provisions in
servicing agreements; and
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e Develop customized policies and procedures and training materials related to cyber risks
identified for the firm (e.g., concentrate on higher risk areas, such as client portals).

Conclusion

In her 2004 speech, “The New Compliance Rule: An Opportunity for Change,” Lori Richards
Director of the SEC’s Office of Compliance Inspections and Examinations, provided the following
guidance.

“Compliance staff should continually be asking: Are we detecting problematic conduct with this
policy? Based on what we’ve detected, should we alter our policy? Is there a better way to

detect problematic conduct? ............ccveevveieennen. Were the actions we took, once problematic
conduct was detected, adequate to deter problematic conduct by this individual or
others?”?

Being able to answer these questions articulately and competently is essential to today’s examination
process. Given the complexity of today’s regulatory environment, the National Examination Program’s
Risk Alerts provide a valuable tool in alerting advisers about where to focus compliance program
efforts. Consider conducting a mock regulatory examination which incorporates the topics outlined in
recent Risk Alerts. This will allow senior management the opportunity to assess the strength and
readiness of the firm’s compliance program, and provide the firm an opportunity to improve policies,
procedures and internal controls governing the business.

For more information on these and other considerations relating to SEC examinations, please contact
us at info@jackolg.com or at (619) 298-2880.

Author: Michelle L. Jacko, Esq., Managing Partner, Jacko Law Group, PC (“JLG”). JLG works
extensively with investment advisers, broker-dealers, investment companies, private equity and
hedge funds, banks and corporate clients on securities and corporate counsel matters. For more

information, please visit https://www.jackolg.com/.

This communication is not intended for transmission to, or receipt by, any unauthorized persons.
Inadvertent disclosure of the contents of this article to unintended recipients is not intended.

The Risk Management Tip is published solely based off the interests and relationship between
the clients and friends of the Jacko Law Group P.C. ("JLG") and in no way be construed as
legal advice. The opinions shared in the publication reflect those of the authors, and not
necessarily the views of JLG. For more specific information or recent industry developments or
particular situations, you should seek legal opinion or counsel.

You hereby are notified that any review, dissemination or copying of this message and its
attachments, if any, is strictly prohibited. These materials may be considered ATTORNEY
ADVERTISING in some jurisdictions.

9 See https://www.sec.gov/news/speech/spch063004lar.htm.
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INVESTMENT ADVISER ASSOCIATION

2021 INVESTMENT ADVISER COMPLIANCE CONFERENCE

ESG INVESTING & IMPLEMENTATION

GWENDOLYN A. WILLIAMSON, PERKINS COIE LLP

. Environmental, Social, Governance (ESG) Investing

a.

Overview

Belief that ESG factors can materially affect a company’s performance

Desire to make sustainable, “socially responsible” and other values-driven
and/or impact-oriented investments

Investment advisers pursuing ESG strategies might, without limitation:

A

offer ESG-oriented funds,* share classes, and/or separately
managed accounts

use exclusionary (negative) or inclusionary (positive) “screens”
across a broad spectrum of ESG criteria

vote proxies following ESG guidelines?
engage in activist investing
follow strict mandates or only refer to guidelines

be fully integrated on ESG principles in making investments and
operating the firm or only apply ESG investing principles on
clients’ request

offer and/or rely on ESG indexes, rating/scoring systems,
investment policies, and other tools

adopt the United Nations’ Principles for Responsible
Investing (UNPRI) and/or other ESG policies, codes, and standards

1

Offerings include ESG-focused private funds, hedge funds, mutual funds, ETFs, community and “green

bond funds, green money market funds, opportunity zone funds, and SPACs.

2

Proxy proposals with ESG implications may relate to climate change and environmental stewardship,

cybersecurity, diversity, human rights, politics, sexual harassment, and the reputational risks of products such as
opioids and guns. See Jackie Cook, “How Fund Families Support ESG-Related Shareholder Proposals,” (Feb. 13,
2020), https://www.morningstar.com/insights/2020/02/12/proxy-votes.
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b. Continued Growth

I. ESG strategies are popular with investors
A. increasingly a focus of retail investors

B. pension funds and other institutional investors continue to be vocal
and active ESG investors

> asking about ESG in RFPs and ongoing due diligence
C. recent performance has been strong

> studies have found that companies with strong ESG factors
performed better during COVID-19°

> ESG strategies generally outperformed in 2020 in terms of
flows and returns*

> fundamental theory of active ESG strategies that companies
with strong ESG factors are likely to outperform

> impact on investment performance and risk remains in
debate: critics argue that ESG-focused investing sacrifices
returns and/or introduces new risk

ii. Movement from strictly values alignment toward financial materiality and
improved risk management

iii. Advisers are seeking to meet investor demand

A. adoption of ESG policies, codes, and standards
> might adopt whether or not clients pursue ESG strategies
> can establish or reinforce a firm’s brand with key investors/

target demographic(s)

B. advertising and other public statements about ESG

3 Esther Whieldon, Robert Clark, and Michael Copley, “ESG funds outperform S&P 500 amid COVID-19,
helped by tech stock boom” (Aug. 13, 2020), https://www.spglobal.com/marketintelligence/en/news-insights/latest-
news-headlines/esg-funds-outperform-s-p-500-amid-covid-19-helped-by-tech-stock-boom-59850808.

4 John Hale, “Sustainable Equity Funds Outperform Traditional Peers” (Jan. 8, 2021),

https://www.morningstar.com/articles/1017056/sustainable-equity-funds-outperform-traditional-peers-in-2020. See
also, Jeffrey Ptak, “Did ESG Pay Off for Investors Last Year? Yes and No” (Jan. 5, 2021),
https://www.morningstar.com/articles/1016714/did-esg-pay-off-for-fund-investors-last-year-yes-and-no.
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> the problem of “greenwashing” to attract sustainability-
focused clients
> need for alignment of ESG messaging and firm operations,
investment activities, and proxy voting record
C. Lack of Regulatory and Business Standards in the U.S.

public/private company ESG reporting

investment performance measurement

social and environmental impact measurement

ambiguity complicates and even hobbles comparison of public company
ESG data and ESG funds managed by different advisers

efforts toward standardized public company ESG reporting

1. October 2018 petition to the SEC®

>

advanced by academics with significant support from
private and public institutional investors

urged the SEC to adopt rules for standardized ESG
reporting and disclosure by public companies that is
“relevant, reliable, and decision-useful”

pointed to “the existing rulemaking petitions, investor
proposals, and stakeholder engagements on human capital
management, climate, tax, human rights, gender pay ratios,
and political spending, and highlight[ed] how these efforts
suggest, in the aggregate, that it is time for the SEC to bring
coherence in this area”

2. Commissioner Allison Herren Lee® has noted that “investors are
overwhelmingly telling us...that they need consistent, reliable,
and comparable disclosures of the risks and opportunities related
to sustainability measures, particularly climate risk. Investors
have been clear that this information is material to their decision-

making process, and a growing body of research confirms that

5

»l

https://www.sec.gov/rules/petitions/2018/petn4-730.pdf.

6

7

Commissioner Herren Lee is the acting Chair of the SEC as of February 18, 2020.

SEC Commissioner Allison Herren Lee, Public Statement, “Modernizing” Regulation S-K: Ignoring the

Elephant in the Living Room,” (Jan. 30, 2020), https://www.sec.gov/news/public-statement/lee-mda-2020-01-30.
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3. Sustainability Accounting Standards Board, Global Reporting
Initiative, Climate Disclosure Standards Board, Carbon
Disclosure Project and International Integrated Reporting Council
announced in 2020 plans to collaborate on a framework for
corporate disclosure on ESG factors

1. ESG Regulation in the U.S.

a. Federal Securities Laws

I. Investment Advisers Act of 1940 (Advisers Act)

A. Fiduciary Duties - ESG policies and practices:

1. cannot conflict with clients’ best interests
2. must be consistent with obligation to seek best execution
B. Anti-fraud provisions,® with emphasis on truth in advertising
C. Advertising and marketing rules:®
1. must be truthful in advertising
2. recent amendments specifically prohibit:*
> making an untrue statement of a material fact, or

omitting a material fact necessary to make the
statement made, in light of the circumstances under
which it was made, not misleading

> making a material statement of fact that the adviser
does not have a reasonable basis for believing it will
be able to substantiate upon demand by the SEC

See also, Kimberly Chin and Dieter Holger, “Providing Timely ESG Information is Becoming More Crucial for
CFOs,” Wall Street Journal (Feb. 9, 2021).

8 Section 206(4) of the Advisers Act: it is unlawful for an adviser “to engage in any act, practice, or course
of business which is fraudulent, deceptive, or manipulative.”

o The SEC amended Rule 206(4)-1 under the Advisers Act (the advertising rule) in December 2020,
replacing the decades old rule with a modernized, principles-based “comprehensive framework for regulating
advisers’ marketing communications recognizes the increasing use of electronic media and mobile communications
and will serve to improve the quality of information available to investors.” Press Release, “SEC Adopts
Modernized Marketing Rule for Investment Advisers” (Dec. 22, 2020), https://www.sec.gov/news/press-
release/2020-334.

10 SEC Rel. No. IA-5653, “Investment Adviser Marketing” (Dec. 22, 2020),
https://www.sec.gov/rules/final/2020/ia-5653.pdf.
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> including information that would reasonably be
likely to cause an untrue or misleading implication
or inference to be drawn concerning a material fact
relating to the adviser

D. Compliance program - advisers must adopt and implement written
policies and procedures reasonably designed to prevent violations
of the federal securities laws™*

E. SEC Office of Compliance Inspections and Examinations (OCIE)
Risk Alerts - enforcement actions will be pursued where advisers

do not:
1. fully adhere to written policies
2. tailor compliance program to reflect particular business

practices and investment strategies

3. have controls in place to prevent inaccurate or misleading
statements in Form ADV and other public disclosures,
including advertisements and claims of compliance with
voluntary performance standards™?

F. 2020 OCIE priorities included the accuracy and adequacy of
disclosures provided by advisers offering clients ESG strategies

G. 2019- 2020 adviser exams sought information on ESG matters:

1. ESG investment strategies and the factors used in selecting
ESG portfolio investments

2. policies and practices around ESG ratings/scores
3. ESG factors materially influencing proxy voting decisions
4, achievement of ESG goals

5. the firm’s definition of “ESG” and ESG-related disclosure
and marketing materials

1 Rule 206(4)-7(a) under the Advisers Act.
12 “The Five Most Frequent Compliance Topics Identified in OCIE Examinations of Investment Advisers,”
OCIE National Exam Program Risk Alert, VVolume VI, Issue 3 (Feb. 7, 2017), https://www.sec.gov/ocie/Article/risk-
alert-5-most-frequent-ia-compliance-topics.pdf; “OCIE Observations: Investment Adviser Compliance Programs,”
OCIE Risk Alert (Nov. 19, 2020),
https://www.sec.gov/files/Risk%20Alert%201A%20Compliance%20Programs_0.pdf.
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8.
9.

adherence to the UNPRI and/or other ESG standards

the firm’s most and least successful ESG investments and
general ESG performance record

documentation of any ESG awards or similar recognition

results of any ESG audit

ii. Investment Company Act of 1940 (1940 Act)

A. fund “Names Rule” should be considered for registered funds with
ESG strategies™

B. 2020 SEC request for comment on a number of questions:**

1.

13

Should the Names Rule apply to terms such as “ESG” or
“sustainable” that reflect certain qualitative characteristics
of an investment?

Avre investors relying on these terms as indications of the
types of assets in which a fund invests or does not invest
(for example, investing only in companies that are carbon
neutral, or not investing in oil and gas companies or
companies that provide substantial services to oil and gas
companies)? Or are investors relying on these terms as
indications of a strategy (for example, investing with the
objective of bringing value-enhancing governance, asset
allocation or other changes to the operations of the
underlying companies)? Or are investors relying on these
terms as indications that the funds’ objectives include non-
economic objectives? Or are investor perceptions mixed
among these alternatives or otherwise indeterminate? If
investor perceptions are mixed or indeterminate, should the
Names Rule impose specific requirements on when a
particular investment may be characterized as ESG or
sustainable and, if so, what should those requirements be?

Should there be other limits on a fund’s ability to
characterize its investments as ESG or sustainable? For

Rule 35d-1 under the 1940 Act requires, in sum, that mutual funds and business development companies

with certain types of investments, industries, countries, or geographic regions in their names invest at least 80% of
their assets in those investments, industries, countries, or geographic regions, and makes it fraudulent and

misleading for a fund to do otherwise.

1 SEC Rel. No. 1C-33809, “Request for Comments on Fund Names,” (Mar. 2, 2020),
https://www.sec.gov/rules/other/2020/ic-33809.pdf.
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example, ESG to three broad factors: must a fund select
investments that satisfy all three factors to use the “ESG”
term?

4. For funds that currently treat “ESG” as a type of investment
subject to the Names Rule, how do such funds determine
whether a particular investment satisfies one or more
“ESG” factors? Are these determinations reasonably
consistent across funds that use similar names? Instead of
tying terms such as “ESG” in a fund’s name to any
particular investments or investment strategies, should we
instead require funds using these terms to explain to
investors what they mean by the use of these terms?

iii. Securities Exchange Act of 1934 (Exchange Act)

A. Anti-Fraud Provisions
1. illegal to use or employ any manipulative or deceptive
device, in connection with the purchase or sale of any
security™
2. in connection with the purchase or sale of any security, it is

illegal to use interstate commerce, the mail or any national
securities exchange to employ any device, scheme, or
artifice to defraud, or to make materially untrue statements,
omit material facts, or otherwise operate as a fraud™®

B. Public Company Reporting

1. public companies must disclose material ESG topics in
offering materials, 10-Ks and other reports*’

1 Section 10(b) of the Exchange Act.
16 Rule 10b-5 under the Exchange Act.
ol Rule 408 under the Securities Act of 1933 (Securities Act) and Rule 12b-10 under the Exchange Act.
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2. January 2020 guidance on Reg. S-K disclosures:*®
> all financially material metrics must be disclosed
> key performance indicators (KPIs) in the

management discussion and analysis (MD&A) of a
company’s financial condition may (but are not
required to) include non-material ESG metrics

> supplemental information must be included as
necessary to make the ESG metrics not misleading,
including at a minimum: a clear definition of the
ESG metric, what it measures, and how it is
calculated; an explanation of why the metric
provides useful information to shareholders; and an
indication of how management uses the metric in
managing or monitoring the performance of the
business

3. Modernizing S-K Amendments adopted Nov. 2020*°

> maintained broad-based materiality, principles
based, issuer specific disclosure framework

> the two Democratic commissioners rejected the
final rule arguing that the SEC missed out an
opportunity to require disclosure on climate risk and
diversity metrics

iv. Proxy Matters

A. 2019 Guidance on Advisers’ Use of Proxy Advisory Firms? and
Proxy Advisory Firm “Solicitations”?*

1. Commissioner Robert J. Jackson Jr. opposed the guidance,
noting that it could raise costs for proxy advisory firms and

18 SEC Rel. Nos. 33-10751 and 34-88904, “Commission Guidance on Management’s Discussion and
Analysis of Financial Condition and Results of Operations,” (Jan. 30, 2020),
https://www.sec.gov/rules/interp/2020/33-10751.pdf.

1 SEC Rel. Nos. 33-10890, 34-90459, and 1C-34100, “Management’s Discussion and Analysis, Selected
Financial Data, and Supplementary Financial Information” (Nov. 19, 2020),
https://www.sec.gov/rules/final/2020/33-10890.pdf.

2 SEC Rel. No. 1A-5325, “Commission Guidance Regarding Proxy Voting Responsibilities of Investment

Advisers” (Aug. 21, 2019), https://www.sec.gov/rules/interp/2019/ia-5325.pdf.

2 SEC Rel. No 34-86721, “Commission Interpretation and Guidance Regarding the Applicability of the

Proxy Rules to Proxy Voting Advice” (Aug. 21, 2019), https://www.sec.gov/rules/interp/2019/34-86721.pdf.
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thereby restrict or degrade the quality of proxy voting
information available to investors?

2. UNPRI agreed, suggesting the guidance would “greatly
undermine investors who rely on their advice to
integrate...ESG considerations”

B. 2020 Supplemental Guidance on Advisers’ Use of Proxy Advisory
Firms?® and New Exchange Act Rules for Proxy Advisory Firms®*

1. Commissioner Allison Herren Lee argued that the new
Exchange Act rules for proxy advisory firm would “harm
the governance process and suppress the free and full
exercise of shareholder voting rights,” and characterized
the rules as “unwarranted, unwanted and unworkable”®

C. 2020 Shareholder Proposal Rule Amendments®

1. raised the bar for investors eligible to submit shareholder
proposals with increased holding period and investment
amount thresholds

2. critics cite the potential chilling effect on shareholder
proposals regarding carbon footprints, human rights,
diversity and inclusion, gender and racial pay equality, etc.

C. Department of Labor (DOL) ESG Requlation

I. 2015 guidance in sum allowed ERISA fiduciaries to consider ESG factors
where the ESG factors were directly related to economic considerations®’

2 SEC Commissioner Robert J. Jackson Jr., “Statement on Proxy-Advisor Guidance,”

(Aug. 21, 2019), https://www.sec.gov/news/public-statement/statement-jackson-082119.

2 SEC Rel. No. 1A-5547, “Supplement to Commission Guidance Regarding Proxy Voting Responsibilities of

Investment Advisers” (July 22, 2020), https://www.sec.gov/rules/policy/2020/ia-5547.pdf.

2 SEC Rel. No 34-89372, “Exemptions from the Proxy Rules for Proxy Advice” (July 22, 2020),

https://www.sec.gov/rules/final/2020/34-89372.pdf.

2 SEC Commissioner Allison Herren Lee, Public Statement, “Paying More For Less: Higher Costs for

Shareholders, Less Accountability for Management” (July 22, 2020), https://www.sec.gov/news/public-
statement/lee-open-meeting-2020-07-22.

% SEC Rel. No 34-89962, “Procedural Requirements and Resubmission Thresholds under Exchange Act Rule

141-8” (Sept. 23, 2020), https://www.sec.gov/news/press-release/2020-220.

2 DOL Interpretive Bulletin 2015-01 (Oct. 26, 2015).
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ii. 2016 guidance on shareholder engagement activities in sum allowed that
engaging in shareholder activism on behalf of a retirement plan would not
necessarily be inconsistent with an ERISA fiduciary’s duties if there was a
reasonable expectation of economic value for the plan being
generated by the activism?

iii. 2018 guidance on ESG investment considerations asserts that, in
sum, ERISA fiduciaries must place financial performance ahead of
all other priorities, including when following ESG strategies®

v, 2020 rules stand to hamper access of retirement plan investors to ESG
strategies

A uniformly criticized by the asset management industry, asked DOL
to withdraw™

B. would prevent ERISA accounts from investing based on “non-
pecuniary” factors in ESG strategies if doing so sacrifices returns
or increase risks for participants™"

C. would restrict retirement plan fiduciaries from voting on
shareholder resolutions that wouldn’t have a direct economic
impact on their plan®?

d. Congressional Review Act® (CRA)

I. January 20, 2021, President Biden announced a “regulatory freeze” on the
rulemaking of federal agencies late in the Trump administration pending
review by Congress**

2 DOL Interpretive Bulletin 2016-01 (Dec. 29, 2016).

2 DOL Field Assistance Bulletin 2018-01 (Apr. 23, 2018).
% Joseph Lifsics, “The Department of Labor’s ESG-less Final ESG Rule,” Harvard Law School Forum on
Corporate Governance (Nov. 24, 2020), https://corpgov.law.harvard.edu/2020/11/24/the-department-of-labors-esg-
less-final-esg-rule/.

3 DOL, “Financial Factors in Selecting Plan Investments” (Oct. 30, 2020),

https://www.govinfo.gov/content/pkg/FR-2020-11-13/pdf/2020-24515.pdf.

% DOL, “Fiduciary Duties Regarding Proxy Voting and Shareholder Rights” (Nov. 13, 2020),
https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf.

8 5U.S.C. § 801 et seq. The CRA gives a new Congress has the authority to negate late-term rulemaking by

federal agencies under the prior presidential administration with the majority vote of both the House and the Senate
and the President’s signature.

34 https://www.whitehouse.gov/briefing-room/presidential-actions/2021/01/20/requlatory-freeze-pending-

review/.
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ii. a separate executive order directed federal agencies to review and
reconsider Trump administration regulations with climate, public health,
and scientific implications*

> DOL ESG rules® included in the priorities identified by the White
House

iii. for rules not published in the Federal Register, agencies directed to
immediately withdraw them for review and approval

iv. for rules published in the Federal Register that have yet to take effect,
agencies directed to reconsider the rules’ factual, legal and policy issues
and to consider opening a 30-day comment period to address such issues

> ESG-related rules that are not yet effective include amendments to
the Advisers Act advertising rules®’

V. ESG-related rules that the SEC may also reconsider include:

A.  Reg.S-K amendments*®

B.  new Exchange Act Rules for proxy advisory firms™
C. new Exchange Act Rules 2020 on shareholder proposals®
e. Looking Forward

I. former SEC Chair Clayton expressed skepticism about ESG strategies
generally and the SEC under his leadership maintained a cautious posture
on ESG

ii. Biden administration expected to generally improve regulatory climate for
sustainable investing: potential for even greater proliferation of ESG
products and strategies

iii. new SEC position: Senior Policy Advisor on Climate change and ESG

35

https://www.whitehouse.gov/briefing-room/presidential-actions/2021/01/20/executive-order-protecting-

public-health-and-environment-and-restoring-science-to-tackle-climate-crisis/.

36

37

38

39

40

See n. 31-32, supra.
See n. 10, supra.
See n. 19, supra.
See n. 24, supra.

See n. 26, supra.
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iv.

(Satyam Khanna)

potentially enhanced ESG reporting, disclosures, and adviser regulation

A. on investment adviser regulation, Commissioner Herren Lee has

said:*

1.

the SEC might consider “rules that would require advisers
to maintain and implement policies and procedures
governing their approach to ESG investment”

policies and procedures related to climate or ESG investing
“might include how an adviser will assess and implement a
client’s ESG preferences, including with respect to asset
selection and in the exercise of shareholder voting rights”

B. on environmental risk, Commissioner Herren Lee has said:*

1.

climate risk is a “a colossal and potentially irreversible risk
of staggering complexity,” a “green swan” that represents a
“new type of systemic risk that involves interacting,
nonlinear, fundamentally unpredictable, environmental,
social, economic and geopolitical dynamics”

“to assess systemic risk, we need complete, accurate, and
reliable information about those risks...that starts with
public company disclosure and financial firm reporting and
extends into our oversight of various fiduciaries and others”

“ESG risks and metrics now often underpin traditional
investment analyses designed to maximize risk-adjusted
returns on investments of all types...they represent a core
risk management strategy for portfolio construction”

C. on diversity and inclusion, Commissioner Herren Lee has said:*

1.

41

the SEC’s recent adoption of amendments to Regulation S-
K “took a step forward by adding human capital as a broad

SEC Commissioner Allison Herren Lee, Speech at PLI Annual Institute on Securities Regulation, “Playing

the Long Game: the Intersection of Climate Change Risk and Financial Regulation” (Nov. 5, 2020),
https://www.sec.gov/news/speech/lee-playing-long-game-110520.

42

43

1d.

SEC Commissioner Allison Herren Lee, Speech at the Council of Institutional Investors Fall 2000

Conference, “Diversity Works, Disclosure Matters, and the SEC Can Do More” (Sept. 22, 2020),
https://www.sec.gov/news/speech/lee-cii-2020-conference-20200922.

-12 -


https://www.sec.gov/news/speech/lee-playing-long-game-110520
https://www.sec.gov/news/speech/lee-cii-2020-conference-20200922

2/18/2021

topic for possible disclosure, but declined to require, among
other things, disclosure of diversity data—even data that
most companies are already required to keep under Equal
Employment Opportunity Commission (EEOC) rules”

2. “disclosure can also drive corporate behavior... it’s time to
consider how to get investors the diversity information they
need to allocate their capital wisely”

3. SEC should re-visit amendments to Regulation S-K to
require disclosure of workforce diversity data at all levels
of seniority and strengthen our 2018 guidance on disclosure
of board candidate diversity characteristics

4. SEC should consider tasking the Division of Economic and
Risk Analysis with assessing the extent to which SEC rules
impact underrepresented communities

5. SEC should consider better integrating its Office of
Minority and Women Inclusion into policymaking with
respect to assessing diversity at SEC-regulated entities and
understanding how SEC rulemaking may affect existing
racial, gender, and other disparities, or otherwise affect
diversity concerns

6. SEC could collaborate with the Consumer Financial
Protection Bureau and the Small Business Administration
to combat discrimination and support women and minority-
owned small businesses

V. SEC Asset Management Advisory Committee (AMAC)

A. organized in 2019, with ESG and Diversity & Inclusion Sub-
Committees

B. September 2020 Diversity & Inclusion Sub-Committee
recommendations* - discussions centered on the SEC
promoting diversity and inclusion in the asset management
industry by:

1. providing minority-led firms greater access to investment
opportunities

44 SEC Chairman Jay Clayton, “Opening Remarks at the September 16, 2020 Meeting of the Asset

Management Advisory Committee” (Sept. 16, 2020), https://www.sec.gov/news/public-statement/clayton-amac-
09162020.
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2.

mandating diversity and inclusion reporting by asset
management industry players

December 2020 ESG Sub-Committee preliminary
recommendations for issuer disclosure of ESG risks* - SEC

should:

>

require the adoption of standards for corporate issuers to
disclose material ESG risks

utilize standard setters’ frameworks

require that material ESG risks be disclosed consistently
with other financial disclosures

December 2020 ESG sub-committee preliminary recommendations
for ESG investment product disclosure*® - SEC should:

>

suggest best practices to enhance disclosure, including
alignment with the taxonomy developed by the ICI ESG
Working Group and a clear description of strategy and
investment priorities, including non-financial objectives
such as environmental impact or adherence to religious
requirements

suggest best practices to describe planned approach to share
ownership activities in the SAI, and any notable recent
ownership activities outside proxy voting in shareholder
reporting

I1l.  ESG Regulation of Asset Managers in the European Union (EU)

a.

European Commission (EC) 2018 Action Plan on Financing Sustainable Growth*’

key points included:

45

taxonomy of environmental disclosures

requirement that advisers consider ESG risks as part of their fiduciary

standards for “green” financial products

https://www.sec.gov/files/summary-draft-preliminary-recommendations-of-esg-subcommittee-for-the-

amac-12012020.pdf.

46

47

1d.

https://ec.europa.eu/info/publications/sustainable-finance-renewed-strategy en.
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ii. sustainability benchmarks and standards

iv. EC Technical Expert Group on Sustainable Finance released a common
voluntary sustainability taxonomy and “eco” labels and standards in late
2018
b. EC Directive on Disclosure of Non-Financial Information®

I. requires listed companies, banks, insurers, and other large institutions to
disclose information regarding environmental protection, social
responsibility and treatment of employees, respect for human rights, anti-
corruption and bribery, diversity on company boards (in terms of age,
gender, educational and professional background)

c. EU Benchmark Regulation®

I. sustainability disclosures for EU benchmarks

ii. minimum technical requirements for EU climate benchmarks
d. EU Sustainable Finance Disclosure Regulation® (SFDR)

I. initial compliance date of March 2021

ii. regulatory technical standards (RTS) still forthcoming

ii. requires asset managers, insurers, and pension funds to disclose
sustainability risks® in their investments (with 30/50 metrics mandatory)

A. additional disclosure required for ESG funds and other financial
products, including pre-contractual disclosures

a8 https://ec.europa.eu/info/publications/sustainable-finance-technical-expert-group _en.

49 https://ec.europa.eu/info/business-economy-euro/company-reporting-and-auditing/company-reporting/non-

financial-reporting_en.

50 https://eur-lex.europa.eu/eli/reg/2019/2089/0j.

51 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32019R2088&from=EN.

52 Sustainability risks include potentially adverse impacts (PAI) related to the natural environment as well

those related to society, such as labor issues, human rights, corruption, etc.
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B. two categories of products

» “sustainable investments” - those with environmental or
social objectives®®

» products that promote environmental and/or social
characteristics but do not meet the requirements of
“sustainable investments”>*

asset managers must integrate ESG factors into their investment decision-
making processes

A part of fiduciary duties to investors

B. must consider potentially adverse impacts (PAI) of investment
decisions on ESG matters

applies broadly to asset managers regardless of whether they are ESG-
oriented

designed to encourage ESG investing and discourage exaggerations of
claims around the “greenness” of company practices

EU Taxonomy Regulation

initial compliance date of December 2021
anti-greenwashing

taxonomy for asset managers to use in determining whether an economic
activity (and thus an investment) can be fairly described as
“environmentally sustainable”

ESG financial products marketed in the EU must make disclosures that
conform with the EU Sustainable Taxonomy

MiFiD Il - Suitability Delegated Regulation

proposed that beginning in 2021, advisers making suitability
recommendations must consider and respect clients’ ESG objectives and
preferences and to disclose the firm’s ESG objectives and preferences

53

Such products are subject to the strict requirements of Article 2(17) of the SFDR and the pre-contractual

disclosure requirements of Article 9 of the SFDR.

54

Such products do not meet the strict requirements of Article 2(17) of the SFDR but are subject to the pre-

contractual disclosure requirements of Article 8 of the SFDR.
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V.

Key ESG Frameworks

a.

Sustainability Accounting Standards Board®® (SASB)

provides 77 industry-specific sustainability reporting standards
intended to allow ESG comparisons of businesses within the same
industry

emphasizes “financial materiality” as the appropriate
threshold for issuer reporting on ESG topics

Global Reporting Initiative®® (GRI)

Dutch nonprofit organization aimed at helping “businesses and
governments worldwide understand and communicate their impact on
critical sustainability issues such as climate change, human rights,
governance and social well-being”

GRI Sustainability Reporting Standards provide a general ESG disclosure
framework for all companies, with industry-specific requirements

Task Force on Climate-Related Financial Disclosures®* (TCFD)

created by the Financial Stability Board®® to improve and increase
reporting of climate-related financial information

recommendations on climate-related financial disclosures are designed to
solicit decision-useful, forward-looking information that can be included
in financial filings

recommendations structured around four thematic areas: governance,
strategy, risk management, and metrics and targets

55

56

57

58

https://www.sasb.org/standards/.

https://www.globalreporting.org/.

https://www.fsb-tcfd.org/.

https://www.fsb.org/.
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d. United Nations Principles of Responsible Investing® (UNPRI)

I. six principles that are intended to set the standard for responsible
ESG investing

ii. “greenwashing purge:” certain signatories notified in 2019 that
they had been put on a watchlist for failure to demonstrate
minimum investment responsibility and had two years to remediate
or have their signatory status terminated

iii. in January 2020, in order to maintain their status as UNPRI
signatories, asset management firms were required to respond to a
questionnaire tied to the four pillars of the TCFD uniform
reporting framework®

e. Carbon Disclosure Project®

I. international nonprofit organization

ii. manages a “global disclosure system for investors, companies,
cities, states and regions to manage their environmental impacts”

f. Climate Disclosure Standards Board®?

i. international consortium of business and environmental NGOs

ii. offers a framework for reporting environmental information in the same
manner as financial information

iii. goals include providing investors with decision-useful environmental
information

g. International Integrated Reporting Council®®

I. global coalition of regulators, investors, companies, standard setters, the
accounting profession, academia and NGOs

> UNPRI has approximately 3,000 signatories from across the globe with approximately $100 trillion in

collective assets. https://www.unpri.org/.

60 https://www.unpri.org/signatories/become-a-signatory.41

https://www.globalreporting.org/information/about-gri/Pages/default.aspx.

61 https://www.cdp.net/en.

62 https://www.cdsb.net/.

63 https://integratedreporting.org/.
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ii. promotes communication about value creation, preservation and erosion as
the next step in the evolution of corporate reporting

V. Practical ESG Compliance and Risk Management Issues for Investment Advisers

a.

Regulatory developments:

> Be alert for quick SEC action on ESG related issues under the leadership
of acting Chair, Allison Herren Lee, and Gary Gensler, the yet-to-be-
confirmed SEC chair named by President Biden

> EU regulations may apply to US asset manager’s activities in Europe
Issues can arise in all areas ESG touches within a firm

Extent of controls needed depends on extent of the firm’s ESG investing and its
internal and external commitments to ESG

ESG principles can be hard to qualify and quantify, require complex due diligence
generally

CCO in best position to develop a holistic control framework to test and
document the firm’s adherence to ESG commitments

Employees should be given clear and appropriately detailed guidance on adviser
ESG policies, including in managing client accounts

ESG policies, codes and standards should:

I. be housed within the compliance program and annual compliance testing
and risk assessment process®*

ii. be appropriately tailored for the firm’s ESG business
iii. as appropriate, cover firm investment activities and general operations

An independent ESG audit could be appropriate given extent and complexity of
ESG commitment

Portfolio Management Issues

I. controls should be in place to ensure appropriate adherence to ESG-
related:

A. commitments/directives in client management agreements and
fund offering documents

64

Rule 206(4)-7(b): at least annually the CCO must assess the adequacy of the adviser’s compliance policies

and procedures and the effectiveness of their implementation.
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Vi.

Vii.

B. investment objectives, strategies, and policies

for private fund portfolio companies, should consider how they do or do
not align with ESG principles of the fund and/or its adviser

ESG due diligence inquiries should be tailored by industry and other
unique business characteristics

methodologies should be developed to analyze and act on ESG-related
investment risks

consistent with fiduciary duties, investment professionals with ESG
expertise should be engaged on ESG strategies unless otherwise disclosed

investment decisions should be tested over time to measure contributions
to/exceptions from ESG policies and/or strategies

care should be taken to fully document internal ESG scoring
and ESG performance measurement methodologies in a manner that can
be tested

Public Statements and Advertising

Controls should be in place to ensure the accuracy of ESG-related:

A. claims and commitments by the firm in all media

B. representations regarding ESG achievements (certificates and
awards)
C. performance and financial reporting

D. verbal and written employee public statements (including on social
media)

E. disclosures in Form ADV and other SEC filings

F. RFP responses (should not oversell ESG story)
Appropriate documentation should be maintained:

A. to support ESG-related public statements and advertising
B. for ESG certifications and achievements, to evidence how:

1. environmental or other advertised certificates/awards
were obtained

2. the firm continues to meet the certification/award standards
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Third Party ESG Scores/Rankings

I. third parties may assign advisers or funds ESG scores or rankings even
if the firm does not consider itself an ESG shop

ii. advisers should independently verify any third party ESG score or ranking
before using it in any advertising or other communications

Proxy Voting
I. advisers have long included ESG factors in their proxy voting guidelines

ii. proxy voting must be consistent with client ESG investment strategies and
firm ESG representations

Other areas of adviser operations can have ESG implications
I. for example, executive compensation and human resource issues
ii. enterprise risk management - as appropriate, advisers should:

A adopt procedures to identify, mitigate, and remediate ESG-
related reputational and other risks

B. adopt whistleblower procedures for ESG-related topics

C. establish an ESG committee or other governing body responsible
for overseeing the ESG policies and/or developing ESG initiatives

D. develop an accountability framework for implementing stated ESG
goals
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Public Statement

Statement on the Review of Climate-Related
Disclosure

Acting Chair Allison Herren Lee

Feb. 24, 2021

Today, | am directing the Division of Corporation Finance to enhance its focus on climate-related disclosure in
public company filings. The Commission in 2010 provided guidance to public companies regarding existing
disclosure requirements as they apply to climate change matters. As part of its enhanced focus in this area, the
staff will review the extent to which public companies address the topics identified in the 2010 guidance, assess
compliance with disclosure obligations under the federal securities laws, engage with public companies on these
issues, and absorb critical lessons on how the market is currently managing climate-related risks. The staff will use
insights from this work to begin updating the 2010 guidance to take into account developments in the last decade.

The staff of the SEC plays a critically important role in ensuring compliance with disclosure obligations, including
those that implicate climate risk, through its review of public company filings and its engagement with issuers. The
perspective the staff brings to bear is invaluable in helping to ensure that issuers comply with their obligations and
that investors receive the information they need to properly inform their investment decisions.

Now more than ever, investors are considering climate-related issues when making their investment decisions. It is
our responsibility to ensure that they have access to material information when planning for their financial future.
Ensuring compliance with the rules on the books and updating existing guidance are immediate steps the agency
can take on the path to developing a more comprehensive framework that produces consistent, comparable, and
reliable climate-related disclosures.

https://www.sec.gov/news/public-statement/lee-statement-review-climate-related-disclosure#
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.+ Investor.gov

y U.S. SECURITIES AND
o EXCHANGE COMMISSION

Environmental, Social and Governance (ESG) Funds -
Investor Bulletin

Feb. 26, 2021

Funds such as mutual funds and ETFs that focus on environmental, social, and governance
principles (ESG Funds) have gained popularity with investors over time. Investors may hear
about these funds from financial professionals, from investment-focused online sites, or
even from popular media. The SEC's Office of Investor Education and Advocacy is issuing
this bulletin to educate investors about ESG Funds, including important questions to ask if
considering whether investing in them is right for you.

What is an ESG Fund?

Funds, like ETFs and mutual funds, may consider a wide range of factors that are
consistent with their objectives and strategies when selecting investments. This can
include ESG, which stands for environmental, social, and governance.

ESG investing has grown in popularity in recent years, and may be referred to in many
different ways, such as sustainable investing, socially responsible investing, and impact
investing. ESG practices can include, but are not limited to, strategies that select
companies based on their stated commitment to one or more ESG factors —for example,
companies with policies aimed at minimizing their negative impact on the environment or
companies that focus on governance principles and transparency. ESG practices may also
entail screening out companies in certain sectors or that, in the view of the fund manager,
have shown poor performance with regard to management of ESG risks and opportunities.
Furthermore, some fund managers may focus on companies that they view as having
room for improvement on ESG matters, with a view to helping those companies improve
through actively engaging with the companies.

Funds that elect to focus on companies’ ESG practices may have broad discretion in how
they apply ESG factors to their investment or governance processes. For example, some
funds integrate ESG criteria alongside other factors, such as macroeconomic trends or
company-specific factors like a price-to-earnings ratio, to seek to enhance performance
and manage investment risks. Other funds focus on ESG practices because they believe
investments with desired ESG profiles or attributes may achieve higher investment
returns and/or encourage ESG-related outcomes. For example, some ESG funds select
companies that have shown their commitment to a particular ESG factor, such as

https://www.investor.gov/introduction-investing/general-resources/news-alerts/alerts-bulletins/investor-bulletins-1 1/5
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companies with policies aimed at minimizing their negative impact on the environment.
Some funds may implement shareholder voting rights in particular ways to achieve ESG
goals, while others may only focus on selecting investments based on ESG criteria.

Fund managers focusing on ESG generally examine criteria within the environmental,
social, and/or governance categories to analyze and select securities.

e The environmental component might focus on a company’s impact on the
environment—for example, its energy use or pollution output. It also might focus
on the risks and opportunities associated with the impacts of climate change on
the company, its business and its industry.

e The social component might focus on the company’s relationship with people and
society—for example, issues that impact diversity and inclusion, human rights,
specific faith-based issues, the health and safety of employees, customers, and
consumers locally and/or globally, or whether the company invests in its
community, as well as how such issues are addressed by other companies in a
supply chain.

e The governance component might focus on issues such as how the company is run
—for example, transparency and reporting, ethics, compliance, shareholder rights,
and the composition and role of the board of directors.

An ESG fund portfolio might include securities selected in each of the three categories—or
in just one or two of the categories. A fund’s portfolio might also include securities that
don't fit any of the ESG categories, particularly if it is a fund that considers traditional
fundamental analysis or other investment methodologies consistent with the fund'’s
investment objectives.

ESG investing is not limited to ETFs and mutual funds. Other types of investment products,
like exchange-traded products that are not registered under the Investment Company Act
of 1940, might also consider ESG factors in selecting an investment portfolio.

Be sure you understand what you are investing in.

If you are considering investing in an ESG Fund, you should know that all ESG Funds are
not the same. It is always important to understand what you are investing in, and to be
sure a fund, or any other investment, will help you achieve your investment goals. In
addition, you will likely want to consider whether a fund’s stated approach to ESG matches
your investment goals, objectives, risk tolerance, and preferences.

Here are some things to consider:

e Some factors are not defined in federal securities laws, may be subjective, and
may be defined in different ways by different funds or sponsors. There is no SEC

https://www.investor.gov/introduction-investing/general-resources/news-alerts/alerts-bulletins/investor-bulletins-1 2/5
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“rating” or “score” of E, S, and G that can be applied across a broad range of
companies, and while many different private ratings based on different ESG
factors exist, they often differ significantly from each other.

e Some funds may focus on ESG investing, while others consider ESG factors
alongside other more traditional factors.

o Different funds may weight environmental, social, and governance factors
differently. For example, some ESG Funds may invest in companies that have
strong governance policies, but may not have the environmental or social impact
you may want to encourage through your investment in the fund.

o Different funds may focus on different specific criteria within a factor. For
example, one fund may focus on shareholder rights for “governance,” while
another focuses on board of directors’ diversity.

e Some ESG fund managers may consider data from third party providers. This data
could include “scoring” and “rating” data compiled to help managers compare
companies. Some of the data used to compile third party ESG scores and ratings
may be subjective. Other data may be objective in principle, but are not verified or
reliable. Third party scores also may consider or weight ESG criteria differently,
meaning that companies can receive widely different scores from different third
party providers.

¢ You can find more information about how a fund incorporates ESG and how it
weighs ESG factors in the fund'’s disclosure documents. The fund'’s prospectus
contains important information about its investment objective and strategies, and
its shareholder report contains both a list of its top holdings and a graphical
representation of its holdings by category. These documents, and in some cases
supplemental information, are available on funds’ websites.

e Some funds that don’t have “ESG” in the name may still incorporate elements of
ESG investing into their portfolios. Consider comparing an ESG Fund'’s portfolio to
other fund portfolios to be sure you are investing in a fund that is consistent with
your investment goals.

e Funds’' websites may also have policy statements that more fully explain their ESG
practices, and other information such as customized statistics about the relevant
ESG attributes or approaches used by the fund.

Understand What an ESG Investment Strategy Could Mean for
You

As with any investment, you could lose money investing in an ESG Fund.

e A portfolio manager’s ESG practices may significantly influence performance.
Because securities may be included or excluded based on ESG factors rather than

https://www.investor.gov/introduction-investing/general-resources/news-alerts/alerts-bulletins/investor-bulletins-1 3/5
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traditional fundamental analysis or ().other investment methodologies, the fund'’s
performance may differ (either higher or lower) from the overall market or
comparable funds that do not employ similar ESG practices.

What this may mean for you: ESG funds may perform differently than other funds
without the ESG parameters.

e Certain industries may be excluded from some ESG Fund portfolios. However,
some ESG Funds may still invest in “best in class” companies within commonly
excluded industries. For example, an ESG Fund could invest in a certain company
within an industry where companies commonly have a large carbon footprint
because that company demonstrated a commitment to improving its policies and
practices on environmental issues. Moreover, companies which may score poorly
on one ESG factor (such as carbon footprint) could be selected because they score
well on another ESG factor (strong governance) or because the fund manager has
plans to engage with the companies to improve their performance on ESG issues.

What this may mean for you: One of the most important ways to reduce the
overall risk of investing is to diversify your investments. You should read the fund'’s
disclosure documents closely to be sure you understand what the fund is—and is
not—invested in, and how its ESG orientation may affect its risk.

e Some funds that consider ESG may have different expense ratios than other funds
that do not consider ESG factors.

What this may mean for you: You should always evaluate a fund’s expenses.
Paying more in expenses will reduce the value of your investment over time.

Be sure to c