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An overview of the private equity
compliance landscape
By Charles Lerner, Fiduciary Compliance Associates LLC

‘It is easier to stay out of trouble than get out of trouble.’
‘It takes twenty years to build a reputation and five minutes to lose it.
If you think about that you will do things differently.’
Warren Buffett

Introduction

A private equity fund investment adviser’s reputation takes years of strong fund performance to build, but even a stellar reputation – along with scores of clients – can be lost
quickly when compliance breaches are brought to light by regulators. It is not enough to
say, ‘we hire honest people.’ It is not enough to actually hire honest people. Establishing
a compliance program that meets regulatory standards can enhance a firm’s ability to
detect and prevent violations of federal and state securities laws. Advisers have fiduciary
duties to their clients and so do their investors or limited partners, including the responsibility to select manager who conduct their business in compliance with regulatory
requirements. So, not only is a compliance program required; it is good business and
good for business.
A well-designed compliance program demonstrates to investors that an adviser values
protecting its reputation and safeguarding its clients’ investments. It also sends a message to its employees that the adviser takes its regulatory compliance and fiduciary obligations seriously and that it expects its employees to act responsibly.
While this guide focuses in particular on private equity funds, the Securities Exchange
Commission (SEC or the ‘Commission’)’s requirements for advisers are the same for
managing separate accounts or hedge funds. Therefore, the basic requirements for the
development of a compliance program presented in this guide are applicable to any registered investment adviser. The US Private Equity Fund Compliance Guide is written for
the private equity business leader, who must decide how to register with the SEC and
who will be called upon to answer tough questions, including: ‘what do we have to do?’
‘what will we have to change?’ and ‘how will we do it?’

Recent financial
reform legislation

The enactment of the Dodd–Frank Wall Street Reform and Consumer Protection Act
of 2010 (the ‘Dodd-Frank Act’) on July 21, 2010 heralds a new dawn for private equity
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managers. The Act requires advisers of private funds, including private equity and hedge
funds, with more than $150 million in assets under management to register with the SEC
under the Investment Advisers Act of 1940 (the ‘Advisers Act’), within one year after the
enactment. Prior to the enactment of the Dodd-Frank Act, advisers with fewer than 15
clients (with each fund considered a client) were not required to register with the SEC.
The Dodd-Frank Act removes the 15-client exemption so that advisers with one client and
the minimum stated assets under management must register and fulfill the obligations
of a registered investment adviser. Venture capital managers escaped this registration
requirement, but the SEC is required to formulate a definition of the term ‘venture capital fund adviser,’ as well as the term ‘family office,’ another category of advisers also currently exempt from registration. The Commission will be busy in the coming years as it
is required to write more rules and conduct more studies than any other agency under
the Dodd-Frank Act.
Other parts of the Dodd-Frank Act that will significantly impact investment advisers are
the new reporting requirements designed to gather information regarding ‘systemic risk.’
The Dodd-Frank Act requires the SEC to promulgate regulations requiring advisers to private funds to maintain records and provide reports to the SEC that may include:
(i)

records and reports regarding private funds advised as necessary and appropriate in
the public interest and for the protection of investors, or for the assessment of systemic risk;
(ii) a description of the amount of assets under management for each private fund
advised and the use of leverage, including off-balance sheet leverage and counterparty credit risk exposure;
(iii) trading and investment positions;
(iv) valuation policies and practices of the fund;
(v) type of assets held;
(vi) side arrangements or side letters providing certain investors more favorable rights
or entitlements;
(vii) trading practices; and
(viii) such other information as the SEC determines which may include the establishment
of different reporting requirements for different classes of fund advisers, based on
type or size of private fund being advised.
The SEC will share this information with other financial regulators, enabling the regulators to have current information regarding systemic risk within the nation’s financial
institutions.
Non-US advisers will also be required to register with the SEC. A foreign adviser will be
exempted, and not required to register with the SEC, if all of the following are applicable:
it (i) has no place of business in the US; (ii) has fewer than 15 clients and investors in the
US in private funds it advises; (iii) has less than $25 million (or such higher amount as the
SEC may deem appropriate) in assets under management attributable to US clients and
investors in the US private funds it advises; and (iv) neither holds itself out to US
investors as an investment adviser nor is it as an investment adviser to an investment
xvi
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company registered under the Investment Company Act of 1940. Foreign advisers will
find many of the US requirements different than those required in their home jurisdictions. Examples of these US requirements include reporting and review by the adviser of
employees’ personal securities trading, the five-year period for retention of books and
records (particularly having to retain as books and records e-mails and other electronic
communications), the need for a business continuity and disaster recovery plan, and the
disclosure requirements to the SEC and investors.

A short
regulatory
history

The Advisers Act was enacted in response to and to avoid financial markets issues that
arose during the Great Depression regarding the pooling of investment assets. Initially,
the regulatory scheme that developed under the Advisers Act did not operate so much
to regulate investment advisers, but to keep a record of who was operating as an adviser of other peoples’ money and what methods advisers used. There were not then and
there still are no federal qualifications, licenses or minimum amount of capital required
to become an investment adviser.
In 1984, the Commission attempted to enhance its regulatory reach over private
fund advisers by changing the definition of a ‘client,’ piercing through long-standing
precedent that viewed the fund itself as the adviser’s client, to instead count the
‘investors’ in private funds as clients of the adviser. While this change was in effect, the
benefits of the 15-client exemption were lost and more advisers were required to
register with the Commission, and, so, a number of them did. However, one adviser,
Phillip Goldstein, sued the Commission and a federal court of appeals found in
his favor, ruling that the SEC could not revise its definition of ‘client’ (Goldstein v.
SEC). Once again, advisers with fewer than 15 fund clients did not have to register with
the SEC.
The SEC has traditionally regulated and examined and as a result is most familiar
with advisers of separately managed accounts and investment companies that actively trade securities. In recent years, as private funds have increased their impact on
the financial markets, the SEC, seeking to become more knowledgeable about
hedge funds, formed a special team to conduct ‘sweep’ inquiries to examine hedge
funds’ compliance, operations and trading activities. However, as we already know,
there are many differences between a hedge fund and a private equity fund, the most
important being typically private fund managers neither purchase nor actively trade
public securities.
To further enhance the SEC’s focus and expertise, in August 2009, the SEC’s Director of
Enforcement, Robert Khuzami, created five special enforcement teams, each to focus on
different areas of enforcement interest. The Asset Management Unit will focus on investment advisers, investment companies, hedge funds and private equity funds.
Specifically, this team will target disclosure, valuation, portfolio performance, due diligence and diversification, affiliate transactions, and conflicts of interest. They will also
continue to work with the SEC’s Office of Inspections, Compliance and Examinations
(OCIE), the unit principally charged with conducting inspections of advisers.
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