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Private equity firms all over the world will
soon need to see their activities through
the lens of the US regulator, the Securities
and Exchange Commission (SEC). And
the SEC may well believe that what
seemed perfectly respectable in the long
era of self-regulation does not correspond
with its view of acceptable behaviour.

With US endowments and other
institutional US investors a major source
of private equity capital, many firms
around the globe will need to register
with the SEC and comply with the
Investment Advisers Act of 1940 by the
first quarter of 2012. While many non-US
advisers may be exempt from registration,
these exemption rules are not yet final
and many of the rules require increased
transparency to the SEC and compliance
with various aspects of the Act.

Moving from an unregulated to a
regulated environment is a substantial
challenge. Firms must appoint a
competent chief compliance officer and
give the officer appropriate resources.
Additionally, the firm must implement
effective compliance programmes, backed
by policies, procedures, testing and
records. Beyond building the compliance
infrastructure, they need to review
working practices established over
many years. 

The SEC has been improving its
knowledge of private equity firm practices
through training and recruiting industry
specialists, so we expect it will view some
practices as unacceptable, and therefore
grounds for deficiency letters or
enforcement actions. 

Being thoroughly prepared for regulation
by foreseeing the SEC’s views can only
boost a firm’s standing, both with
investors and other stakeholders. But
failure to do so might lead to civil, or even
criminal, compliance actions. 

Practices to review
We believe that private equity firms
should look at their practices in the
context of a number of regulatory issues.
In particular, they should look for
potential conflicts of interest and make
sure they identify, mitigate and disclose
them. Firms should scrutinise the
following practices for conflicts of
interest:

• Successive funds. Using newer funds
to support older funds’ investments
leads to potential conflicts of interest
between the funds. 

• Allocation of investments. When
several funds operate in a similar area,
firms should disclose to investors how
they make allocation decisions.
Similarly, when two funds both own

part of a portfolio company, the firm
should disclose the valuation method
for the company. Cross trades between
funds should be executed using
previously disclosed policies and
procedures.

• Expenses. Expenses born by funds
should be plainly disclosed, and the
firm should not charge any additional
expenses to the funds. Where there are
co-investors in deals, expenses should
be fairly allocated across all investors,
especially in the case of broken deals.

Identifying all possible sources of material
non-public information in order to
prevent insider trading is another
potentially troublesome area. Due to the
complexity of the private equity business,
there may be a number of potential
sources. A compliance programme should
include regular training on identification
and mitigation of this risk.  

Finally, the SEC requires that advisers
keep all information needed to
substantiate performance claims.
Because private equity firms often use
internal rates of return from previous
funds for marketing purposes, they might
have to keep performance data for long
periods of time.

Preparing across the firm
When preparing for registration, private
equity firms should be sure that they have
re-evaluated all practices that might be
judged non-compliant by the SEC. They
also need to make employees across the
firm aware of the implications of
compliance. 

Making sure that the whole firm behaves
within the letter and spirit of regulations
can only boost the brand. The SEC is not
alone in its focus on controls – regulators
and investors everywhere want to see
strong compliance programmes and
control environments. Having this
infrastructure in place allows top
management to focus on creating
portfolio value.

With regulation imminent for
private equity firms with activities
in the US, understanding the SEC’s
likely perspective on some
established practices can only
bolster the brand.
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