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What’s Cooking at the
SEC?

ADV Part II Amendments ... back on the front
burner!

According to Andrew Donohue, Director of the SEC’s
Division of Investment Management, ADV Part II
amendments for investment advisers are finally coming in 2010. In an
address to the TAA/ACA Insight's Investment Adviser Compliance Forum in
February, Donohue stated:

“... Another important rulemaking initiative that we are working on in the
Division of Investment Management relates to disclosure, specifically Part 2
of Form ADV. This project has already spanned the better part of a decade.
... It goes without saying that as a fiduciary, it is critical for... [advisers] ... to
provide enough information to prospective clients to enable them to make an
informed decision about whether to engage an adviser and, having engaged
an adviser, how to evaluate and manage that relationship. ... I think it is
important to get this project done. As I have said previously, the
Division plans to have a recommendation to the Commission for
adoption of these amendments during 2010.”

The proposed amendments to ADV Part II are not without controversy. As
evidenced in a number of comment letters, two items are highly contested —
the content of mandated document delivery, and client service disclosure
requirements. As to content requirements, many advisers are concerned about
the costs and burdens associated with delivery of a complete, lengthy ADV
Part II to clients each and every year. A proposed alternative is the delivery of
an annual summary of material changes with an offer to deliver the complete
brochure upon request.

The second concern raised by a number of advisers relates to the
identification of client service personnel. Specifically, many advisers feel they
should not be required to disclose specific information regarding the key
personnel with whom clients will deal directly. For many firms, the delegation
of client service personnel is a fluid process.

Regardless of the outcome of these nuanced issues, advisers should be
prepared to get out their drafting materials, as the new ADV Part II format is
near.



Recent SEC Conflict
of Interest Cases

V Affiliations: Broker-

dealer settled for $1
million - SEC charged
the firm and two of
its former
representatives with
securities law
violations for
misleading pension
consulting clients
about its manager
identification process
and failing to disclose
conflicts of interest
when recommending
them to use two of
the firm's affiliated
services.

Gifts: Finesand
penalties of $9.1
million - Mutual fund
adviser and several
employees charged
with improperly
accepting over $1.6
million in travel,
entertainment, and
other gifts that were
paid by brokers who
were seeking trading
business generated
by its mutual fund
clients.

SOURCE: SEC
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Conflicts of Interest Checklist

The term “conflicts of interest” is often injected in regulatory observation and
related discussion. We thought it appropriate to do a quick refresher on the
subject in light of the anticipated expansion of 1940 Act covered entities and
the renewed focus the SEC has placed upon conflicts of interest.

A conflict of interest exists when two activities or relationships are
incompatible such that the needs of one (the regulated entity) compete with
the needs of the other (the client). The risk is that this conflict, or divided
loyalty, may somehow result in the regulated entity failing to put the needs of
the client first and foremost. Conflict of interest scenarios abound in the
securities industry ... fairness opinions for securities offerings, research
analyst reports, proxy voting, outside interests of financial service employees,
competing products ... the list goes on.

Why should regulated firms care about conflicts of interest? Because the
regulators do, and the penalties for failure to mitigate conflicts are prohibitive.

Where should firms look for conflicts? Consider this checklist as a starting
point. Bottom line - be vigilant about hunting for conflicts.

V' Ownership structure and affiliates

V Organization structure, supervision, discretion, delegation of duties
V  Outside business activities of personnel and their family members
V  Vendor, service partner, counterparty selection processes

V Compensation practices

V Trade allocation, including IPOs and limited opportunity investments
V Commissions and fees, particularly performance-based fees

V Side-by-side product management or product offerings

V Referred accounts and related fee arrangements

V  Proprietary and related accounts

V  Personal securities transactions

V Top revenue accounts

V Performance dispersion

V  Soft dollars

V  Gifts and entertainment

V Employee networks and circles of communication

V  Political contributions

V  Sources/uses of information about investment decisions

V  Proxy voting



The fAOrgani
is the Constant
Gardener

nAt its hea
compliance represents
innovation. A risk-based
compliance regimen
requires that internal
controls and testing
protocol remain relevant
to both the business
model and the
regulatory
scheme. The organic
CCO is a constant
gardener whereby in-
house
peer-to-peer
relationships are
established and
nourished while
interrelated
compliance risk-types
unique to the firm are
continuously identified,
evaluated, and
managed. O

SOURCE:
iOrganic Comp
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The Art of the Science

“Now is the winter of our discontent, made glorious summer...” (Shakespeare)

One can only hope that King Richard’s prophesy proves prescient with regard to
an end of this winter. But as Richard intones that the worst times indeed will
become the best of times, one need only cast a glance at the financial markets,
their regulators and the U.S. Congress to infer a potentially far different outcome
in the coming season. At this writing, markets remain comfortably off their lows,
the SEC has regained perhaps a modicum of credibility with recent enforcement
actions and “big hires” and the U.S. Congress ... well let’s move on.

It is has been nearly 18 months since Lehman Brothers filed for bankruptcy,
perceived by many to be the watershed event of the financial crisis, and still
financial professionals continue to ponder the ‘what if’s’ of regulatory reform. So
as CCOs dig out of the winter of 2010 and prepare for warmer times we would like
to offer clients the next best thing to a 20 pound bag of calcium chloride — the
means to do more with less in these challenging times of constricting compliance
budgets and laconic legislators.

Go organic! We strongly believe that effective compliance requires highly
informed perspective derived from conversancy with and knowledge of the
enterprise business model. To this end, we authored an article for the Duquesne
Business Law Journal entitled “Organic Compliance: Doing More with Less.”

In this article, we posit that a firm grasp of regulatory regimen complemented
with a comprehensive and ongoing understanding of and conversancy with the
firm’s business model provides an effective compliance capability. To the extent
that financial compliance is a dynamic compound comprised of part art and part
science, organic compliance represents a process whereby compliance
professionals become substantially informed and highly capable of identifying
emergent reputational and regulatory risk by digging into the business.

Some argue that compliance is 90% observation. Organic compliance seeks to
magnify the power of observation by placing significant emphasis upon dialogue
between compliance and business professionals. We recommend frequent
compliance contact with line of business and professional staff in both a
structured and informal fashion with the intent being to gain a higher awareness
and appreciation of underlying business processes.

Examples of organic compliance processes include:

V Evaluation of single security trading from the inception of the portfolio
idea through trade settlement and post-trade review.

V Assessment of the proxy voting policy from receipt of client direction to
the generation of reports and disclosure of policies in the ADV.

V  Research and interview protocol involving appropriate personnel to
ascertain the scope and influence of exception processing.

VvV Through all levels of analysis and information gathering, isolate areas
where policy is unclear, nonexistent, or simply not followed. Shoulder to
shoulder with your business and staff counterparts, identify risks and
collaboratively determine appropriate mitigation steps.

The desired outcome of an organic compliance approach is an early warning risk
identification capability complementing the risk mapping process promulgated by
the SEC and fortifying the reputation of the enterprise.
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Foracopyof the articl e mMODagiamg cMdroenpki ta
related articl e, mp€EtiovePiffereatiatar,égosurt h ¢
website, www.horriganresources.com and click on the New in Compliance
tab. If you prefer you may purchase the Duquesne Business Law Journal,
Volume 12, Winter 2009 edition where these articles are published.
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