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Jason E. Brown
Ropes & Gray LLP, Partner
Practice
Jason has extensive experience representing investment advisers to private equity
funds, real estate funds, credit funds, hedge funds, separate accounts and
commodity pools.
Representative Clients and Matters
• Assisted numerous leading private fund managers in registering as investment
advisers with the SEC and developing Advisers Act compliance programs.
• Worked with over 45 investment advisers on SEC examinations.
• Regularly advise clients on SEC enforcement actions.
• Advised a wide variety of registered investment advisers on Advisers Act and
other regulatory matters as new funds or products are launched, compliance
questions arise or new rules are adopted.

BOSTON
T +1 617 951 7942
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JEBrown@ropesgray.com

Education
• JD, cum laude, 1998, Harvard Law School
• BS (Economics), summa cum laude, 1995,
University of Pennsylvania, Wharton School

M. Alexander Koch
King & Spalding LLP, Partner
Practice
Mr. Koch specializes in defending public companies, regulated entities, and
individuals in government investigations, with a particular focus on securities
enforcement. A partner in the Special Matters and Investigations practice and a
former Assistant Director in the Securities and Exchange Commission's Division of
Enforcement, Alec represents clients before the SEC, the Department of Justice, and
other regulatory authorities. Alec also regularly conducts internal investigations and
advises clients on regulatory compliance and corporate governance issues.
Representative Clients and Matters
• Represented the audit committee of a public company in an internal
investigation and related government investigations into more than 20 separate
allegations of misconduct relating to accounting fraud and whistleblower
retaliation.
• Defended one of the world’s largest banks in a DOJ investigation pursuant to the
Financial Institutions Reform, Recovery, and Enforcement Act concerning the
origination and sale of residential mortgage-backed securities during the years
leading up to the financial crisis.
• Defended a major U.S. law firm and several of its partners and employees in
connection with an SEC investigation concerning the activities of the firm’s
former client, an asset manager.

Washington, DC
T +1 202 626 8982
M +1 202 740 4863
akoch@kslaw.com

Education
• JD, cum laude, Georgetown University
• BA (History), Dean’s List, University of Virginia
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Background
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Fiduciary Duty
Advisers Act imposes on investment firms, a broad fiduciary duty to act in the client’s best
interests.
◦ Client = Fund (and not the investors in a Fund)
◦ Affirmative duty of undivided loyalty and utmost good faith, full and fair disclosure of all material facts
◦ Affirmative duty to have a reasonable, independent basis for investment advice
◦ Affirmative obligation to use reasonable care to avoid misleading clients

Disclosure-based fiduciary duty
Investment adviser must guard against conscious and unconscious incentives (e.g., conflicts) that
might cause the adviser to fall short of providing disinterested advice
◦ Investment adviser may be faulted even when it does not intend to injure a client, and even if the client
does not suffer a monetary loss

Advisers Act fiduciary duty does not create investor right of action against an adviser
◦ Instead, SEC given the right to police the duty through examination of advisers and enforcement powers
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SEC Examinations and
Enforcement
•Routine inspections, “presence” exams, “sweep” exams, and “for cause”
inspections
•Sweep exams focus on one or more “high risk” areas:
• Allocation of investment opportunities, fees and expenses, marketing, conflicts of interest, safety
of client assets, valuation

•Potential for deficiency letters; referrals to Division of Enforcement
• In its fiscal year ended September 30, 2016, the SEC filed 868 enforcement actions (807 in 2015),
and the most ever – 160 – involving investment advisers or investment companies
• Over $4 billion in aggregate disgorgement and penalties in 2016 (approximately $4.2 billion in
2015)
• Most enforcement actions in the history of the Commission
• Continued “broken windows” theory of enforcement
• Numerous enforcement actions regarding allocation of fees and expenses and conflicts
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SEC’s Focus on Private Equity
• In 2010, the Dodd-Frank Act required private fund advisers with more than $150
million under management to register with the Commission, subjecting them to
rules governing investment advisers and regular examination.
• Since then, the SEC’s focus on the private equity industry has been clear from the
public attention paid to it by Commissioners and senior staff.
• SEC has, up until now, argued that this high level of focus is warranted because
“retail investors are significantly invested in private equity” through pension
funds, university endowments, and institutional money managers.
• SEC also has argued that this level of attention is warranted because even
sophisticated investors can be defrauded if they lack transparency into fees,
expenses, and conflicts of interest.
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SEC Examination
Focus Areas
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SEC’s Enforcement Areas of
Focus
Undisclosed
Fees
Expense
Allocation

Undisclosed
Conflicts of
Interest

Disclosure
Failures
(rather than
asserting that
certain practices or
fees were
unlawful)
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Fees and Expenses
Examination Focus Areas
Fee and expense allocations generally
•

Clients are only charged for expenses authorized by governing documents (e.g., fund extensions)

• Allocation among clients
•

Sharing of expenses in a manner that improperly benefits one fund over the other
•

Co-Invest Vehicles

• Allocation among adviser and clients / assets
•

Services provided by third parties that could arguably be required to be provided by the adviser
•
•
•

•
•

Services of adviser personnel being charged to a client / asset
Expenses of the adviser being allocated to client / asset that could be considered “overhead”
•

•
•
•
•

Payments of promote to JV partners
Consultants performing due diligence
Operating partners

Platform companies

Expenses being borne by a client / asset that derive from functions for which adviser is responsible
Excessive fees and expenses (e.g., luxury travel)
Unexpected fees and expenses (e.g., late night meals)
Expenses benefitting adviser (e.g., insurance premiums)
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Recent Enforcement
Actions – Fees and
Expenses
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Expense Allocations
Allocation of expenses between manager and funds
First Reserve Management (Sept. 2016): SEC settles charges with private equity adviser over
allocation of certain expenses to its funds without making appropriate disclosures.
◦ SEC order also found problematic the adviser’s practice of charging the funds for liability insurance
policy premiums covering the adviser for risks not entirely arising from management of the funds,
in contradiction with the funds’ governing documents
◦ SEC order found the adviser created two additional companies to advise the funds, resulting in the
funds incurring additional administrative and advisory expenses
◦ Adviser entered into settlement with the SEC to pay $3.5M penalty; cease and desist

Apollo Global Management (Aug. 2016): SEC settles charges with a private equity adviser for
failing to adequately disclose certain allocation information about interest payments made
between the funds and an affiliate.
◦ SEC order also found the adviser failed to supervise a senior partner at the adviser who was twice
caught improperly charging personal items and services to funds and their portfolio companies.
◦ Adviser entered into settlement with SEC to pay $12.5M penalty; cease and desist.
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Expense Allocations (cont.)
Allocation of expenses between manager and funds
Cherokee Investment Partners (Nov. 2015): SEC settles charges with private equity adviser
for allocating Advisers Act registration, compliance, examination and enforcement inquiry
costs to funds
◦ Allocation of these expenses not sufficiently disclosed in funds’ governing documents
◦ Advisers had already voluntarily reimbursed full amount of these expenses, over $455k, to the
funds
◦ Adviser entered into settlement with the SEC to pay $100k penalty; cease and desist

Alpha Titans (April 2015): SEC settles charges with adviser related to adviser’s use of fund
assets to pay manager-related operating costs (e.g., salaries, benefits, rent, parking,
computer equipment, utilities)
Clean Energy Capital / Scott Brittenham (Oct. 2014): SEC settles charges with private
equity adviser and principal for alleged breach of fiduciary duties and misleading
statements and omissions in connection with the misallocation of certain expenses to
adviser’s funds (e.g., adviser’s rent, salaries, and other employee benefits such as tuition
costs, retirement, and bonuses)
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Expense Allocations (cont.)
Allocation of expenses between funds / co-investors

KKR (June 2015): SEC settles charges with a private equity adviser alleging that it failed to
disclose that certain co-investment vehicles did not bear their share of broken deal
expenses, even though those vehicles invested alongside fee paying vehicles.
◦ Adviser entered into settlement with SEC to pay $28.5M (disgorgement, interest, and a monetary
penalty); cease and desist

Lincolnshire Management (Sept. 2014): SEC settles charges with a private equity adviser
alleging breach of fiduciary duty to two private equity funds by sharing expenses between
two portfolio companies in a manner than improperly benefitted one fund over the other.
◦ Adviser entered into settlement with SEC to pay over $1.8M in disgorgement of broken-deal
expenses and $450,000 penalty; cease and desist
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Undisclosed Fees
Undisclosed Fees

WL Ross (Aug. 2016): SEC settles charges that the private equity adviser allegedly failed to
disclose to investors in its private equity funds that a portion of transaction fees attributable to
co-investors that did not pay management fees would be retained by the adviser.
◦ Adviser entered into settlement with SEC to pay $2.3M penalty; cease and desist.

Apollo Global Management (Aug. 2016): SEC settles charges that the private equity adviser
allegedly failed to adequately disclose acceleration of the payment of future monitoring fees
owed by the funds’ portfolio companies upon disposition of those companies.
◦ Adviser entered into settlement with SEC to pay $52.7M penalty (disgorgement, interest, and a monetary
penalty); cease and desist.

Blackstone (Oct. 2015): SEC settles charges with a private equity adviser related its undisclosed
receipt of accelerated monitoring fees from portfolio companies.
◦ Adviser entered into settlement with SEC to pay $38.8; cease and desist.
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Conflicts of Interest
Fees Paid to Related Persons

Fenway Partners (Nov. 2015) SEC settles charges that the private equity adviser allegedly
terminated a management services agreement in favor of consulting agreements with the
adviser’s affiliate, the fees of which were not offset against the advisory fees owed by the
funds to the adviser.
◦ Adviser entered into settlement with SEC to pay more than $10m penalty (disgorgement and
interest); cease and desist.

Blackstreet Capital Management (June 2016) SEC settles charges that the private equity
adviser allegedly charged fees to portfolio companies for providing operating partner
oversight without disclosing that the adviser received such fees
◦ Adviser entered into settlement with SEC to pay more than $3mpenalty (disgorgement, interest
and civil penalties); cease and desist.
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Defenses Rejected by the SEC
DEFENSE ARGUMENT

SEC REBUTTAL

Fund documents were drafted
before adviser was required to
register.

Even before being required to
register, advisers were fiduciaries
subject to the antifraud provisions.

Even if a conflict wasn’t disclosed,
investors benefited or were not
harmed.

May go to remedies, but not
liability. As a fiduciary, an adviser
must disclose all material conflicts
of interest.

Advice of counsel.

Not relevant to non-scienter
violations. Will consider only if
adviser waives privilege.
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Recent Enforcement
Actions – Broker
Dealer Issues
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Broker-Dealer Registration
Exchange Act §15(a)(1) – Makes it unlawful for any broker or dealer to “effect any
transactions in, or to induce or attempt to induce the purchase or sale of, any
security” unless that broker or dealer is registered with the Commission in
accordance with Exchange Act Section 15(b).
Exchange Act §3(a)(4) – “Broker” is defined as “any person engaged in the business
of effecting transactions in securities for the account of others.”
“A Few Observations in the Private Fund Space,” speech by David Blass, then Chief
Counsel of the Division of Trading and Markets (Apr. 5, 2013).
•

Blass flagged two scenarios that could require private fund advisers to register as
broker-dealers:
◦

“[A] fund adviser that pays its personnel transaction-based compensation for selling
interests in a fund or that has personnel whose only or primary functions are to sell
interest in the fund.”

◦

“[T]he private fund adviser, its personnel, or its affiliates receive transaction-based
compensation for purported investment banking or other broker activities relating to
one or more of the fund’s portfolio companies.”
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Broker-Dealer Registration
(cont.)
•

Blass suggested one way for fund advisers to adjust their practice to avoid having to register
as a broker-dealer.
–

“To the extent the advisory fee is wholly reduced or offset by the amount of the transaction fee, one might view the
fee as another way to pay the advisory fee, which, in my view, in itself would not appear to raise broker-dealer
registration concerns.”

Blass said the SEC was open to discussing the topic at that point, but the Blackstreet case brought last year
raised a question as to whether the SEC had determined that charging fees for broker-like work required
private fund advisers to register in at least some instances.
“M&A Brokers” No-Action Letter (Blass signed Feb. 4, 2014) arguably expanded exemption from registration.
◦ No registration was required for brokers involved in certain privately held company transactions, even when paid via
transaction-based compensation.

◦ Not a good fit, however, for most private equity fund advisers.
◦ Ten listed conditions included that the broker cannot have the ability to bind a party to the transaction, cannot provide
financing for the transaction, must abide by limitations on handling funds/securities, and cannot assist with the creation of
a group of buyers.
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Blackstreet Enforcement
Action
SEC alleged that instead of employing investment banks or broker-dealers. Blackstreet performed certain services with
respect to the acquisition and disposition of portfolio companies (some of which involved the purchase or sale of
securities) “in-house”. Services included:
◦ soliciting deals,
◦ identifying buyers or sellers,
◦ negotiating and structuring transactions,
◦ arranging financing, and
◦ executing the transactions.

Blackstreet received at least $1,877,000 in transaction-based compensation in connection with providing these brokerage
services
Findings included
◦
◦
◦
◦

Unauthorized broker-dealer activity
Unauthorized and inadequately disclosed fees
Unauthorized use of fund assets (political and charitable contributions, entertainment expenses)
Improper purchase of employee’s portfolio company shares

◦ Improper acquisition of LP interests
◦ Lack of policies and procedures
Agreed to pay $3.1 penalty (disgorgement, interest and civil penalties); cease and desist.
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Blackstreet Takeaways
While the SEC’s focus has been on requiring disclosure in most cases involving conflicts
and fee practices, you cannot disclose away the obligation to register as a brokerdealer.
To the extent the M&A Brokers No-Action Letter indicated transaction-based
compensation does not always trigger a registration requirement, Blackstreet suggests
that transaction-based compensation is still a key element.

If you anticipate a transaction might involve securities, consider hiring an investment
bank or registered broker-dealer to manage the transaction.
If you currently charge fees for broker-type work, you may consider stopping that
practice, or at least offsetting the fees.
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INVESTOR DUE DILIGENCE
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Investor Due Diligence
Due Diligence Questionnaire Requests
California Disclosure Law
ILPA Requirements
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BEST PRACTICES / TAKEAWAYS
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Best Practices – Formulating and
Disclosing PE Fees and Expenses
Identification of actual or potential conflicts that exist within adviser’s
business
◦ SEC has brought enforcement actions where only a potential conflict exists
◦ Lack of harm to investors is an insufficient defense
◦ Completion of questionnaires by personnel regarding outside business contacts or
interests

Develop specific compliance policies related to allocation of fees and
expenses, methodology and conflicts, consistent with disclosures
◦ Catalog various fees and expenses paid by funds and portfolio companies and review
to determine whether they raise any potential conflicts
◦ Determinations should be made consistent with expectations of a reasonable investor
based on fair reading of disclosure
◦ Clearly define roles within approval process
◦ Keep complete and accurate documentation
◦ Maintain continuous monitoring and audit trail
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Best Practices – Formulating and
Disclosing PE Fees and Expenses (cont.)
Provide complete and detailed disclosure of fee and expense allocations
and methodology in offering and governing documents
◦
◦
◦
◦

Advance disclosure more effective than post-closing disclosure
Clearly define adviser and affiliate compensation
Test and document “market rates” for affiliate services
Include clear and detailed disclosure regarding expenses to be borne at the fund/client and
asset levels
◦ Broad permissive language may not be adequate disclosure to identity a conflict

LPAC review for certain conflicts if necessary
Ensure consistency for all funds and clients across offering materials,
governing documents, regulatory filings and due diligence questionnaires
Review annually disclosures, policies and actual practice
Promptly assess and disclose fee and expense allocation issues and conflict
of interest concerns
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