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Communication
Communication is one of the most 
important aspects of outsourcing 
compliance functions. Because third-
party compliance professionals are 
not in-house, they signifi cantly rely 
on information from the advisor. 
Thus, advisors must keep abreast of 
any changes in their business prac-
tices and relationships and discuss 
with their third-party compliance 
professionals how the changes may 
affect their disclosures, registra-
tion requirements, and/or written 
supervisory procedures. A fi rm that 
maintains advisory personnel in 
several states must be aware of po-
tential branch offi ce and investment 
advisor representative registrations. 
Outsourcing these fi lings can be an 
effi cient, convenient way of avoid-
ing the potentially daunting and 
time-consuming task of keeping up 
with individual state fi ling require-
ments. However, the fi rm’s failure 
to update its third-party compliance 
professional regarding the fi rm’s ad-
visory personnel and offi ce locations 
may result in an individual acting in 
an unregistered capacity, which can 
result in regulatory action.

Advisors also should notify third-
party compliance professionals of 
the location of each client to avoid 
inadvertently providing investment 
advice in a jurisdiction where the 
advisor is not properly registered. 
Accordingly, while outsourcing 
compliance functions can save an 
advisor both money and time, a fi rm 
will maximize its benefi t only where 
it understands its responsibility to 
maintain compliance regardless of 
its delegation of specifi c duties and 
where it communicates effectively 
with its third-party compliance 
professionals. 

Kelli A. Capitano, J.D., is a compliance 
consultant with National Compliance 
Services, Inc. in Delray Beach, FL. She 
earned a B.A. at the University of Mi-
ami and a J.D. at Nova Southeastern 
University Shepard Broad Law Center. 
Contact her at kelli@ncsonline.com.
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Compliance Confusion: 

Understanding 
the Importance of 

Due Diligence
BY JARROD H. JAMES

An integral compo-
nent to an efficiently 
run investment 

advisory practice is the firm’s level 
of commitment to compliance and 
fiduciary duty. In 2004, the Securi-
ties and Exchange Commission 
(SEC) passed two rules that have ma-
jor impact on investment advisory 
compliance regimes.

Rule 206(4)-7 of the Investment 
Advisers Act of 1940 (the “Act”) 
requires advisor fi rms to develop 
and implement written compliance 
programs. This rule is designed to 
protect investors by ensuring that all 
investment advisors have internal 
programs to enhance compliance 
with federal securities laws.1 Rule 
204A-1 requires investment advisors 
to develop written codes of ethics. 
This rule is designed to promote 
compliance with fi duciary standards 
among advisors and their personnel.2

When analyzed together, it’s 
clear that one of the SEC’s objec-
tives for issuing these two rules is 
for advisors to institute a “culture 
of compliance.” However, imple-
menting a culture of compliance 
can be cumbersome and intimidat-
ing. In fact, it often leads to “com-
pliance confusion.”

By taking the time to develop 
effective compliance procedures, 

an investment advisor more easily 
can navigate the terrain of regula-
tory expectations and obligations. 
This article discusses just one of 
the many concepts that can lead to 
compliance confusion: the proper 
role of due diligence. This article is 
specifi c to investment advisor com-
pliance, but its concepts also can 
be applied to banks, broker–dealers, 
mutual fund companies, and other 
fi nancial entities.

Fiduciary Duty Owed to Clients
In SEC v. Capital Gains Research 
Bureau, Inc., the U.S. Supreme Court 
ruled that Section 206 of the Act 
imposes an obligatory fi duciary duty 
on investment advisors regarding 
their clients. As a fi duciary, an in-
vestment advisor always must place 
the interests of clients fi rst, ahead 
of its own interests. This obligation 
mitigates confl icts of interest and 
prevents investment advisors from 
violating clients’ trust.

An advisor’s fi duciary duty must 
permeate the entire fi rm. Fiduciary 
duty is not limited solely to the 
selection of investment vehicles; it 
also includes circumstances where 
the fi rm must select an affi liated 
or unaffi liated person to provide 
services for clients. Fiduciary duty 
requires that due diligence play an 
integral role in any advisor’s compli-
ance program. Due diligence is the 
care a reasonable person takes before 
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entering into an agreement or trans-
action with an individual, mutual 
fund company, broker–dealer, or 
other investment advisor.

Due Diligence
Due diligence easily is illustrated by 
the process advisors use to deter-
mine investment recommendations 
to clients. Before making a recom-
mendation, the advisor gathers all 
information necessary to establish 
proper suitability of the client. Age, 
net worth, dependents, risk toler-
ance, fi nancial knowledge, and other 
variables are analyzed. Based on 
the client’s objectives and suitabil-
ity, the advisor then conducts due 
diligence on various suitable invest-
ment choices with an intention to 
make investment recommendations 
in the client’s best interest.

From our experience, whether 
advisors realize it or not, most are 
implementing effective due dili-
gence in determining client objec-
tives and investment recommenda-
tions. However, many policies and 
procedures are insuffi cient when it 
comes to making recommendations 
about third-party money manag-
ers, custodians, investment research 
tools, outside solicitors, and even 
the fi rm’s advisor representatives. 
These important decisions require 
effective due diligence policies and 
procedures. In fact, regulators have 
issued defi ciencies to fi rms that have 
failed to simply establish such poli-
cies and procedures even when no 
harm has been done to a client or 
no other violation has occurred.

Due Diligence: Outside Money 
Managers/Investment Advisors
Before recommending an outside 
money manager, hiring an advisor 
representative, or selecting an outside 
solicitor, an advisor must conduct an 
offi cial due diligence review and me-
morialize the fi ndings of the review.

Prior to recommending an out-
side money manager or other invest-
ment advisor, an advisor needs to 
review the outside fi rm’s entire Form 

ADV, disclosure brochures, market-
ing material, and client agreements 
in order to analyze the fi rm’s advi-
sory programs, fees, and practices. 
Many reputable fi rms will have a 
packaged due diligence kit available 
for review; indeed, lack of such a 
kit may signal a weak commitment 
to compliance. Pay attention to the 
fi rm’s Form ADV disciplinary and 
fi nancial disclosures, as well as other 
information provided in these docu-
ments such as assets under manage-
ment, number of clients, number 
of accounts, and other important 
information.

Many fi rms develop predeter-
mined minimums, e.g., $100 million 
in assets under management, that 
the money manager must meet. 
Confi rm that the money manager 
maintains errors and omissions 
insurance, a fi delity bond, and/or an 
ERISA fi duciary bond. Ask for a copy 
of the fi rm’s most recent regulatory 
examination letters.

Review Form U4 disclosures 
for the fi rm’s offi cers, directors, 
and portfolio managers to analyze 
reported regulatory actions, criminal 
actions, civil actions, customer com-
plaints, arbitrations, and fi nancial 
disclosures. This review—as well as 
a criminal background check—is 
critical when hiring a new advisor 
representative or solicitor.

Complete thorough due dili-
gence of a money manager’s past 
performance before introducing a 
client. Measure the fi rm’s perfor-
mance against various indexes. Is 
the fi rm Global Investment Perfor-
mance Standards (GIPS) certifi ed? 
If not, does it aim to achieve GIPS 
compliance? Does the fi rm have 
proper disclosure regarding its past 
performance so that you can make 
an accurate and fair interpretation? 
Finally, does the fi rm subject itself to 
an annual surprise audit?

Due Diligence: Recommended 
Broker–Dealers
When recommending a broker–deal-
er, an investment advisor must con-
duct due diligence and also ensure 

that clients receive best execution. 
Regulations state “best execution” 
does not necessarily mean the low-
est commissions or costs charged 
by a broker–dealer. The following 
are some additional factors that also 
should be considered:
• trading expertise
• execution capabilities
• reputation and integrity
• facilities
• the full range and quality of 

services available when placing 
trades

• fi nancial services offered
• willingness and ability to commit 

capital
• access to underwritten offerings 

and secondary markets
• reliability in executing trades and 

keeping records
• fairness in resolving disputes
• the number of primary markets 

that will be checked
• timeliness of trade execution
• responsiveness of all parties in-

volved in trade execution
• in relation to particular transac-

tions, the character of the market 
for the security (e.g., price, volatil-
ity, relative liquidity, and pressure 
on available communications), the 
size, and type of the transaction

Conclusion
After completing an initial due 
diligence review, ongoing due dili-
gence is absolutely crucial, and its 
absence creates a critical compliance 
program weakness. To honor your 
minimum fi duciary commitment to 
clients, complete annual reviews to 
buttress initial due diligence by re-
evaluating factors analyzed during 
the initial review of outside money 
managers and outside solicitors.

After selecting a broker–dealer, 
conduct best execution and due 
diligence reviews at least quarterly 
in order to evaluate the services 
provided to your clients.

Developing suffi cient compliance 
programs can be a confusing and 
daunting task. However, it should be 
clear that investment advisors need 
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solvency defi cit. The advantage of 
using a letter of credit happens when 
the solvency defi cit is eliminated as a 
result of good plan experience with-
out needing to make additional cash 
contributions. In this situation, the 
letter of credit does not need to be 
renewed. If actual cash contributions 
had been made instead, surplus as-
sets would exist in the pension fund. 
Letters of credit are not a perfect 
solution. They still use up part of the 
available credit of the sponsor. Also, 
there is a cost to establish the letter 
of credit that varies with the credit-
worthiness of the sponsor, but is 
generally in the range of 0.5 percent 
to 2 percent of the face value of the 
letter of credit each year.

From the broader perspective of 
the long-term economic health of 
plan sponsors, a better and more per-
manent solution would be to elimi-
nate the requirement to distribute 
surplus in the event of a partial plan 
windup. The Monsanto case estab-
lished this requirement for pension 
plans in Ontario, and several other 

jurisdictions have similarly worded 
legislation. In such a situation, the 
sponsor would be less averse to con-
tributing more than the minimum 
requirement in order to achieve a 
smoother pattern of pension contri-
butions. There would still be the po-
tential issue of a large surplus being 
built up in a pension plan unable to 
be used in the short term. And there 
is also a question as to whether spon-
sors would actually make use of this 
approach to smoothing the pattern 
of pension contributions.

There may be another alterna-
tive. For example, is it possible 
to amend the legislation to have 
solvency contributions paid to 
a fund that is separate from the 
pension trust fund? That separate 
fund would need to be separate and 
apart from the employer in order 
to provide benefi t security. Robust 
governance protocols would need to 
be developed, separate and different 
to some of the traditional trust law 
requirements that have formed the 
basis for many recent court deci-
sions relating to registered pension 

plans. Finally, if the separate fund 
ended up with more than enough 
money to provide for the solvency 
liability, the excess should be able to 
be withdrawn by the sponsor.

Is this a practical solution? Are 
there insurmountable barriers to 
amending legislation to accom-
modate this solution? These are 
unanswered questions at this point, 
but healthy debate is a precursor to 
implementing change. It looks like 
healthy debate will happen. The 
Ontario government has established 
the Expert Commission, and the 
federal government has appointed 
a cabinet minister responsible for 
retirement income. All stakehold-
ers need to participate fully in both 
the debate and in moving forward 
to implement solutions appropriate 
for Canadians—including Canadian 
plan sponsors—in the market 
and workplace conditions of the 
21st century. 

Steve Bonnar is a principal with Towers 
Perrin in Toronto. Contact him at steve.
bonnar@towersperrin.com.

>> “CANADIAN CONNECTION” CONTINUED

to create and maintain an effective 
due diligence program to maintain 
compliance with federal regulations 
and sustain their fi duciary responsi-
bilities to their clients. 

Jarrod H. James is senior compliance 
consultant at RIA Compliance Con-
sultants, Inc. in Omaha, NE, where he 

assists investment advisors in building 
and implementing practical solutions 
that protect their clients while meeting 
regulatory responsibilities. He earned 
a B.S. cum laude in political science 
with minors in economics and criminal 
justice from Northwest Missouri State 
University and an M.A. in management 
from Bellevue University. Contact him at 
jjames@ria-compliance-consultants.com.

Endnotes
1. “Compliance Programs of 

Investment Companies and Investment 

Advisers,” U.S. Securities and Exchange 

Commission, available at www.sec.gov/

rules/fi nal/ia-2204.htm (February 5, 2004).

2. “Investment Adviser Codes of 

Ethics,” U.S. Securities and Exchange 

Commission, available at www.sec.gov/

rules/fi nal/ia-2256.thm (August 31, 2004).
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public discussions of hedge fund 
troubles (e.g., the Bear Stearns High 
Grade Structured Credit Enhanced 
Leverage Fund), the demand for 
short selling in registered funds, the 
drive for greater returns in more 
complex structures such as swaps, 
and synthetic collateralized debt 
obligations mean greater demand 
for independent compliance 

oversight by a CCO. Chief compli-
ance offi cers need to establish a 
process, stick to it, revise it, look 
for weaknesses, and revise it again. 
Vigilance, documentation, and—
most importantly—an investment 
management team dedicated to 
doing the right thing all add up to a 
winning compliance process. 

Guy F. Talarico, J.D., is founder and 
chief executive offi cer of ALARIC Com-
pliance Services, LLC in New York, NY. 
He earned a B.S. in chemical engineer-
ing from Lehigh University, an M.B.A. 
from Fairleigh Dickinson University, 
and a J.D. from New York Law School. 
He served three terms in the New Jersey 
State Assembly. Contact him at gta-
larico@alariccompliance.com.

>> “ROLE OF CCO” CONTINUED

© 2007 Investment Management Consultants Association, Inc.  Reprint with permission only.

dnochlin
Rectangle

dnochlin
Rectangle

dnochlin
Rectangle




