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Considerations for Outsourcing Compliance

Larry Cowen and Keith Marks, Ascendant Compliance Management, Inc.

l. Introduction

In the post—-Dodd-Frank regulatory world, invest-
ment advisers seeking to meet the expectations of
the Securities and Exchange Commission (“SEC”),
or of other regulators, face a common challenge:

How do we manage our business, stay on top
of all the regulatory requirements and changes,
and still meet our day-to-day compliance
responsibilities?

This article discusses the factors investment adviser
firms must consider when determining whether to
tackle regulatory and compliance issues internally
or outsource aspects of their compliance program.

Insights from the 2011 RIA Benchmarking Study

In September 2011, Charles Schwab & Co., Inc.
published an article that contained insights from
the company’s most recent RIA Benchmarking
Study.* Not surprisingly, the article noted that
“[ilncreased reliance on outside experts for compli-
ance has been a strong trend, not only reducing
expense but lowering the risks of overlooking or
misinterpreting evolving requirements.” The article
went on to note that advisers have similarly
increased their reliance on outsourcing for back-
office operational functions, with more than a 40%
increase in outsourcing since Schwab conducted its
last benchmarking study, in 2010.

Many of these findings may indicate that invest-
ment advisers have scalable businesses and that
outsourcing numerous functions, including regulatory
and compliance matters, helps to create that scale.

The 2011 RIA Benchmarking Study concluded the
following:

Between 2010 and 2011, compliance outsourc-
ing increased substantially, from 27% of firms to
38%, with the highest amounts of outsourcing
occurring at small and midsize firms.

® Wealth managers with $25MM-$250MM in
Assets Under Management (AUM) were most
likely to outsource compliance, in the range of
44%-51% of firms. This percentage decreased
to 22% for firms with over $1B in AUM.

® Money managers with $50MM-$100MM in
AUM were most likely to outsource compliance
(59%). This percentage decreased to 29% for
firms with $100MM-$500MM in AUM and to
6% for firms with more than $500MM in AUM.
Firms with $25MM-$50MM in AUM out-
sourced 43% of the time.

® For both types of firms, the peak use of compli-
ance outsourcing was for firms with $50MM-
$100MM in AUM, with wealth managers at 51%
and money managers at 59%.



& OQOverall compliance savings resulting from
outsourcing were estimated to be 26%
compared with the cost of doing the same
function in-house.

The traditional model of tackling everything inter-
nally has been gradually losing ground to the
paradigm of outsourcing for efficiency. Typically, the
individuals devoting their time to compliance at
smaller or midsize firms wear multiple hats. It makes
sense that for many of these firms, outsourcing
compliance functions would leave firm employees
with more time to focus on managing client invest-
ments and cultivating new business. In addition to
strategically outsourcing compliance, many firms are
also recognizing the benefits of outsourcing other
aspects of their business. The rise in popularity of
“turnkey asset management providers” (TAMPSs), for
example, is evidence that advisers are looking for
external solutions to help build their business. This
trend reflects the evolution of an industry in which
regulations and complexity are increasing.

Investment advisers often ask themselves: What
aspects of my compliance program are appropriate
for outsourcing?

As the “Anatomy of a Top-Notch Compliance
Program” diagram on page 3 indicates, there are
certain elements of a compliance program that
require sensory input from someone on the ground
who has a solid understanding of the firm’s opera-
tions. The proper implementation of a compliance
program also requires knowledge, expertise, and
energy. We will use this anatomy analogy through-
out this article to outline the basic elements of a
compliance program and some of the more and
less suitable reasons to outsource.

Il. History and Evolution of Outsourcing
Compliance

The SEC adopted Rule 206(4)-7 (the “Compliance
Program Rule”) under the Investment Advisers Act
of 1940, as amended (the “Advisers Act”) in late
2003. Under the Compliance Program Rule, it is
unlawful for an SEC-registered investment adviser
to provide investment advice unless the firm has
adopted and implemented “written policies and
procedures reasonably designed to prevent viola-
tion of the Advisers Act by the adviser or any of its
supervised persons.”
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Prior to the adoption of the Compliance Program Rule,
a firm’s policies and procedures were not subject to
the same level of SEC and regulatory scrutiny as
they are today. In fact, at that time, the Advisers
Act only referred to “established procedures” solely
from a supervisory standpoint. Section 203(e)(6) of
the Advisers Act has long stated:

For the purposes of this paragraph no person
shall be deemed to have failed reasonably to
supervise any person, if—

(a) there have been established procedures, and
a system for applying such procedures, which
would reasonably be expected to prevent and
detect, insofar as practicable, any such
violation by such other person, and

(b) such person has reasonably discharged the
duties and obligations incumbent upon him by
reason of such procedures and system
without reasonable cause to believe that such
procedures and system were not being
complied with.

Prior to the rule going into effect in 2004, invest-
ment advisers required help with certain regulatory
requirements, including Form ADV maintenance,
state or SEC registration processes and examina-
tions, insider trading procedures, and books and
records requirements.

However, the last several years have seen a
dramatic increase in industry regulations. With the
Compliance Program Rule, the code of ethics rule,
privacy rules at both the federal and state levels,
changes to the custody rule, and other new regula-
tions, such as Dodd-Frank, investment advisers
certainly have a larger compliance mandate than
they did 10 years ago. The resulting additional
compliance program components—such as the
annual compliance review and updates to the firm’s
policies and procedures—are time-consuming,
elaborate projects to manage; advisers require
full-time dedication to keep up.

Some firm principals have found that they can focus
on their business while meeting their compliance
mandates by outsourcing certain tasks to third-
party, independent-thinking compliance counselors
who spend significant amounts of time immersed in
practical applications of compliance and regulatory



issues. Compliance outsourcing can bring focused
brains, strong cores, high energy, and good balance
and agility to a firm’s compliance program.

For some firms, the proof is in the results, or lack
of results, of their regulatory examinations. While
sometimes more infrequent than would be expect-
ed, regulatory examinations can be difficult, time-
consuming, and stressful. An investment manager
cannot expect to accomplish a high level of effec-
tiveness without working towards this goal over a
period of time. Advisers who take the time and
expend the resources to develop an effective
compliance program often find that it helps their
business. In fact, the further memorialization of
policies and procedures that businesses actually
use is a part of the Compliance Program Rule
mandate.

While some firms have been tempted to outsource
their entire compliance program, at least one
director of the SEC’s Office of Compliance Inspec-
tions and Examinations has expressed wariness
about outsourcing the entire role of the Chief
Compliance Officer (“CC0O").2 A firm’s CCO must be
competent, knowledgeable, and empowered to
administer and implement the firm’s compliance
program. In addition, the CCO has the “boots

on the ground” responsibility of being part of

the firm’s day-to-day operations and spending

a reasonable amount of time overseeing the
compliance program.

The SEC’s Compliance Program Rule does not on
its face preclude or prohibit any form of outsourc-
ing. Certain aspects of a compliance program—
such as conducting the annual compliance review,
assisting with risk assessment, or helping to
maintain policies and procedures and Form ADV
documents—can benefit from outsourcing. An
investment adviser that outsources all or part of its
compliance tasks should find value in what is
received back in exchange for its payments.

lll. Key Compliance Program Components
Suitable for Outsourcing

As the anatomy diagram indicates, a top-notch
compliance program requires “boots on the ground”
expertise from the CCO. The CCO is expected to be

intimately familiar with all aspects of the firm and to
use all available “body parts” to run an effective
program. Some of the “body parts” illustrated in
the diagram are inherently suited for outsourcing,
and doing so can be cost-effective.

Anatomy of a Top-Notch Compliance Program

Brain to interpret and
apply existing and new
rules and policies while
analyzing the gray areas Eyes and ears to take
that always arise in —i in the sensory input of
compliance matters compliance

Ability to swallow
the pills of new
SEC regulations

Heart to pump the
lifeblood of energy
into forensic testing
of the compliance
program

Strong core to absorb
the impact from the
marketing and business
side, as well as from
SEC examiners

Firm muscles to support
and implement a
compliance culture

Hands to do the heavy lifting
(i.e., administer the tasks of
the compliance program)

Strong legs to run
from meeting to
meeting while
diligently supporting
the firm’s
compliance culture

Boots on the ground
to handle day-to-day
operations

Following are some areas of a firm’s compliance
program that may be appropriate considerations for
outsourcing:

A. Annual Compliance Review

While there is no single format that can be labeled
the best method for conducting a firm’s annual
review, as required by the Compliance Program
Rule, some firms choose to develop a template,
while others pay for “off-the-shelf” solutions or
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borrow from other firms’ existing templates. Since
the annual review is deemed to be a critical compo-
nent of an SEC-registered adviser’s compliance
program and is subject to review upon examination,
it is important for a firm to devote an appropriate
amount of time to conducting an adequate review.

Investment advisers should take the following into
consideration, among other things, when contem-
plating outsourcing the annual review:

(i) Has my firm devoted enough time and
resources to testing the adequacy of our
compliance program during the year?

(i) Does our CCO have the appropriate background
to understand what the SEC is looking for when
it inspects the firm’s annual review?

(iii) Will an outside consultant be able to help
uncover compliance gaps or other risks that
might otherwise go unnoticed?

The SEC has stated that it uses the annual review
during an exam as a barometer of a firm’s under-
standing of its own enterprise risks. Since the
annual review is subject to inspection by the SEC, it
is often used as a gauge by which the SEC deter-
mines whether and where to probe deeper into a
firm’s operations to look for potential deficiencies.
Therefore, ensuring that the finished product will
meet SEC expectations is a critical step in convinc-
ing the SEC staff during an exam that the firm’s
compliance program is robust.

An outsourced solution may be an appropriate
answer to this particular task, as third parties that
have seen a wide spectrum of investment manage-
ment clients may be particularly suited to focus on
riskier aspects of an adviser’s business. At a
minimum, an annual review by an outsourced firm
should begin with a review of documents ahead of
an on-site visit. Shortly thereafter, a summary of
the outsourced provider’s findings and recommen-
dations should be sent to the adviser, along with an
offer of assistance to correct the deficiencies.
Typically, the pre-review stage consists of request-
ing the adviser’'s most current policies and proce-
dures, code of ethics, and risk assessment, as well
as a sample advisory agreement, an organizational
chart, and copies of the most recent SEC examina-
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tion deficiency letter and the firm’s response. Then,
when the outsourced provider is on-site, they can
conduct interviews of key personnel and perform
tasks such as the following:

B Reviewing trade blotters to test for patterns of
inappropriate allocations or favoring certain client
accounts, or to detect patterns in trade errors

® Reviewing the firm’'s documented process for
testing its best-execution obligation and its
soft-dollar commitments or directed brokerage
arrangements

B Reviewing regulatory filings and comparing them
with securities portfolio information provided in
the trade blotter and in client account statements

® Reviewing marketing and advertising material
and comparing it against internal records to
verify accuracy of the statements made to
clients or prospects

® Reviewing code of ethics compliance, including
the reporting of personal securities transactions
against client transactions and verifying the
firm’s systems are adequate

® Assessing the firm’s commitment to technology
and identifying potential vendor solutions

® Conducting a targeted review of employee emails
to detect behavior that may be inconsistent with
the firm’s policies and procedures

B Reviewing risk management and exception
reports to identify deviations from stated invest-
ment objectives or restrictions

The task of documenting the annual review is
delicate, since deficiencies that go unaddressed
can come back to haunt the firm during its next SEC
visit. A bad scenario is for an adviser to document
problems and then do nothing to remedy them. An
appropriate process may involve the outsourced
provider liaising with the firm’s CCO to implement
suggested changes or modify the firm’s processes
to correct material problems.

Consider an example in which a firm discovers
during the annual review that, despite having a
stated allocation methodology for investments
across client accounts, investments are not being



allocated accordingly. The outsourced provider can
provide assistance drafting tailored procedures to
address the allocation processes, suggest techno-
logical solutions that the firm might not have been
aware of, or recommend alternative allocation
methodologies that have worked for other firms with
similar investment strategies.

While it is certainly possible to accomplish this
in-house, outsourcing allows new ideas to enter the
firm’s thought processes—and the outsourced
provider can do some of the heavy lifting. In short,
by assisting with the annual review, the outsourced
provider provides the “protein” to support the
CCO’s muscular system.

It is not uncommon to hear a concern that this type
of compliance outsourcing is not covered by the
attorney-client privilege. For SEC-registered firms and
for many state-regulated advisers, completing the
annual review is the fulfillment of a regulatory require-
ment. The task of completing the annual review and
remedying compliance issues is, in fact, extraordi-
narily difficult to get covered by the attorney-client
privilege—even when the review is conducted by an
attorney. An annual review is meant to uncover
compliance issues that cannot be buried under the
attorney-client privilege. Nevertheless, advisers are
wise to consult with their legal counsel about the
scope of the privilege and the conduct of their
annual review.

B. Risk Assessment

Just as they might outsource the annual review,
advisers often hire outside firms to conduct a risk
assessment that can be used as a practical guide
to developing more robust compliance procedures.
Often, advisers adopt compliance procedures that
are unnecessarily burdensome in areas that pose
low risks to the firm; conversely, the same set of
procedures lack sufficient “teeth” to detect and
prevent material risks from developing into full-
blown issues. The risk assessment process strate-
gically and methodically analyzes each substantive
area of an adviser’s operations and seeks to
identify material gaps or conflicts of interest that
elevate a particular business function to a higher
risk category. The risk assessment task is particu-
larly well suited for outsourcing—an experienced
independent provider can draw from prior experi-
ence at other firms and identify risks that are often
hiding in plain view from the adviser’s personnel.

The risk assessment process is immediately viewed
as a value-add by senior management, clients, and
investors—it shows that the firm is demonstrating
its commitment to ferreting out the aspects of the
business that can potentially jeopardize the entire
enterprise.® After conducting an effective risk
assessment, an adviser is armed with an outline for
identifying which areas of its business require
additional resources, enhanced procedures, and/or
internal controls. A risk assessment can look
something like the following:

Risk Identification m Location of Policy Risk Rating

Valuation All client holdings are
publicly traded, high-volume

stocks

Use of custodian values,
spot-check accuracy

Section 4, Valuation;
Section 5, Billing
Procedures

Insider Trading | Trading with counterparties,
value-added investors,

former employees

Sign-off on insider trading
policy, training, email reviews,
most profitable trade review

Section 8, Insider High
Trading

Failure to achieve best
execution because of
conflicts or inefficiencies

Best Execution

Quarterly evaluations,
third-party data, conflict
identification

Section 12, Best Medium

Execution

Looking for more information on compliance or regulatory issues?
Schwab’s compliance website includes a searchable database, compliance tools and many other
resources to assist you. Visit www.schwabadvisorcenter.com > News & Resources > Compliance.

(See page 7 for more information.)
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While this illustration is an oversimplified example,
it conveys the purpose behind a successful risk
assessment: to assign ratings to existing business
areas and identify the controls in place to mitigate
those risks. Again, experience plays a key role in
the effectiveness of certain of these compliance
areas. A CCO who is immersed in his or her firm’s
business operations is well suited to conduct a
thorough risk assessment using the sensory input
obtained on a daily basis. Equally, advisers that
choose to outsource the risk assessment gain a
valuable tool in their arsenal of compliance weap-
ons used to combat “anatomical” deficiencies. By
outsourcing the risk assessment, an adviser can
uncover larger issues that are sometimes missed
by those in the trenches. This broad view can be a
critical step in identifying areas of an adviser’s
compliance program that require additional resourc-
es, or riskier aspects of an adviser’s business that
merit further employee training.

C. Updating Policies and Procedures/Consolidating
Complex Compliance Manuals

Investment advisers are required not only to keep
up with the implementation of current federal
securities laws and SEC regulations, but also to
keep up with interpretive guidance and other
regulatory pronouncements and industry trends
(such as no-action letters, FAQs, and rule releases).
The average CCO often does not have the time to
stay on top of all of this, particularly in the post—
Dodd-Frank era.

Generally, a CCO’s time is spent conducting the
ongoing testing and resolution of day-to-day compli-
ance matters. An added benefit to using outsourced
providers is that they offer exposure to the way other
registered advisers conduct themselves, especially
with regard to developing substantive policies and
procedures on major groundbreaking compliance
topics (e.g., disclosure requirements, privacy
regulations, fiduciary obligations, whistleblower
rules, insider trading, email and social media, fair
valuation, etc.). Outsourced providers support the
“anatomy” of a CCO by taking on the challenge of
updating the compliance manual and code of ethics
in @ manner that is tailored to the firm’s operations.

In certain cases, a CCO with top-notch time man-
agement skills can take sections of the firm’s
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policies and procedures and draft tailored edits to
reflect the processes by which the firm implements
its larger policies. Rather than outsourcing this
component, some firms choose to devote internal
resources to outline the procedures that external
resources simply cannot articulate without spend-
ing significant amounts of time understanding the
firm’s operations. This may be a viable alternative
to outsourcing this aspect of the compliance
program if there are sufficient resources provided
to the CCO and the CCO enlists the business units’
assistance in drafting the procedures.

On the other hand, an outsourced provider may be
an option for the task of updating a firm’s policies
and procedures if the CCO wears multiple hats or
cannot devote the time necessary to interviewing
the respective business unit leaders to produce a
detailed set of procedures. In such circumstances,
outsourced providers might be an ideal alternative,
as they can objectively probe those business units
to identify the day-to-day steps they follow in
executing their job functions and then map the
appropriate compliance procedures back to those
steps. For example, in a smaller firm, portfolio
managers or operations staff may input trade
orders through a portfolio accounting system or
may upload trade files to a custodial trading
platform. An outsourced provider with familiarity
across numerous front-end trading systems may be
particularly skilled in designing procedures and
cross-checks that prevent operational errors or
trade errors from occurring. This “objectivity
component” is a strategic consideration as a firm
decides whether to outsource this aspect of its
compliance responsibility.

Some firms that have been operating for a long
time will often have a large, uncoordinated set of
policies and procedures. Outsourced providers may
provide relief to those firms by reorganizing their
compliance policies and removing sections that are
unnecessary while adding provisions to sections
that are noticeably inadequate or are missing
altogether. For example, consider an asset manage-
ment division that is affiliated with a banking institu-
tion or broker-dealer firm. It is not uncommon for
the policies and procedures of the advisory entity to
be shared with, or borrowed from, the bank or the



written supervisory procedures of the broker-dealer.
In those instances, the policies and procedures
might include overly detailed operational proce-
dures that are not necessarily appropriate for an
adviser’s compliance manual, or the procedures
might be assembled in a manner that confuses
employees or regulators. Further, as new rules are
passed over time, the firm may have adopted
procedures that do not fit logically within any of the
existing sections of the adviser’s policy manual. An
outsourced provider may be an ideal solution to do
the heavy lifting associated with the reorganization
of the adviser’s procedures and, in particular, to
weigh in on the addition of critical procedures that
have been omitted while recommending the dele-
tion of older, outdated procedures that no longer
belong in the adviser’'s manual.

D. SEC Registrations and Preparation for Examinations
As a result of SEC regulations that came into effect
in mid-2011, advisers to private investment funds,
venture capital funds, and private equity funds that
do not otherwise qualify as “exempt reporting
advisers” will be required to register as advisers in
2012. Outsourced providers are particularly well
suited to assist in the preparation of an adviser’s
Form ADV, along with the policies and procedures,
codes of ethics, and other written documents.

A strong outsourced provider can help a newly regis-
tering firm adapt to a new form of recordkeeping,
and understand what is involved during an SEC
examination. Many venture capital or private equity
fund managers that are not currently registered as
investment advisers are trying to determine whether
they qualify for an exemption from registration or
whether they can manage their business in a
manner that continues to qualify the firm for an
exemption. Firms that cannot meet any applicable
exemption, or that want to prepare for the situation
in which they may no longer qualify for an exemp-
tion, must register as an adviser.

In these scenarios, an outsourced provider may be
uniquely positioned to spend time on-site at an
advisory firm and, in doing so, mold the firm’s
compliance program in a manner that prepares
both management and supervised persons for
administering the program. Furthermore, by having
an outsourced provider participate on-site, the firm
will be inevitably more confident when responding
to initial SEC examination requests. An outsourced
provider that spends the time understanding the
firm’s business prior to SEC registration is posi-
tioned to assist the firm in adopting revised compli-
ance procedures in response to SEC deficiencies
after an examination. By recommending forensic
tests that are successfully implemented at other
firms, an outsourced provider can add value by
creating compliance testing procedures for a newly
registered firm that is contending with the Compli-
ance Program Rule for the first time.

IV. Conclusion

An investment adviser must undertake its own
cost-benefit analysis of using an outsourced
provider, internal resources, or a combination of
both to maintain its compliance program. Cost is
always an issue that demands consideration, and
firms usually weigh the cost of the outsourced
provider against hiring a new employee or deputiz-
ing someone internally to serve as the CCO.
Because of the drain on internal resources, smaller
firms tend to use outsourcing for many or all of their
compliance tasks, while larger firms tend to use
outsourced providers to manage certain projects
only, or as a litmus test to determine their level of
compliance risk. Each firm must individually analyze
the pieces of its compliance program to assess
whether certain aspects are ripe for outsourcing. An
outsourced provider that gains an intimate knowledge
of an adviser’s business—and that is an expert in
the specific compliance issues relating to that
business—may be more proactive in counseling the

Online Compliance Resources

Visit www.schwabadvisorcenter.com > News & Resources > Compliance for compliance and regulatory information.

Schwab works with third-party firms to provide select resources that help keep you informed of certain regulatory
and compliance developments. Access Compliance Hot Topics, templates and guideline documents, a Rulemaking
Calendar, archived issues of Compliance Review, third-party resources and discounts. These resources are
complimentary and exclusive to advisors who work with Schwab Advisor Services.
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firm on industry best practices and regulatory
developments. By providing on-site training and other
educational opportunities, an outsourced provider
offers a more well-rounded view of the compliance
trends in the investment adviser community.

The Schwab RIA Benchmarking Study notes a growing

function is playing within the investment adviser
community. The peace of mind that is provided by
outsourcing aspects of an adviser’'s compliance
program may be reason enough for advisers to
select an outsourced provider. In an age where new
regulations are promulgated with increasing frequen-

cy, the trend toward outsourcing discrete aspects of
a firm’s compliance program will likely continue to
increase in the investment adviser community.

trend toward strategic outsourcing of compliance
tasks. This trend may also be a reflection of the
increasing visibility and role that the compliance
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