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Agenda

e Background on the SEC’s Interest in Registered Funds and its Registered Funds Initiative

e Overview of SEC Risk Alert Issued October 26, 2021: Observations from Examinations in
the Registered Investment Company Initiatives

* Topics of Interest and Concern for Board Members, Outside Counsel, Internal Legal Staff,
and Compliance Officers:

- Board Oversight Practices
- Policies and Procedures
- Disclosures To Investors

- Annual Reviews and Reports

* Enforcement Statistics and Rhetoric regarding Registered Investment Companies and
Investment Advisers

* Conclusion: Lessons Learned and Takeaways



Background on Registered Funds Initiative

Through its broad examination function, the SEC staff has a unique ability to
observe industry trends with respect to what firms are doing well, and perhaps
most importantly, what firms are doing poorly with respect to compliance.

Periodically, after completing a series of examinations, the staff of the Division of
Examinations publishes what it has learned in the form of an industry-wide risk
alert.

These risk alerts can be useful to industry participants, particularly where they
highlight areas of deficient compliance programs.

They also function as somewhat of a roadmap for upcoming areas of examination
inquiry, as the staff expects industry participants to make appropriate adjustments
to their compliance policies and procedures in response to risk alerts and will
often cite to risk alerts in deficiency letters.



Background on Registered Funds Initiative

« On October 26, 2021, the U.S. Securities and Exchange Commission’s (SEC) Division of
Examinations (the Division) issued a Risk Alert that provides observations from examinations
conducted as part of the Division’s registered investment company initiatives (RIC Initiatives).
Announced in a November 2018 Risk Alert and included in the Division’s fiscal year 2019
priorities, the RIC Initiatives involved a series of examination initiatives focused on mutual
funds and exchange-traded funds to assess industry practices and regulatory compliance in
certain areas that may have an impact on retail investors.

* The SEC examined more than 50 fund complexes, more than 200 funds and/or series of
funds, and nearly 100 advisers with a focus on practices and compliance in areas that may
have an impact on retail investors.

« The SEC and its current leadership have made strong statements and taken more aggressive
stances with regard to examination and enforcement of registered investment companies and
their investment advisers.


https://www.sec.gov/files/exams-registered-investment-company-risk-alert.pdf
https://www.sec.gov/files/OCIE%20Risk%20Alert%20-%20RIC%20Initiatives_0.pdf

Overview of Risk Alert

 The RIC Initiatives focused on funds and/or their investment advisers that fell into one or more of
the following six categories:

1. Index funds that track custom-built indexes:;
2. Smaller ETFs and/or ETFs with little secondary market trading volume;
. Mutual funds with higher allocations to certain securitized investments;
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4. Mutual funds with aberrational underperformance relative to their peer groups;

5. Mutual funds managed by advisers that are relatively new to managing such funds; and
6

. Advisers that provide advice to both mutual funds and private funds, both of which have similar
strategies and/or are managed by the same portfolio managers.

* In conducting its examinations, the SEC assessed the effectiveness of policies and procedures in
addressing risks, disclosures made to investors and fund boards, and fund governance practices.

» The October 26 risk alert notably highlighted deficiencies and weaknesses in almost every area of
fund and adviser compliance and regulatory obligations.



Board Oversight Practices

* The Division observed that some examined funds did not have appropriate
policies, procedures, and processes for monitoring and reporting to their boards
on certain information.

Failure to ensure appropriate policies and procedures for funds and advisers to report
accurate information to their boards.

Failure to ensure appropriate processes for the fund’s board to conduct an annual review and
approval of the fund’s investment advisory agreement.

Failure to conduct annual reviews of the fund’s compliance programs to ensure adequacy
and effectiveness.

Failure to ensure the annual report prepared by the fund’s chief compliance officer addresses
whether the adviser has adequate policies and procedures to address specific risk areas.

Failure to design and implement policies and procedures for the fund’s board to exercise
appropriate oversight of responsibilities delegated to the adviser.



Policies and Procedures

» The first set of findings in the risk alert focused on the effectiveness of the compliance policies and procedures
of the funds and their advisers to address certain risks — particularly in the areas of disclosures, portfolio
management compliance, and conflicts of interest.

« Specifically, the SEC noted that it had observed deficiencies with respect to firms’ compliance programs and
practices relating to the following non-exhaustive list of activities:

« Investment guideline monitoring (including compliance with investment restrictions, limitations on investments in
derivatives, and Rule 35d-1, the “Names Rule”).

. The operation of a fund’s liquidity risk management program.
. Trading practices, including trade allocation and aggregation, principal transactions, cross trading, and use of soft dollars.

. Fund valuation processes, including the oversight of pricing vendors and the involvement of investment personnel in the
valuation process.

. Engagement of third-party service providers, including index providers, financial intermediaries, and providers of
shareholder services.

« Annual fund contract renewal processes.

« Annual fund compliance review processes.



Policies and Procedures

» The breadth of these observations shows that the SEC examinations can be very wide-
ranging and suggests that funds and their advisers should review their policies, practices, and
rocedures over perhaps the entire range of mutual fund operations and compliance
unctions. While many of these observations were unsurprising (e.g., marketing material
reviews), there were a few observations that may deserve additional focus:

The staff noted deficiencies in the “oversight of the viability of smaller and/or thinly traded ETFs ... and
their liquidation,” as well as funds’ failure to have board reporting processes regarding “whether a
fund’s liquidation may be in the best interests of the fund and its shareholders.” These findings
suggest advisers and fund boards should be periodically discussing the viability of their smaller funds
and developing contingency plans where funds fail to gain sufficient traction in the market.

Another deficiency noted by the staff related to “sharing of soft-dollar commissions among clients to
assess whether any client is disadvantaged.” While the soft-dollars safe harbor allows advisers to
assess whether the amount of commissions paid in the aggregate is reasonable in relation to the
value of research provided for the benefit of the adviser's overall clients, this observation is a reminder
that a board may want to monitor whether it is comfortable that the funds it oversees are receiving
appropriate value if they are paying soft dollars.

The staff also noted that advisers were deficient where they did not review index provider relationships
for: (1) conflicts of interest with advisers (e.g., shared personnel or other business relationships, such
as revenue sharing); and (2) the sharing, or the potential misuse, of material non-public information.
Furthermore, the staff noted deficiencies in the case of affiliated index providers’ websites — accessible
through hyperlinks in the statements of additional information (SAls) of self-indexing funds — to access
\I,:vI?\lelt?r,]fr the websites may be deemed fund sales literature that should be filed with the Commission or



Disclosures to Investors

* The disclosure focus identified several inaccurate, incomplete, or omitted
disclosures in both fund filings and sales and advertising literature.

* Fund Filings: These issues included omissions in investment strategies and
risks; potential conflicts with allocating investment opportunities among
overlapping strategies; and changes in the indexes used for comparison.

» They also included inconsistent and inaccurate information regarding the funds
net assets and expense information, contractual expense limitations, and
operating expense calculations.

 Additionally, the Division noted that there were often omissions in disclosure in
fund statements of additional information (SAls) regarding required information
about board committees and information about number of accounts and total
assets managed by portfolio managers.
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Disclosures to Investors

« Sales and Advertising Literature: The Division observed inaccurate, incomplete,
and/or omitted disclosure regarding a number of topics including: inception dates
of funds, investment strategies and portfolio holdings, weighting of index
constituents in the benchmark index, and investment objective differences
between predecessor and successor funds.

* The Division also observed inaccurate, incomplete, and/or omitted disclosure
regarding such issues as: fund expenses - including gross and net expenses,
average total returns, performance information, awards received, differences in
the broad based and bespoke indexes used for performance comparison, and
composition of indexes used for performance comparison.

* Fees, Expenses, and Performance: Material omissions or misstatements with
regard to these matters often result in enforcement actions.




Annual Reviews and Reports

* As noted, the Division observed deficiencies pertaining to fund governance
practices for having deliberative processes utilized by funds and funds’ boards in

connection with exercising oversight of funds’ compliance programs.

* A key element of such oversight is the annual compliance review. Rule 38a-1 of
the ‘40 Act requires each registered fund to review adequacy of the policies and
procedures and effectiveness of implementation of:

* The fund

e Each investment adviser
* Principal underwriter

e Administrator

* Transfer agent

* The Risk Alert identified that certain funds had not completed the annual review

* Notably, the report by the CCO did not address the operation of the policies and procedures
of the fund’s adviser



Annual Reviews and Reports

Annual reviews should assess compliance policies of service providers for
consistency with fund practices

* Example: Adviser’s compliance policies for allocation of investments,
investment guideline monitoring, affiliated transactions and cross
trades

Conducting periodic testing and reviews of service providers

* |dentify conflicts of interest and managing/mitigating controls
Conduct initial and ongoing due diligence of key vendors, such as pricing vendors

Fund Boards need to be apprised of:
* Material Compliance Matters
e Conflicts of Interest

Boards should meet in executive session with CCO to discuss compliance program
reviews

In situations where the fund uses affiliated service providers, consider having
periodic compliance reviews by independent third-parties



Enforcement Statistics and Rhetoric
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. As we think about enforcement, to me, the idea is pretty simple: We need rules of the road and a cop on
the beat to protect everyday investors and achieve our three-part mission. Enforcement is about following
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. a gatekeepers will remain a significant focus for the Enforcement Division, as evidenced by some of our
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. "When it comes to accountability, few things rival the magnitude of wrongdoers admitting that they broke
the law . . . Admissions, given théir attention-getting nature, also serve as a clarion call to other market
T participants to stamp out’and self-report the misconduct to the extent it is occurring in their firm. Officer
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Conclusion

Lessons Learned — Takeaways

If you have not heard from your fund and adviser CCOs about the October risk alert, consider
asking whether the compliance teams are going through all the items in the risk alert and
considering whether there are any gaps.

If any comments/deficiencies were noted by the SEC staff at the time of the SEC’s last exam of
the funds or adviser, consider asking about the status of the responsive actions taken. Are
there policies or practices that the address the issues identified?

Boards should consider asking how CCOs and compliance teams prepare themselves for SEC
exams (e.g., mock exams, review of recent SEC exam questions, or engaging an independent
third-party to review and test a fund's compliance program or aspects of the program).

All of the actions taken by the board and by the adviser regarding any such reviews undertaken
on these topics should be documented and retained as books and records of the funds and/or
adviser.



Appendix

“Observations from Examinations in the Registered Investment Company Initiatives,” SEC Division
of Examinations Risk Alert (Oct. 26, 2021)
(https://www.sec.gov/files/exams-registered-investment-company-risk-alert.pdf).

“Risk Alert: Risk-Based Examination Initiatives Focused on Registered Investment Companies,” SEC
Division of Examinations (Nov. 8, 2018).

SEC Division of Examinations, 2019 Examination Priorities (December 18, 2018).

Ropes & Gray’s Investment Management Update October — November 2021 (December 13,
2021).

State Street Regulatory Legal fundRegulatoryBriefs October 2021 — December 2021.

Compliance Solutions Strategy Roadmap for Registered Investment Companies and Their Advisers
(November 2021).



Biography for Allison K. Fraser

 DIRECTOR OF RIC SERVICES

* Compliance Solutions Strategies

* Allison provides compliance consulting services to investment advisers, registered investment
companies and private investment funds, including conducting annual compliance program
reviews and testing, developing risk assessments and preparing for SEC examinations.

» She also assists clients with drafting policies and procedures and preparing regulatory filings.
On behalf of, the Compliance Services division of CSS, Allison served as the Chief Compliance
Officer for a family of alternative funds registered under the Investment Company Act of 1940.
 Prior to joining CSS, Allison served as a Senior Vice President of Compliance at Northern
Trust Investments, Inc. (“NTI”), the asset management subsidiary of The Northern Trust
Company. In this capacity, she managed and administered the compliance due diligence program
for NTI’s Multi-Manager Solutions and Outsourced Chief Investment Officer businesses. Allison
also was the Chief Compliance Officer of two registered funds of hedge funds advised by NTT as
well as a member of the funds’ Pricing and Disclosure Committees. Before joining NTI, Allison
served as the Compliance Director for General Motors Asset Management, where she assisted
with the administration of the compliance program for this registered investment adviser.

e Allison earned a B.S. from the University of Vermont and a Legal Assistant Certificate from
The George Washington University. Allison has also obtained the designation as a Certified Fraud
Examiner (CFE). The CFE credential denotes proven expertise in fraud prevention, detection and
deterrence.
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Biography for Karen Jacoppo-Wood

*  MANAGING DIRECTOR AND MANAGING COUNSEL

* State Street

* Ms. Jacoppo-Wood has over 25 years of experience in the financial services industry at third-
party service administrators and premier global investment advisers. Ms. Jacoppo-Wood leads
State Street’s Fund Administration Legal Department, a global group of approximately 40
attorneys and paralegals who provide 1940 Act regulatory and corporate governance services to
various types of investment companies, including alternative funds, interval funds, BDCs and
ETFs, sponsored by asset managers. She has also served on industry panels for the Independent
Directors Council and State Street.

» Prior to joining State Street, Ms. Jacoppo-Wood served as Associate General Counsel at Reit
Management & Research LLC and Vice President of RMR Advisors, Inc. and RMR Funds, where
she was responsible for overseeing a broad variety of legal matters in connection with a large
portfolio of office, industrial, hospitality and senior living assets and for managing all regulatory
and corporate governance obligations of a proprietary fund family. Ms. Jacoppo-Wood also
served as Counsel at Pioneer Investment Management, Inc. and BISYS Fund Services, Inc.,
providing legal administration services to open-end and closed-end funds, variable annuity funds
and multi-class funds.

* Ms. Jacoppo-Wood began her legal career as a paralegal with The Boston Company, Inc. and
Scudder, Stevens & Clark, Inc., where she managed other paralegals and coordinated and oversaw
the regulatory and corporate governance obligations of a broad group of clients and funds.

* Ms. Jacoppo-Wood holds a law degree from Suffolk University Law School. She also holds a
Bachelor of Arts degree from Stonehill College. She is a member of the Massachusetts Bar.




Biography for Elizabeth J. Reza

* Partner

* Ropes & Gray

* Elizabeth Reza brings a deep understanding of the registered funds
regulatory and business landscape to her work with asset managers. A partner in
Ropes & Gray’s asset management group and former co-head of the firm’s
registered funds practice, Elizabeth works with clients on everything from
launching and operating innovative new fund products to carrying out fund
mergers and other transactions and advising on compliance and governance
matters.

* Inrecent years, Elizabeth has devoted significant time to guiding clients that
are looking to bring non-traditional asset classes to retail investors, and is
familiar with a wide range of alternative investment strategies. In addition to
her work with asset managers, Elizabeth counsels independent directors and
trustees who oversee fund complexes.
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Biography for Kevin M. Gleason

* Senior Vice President -- Voya Investment Management LLC

* Chief Compliance Officer — Voya Funds

* Mr. Gleason has nearly twenty years of legal and compliance experience at four
different global Fortune 500 diversified financial services organizations holding
senior level leadership positions. Currently, he manages the compliance function and
has oversight responsibility for Voya’s funds business with nearly a $100 billion in
assets. Over the course of his career, he has advised institutional asset managers,
retail investment advisers, insurance companies, banks and trust companies, broker-
dealers, futures commission merchants, commodity trading advisors, commodity
pool operators and hedge funds. He is skilled at developing and 1mp1ement1ng
compliance and risk management policies and procedures; educating senior
management on effective controls and processes; structuring corporate committees,
establishing reporting and certification procedures and conducting due diligence on
sub-advisers and third-party service providers. He has transacted business on five (5)
continents interacting with many of the local regulators and traveled throughout Asia,
Europe, and to the Middle East. Mr. Gleason is a dual citizen of the United States
and Ireland. He is a board member at National Society of Compliance Professionals
(past Chair of the Governance Committee), the Arizona Science Center (past Chair of
the Risk Committee), and the Journal of Financial Compliance. Mr. Gleason is a life-
long learner. He is a graduate of the University of Notre Dame. He holds a JD/LLM
in Financial Services Law and has completed an MBA at the University of Chicago.
He recently earned a Certificate in Data Analytics through Cornell University.
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