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to all investment advisers and investment companies 
as well as their CCOs (not just those employed at third 
parties) along with the application of those issues to 
their compliance programs. This first article explores  
the background that gave rise to the Risk Alert; allocation 
of resources to compliance; and CCO independence and 
empowerment. The second article will clarify written 
policies and procedures as well as outline steps to 
enhance firms’ culture of compliance. See “The Role  
of Outsourced Compliance Consultants in the Hedge 
Fund Compliance Ecosystem” (Jun. 27, 2014). For more 
on CCO responsibilities, see “SEC Chief of Staff Offers 
Nine Key Considerations for Investment Adviser and 
Broker-Dealer Compliance Officers” (Oct. 22, 2015); and 
“SEC Enforcement Action Shows Hedge Fund Managers 
May Be Liable for Failing to Adequately Support  
Their CCOs” (Jul. 23, 2015).
 

Background
 
In 2003, the SEC adopted Rule 206(4)-7 under the 
Investment Advisers Act of 1940 (Advisers Act) and Rule 
38a-1 under the Investment Company Act of 1940. These 
so-called “Compliance Rules” require investment advisers 
and investment companies to:
 
1. adopt and implement written policies and 

procedures that are reasonably designed to prevent 
violations of applicable securities laws and rules;

2. designate an individual as CCO to be responsible  
for administering the policies and procedures; and

3. review at least annually the policies and procedures, 
including their implementation, for adequacy.

 
From the start, SEC staff expressed concern about the 
capability of an outsourced CCO to handle his or her 
responsibilities under the new rules. In a June 2004 

As recent reports of the firing by JPMorgan Chase  
of the head of its government debt trading desk and 
another trader for compliance violations make clear, 
it is vital for hedge fund managers and other financial 
services firms to take compliance seriously. As part of  
its effort to ensure that regulated firms devote sufficient 
attention and resources to compliance, the SEC Office 
of Compliance Inspections and Examinations (OCIE) 
issued a Risk Alert in November describing its recent 
“Outsourced CCO Initiative.”[1] As outlined in the Risk 
Alert, OCIE staff conducted examinations of almost 20 
investment advisers and investment companies that 
outsource their chief compliance officer (CCO) functions. 
The Risk Alert set forth some of the staff’s observations 
from those examinations, highlighting compliance  
issues seen at a number of the examined firms.
 
While the Risk Alert provides significant guidance  
to firms that outsource their CCOs, many of the issues 
and concerns addressed in the Risk Alert – such as  
the importance of engaged and empowered  
compliance officers, as well as the critical role  
played by firm leadership in establishing a culture  
of compliance – are likewise applicable to firms with  
in-house CCOs. Many of these same issues have been 
cited in recent SEC enforcement actions against firms 
whose CCOs are in-house. All investment advisers  
and investment companies and their compliance  
officers – employed in-house as well as at third  
parties – should consider the issues addressed  
in the Risk Alert, the application of those issues to  
their own compliance programs and possible steps  
to enhance their internal compliance programs.
 
In a two-part guest series, Andrew W. Reich, counsel 
at BakerHostetler, analyzes the Risk Alert and offers 
guidance on the issues addressed therein applicable 
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SEC’s June 2015 settled administrative proceeding 
against the investment adviser Pekin Singer Strauss  
Asset Management Inc. and three of its senior officers.[6] 
The SEC found that the firm and the officers had violated 
section 206(4) of the Advisers Act and Rule 206(4)-7, 
among other provisions, due in large part to the failure 
of the firm president to make the compliance program  
a priority for the firm. The SEC found that the president:
 
• promoted an individual who was inexperienced  

in compliance to serve as CCO;
• did not provide him sufficient guidance regarding 

the duties and responsibilities of a CCO;
• failed to provide sufficient staff to assist the CCO;
• required the CCO to seek the president’s approval  

for compliance expenditures; and
• directed the CCO to prioritize his other 

responsibilities over compliance.
 
Between his investment research and other 
responsibilities, the CCO was able to devote only  
10%-20% of his time on compliance, and he was  
unable to complete timely annual reviews of the  
firm’s compliance program. When the CCO warned that 
the firm would not be ready for an SEC examination, the 
president replied that the firm’s primary responsibility 
was serving clients and that it could address any 
problems that came up in an SEC examination at the 
relevant time. Consequently, the SEC concluded that  
the president dedicated insufficient resources to 
compliance, which contributed substantially  
to compliance failures at the firm.
 
The SEC’s settled administrative action against 
investment adviser du Pasquier & Co., Inc.[7] similarly 
found that the firm had improperly diverted the 
attention of its in-house CCO to non-compliance  
matters. The SEC found that du Pasquier’s CCO had 
carried out few, if any, compliance responsibilities  
over a period of years, but rather devoted her  
time to managing customer accounts.
 
In October 2015, the SEC cited inadequate funding 
and attention to compliance, among other issues, in its 
settled administrative action against James T. Budden 
and Alexander W. Budden, two former senior officers 

speech, Lori Richards, then Director of OCIE, stated  
that “[w]hile the rule does not preclude outsourcing,  
let me caution you . . . [i]t would be logical to infer that  
a reasonable amount of time would have to be spent  
not only overseeing the structure of the compliance 
program but its implementation as well. Because  
of this, I am wary about whether a compliance  
‘rent a cop’ could really be up to the task.”[2]

 
More recently, the staff again signaled its concern  
over outsourced CCOs. In June 2015, the SEC proposed 
changes to Form ADV, including a new requirement  
that each investment adviser report whether its CCO  
is compensated or employed as a CCO by any person 
other than the adviser (or a related person), and if so,  
by whom.[3] The proposing release explained that 
because examination staff found significant variation in 
the quality and effectiveness of outsourced CCOs, having 
advisers identify outsourced CCOs could help the staff 
assess potential risks.[4] See “A Roadmap to the SEC’s 
Proposed Changes to Form ADV” (Jun. 4, 2015).
 
These concerns led OCIE to launch its Outsourced CCO 
Initiative. As seen below, while the Risk Alert focuses on 
outsourced CCOs in particular, it highlights a number of 
compliance deficiencies that the SEC has found to be the 
basis of findings of violations by in-house CCOs, as well.
 

Prioritizing and Allocating Sufficient  
Resources to Compliance

 
One of the areas of focus in the Risk Alert is the extent  
to which firms demonstrate that compliance is a priority, 
including whether the firm dedicates sufficient resources 
to compliance. According to the Risk Alert, outsourced 
CCOs with sufficient support from a firm were more likely 
to be effective, while significant compliance-related 
issues were more frequently seen at firms that did  
not appear to provide the outsourced CCO  
with sufficient resources.[5]

 
Similarly, when examining firms with in-house CCOs, 
the SEC has long focused on firms’ prioritization of 
compliance, including with regard to allocation of 
resources. One prominent recent example was the  
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The SEC’s concerns about CCO independence and 
empowerment are not new, nor are they limited to 
outsourced CCOs. For example, in the 2003 adopting 
release for the Compliance Rules, the SEC cautioned  
that an investment adviser’s CCO “should be empowered 
with full responsibility and authority to develop and 
enforce appropriate policies and procedures for the  
firm” and “should have a position of sufficient seniority 
and authority within the organization to compel others 
to adhere to the compliance policies and procedures.”[11]

of the investment adviser Professional Investment 
Management, Inc.[8] The SEC found that after the 
Buddens designated an individual, Douglas Cowgill, 
as the firm’s CCO, they never provided any funding, 
training or resources to support Cowgill as CCO; knew 
or should have known that Cowgill stopped performing 
compliance reviews after 2007; did nothing thereafter to 
ensure that Cowgill carried out his CCO responsibilities; 
and failed to ensure that the firm established policies 
and procedures to prevent client assets from being 
misappropriated via checks or wire transfers.
 

CCO Independence and Empowerment
 
Another area highlighted in the Risk Alert is the  
extent to which outsourced CCOs are provided  
with independence and empowerment within their  
firms. The Risk Alert states that annual reviews more  
accurately reflected the firm’s actual practices when  
they were conducted by outsourced CCOs able to  
independently obtain the records they deemed  
necessary for conducting the reviews. In addition, certain 
outsourced CCOs visited their firms’ offices infrequently 
and conducted only limited reviews of documents or 
training on compliance matters while onsite, and  
as a result appeared to have limited authority  
within their organizations.[9]

 
As noted in the Risk Alert, these issues lay at the  
heart of the SEC’s March 2015 settled administrative 
proceeding against the affiliated investment advisers 
Aegis Capital, LLC and Circle One Wealth Management, 
LLC; their chief operating officer; the consulting firm  
to which they outsourced their CCO functions; and  
the individual at that consulting firm they designated  
as their CCO.[10] The SEC found that Aegis Capital and  
Circle One filed Forms ADV with the SEC that grossly  
overstated their assets under management and total  
number of client accounts. The SEC attributed these  
failings in part to the fact that, in preparing the Forms  
ADV, the outsourced CCO did not personally review  
the firms’ records, relying instead on information  
that was provided to him by firm personnel.
 

Author bio and footnotes follow Part Two.
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managers: “The Value of Legal and Compliance Staff” 
(Mar. 12, 2015); and “Trends in Legal and Compliance 
Hiring and Staffing” (Mar. 19, 2015).
 

Written Policies and Procedures
 
In addition to the two areas discussed in the prior  
article, a third crucial area addressed in the Risk Alert 
involved firms’ written policies and procedures. Among 
the failings observed at some firms with outsourced 
CCOs were the absence of written policies and 
procedures for certain areas critical to a firm; failure  
to ensure that a firm’s written policies and procedures 
were sufficiently tailored to the firm’s business and  
risks; and failure to ensure that written policies  
and procedures were, in fact, implemented.
 

Critical Policies and Procedures Not Adopted
 
As the Risk Alert notes, while Rule 206(4)-7 under  
the Investment Advisers Act of 1940 (Advisers Act) and 
Rule 38a-1 under the Investment Company Act of 1940 
(Investment Company Act) – collectively, the so-called 
“Compliance Rules” – do not specify particular areas 
that must be addressed in a firm’s written policies and 
procedures, the Compliance Rules’ adopting release 
states that an adviser’s policies and procedures should, 
at a minimum, address the following ten areas, to the 
extent they are relevant to that adviser:
 
1. Portfolio management processes, including 

allocation of investment opportunities among  
clients and other issues;

2. Trading practices, including best execution  
and soft dollar arrangements;

The SEC remains keenly concerned with ensuring  
that hedge fund managers and other regulated firms 
devote sufficient resources to compliance. See “SEC Chief 
of Staff Offers Nine Key Considerations for Investment 
Adviser and Broker-Dealer Compliance Officers” (Oct. 22, 
2015). In November 2015, the SEC Office of Compliance 
Inspections and Examinations (OCIE) issued a Risk Alert 
describing its recent “Outsourced CCO Initiative”  
and highlighting compliance issues observed  
at firms that outsourced their chief compliance  
officer (CCO) function.[1]

 
However, the guidance offered in the Risk Alert  
is relevant not only to firms with outsourced CCOs.  
All investment advisers, investment companies  
and their compliance officers – in-house as well  
as at third parties – can learn from the Risk Alert,  
using the issues it addresses to enhance their  
internal compliance programs.
 
In this two-part guest series, Andrew W. Reich,  
counsel at BakerHostetler, offers guidance on the  
issues in the Risk Alert applicable to all investment 
advisers and investment companies as well as their  
CCOs, along with the application of those issues to  
their compliance programs. This second article addresses 
written policies and procedures and suggests steps for 
firms to enhance their culture of compliance. The first 
article explored the background that gave rise to the  
Risk Alert; allocation of resources to compliance; and 
CCO independence and empowerment.
 
For more on outsourcing CCO responsibilities, see  
“The Role of Outsourced Compliance Consultants in  
the Hedge Fund Compliance Ecosystem” (Jun. 27, 2014); 
and our two-part series on in-house staff at hedge fund 
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S-P), including policies and procedures relating to 
periodic risk assessments, firewall, encryption and 
cybersecurity incident response). See “Investment 
Adviser Penalized for Weak Cyber Policies; OCIE 
Issues Investor Alert” (Oct. 1, 2015).[7]

• In re Mackensen & Co., Inc. (adviser had  
no written policies and procedures related  
to performance advertising).[8]

• In re Tri-Star Advisors, Inc. (adviser failed to  
adopt written compliance policies and procedures 
reasonably designed to prevent violations of the 
Advisers Act regarding principal transactions).[9]

• In re Acamar Global Investments, LLC (adviser had 
no written policies and procedures concerning 
advertising performance calculation, portfolio 
management, conducting an annual review  
or Form ADV disclosures).[10]

 

Policies and Procedures Not Tailored  
to the Firm’s Business
 
The Risk Alert observes that several firms had  
compliance manuals that were created using 
outsourced CCO-provided templates, but some of the 
templates were not tailored to the firms’ businesses and 
practices. This led to the adoption of policies that were 
inapplicable to the firm or inconsistent with the firm’s 
practices.[11] Examples cited in the Risk Alert include 
policies related to performance advertising when the 
firm did not advertise performance; the practice of 
collecting management fees quarterly in advance when, 
in practice, clients were billed monthly in arrears; and 
policies that continued to identify departed employees 
as responsible for designated compliance tasks.
 
According to the Risk Alert, firms with outsourced 
CCOs who frequently and personally interact with firm 
personnel tend to have fewer inconsistencies between 
their compliance policies and procedures and the  
firms’ actual business practices.[12]

 
While this issue of firm policies and procedures that  
are inconsistent with actual practices may be particularly 
acute in the case of outsourced CCOs, it has also arisen 
in SEC actions against firms with in-house CCOs. In the 

3. Proprietary trading and personal  
trading by supervised persons;

4. Accuracy of disclosures, account  
statements and advertisements;

5. Safeguarding of client assets from conversion  
or inappropriate use by advisory personnel;

6. Accurate creation and retention of required records;
7. Marketing of advisory services;
8. Processes to value client holdings and  

assess fees based on those valuations;
9. Privacy protection of client records  

and information; and
10. Business continuity plans.[2]

 
The Risk Alert states that, in its examinations of  
firms with outsourced CCOs, the staff observed that 
several firms lacked policies and procedures in critical 
areas – in general with regard to conflicts of interest, and 
in particular in areas such as compensation practices; 
portfolio valuation; brokerage and execution; and 
personal securities transactions by access persons.[3] The 
Risk Alert suggests that the failings could be attributable 
to the outsourced CCO’s lack of familiarity with the  
firm’s business or compliance risks.[4]

 
Firms’ failures to adopt key policies and procedures 
have frequently been cited in SEC enforcement actions 
involving in-house CCOs. Among the SEC actions in  
2015 citing this deficiency are the following:
 
• In re Cranshire Capital Advisors, LLC (adviser’s 

compliance manual did not include a written policy 
or procedure for determining when a particular  
item was properly chargeable to a fund).[5]

• In re Cherokee Investment Partners, LLC (adviser 
failed to adopt written policies and procedures 
reasonably designed to prevent violations  
regarding expense allocation). See “Specific 
Disclosure Before Charging Legal Expenses  
to Funds May Help Investment Advisers  
Avoid SEC Scrutiny” (Nov. 19, 2015).[6]

• In re R.T. Jones Capital Equities Management, Inc. 
(adviser failed to adopt any written policies and 
procedures reasonably designed to safeguard clients’ 
personally identifiable information, as required by 
the Safeguards Rule (Rule 30(a) of SEC Regulation 

Volume 9, Number 10 March 10, 2016
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For example, whereas the firm’s advisory compliance 
manual required that marketing materials be reviewed 
by the designated compliance officer, certain 
publications had been disseminated to the  
public without such a review.[17]

 

Steps Firms May Consider to Enhance  
Their Culture of Compliance

 
In light of the issues flagged by OCIE in the Risk Alert, 
and the regulatory risks demonstrated by these recent 
SEC enforcement actions, firms may consider any  
or all of the following steps to enhance their  
culture of compliance:
 
• Revising the firm’s code of ethics. Under Advisers 

Act Rule 204A-1, registered investment advisers are 
required to establish, maintain and enforce a written 
code of ethics, including a standard of business 
conduct for supervised persons and provisions 
requiring compliance with applicable federal 
securities laws. Firms may consider going beyond 
boilerplate language, such as by establishing a policy 
that business or other functions or responsibilities 
shall not be permitted to distract or interfere with 
compliance professionals’ performance of their 
compliance functions and responsibilities.

• Ensuring that the CCO is sufficiently experienced 
in compliance issues, as well as educated and 
trained on essential aspects of the firm’s business 
and processes. Firms could establish minimum 
experience levels for the CCO position and  
establish a mechanism to ensure, at least  
annually, that CCOs are up to date on any  
material changes in the firm’s business.

• Revising the firm’s compliance and supervisory 
manuals to both empower and place responsibility 
on the CCO. For example, CCOs could be explicitly 
provided the primary authority and responsibility 
to determine, evaluate, revise and update the firm’s 
compliance policies and procedures. CCOs could 
also be given authority to determine the scope and 
manner of compliance reviews. Firms may consider 
adopting procedures mandating that CCOs, when 
conducting annual compliance reviews, may not  

SEC’s action against du Pasquier & Co, Inc., discussed 
in the first article in this series, the SEC found that the 
firm had relied on an “off-the-shelf” investment advisory 
compliance manual template, and that, while the firm 
tailored a number of the sections of the template 
appropriately, it failed to edit others, leaving the firm 
without a customized set of established procedures.
[13] For example, the SEC stated that the firm had left 
unchanged language in the template stating that certain 
security measures for safeguarding client information 
“should” be taken by the firm, and failed to identify  
which of the measures it would actually use.
 

Policies and Procedures Not Implemented
 
The Risk Alert also addresses the failure of some  
firms with outsourced CCOs to ensure implementation 
of the written policies and procedures that the firm had 
adopted. The Risk Alert states that the staff observed 
“instances in which compliance policies and procedures 
were not followed” or the firms’ “actual practices were  
not consistent with the description” in the firms’ 
compliance manuals.[14]

 
Some firms with outsourced CCOs failed to  
perform certain critical control procedures, OCIE  
noted in the Risk Alert, or did not perform them as 
described, such as in the areas of fee and expense 
allocations, review of solicitation activities, trade 
allocation, performance advertising, personal  
trading and trade reconciliation.[15]

 
As with the other issues discussed above, recent 
SEC actions have cited firms with in-house CCOs 
for compliance programs that failed to abide by or 
implement stated policies and procedures. In the  
SEC’s settled administrative proceeding against  
Cranshire Capital, the SEC found that the adviser’s 
compliance manual stated that funds’ accounts were 
reviewed and priced on a regular basis by a third-party 
administrator when, in reality, only the adviser was 
pricing the portfolio.[16]

 
The SEC likewise found that du Pasquier & Co. failed to 
ensure that certain of its procedures were implemented. 

March 10, 2016Volume 9, Number 10
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Thus, all firms – whether or not they use outsourced 
CCOs – are well advised to review the issues in the Risk 
Alert and the enforcement cases discussed; determine 
the extent to which such issues apply to their firms; and 
consider revising their compliance programs accordingly.
 
 

 
 

rely entirely on representations by management, but 
rather must perform some review or spot-checking 
of pertinent documents or other resources.

• Establishing a mechanism – which may involve 
the board of directors (or equivalent body) or a 
committee thereof – to ensure adequate funding for 
compliance efforts. An appropriate level of funding 
for compliance will vary widely from firm to firm, 
including factors such as the size of the firm and the 
nature of its business. Firms may wish to codify the 
principle that funding shall be sufficient to enable 
the firm’s compliance officer(s) to establish and 
implement a program capable of surveilling for, 
identifying, analyzing, resolving and remediating 
material compliance issues, and sufficient to fully 
carry out all responsibilities set forth in the  
firm’s written procedures.

 

Conclusion
 
There is no clear line of demarcation between 
compliance policies and procedures that are “reasonably 
designed” to prevent violations of the federal securities 
laws and those that are not. Nor is there any such line 
clearly separating compliance programs that may be 
deemed adequate from those that may be deemed 
deficient, particularly in hindsight.
 
Likewise, there is no easy way to quantify concepts 
such as firm prioritization of compliance or CCO 
empowerment. (Certain other issues, such as compliance 
policies and procedures that are routinely not followed, 
or that contradict the firm’s actual practices, are  
easier to identify and fix.)
 
OCIE designed its Risk Alert to raise awareness of  
some of the compliance concerns present at firms 
that outsource their CCO function, and to serve as a 
guide that those firms can use to assess and improve 
the effectiveness of their compliance programs. As 
demonstrated in this article series, through a sampling 
of recent enforcement actions, many of these same 
concerns are present at firms with in-house CCOs.
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[1] Examinations of Advisers and Funds that Outsource Their Chief Compliance Officers,  
National Exam Program Risk Alert (Nov. 9, 2015) (Risk Alert).
[2] Lori A. Richards, “The New Compliance Rule: An Opportunity for Change” (Jun. 28, 2004).
[3] Amendments to Form ADV and Investment Advisers Act Rules, 80 Fed. Reg. 113 (Jun. 12, 2015).
[4] Id. at 3722. Last summer, the Financial Crimes Enforcement Network (FinCEN), a bureau of the U.S. Treasury 
Department, indicated its own preference for in-house compliance officers, in connection with proposed new rules to 
require that investment advisers adopt minimum standards for their anti-money laundering (AML) programs. One of 
FinCEN’s proposed provisions would require investment advisers to designate a person or persons to be responsible 
for implementing the firm’s AML program. According to FinCEN’s proposing release (not the proposed provision itself ), 
a person designated as an AML compliance officer “should be an officer of the investment adviser.” 80 Fed. Reg. 169 
at 52689 (Sep. 1, 2015). While some form of the proposed FinCEN rules are likely to be adopted, it remains to be seen 
whether this statement in the proposing release will be construed as mandating, or merely suggesting, that the AML 
compliance officer be employed in-house. See our two-part series on how hedge fund managers can establish and 
operate an AML program under FinCEN’s proposed rules: Part One (Nov. 5, 2015); and Part Two (Nov. 12, 2015).
[5] Risk Alert at 3-4.
[6] Advisers Act Rel. No. 4126 (Jun. 23, 2015).
[7] Advisers Act Rel. No. 4004 (Jan. 21. 2015).
[8] Advisers Act Rel. No. 4225 (Oct. 13. 2015). BakerHostetler represents Professional Investment  
Management, Inc. and Cowgill in a separate SEC enforcement proceeding.
[9] Risk Alert at 4, 6.
[10] Advisers Act. Rel. No. 4054 (Mar. 30, 2015).
[11] Compliance Programs of Investment Companies and Investment Advisers, 68 Fed. Reg. 247 at 74720 (Dec. 24, 
2003) (Compliance Rules Adopting Release). Anticipating an issue of direct significance to CCOs, the SEC also advised 
in the adopting release that the designation of CCO “does not, in and of itself, carry supervisory responsibilities,” and 
that a CCO would “not necessarily” be subject to sanction for failing to supervise other advisory personnel. Id. at n. 
73. The issue of CCO liability, of course, remains hotly debated today. See, e.g., SEC Enforcement Director Andrew 
Ceresney’s keynote address the 2015 National Society of Compliance Professionals annual conference. See also  
“SEC Enforcement Director Assures CCOs They Need Not Fear SEC Action Absent Wrongdoing” (Nov. 19, 2015).
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[17] Advisers Act Rel. No. 4004 (Jan. 21. 2015).


