
1

Every two years the North American Securities Administrators Association analyzes the results of
investment adviser examinations for the prior two years and prepares a comprehensive report
detailing its findings. The next analysis will occur in 2013 with the results scheduled to be released
during the Spring season, but viewing the results of the 2011 survey while considering the recent
regulatory changes can help us try to foresee the 2013 survey results, which in turn will shed some
light on the issues that are common points of deficiency during regulatory audits.

The 2011 survey reported on examinations by securities examiners from 45 jurisdictions within
North America including examiners from British Columbia, Nova Scotia, Quebec and
Saskatchewan, Canada. The following thirteen categories of deficiencies were identified:

1. Books and Records

2. Financials

3. Registrations

4. Fees

5. Advertising

6. Privacy

7. Supervisory/Compliance

8. Investment Activities

9. Performance Reporting

10. Custody

11. Solicitors

12. Pooled Investment Vehicles

13. Unethical Business Practices

Books and Records. 45% of all examined advisers had at least one recordkeeping deficiency, and
nearly 25% of those advisers had deficiencies pertaining to client suitability. Other books and
records deficiencies related to insufficient trial balances or financial statements, journals or ledgers,
advertising files, bank statements or checks, complaint files, cash and securities disbursements and
logs, correspondence files, and, perhaps most surprisingly, the advisory firm’s bills or invoices.

Registrations. 60% of all examined advisers had at least one registration deficiency, with nearly
35% of those advisers having inconsistencies between Parts I and II (which has since changed to
Part 1 and Part 2) of the Form ADV or failing timely to update their Form ADV. Other registration
deficiencies related to issues with the adviser’s annual Form ADV offer (which requirement has
since changed from an offer requirement to a delivery requirement), miscalculating assets under
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management, fee structures, affiliate disclosures, services provided, business description, initial
delivery of the Form ADV, and unregistered investment adviser representatives.

Unethical Practices. 36.8% of all examined advisers had least one unethical business practice-
related deficiency, with nearly 30% of those advisers having contracts that were outdated or which
otherwise conflicted with their Form ADV. Other unethical practice deficiencies involved not
having contracts, or having contracts that contained “hedge” clauses, having altered or incomplete
contracts, not providing sufficient disclosure relating to discretion, inappropriately calculated fees,
failing to disclose conflicts, false or misleading advertising, or failing to refund prepaid advisory
fees or charging excessive fees.

Supervisory/Compliance. 30.2% of all examined advisers had at least one supervisory or
compliance deficiency, with nearly 40% of those advisers having inadequate procedures, some of
which included failures in the areas of business continuity planning. Many advisers did not have
any procedures at all, and others failed to follow the procedures they implemented. Lastly, the
survey found many advisers had deficiencies with personal trading and supervising remote
location.

Financials. 19.8% of all advisers had at least one financial deficiency, with nearly 35% of those
advisers providing inaccurate financials to examiners. Other deficiencies related to failures to
follow GAAP, insufficient net worth, inaccurate net worth, poor financial condition, failure to have
bank reconciliations, or not maintaining sufficient bonding.

Privacy. 21.2% of all examined advisers had at least one privacy or information security
deficiency, with greater than 40% of those advisers failing to deliver their privacy policy to clients
annually. Other deficiencies related to advisers not having privacy policies, not delivering their
privacy policy to clients at inception of their relationship, and having deficient privacy policies.

Advertising. 21.6% of all examined advisers had at least one advertising deficiency, with nearly
25% of those advisers having issues relating to their websites. Other deficiencies related to non-
website advertising via correspondence, business cards, testimonials, performance advertising,
seminars, and the misuse of the phrase “RIA”.

Fees. 19.4% of all examined advisers had at least one fee-related deficiency, with nearly 25% of
those advisers showing discrepancies between the actual fee charged and the fee that was disclosed
to the client in their contract. Other deficiencies included undisclosed fees, issues with fee
invoices, discrepancies between the fee charged and that which was disclosed in the adviser’s Form
ADV, and errors in billing or fee calculation.

Custody. 12.6% of all examined advisers had at least one custody-related deficiency, with nearly
35% of those advisers showing issues with direct fee deduction. Other deficiencies included
inadvertent custody, non-disclosed custody, acting as general partner or other arrangements where
an adviser has a general power of attorney over a client account, issues relating to insufficient
annual audits or an adviser using a client’s login information to custodial accounts, physical
custody, signatory authority, or acting as trustee for client accounts.
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Investment Activities. 3.6% of all examined advisers had at least one investment activity-related
deficiency, with nearly 55% of those advisers showing a conflict between their investment activities
and the description of their investment activities in their Form ADV or client contract. Other
deficiencies in this area related to preferential treatment, issues with aggregating trades or soft
dollars.

Solicitors. 14.3% of examined advisers who used solicitors or acted as solicitors had at least one
deficiency related to solicitation activities, with nearly 35% of those advisers failing to disclose
solicitation activities. The other issues were problems with the solicitor disclosure documentation,
the agreement between the solicitor and the adviser hiring the solicitor, and the failure of the
parties to deliver the appropriate Form ADV(s) to the solicited client.

Hedge Funds. At least one deficiency related to hedge fund advisers was found in 30% of hedge
fund advisers who had no other clients and 9.7% of hedge fund advisers who also had a regular
investment advisory practice. Those deficiencies included issues with valuation, cross trading,
preferential treatment, registration or exemption issues, non-accredited investor issues and
undisclosed conflicts of interest.

Performance Reporting. The survey did not report the percent of examiners who experienced
deficiencies with performance reporting. Nonetheless, deficiencies existed and they included
issues with the use of benchmarks, indices, calculation methods, misleading presentations, and
inaccurate results.

Since the 2011 report, we have seen substantial changes to the investment adviser registration and
disclosure regime. The old Form ADV Part 1 and II has been supplanted by the new Form ADV
Part 1 and 2, and the Dodd-Frank Act raised the limit for SEC registration. We anticipate that the
2013 report will show a material rise in deficiencies relating to unethical business practices from
the standpoint of sufficiency of Form ADV and contract disclosure, custody, hedge funds, and
supervisory/compliance.

Some best practices that each adviser should follow are:
1. Books and records. Each adviser must be knowledgeable in the books and records rules

that pertain to its practice. We recommend that each adviser conduct a self-assessment of
what books and records they are maintaining, how long they are maintaining them, and
how they are being maintained.

2. Contracts. All form contracts should be reviewed and updated for basic contracting
principles as well as sufficiency of disclosures.

3. Form ADV. The Form ADV should be reviewed to ensure that it includes all of the
required information, and that it presents information in a non-misleading way. Each
adviser should ensure that its meeting it initial and annual disclosure requirements, which
also relates to the disclosure of brochure supplements for the appropriate adviser
personnel.

4. Compliance policies and procedures. These documents should be tailored to the advisory
firm and reflect that firm’s information. Appurtenant to this issue is business continuity
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planning, which must be reviewed and tested annually for effectiveness.
5. For advisers to pooled investment vehicles such as hedge funds, the adviser must be

appropriately registered (or exempt from registration), and must also be diligently
focused on its ongoing compliance obligations which include establishing and
maintaining compliance policies and procedures, books and records, and making
sufficient and adequate disclosure.

The Norris, McLaughlin & Marcus Investment Group regularly counsels financial services firms
and personnel on regulatory, securities, corporate and business issues related to their practices.
This Alert was written by the Securities Law Group of the Business Department of Norris,
McLaughlin & Marcus, P.A. The principal author is Oren M. Chaplin, Esq.


