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Many advisers do not understand what they need to do to comply with the SEC’s Compliance Rule. This 
is not surprising: the Rule represents a considerable shift in your responsibilities and significantly 
increases your exposure to liability for compliance failures. The objective of this overview is to offer plain 
English guidance to the steps that should be taken by small investment advisers and hedge funds to 
comply. Fortunately, the Compliance Rule recognizes that small- and medium-sized advisers may not 
need as elaborate compliance programs as large advisers, yet very little has been written about the 
differences. The remainder of this paper focuses on small advisers and what the Compliance Rule requires 
of you.         
 
One Size Does Not Fit All 

We have repeatedly heard smaller and mid-sized investment advisers and fund 
managers express concern about develop compliance policies in accordance with the so-called 
Compliance Rule.1 Larger advisers have the resources to appoint chief compliance officers 
(CCO) devoted exclusively to that duty, staff compliance departments, engage national 
accounting firms to conduct regular mock audits and develop forensic testing programs, etc.  

It is immediately apparent that these measures are not appropriate to our firm’s typical 
client—generally registered investment advisers with 1-5 employees and AUM of $40-500 
million.  Fortunately, the Compliance Rule’s adopting release acknowledges that one size does 
not fit all. Rather, it recognizes that the scope of the policies and procedures required by the 
Compliance Rule will differ for each adviser.  
 

The test for compliance is whether you have policies and procedures that are reasonably 
designed to prevent violations of the Advisers Act and the related rules. By implication, this 
standard takes into account your size and complexity. In other words, the compliance policies 
and procedures of a firm like PIMCO are likely to be considerably more complex than a small 
hedge fund adviser’s, given that PIMCO has thousands of employees worldwide and is 
engaged in a variety of businesses that create many actual and potential conflicts of interest.  
 
 In plain English, the Compliance Rule requires all SEC-registered advisers to do three 
things: (1) designate a chief compliance officer, (2) adopt written compliance policies and 
procedures, and (3) review them at least annually. The Compliance Rule requires you to take at 
least the following steps.     

 

                                                
1 Rule 206(4)-7 under the Advisers Act. 
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“Bummer of a birthmark, Hal.” 
(©FarWorks, Inc. Used without permission) 

Step One:  Designate a chief compliance officer to oversee the development and administration 
of the firm’s compliance policies and procedures 

 
One of the Compliance Rule’s principal objectives is to end “finger-pointing.”  

Following a Management 101 principle, the Compliance Rule states that responsibility for 
compliance must be clearly assigned to a single individual that works for you. The CCO cannot 
be a committee or a department, and its duties cannot be delegated to an outside service 
provider.  

 
It would be a big mistake to view the designation of the CCO 

as a mere formality. The SEC has indicated its intent to hold the CCO 
responsible for violations of the Advisers Act by anyone in your firm 
on his or her watch. In view of the potential exposure to personal 
liability, the CCO is a little like the unfortunate deer in this Far Side 
cartoon—walking around with a target on his or her back. Under the 
circumstances, you have to ask who would want the job. The best 
answer may be no one is his or her right mind. Nevertheless, someone 
has got to do it.  

 
In some cases there will not be many choices because the firm 

only has one or two principals with the enforcement powers required 
by the Compliance Rule. In these cases, the CCO will have other 
business responsibilities and may personally perform many of the 
specific compliance functions required by your policies. However, 
where there is a choice of principals, each of whom is competent and knowledgeable, we advise 
you to designate as CCO someone other than the firm’s principal portfolio manager. This 
separation results in checks and balances that would be absent if the principal portfolio 
manager is, in effect, policing its own trading programs.  

 
We also advise you to take steps to formally memorialize the CCO’s designation by 

appropriate corporate action or the adoption of a formal resolution by the members of a limited 
liability company or the general partner of a partnership, as the case may be. This may be an 
important factor in determining the availability and extent of indemnification or insurance 
coverage in the event a problem arises.  

 
Step Two:  Consider the scope of the compliance policies you need 
 
Your policies should address all conflicts of interest and other risks you are exposed to;  

not just a set of risks that advisers in general may have. Start this process by identifying 
conflicts and other risks that may create exposure for you in light of your particular business. 
Pay special attention to any problems that have occurred in the past and the policies you 
adopted to prevent them from happening again. Human nature being what it is, we advise you 
also to consider your vulnerability to deliberate unlawful conduct ranging from opportunities 
to “game” systems all the way to outright fraud.  

 
As you go through this process, bear in mind the standard by which your policies will 

be judged if a problem arises. The Compliance Rule requires you to have policies and 
procedures that are reasonably designed to prevent violations of the Advisers Act and related 
rules.  While prevention arguably is the most important objective, it is not the sole objective. 
The SEC Staff is interpreting the Compliance Rule to require you to have policies and 
procedures that are designed to prevent, detect and correct such violations.   
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For example, consider an investment adviser that manages both separate accounts and a 
hedge fund. The fact that the adviser receives a performance fee from the hedge fund and only 
a management fee from the separate accounts creates a potential conflict of interest as to the 
allocation of trades. At a minimum it would be reasonable to expect this firm to have a policy 
covering the fair allocation of trades. This is the prevention aspect. However, it also should 
have some procedure in place for detecting unfair allocations. It may, for example, have a 
policy of comparing the returns of the hedge fund and the separate accounts as a group on a 
quarterly basis and documenting material differences (assuming the investment objectives are 
ostensibly the same). This is the detection aspect. The corrective aspect might be addressed by 
including a policy that requires the reallocation of any securities that were previously credited 
in violation of the firm’s trading policy.  

 
Notwithstanding your best efforts to develop effective policies and procedures and to 

administer them, violations may occur. A compliance violation by itself is not proof that you 
lacked appropriate compliance policies and procedures, or that the CCO failed to properly 
administer them. At a minimum, however, the CCO will have some explaining to do. To avoid 
personal liability, the CCO may have to establish that he or she met a similar standard as the 
one under Section 203(e) for “failure to supervise” claims. In relevant part, this would require: 

 
1. that policies and procedures were in place that would be reasonably expected to prevent 

and detect, insofar as is practicable, the violation; and  
2. the CCO reasonably discharged his or her responsibilities under the foregoing policies 

and procedures, without reasonable cause to believe that such procedures and systems 
were not being complied with.  
 
Step Three:  Produce written compliance policies   

The Compliance Rule requires you to adopt written compliance policies and procedures. 
If your procedures are not in writing, they do not exist in the eyes of the SEC. Although we 
think it makes sense to collect all of your policies and procedures in a single compliance 
manual, the Compliance Rule does not require a manual per se. As long as your policies are in 
writing, the policies themselves can take any written form, including multiple documents stored 
in a variety of places. We emphasize, however, that the failure to adopt written compliance 
policies in accordance with the Compliance Rule is, by itself, a violation of the Advisers Act, 
even if no violation occurs.  

Contrary to the SEC’s admonitions against the use of generic, off-the-shelf compliance 
policies, we do not think small- and medium-sized advisers have any reasonable alternative. 
The laws and regulations that your policies and procedures must cover are very complex; it 
simply is not reasonable to expect all advisers to develop such comprehensive written policies 
from scratch. 

 
For the sake of economy, we advise you to start with an off-the-shelf manual. However, 

it would be a big mistake to stop there after simply inserting your firm’s name and the name of 
the CCO in the appropriate blanks, and put it on a shelf.  

Most generic compliance manuals can run 100 to 200 pages long, generally organized 
into a multitude of chapters, plus exhibits. In transforming this document from its generic form 
into your firm’s custom compliance manual, you should pay as much attention to what you can 
take out, as to the parts you retain. Under the Compliance Rule, advisers that adopt procedures 
and do not follow them actually may be worse off than advisers who have no written policies.  
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The inventory described in Step Two should be used as your guide in deciding what to 
delete, keep and, as necessary, add. We strongly advise you to keep a record of this process, 
possibly including a marked-up version showing all of the revisions you made to the generic 
manual and the reasons for them. We also advise you to draft a short overview of their firm’s 
compliance profile, and make it part of your manual.  

 
For example, one of our clients is an SEC-registered investment adviser that has been in 

business for over ten years.  The founder makes all of the firm’s investment decisions, he has 
never had employees, he trades infrequently, his client base has not significantly changed over 
the years, he has been through two SEC examinations resulting in only minor, technical 
deficiencies and he has never had a written investor complaint of any kind. We advised this 
client to put all of the foregoing facts into the introduction to its compliance manual. This 
shows that his relatively limited written policies and procedures are not the result of neglect—
rather they demonstrate that he took steps to comply with the Compliance Rule and eventually 
reached a well-reasoned conclusion that his needs are satisfied by what he has.   

 
It would be wrong to conclude from the foregoing example that this client does not need 

a compliance manual. We cannot emphasize this enough—the Compliance Rule requires all 
SEC-registered investment advisers, and many state-registered investment advisers, to adopt 
written compliance procedures, no matter how simple or limited your business may be.  As the 
SEC’s Gene Gohlke stated in a speech to the Managed Funds Association, “I have been in the 
regulatory business for 30 years, and have yet to see an adviser that does not have a long list of 
areas where its interests can potentially conflict with those of its clients.”2 For example, this 
client’s procedures might include such things as an annual meeting with counsel to review and 
update its soft-dollar policies, advertising practices, “best practices,” or “best execution” 
policies, etc. Its policies also might provide for an annual meeting with its accountant to review 
compliance with the custody rules and procedures for valuing securities, etc. Its policies also 
might provide for the principal to attend at least one industry compliance conference. As this 
example illustrates, even the smallest advisers are likely to be surprised by the extent of their 
needs for written procedures.  

 
Step Four:  Regularly review, revise and document 
 
In addition to adopting written procedures, the Compliance Rule requires you to review 

them at least annually. In our view, proper administration requires more frequent attention. We 
advise you to review your policies and procedures periodically, revise as needed and document 
these actions. When a problem occurs, you will be better off if the CCO can demonstrate to the 
SEC Staff that he or she was faithfully discharging his or her duties as the CCO. At a minimum, 
this would require you to demonstrate that “red flags” were properly reviewed and resolved. 
For example, a material discrepancy between the performance of the firm’s hedge fund and the 
manager’s personal account should raise questions of favoritism, front-running, etc. The CCO 
should document what steps he or she took to detect the discrepancy, understand the reasons 
for it and, if necessary, rectify it. A review might be triggered by changes in your business; e.g., 
a rapid increase in assets under management may necessitate new trading procedures, a large 
position in one issuer may necessitate procedures for reporting under the Williams Act or 
Section 16, a side letter with one or more seed investors may create new conflicts of interest, etc. 
A review also may be necessitated by external developments; e.g., new regulations, a relevant 
court decision, etc. Don’t forget—we advise clients to not only review their policies 

                                                
2 Speech to the Managed Funds Association, May 5, 2005, by Gene Gohlke, Associate Director, Office of Compliance Inspections 
and Examinations  
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periodically, but also to document that they did so. This documentation may be critical in 
establishing an affirmative defense if violations occur. 

Notwithstanding the best-designed policies and procedures, violations will and do 
occur. At the outset of your next SEC examination, you should expect to be asked to provide the 
examiner with a list of all of your firm’s compliance issues since your last exam. Some 
practitioners fear that documenting potential problem areas and keeping a log of “red flags” 
will, in effect, become a road map for the SEC to follow. We disagree, and so does the SEC Staff. 
In a recent speech, a senior staff member of the SEC’s Office of Compliance Inspections and 
Examinations stated that it will be very skeptical of claims that there have been no compliance 
issues since your last inspection. Rather, the SEC Staff will assume you are lying or you are not 
properly administering your compliance program. Either way, you lose. In our view, the 
potential benefit of being able to demonstrate that you have taken reasonable efforts to 
discharge your responsibilities under the Compliance Rule outweighs the risk of creating an 
enforcement road map.  

In conclusion, we remind you that the Compliance Rule represents a departure from 
business as usual. In a recent flurry of inspections focused solely on compliance with the 
Compliance Rule, the SEC Staff reportedly issued deficiency letters to 85% of the firms they 
inspected, ranging in length from 3 to 20 pages. The most cited deficiencies were that advisers 
are putting compliance procedures into place but not following them, their procedures fail to 
take into account all of the firm’s conflicts of interest and they are using off-the-shelf manuals 
that are not sufficiently customized to their organizations. Take steps now to prepare for your 
next examination.  

 
We invite you to contact The Securities Law Group LLP for assistance with the matters 

covered in this overview, or if there is anything in it that you do not understand or might 
question.  

 
A Word About State-Registered Investment Advisers   
 

Many states also require that state-registered investment advisers adopt written policies 
and procedures consistent with the SEC’s Compliance Rule. Even in those states where no such 
regulatory imperative exists, we believe advisers should be following the spirit of the rule. This 
is true whether the adviser is registered with the SEC, a state, or is not registered with any 
regulatory authority. Every investment adviser is a fiduciary to its clients. Any adviser that 
favors itself over its clients, whether or not it is registered with the SEC, runs the risk of a visit 
from the SEC enforcement staff or other regulators. In view of the consequences to reputation 
and pocket book of failing to effectively disclose and manage its conflicts of interest, we are 
advising our unregistered and state-registered clients to be mindful of the spirit of the 
Compliance Rule even though it technically does not cover them, and take steps to develop a 
culture of compliance as a matter of “best practices.”  This approach has multiple advantages:  it 
will ease the eventual transition to SEC registration when your AUM reaches $100 million and 
if a problem arises it will helpful if you can demonstrate the existence of such procedures to 
federal or state regulatory authorities.  
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About	  Us	  

The Securities Law Group LLP is a California-based boutique law firm providing 
specialized legal representation in the areas of investment management, private 
funds and securities law. The firm has a growing client list within California, and 
throughout the United States comprised of hedge funds (domestic and offshore) 
and other investment vehicles, portfolio managers, investment advisers and 
broker-dealers. Our primary objective is to combine the legal expertise and high 
quality work product of a large law firm, with the service orientation and other 
advantages of a small law firm (with an emphasis on value, personalized service, 
responsiveness, accessibility and accountability).  

 
For more information, please visit our website, www.tslg-law.com or email us at 
info@tslg-law.com.  
 
 
 
 

IMPORTANT	  DISCLAIMER	  –	  PLEASE	  READ	  CAREFULLY	  
	  
This	   overview	   is	   not	   intended	   to	   create,	   and	   receipt	   by	   you	   does	   not	   constitute,	   an	   attorney-‐client	  
relationship.	  No	  person	  should	  act	  upon	  any	  information	  contained	  in	  this	  paper	  without	  first	  obtaining	  
competent	   legal	   counsel.	   The	   laws	   and	   regulations	   discussed	   herein	   change	   frequently,	   and	   The	  
Securities	   Law	   Group	   LLP	   makes	   no	   representation	   as	   to	   the	   content’s	   accuracy	   or	   application.	   This	  
overview	  is	  not	  intended	  to	  be	  advertising	  and	  The	  Securities	  Law	  Group	  LLP	  does	  not	  seek	  to	  represent	  
anyone	  seeking	  representation	  based	  upon	  receiving	  this	  overview	  in	  a	  state	  where	  it	  does	  not	  comply	  
with	  all	  laws	  and	  professional	  conduct	  rules	  of	  that	  state.	  	  

	  	  	  

 


