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Effective Compliance Monitoring and Testing

Overview

= \What are the sources of the compliance monitoring and
testing requirements?

= What does It mean to monitor and test a compliance
policy?

= How can my firm develop a plan that will result in an
effective compliance monitoring and testing program?

s How should my firm implement the plan?
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Sources
Adopting Release for Rule 38a-1 and Rule 206(4)-7:

0 An adviser’s compliance policies and procedures should employ
“compliance tests that analyze information over time to identify
unusual patterns, including, for example an analysis of the
quality of brokerage executions..

m Rule 38a-1 requires “funds to adopt policies and procedures that
require the fund to monitor for circumstances that may
necessitate the use of fair value prices.”

m “Under Rule 38a-1 a fund must have procedures reasonably
designed to ensure compliance with its disclosed policies
regarding market timing. These procedures should provide for

monitoring of shareholder trades.”
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Effective Compliance Monitoring and Testing

Sources

SEC staff statements:

m ““We must always stay in motion, testing our systems, asking if they are
good enough, and thinking of how they can be |mproved Your
compliance program cannot be static. It can’t be “‘done,” “on the shelf,’

or ‘fixed.”” -- Lori Richards, Remarks before the National Society of Compliance
Professionals National Membership Meeting, Oct. 25, 2005.

m ““‘Advisers should be asking new questions — such as, how could my
employees come into possession of material non-public information?
How could this information be abused? What procedures can | put in
place to prevent it? And, what tests can | employ to determine whether
there are indications of insider trading at my firm? These are the

questions that examiners too will be asking.” -- Lori Richards, Remarks
before the IA Compliance Best Practices Summit 2008, Mar. 20, 2008.
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Effective Compliance Monitoring and Testing

Meanings

Monitor Daily or ongoing review of the compliance

Test

policies and procedures and the activities
addressed by those policies and procedures.

Submit the compliance policies and procedures to
examination in order to determine their
effectiveness (ability/inability) in preventing or In
detecting compliance violations.
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Effective Compliance Monitoring and Testing

Develop a Plan

Goal What is your firm trying to achieve by monitoring
and testing its compliance policies and procedures?

= Monitoring: Did the trades that your firm conducted for its client
accounts today comply with the objectives and restrictions of
those accounts? Did those trades comply with your firm’s
allocation policy?

m Testing: Did the test prove that the policy is effective in
preventing a compliance violation? YES or NO

m  Bottom Line: Verify that the compliance policies and procedures
work in addressing your firm’s risks and conflicts
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Effective Compliance Monitoring and Testing

Develop a Plan

Status Check: After five years, where Is your firm?

m Has your firm documented (e.g., in a chart) its risks and
conflicts?

m Has your firm mapped those risks and conflicts to those
specific compliance policies and procedures designed to
address them?

m Has your firm described how each policy Is monitored and
tested and the frequency of such monitoring and testing
(e.g., daily, weekly, quarterly, annually)?
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Effective Compliance Monitoring and Testing

Develop a Plan

Status Check: After five years, where Is your firm?

m Has your firm completed its annual reviews?

m Did those annual reviews identify any compliance gaps (e.g.,
any practice that differs from the stated policy or new
business areas with new or additional risks and conflicts)?
Were those gaps addressed?

m Has your firm been examined by the SEC in the last five
years? What were the results, and has your firm followed
through on its statements to the SEC staff?
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Effective Compliance Monitoring and Testing

Develop a Plan

Create or modify your firm’s compliance monitoring and testing chart.

Compliance Policy How is the policy Frequency of How is the policy Frequency of Person or Persons
or Procedure monitored? Monitoring tested? Testing Responsible for
Testing

Compliance with Investment Daily (pre and = Compare a = Quarterly Portfolio Manager
client investment restrictions for post-trade sample of client
restrictions each client are transactions and

entered into the holdings against

portfolio corresponding

management client restrictions

system, which
monitors the
adviser’s
compliance.
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Effective Compliance Monitoring and Testing

Develop a Plan

= In the chart, identify what compliance processes are
automated.

= To the extent possible, automate the monitoring/testing

Process.
= Portfolio Management System (see column 2 of chart)

=  Computer/email system (create a compliance calendar in Outlook
with automatic reminders for specific tests).
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Develop a Plan

= |dentify specific tests for each compliance policy.

= Forensic tests identified by the SEC’s Office of
Compliance Inspections and Examinations
(www.sec.gov/info/cco/forensictesting.pdf)

= |nvestment Adviser Association’s Compliance Control:
Monitoring and Testing Guide
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Develop a Plan

Risk areas covered by those sources:

= Portfolio management and = |nvestment advisory fees
trade allocation = Contingency planning

" Brokerage arrangementsand = Prjvacy and safeguarding
execution client records and information

= Valuation = Anti-money laundering

= Personal trading = Cash solicitation

= Safety of client assets arrangements

= Marketing and performance = E-mail
advertisements = Proxy voting
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«  affiliated biokerage,
*  agency cross transactions, and

& investments in affitiated fonds.

notification.

[Investment Adviser]
Compliance Monitoring and Testing Program
]
Aeotiviy Fish Fating Relevant
Test & (tibslihood of . Rule duethoriny | Responabiluy Requirements Deseription of Test/Process Frequency
occ:urrgmwbjrsnnai (S — -
myaet,
1. Advertising Section 206, [ ame] An “advetisement” is any notice, circular, letteror other U Spot check completeness of Adviser records of all O Anrnally
Fule 206(4)-1 witten communication addtessed to more than one person advetisements, marketing pieces, RFP responses and
[ edivmMd ediam) ot avy notice or amouncement in ary publication of by othet comtnications to clents and prospe ctive
radio of television that offers atoy analysis, repod or clients.
prblication regarding securities, sy graphy chatt, foroda, (O Review reconds to confirm that matkettn s material O Ansmally
ot othet device for making secutities decisions, ot any othet has complied with arey pre-approval or other intemal
investment advisory services. process.
O Review petformance caloulations of sample O Ansmally
The following practices ate specifically prohibited: petformance advertising to ensure petformarice was
*  the use of testimonials; caloylated acourately.
*  the use of past specific recommendations, O Bpot check ttems on the Adviser’s wehsite, O Quattetly
* referencesto chatts, graphs, formala or other similar O Review third-party recotds (z.g., custodial, broketage | O Anrually
devices, and statements) to confitm data used in advettising,

& the use ofthe term “free of charge”
Advertisements that mclude performance information
tequire special consideration.

2. Advisory Contracts Aection 205 RET Advizers Act probibitions: O 3pot chieck adwisory contracts to ensute that they O Anrnally
. Iassig'u’nent Cwrithout client consert) comply with the requirements of the Advisers Act

(Low/Tulediam] s performance-based fee (with certain exceptions) (&8, non-assigniment provisior).
o waiver of compliance with the Advisers Act or argy O Compare sample client statements with chient O Anrally
availabls fight of action against the Adviser. conserts obtained in correspanding advisory
caittact.

Obtain cliett consents (and make relaed disclosures) for;  |H 1 there was achange in the partnership, verify client | O Annually
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Develop a Plan

Missing a test:

= What risk or conflict is the compliance policy designed to
address?

= What will prove whether the policy is effective?

= How can your firm verify in writing that it has examined
the policy?
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Implement the Plan

= Distribute the Compliance Monitoring and Testing Chart
to personnel in your firm. Request feedback.

= Require ownership of compliance. Persons responsible
for monitoring and testing a policy should acknowledge
their receipt of the chart and their responsibility.

= Stress documentation/verification of testing.
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Implement the Plan

= Use a Compliance Calendar

= Review the Compliance Monitoring and Testing Chart
during each annual review. Update the chart as
necessary.

= Ultimate test — SEC examination or failure that leads to
breach of fiduciary duties to clients.
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