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An investment adviser licensed, or required to be licensed, by the Ohio Division of
Securities must adopt and implement written policies and procedures reasonably designed to
prevent violation by the adviser (and its supervised persons') of the Ohio Securities Act and the
administrative rules promulgated by the Division.” In connection with adopting and
implementing this written compliance program, an adviser must designate a person, who is a
supervised person, as the “Chief Compliance Officer” (“CCO”) responsible for administering the
program. This compliance program requirement provides an adviser with the opportunity to
establish a comprehensive — A to Z — set of standards governing its operations and compliance
obligations.

Adoption and implementation of a compliance program, however, is not amenable to an
“off-the-shelf” approach. Rather, an adviser must consider the scope of its services and its
fiduciary duties, inventory its compliance requirements, and identify actual and potential
conflicts of interest. From this starting point, an adviser must develop a program consisting of
written policies and procedures that address its relevant fiduciary, operational and regulatory
obligations. Following is a list of the most common fiduciary and regulatory obligations facing
an adviser — a list that can serve as a checklist for a comprehensive compliance program.

" A supervised person is a natural person who is any of the following: (i) a partner, officer, or director of an adviser
(or other person occupying a similar status or performing similar functions); (ii) an employee of an adviser; or (iii) a
person who provides investment advisory services on behalf of the adviser and is subject to the supervision and
control of the adviser. R.C. §1707.01(DD).

20.A.C. §1301:6-3-44(H).

’ While this article addresses the most common issues, it is incumbent upon an adviser to consider whether there are
additional issues relevant to its operations that must be addressed in its compliance program.



Advertising. Ohio law prohibits advertising by advisers that contains any untrue
statement of material fact or is otherwise false or misleading.” Accordingly, the program must
contain a procedure for the initial and periodic review of all advertising and marketing materials.
The program should recognize that advertising is broadly defined to include any notice, circular,
letter, or other written communication addressed to more than one person, and any notice or
other announcement in any publication, on the radio, or on television.” The procedure should
indicate who is authorized to approve materials, how such approval is memorialized, and provide
safeguards against alteration of approved materials without approval of the alteration. The
procedure also should provide for maintenance of copies of all advertising and marketing
materials, along with noted approvals, pursuant to the Division’s recordkeeping requirements
(discussed below). In addition, materials supporting any performance advertising should be
thoroughly reviewed and properly maintained.

Books and Records. The Division’s rules provide a detailed set of record-keeping
requirements.® All advisers must keep records in 20 basic categories, and advisers that have
custody and/or manage client assets must keep additional records. The required books and
records must be maintained for not less than five years, the first two in an appropriate office of
the adviser and subsequently in an easily accessible place. While the program should provide for
easy accessibility to the records, it should limit access only to authorized personnel, and also
provide for the reasonable safeguarding of the records from loss, alteration or destruction. For
electronically-stored records, back-up files should be maintained and separately stored; for non-
electronic records, it is advisable to make electronic copies that are similarly backed-up and
separately stored. Records should be appropriately updated’ and maintained in an accurate and
well-organized manner. In addition to maintaining these operational records as required by the
Division, as a matter of good business practice an adviser should maintain accurate and current
organizational documents such as its articles of incorporation, code of regulations and minute
book.

Custody. The concept of “custody” is broader than just physical possession, and means
holding, directly or indirectly, client funds or securities or having any authority to obtain
possession of them. Ohio licensed advisers with custody of client funds or securities must
comply with a three-part standard that requires safekeeping by a “qualified custodian,” notice of
the custody arrangements to clients, and quarterly account statements to clients.® In addressing
custody, a compliance program first should provide for a procedure to determine whether or not
the adviser has custody. If so, the adviser must make arrangements for a qualified custodian to

* 0.A.C. §1301:6-3-44(A)(1)(e). In addition, certain other types of advertising are specifically prohibited, see
0O.A.C. §1301:6-3-44(A)(1)(a)-(d).

5 0.A.C. §1301:6-3-44(A)(2).
6 0.A.C. §1301:6-3-151(E).

7 See Division Guidance on Commonly Encountered Investment Adviser Issues, Ohio Securities Bulletin 2002:2
(2002) for guidance regarding updating “primary” and “secondary” transactional records.

5 0.A.C. §1301:6-3-44(B).
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maintain client funds and securities either (i) in a separate account for each client under that
client’s name, or (ii) in accounts that contain only the adviser’s clients’ funds and securities
under the adviser’s name as agent or trustee for the clients. Second, the program must provide
for notice of the custodial arrangements to clients. Third, the program must provide that clients
receive an account statement, at least quarterly, that identifies (i) the amount of funds and
securities in the account at the end of the quarter, and (ii) all transaction effected in the account
during the quarter. The adviser should receive a copy of this quarterly statement sent by the
custodian. If advisory fees are to be deducted from a client’s account, the recommended best
practice is for the adviser to send deduction instructions to the custodian, with a copy to the
client.

Disclosure. Advisers generally are required to deliver to each client and prospective
client a written disclosure statement that describes the adviser’s business practices and the
adviser’s business and educational background.” This disclosure must contain the items required
by Part II of Form ADV, and may be in the form of Part II or take the form of a “brochure.” The
program should establish a mechanism to ensure the accuracy of all information contained in the
brochure. The program also should provide a procedure to ensure the initial delivery of the
brochure, as well as confirmation of such delivery. In addition, the program should provide for a
procedure to document the adviser’s annual offer to clients to provide a copy of the brochure.
Finally, the program should provide for the periodic review of the brochure and amendment as
necessary.

Ethics. Closely related to the compliance program requirement is the notion that an
adviser should adopt and implement a code of ethics. SEC-registered advisers are required to do
s0;'" however, currently Ohio law does not contain a specific requirement that Division-licensed
advisers adopt and implement a code of ethics. Nonetheless, such a code is certainly a logical
extension of the adviser’s fiduciary duty, and is certainly a recommended best practice. Under
the SEC rule, a code of ethics must contain: standards of business conduct reflecting the
adviser’s fiduciary obligations; provisions requiring that the adviser’s supervised persons comply
with applicable federal securities laws; provisions requiring that the adviser’s access persons
(persons with access to nonpublic information regarding clients or recommendations) report, and
that the adviser review, their personal securities transactions and holdings periodically;
provisions requiring that supervised persons report any violations of the adviser’s code of eithics;
provisions requiring that the adviser provide a copy of the code of ethics to each of the adviser’s
supervised persons; and provisions requiring pre-approval of access person investment in initial
public offerings and private placements. The SEC rule provides a template for Ohio advisers,
although like the compliance program, a code of ethics must be tailored to the business,
structure, clientele and nature of the advisory firm. An adviser’s code of ethics should set the
tone for the conduct and professionalism of the adviser’s employees, officers and directors."'

’0.A.C. §1301:6-3-151(G).
10 See 17 C.ER. §275.204A-1.
' “E” also could stand for ERISA. Advisers that serve as fiduciaries or investment managers with respect to ERISA

plans are subject to additional conduct standards, a discussion of which is beyond the scope of this article. Such
advisers should consult with legal counsel who is knowledgeable regarding ERISA in order to ensure compliance.
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Form ADV. The program should provide for the regular review and update of the
adviser’s Form ADV. Relatedly, the program should list who is “entitled” to use the IARD
system and thus make the necessary changes to the Form ADV and carry out other electronic
filing obligations. In addition, the program should designate the person responsible for
overseeing the annual renewal of the adviser’s Form ADV, and for ensuring that the adviser’s
IARD financial account is properly funded in advance of the Form ADV renewal and other
electronic filings.

Grievances. An adviser must maintain a copy of all written complaints received,'> and
verbal complaints should be memorialized. More importantly, the program should provide for
the prompt, thorough and fair review of all complaints received. The program should outline a
procedure for response to the complaint and documentation of such response.

Hyperlinks. The program should provide for the periodic review and update of the
adviser’s website. In addition, the program should establish a policy for e-mail, instant
messaging and other electronic communications. Such electronic correspondence typically will
constitute written communications subject to the Division’s recordkeeping requirements.'” The
program also should address whether or not personal use of e-mail and other forms of electronic
communication is permitted.

Insider Trading and Transactions. The program must include comprehensive policies
and procedures regarding insider and personal trading. Trading on the basis of material non-
public information must be prohibited. Division rules specifically require an adviser to establish,
maintain and enforce written policies and procedures reasonably designed (taking into
consideration the nature of the adviser’s business) to prevent the misuse in violation of the Ohio
Securities Act, the Securities Exchange Act of 1934, and the rules thereunder, of material,
nonpublic information by the adviser or any person associated with the adviser.'* With respect
to permitted personal trading, employees must be required to identify all investment accounts in
which they have a beneficial interest, report personal transactions and provide other information
necessary for the adviser to comply with the Division’s recordkeeping requirement on this
point."” In addition, Ohio law prohibits “principal transactions,” transactions in which an adviser
acting for its own account sells securities to or purchases securities from an advisory client,
without disclosure to and informed consent by the advisory client for each principal
transaction.'® Consequently, the program must establish a procedure for the necessary disclosure
and consent.

20.A.C. §1301:6-3-151(E)(1)(g).

B 0.A.C. §1301:6-3-151(E)(1)(g).

" 0.A.C. §1301:6-3-151(F).

% 0.A.C. §1301:6-3-151(E)(1)(1), (m).

*R.C. §1707.44M)(1)(c). See also Ohio Investment Adviser Manual §12.33 (LexisNexis 2002 & 2005 Supp.).
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Jewels. The program should provide policies and procedures governing the maintenance
of any non-securities assets, such as jewels, coins, precious metals or real estate. The program
should address custody of and access to such assets. In addition, the policy should address
whether or not the adviser will provide any type of supervision, recommendations, or reports
regarding such assets.

Know Your Customer. 1t is advisable for an adviser to establish a customer identification
program that allows the adviser to collect information about, and verify the identities of, its
clients.'” This identification procedure may be part of a larger anti-money laundering program
pursuant to which an adviser has in place procedures to detect transactions that are designed to
conceal or disguise the true origin of criminally derived proceeds. Relatedly, the program should
address the requirement that the adviser file a Currency Transaction Report when the adviser
receives more than $10,000 in cash in a single or two or more related transactions, and the
adviser’s ability to file a Suspicious Activity Report for suspicious transactions involving $5,000
or more. Separately, Division-licensed advisers are subject to consumer privacy regulations
promulgated by the Federal Trade Commission. In general, these standards require an adviser to
develop and maintain a policy regarding the handling of non-public personal information, and
provide appropriate notice of that policy. The notice generally must describe the kinds of
information that the adviser collects, the categories of unaffiliated third parties with whom the
information may be shared, and the adviser’s policies and procedures to protect the
confidentiality and security of non-public information. Further, an adviser generally is
prohibited from sharing an individual’s non-public personal information with non-affiliated third
parties, unless the adviser has given the individual the opportunity to “opt out” of the sharing and
the individual has declined to opt out. As a result, the program should not only establish the
adviser's standards for sharing non-public personal information, it also should establish a
mechanism to provide notice and give an opt out opportunity to clients."®

Legal Representation. The program should address whether or not the adviser will vote
client proxies. If so, the program should detail the adviser’s proxy voting processes and
procedures. SEC-registered advisers that vote client proxies are required to adopt a proxy voting
policy."  Although this SEC rule is not applicable to Division-licensed advisers, a Division-
licensed adviser that does vote client proxies should have a policy in place because such voting is
subject to statutory anti-fraud standards and the adviser’s fiduciary obligations. A proxy voting
policy should: (i) address conflicts of interests that may arise; (ii) be reasonably designed to
ensure that the adviser votes client’s securities in the best interest of the client; and (iii) disclose
to clients how they may obtain information from the adviser about how the adviser voted. In
addition to dealing with proxy voting, the compliance program should address whether or not the
adviser will serve as a legal representative for the client in class actions, bankruptcy proceedings,
or other legal proceedings involving securities held in the client’s portfolio.

"7 Broker-dealers and mutual funds are subject to federal customer identification requirements, see 31 C.F.R.
§§103.122 and 103.131, and such requirements may be “pushed down” to advisers.

' For a detailed discussion of the consumer privacy rule and requirements, see Ohio Investment Adviser Manual,
Ch. 13 (LexisNexis 2002 & 2005 Supp.).

¥ See 17 C.F.R. §275.206(4)-6.
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Matching. Under certain circumstances, an adviser may match clients in an “agency
cross transaction” pursuant to which the adviser acts as a broker both for an advisory client and
for another person on the other side of the transaction. Ohio law prohibits agency cross
transactions without disclosure to and informed consent by the advisory client.*’ Consequently,
the program must provide for agency cross transactions only in compliance with the disclosure
and consent requirements specified in the Division’s rules.”’ Similarly, an adviser may effect a
transaction between advisory clients, known as a “cross trade,” and the program must contain
policies and procedures for these transactions. If an adviser receives more than an advisory fee
for a cross trade, the transaction is considered an agency cross transaction that is subject to the
foregoing disclosure and consent requirement.”> If the cross trade is not considered an agency
cross transaction, the adviser still has an affirmative duty of good faith and full disclosure.

New Issues. To the extent an adviser has access to new issues of securities, including
initial public offerings, the program should address how shares in such offerings will be
allocated among advisory clients. Of course, the program should contain a mechanism to ensure
that such offerings are suitable for the accounts to which they are allocated. More generally, the
program should contain policies and procedures to ensure the fair and equitable allocation of
securities and recommendations among clients.

Objectives. An investment adviser has a duty to ensure that investment advice is suitable
for the client to whom it is given. Accordingly, the program must require the adviser to gather
and maintain appropriate information, including investment objectives and financial resources, to
enable the adviser to make a suitability determination. Policies and procedures must be put in
place to ensure that all securities recommendations and transactions are consistent with the client
investment objectives and any client-imposed limitations or restrictions on investments. In
addition, it is advisable for advisers to maintain records regarding investment decisions or
recommendations, such as information about particular companies or industries, financial and
economic data, and other research and periodic reports.

Portfolio Management. First, the program must put in place procedures to distinguish
those portfolios that are managed on a discretionary basis from those that are managed on a non-
discretionary basis. For non-discretionary accounts, procedures must be put in place to obtain
client approval of proposed transactions. For all accounts, as just discussed, the program must
ensure that an adviser’s portfolio management strategies and execution are consistent with client
investment objectives, and that management does not “drift” away from the objectives or
inappropriately ‘“chase returns.” As previously mentioned, an adviser must be aware of any
client-imposed investment restrictions. The program also must be designed to avoid prohibited
practices like unauthorized trading, excessive trading, “scalping” (selling recently acquired
securities in a market inflated by the adviser’s recommendation), “cherry picking” (intentionally

P R.C. §1707.44(M)(1)(c).
1 0.A.C. §1301:6-3-44(G).

*2 See Ohio Investment Adviser Manual §12.35 (2002 & 2005 Supp.).
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allocating profitable trades to personal accounts and unprofitable trades to managed accounts)
and “marking the close” (intentionally paying higher prices to buy securities at the end of a
period in order to increase the value of assets under management).>>  Further, the program
should contain procedures to identify and resolve trading errors in a manner that is consistent
with the adviser’s fiduciary duty.

Quality Control. As previously mentioned, the program must designate a CCO who is
responsible for overall administration of the program. Advisers of all sizes must have a CCO — a
single person operation must designate himself or herself as the CCO. The CCO may have other
specific responsibilities as outlined in the program. The CCO must be competent and
knowledgeable, empowered with full responsibility and authority to develop and enforce
appropriate policies and procedures, and have sufficient authority within the organization to
compel others to adhere to the compliance program.** In addition to establishing a compliance
program, the Division’s rules require an adviser to reasonably supervise its investment adviser
representatives and other persons employed by or associated with the adviser with a view
towards preventing violations of the federal securities laws.”> For purposes of the rule, no
adviser shall be deemed to have failed to satisfy its duty of reasonable supervision if the adviser
has: (i) established procedures, and a system for applying the procedures, that would reasonably
be expected to prevent and detect, insofar as practicable, any violation by its investment adviser
representatives or other persons, employed by or associated with, the adviser; and (ii) reasonably
discharged the duties and obligations incumbent on the adviser by reason of the established
procedures and the system for applying the procedures without reasonable cause to believe that
there was not compliance with the procedures and systems. Thus, the program must contain
policies and procedures consistent with this requirement.

Reporting. The program should address regulatory and client reporting. Regulatory
reporting for the firm includes the annual filing — and updating — of the Form ADV, and
reporting under Section 13 of the Securities Exchange Act of 1934 if necessitated by the
adviser’s business. Regulatory reporting for individuals consists of the initial filing — and annual
renewal — of Forms U-4 for all investment adviser representatives. Note that a single person who
operates his or her advisory business in a business form (i.e. corporation or LLC) must be
licensed as an investment adviser representative of that business, and comply with the Form U-4
filing requirements.® For client reporting, the program should specify the type, scope and
frequency of such reports.

Soft Dollars. Soft dollar arrangements must be disclosed to clients; in addition to
emphasizing this requirement, the program should set out the firm’s philosophy regarding soft

* For a more thorough discussion of fraudulent portfolio management practices, see Ohio Investment Adviser
Manual §12.36 (LexisNexis 2002 & 2005 Supp.).

** Although the CCO should have these characteristics, there is no requirement that an adviser hire a person to serve
as CCO, or that a person must devote his or her full time to CCO responsibilities.

¥ 0.A.C. §1301:6-3-151(D).

*% See Ohio Investment Adviser Manual §§8.12, 8.13 (LexisNexis 2002 & 2005 Supp.).
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dollar arrangements. If the adviser engages in soft dollar relationships, the program must
establish policies and procedures to ensure that such soft dollars are in compliance with the safe
harbor of Section 28(e) of the Securities Exchange Act of 1934. The program should provide for
the regular review of soft dollar practices, and a mechanism to make sure that soft dollar
practices are consistent with disclosures made to clients.

Trading Practices. An adviser has a fiduciary obligation to obtain “best execution” of
client transactions, and the program must reflect this obligation. In general, best execution
means that an investment adviser must execute client securities transactions in such a manner
that the client’s total cost or proceeds in each transaction is most favorable under the
circumstances. Soft dollar arrangements have the potential to interfere with best execution. In
1986, the SEC provided guidance — which remains sound guidance today — that in seeking best
execution, an adviser should consider the full range and quality of a broker-dealer’s services
including, among other things, execution capability, the value of research provided, commission
rates, financial responsibility, and responsiveness to the adviser.”” The program should contain a
best execution policy that addresses, at a minimum: the person(s) responsible for monitoring the
adviser’s trading practices; the criteria used to select broker-dealers; periodic and systematic
review of trading practices; whether the adviser will aggregate orders; appropriate
recordkeeping; and assurance of full and accurate disclosure of trading practices and soft dollar
arrangements. Finally, the program should address whether or not the adviser will permit clients
to direct transactions to specific broker-dealers, i.e. directed brokerage. Clients engaged in
directed brokerage should be advised that because of their direction they may not necessarily
enjoy best execution of their transactions.

Understandings. The most important understanding that an adviser has is the advisory
agreement with its clients. This agreement must be in writing,”® and at a minimum should cover:
the scope of services rendered and the fees for such services; whether or not the adviser will have
discretion with respect to buy and sell decisions and trade execution decisions; and custodial
arrangements. The program should recognize that Ohio law prohibits assignment of an advisory
contract without client consent.”® Another important understanding is any arrangement for the
referral or solicitation of clients. An adviser may pay a cash fee to a person who solicits business
on behalf of the adviser only under certain circumstances, and the program must ensure that
solicitation arrangements are in compliance with the Division’s rule on this point.*’

Valuation. The program should address how client portfolios will be valued both for
purposes of measuring performance and calculating advisory fees. Valuation methodologies and

*" SEC Release No. 34-23170 (Apr. 23, 1986). The SEC supplemented this guidance in Release No. 34-43590
(Nov. 17, 2000).

#0.A.C. §1301:6-3-151(H)(2).
¥ 0.A.C. §1301:6-3-151(H)(1)(b).

9 0.A.C. §1301:6-3-44(C).
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fee calculations should be transparent and fully disclosed to clients.”’ The Division has taken the
position that advisers must disclose to clients all material information regarding compensation,
including a disclosure of all fees, a description of fee calculation, and whether fees are
negotiable.’”®> Further, additional fees imposed by mutual funds must be disclosed, and it is
advisable for an adviser to ensure that clients understand that charges for transaction execution
and custodial services are in addition to the advisory fee.

Wrap Fee Programs. The program should address whether or not the adviser will serve
as a sponsor of wrap fee programs. If so, procedures must be put in place to ensure delivery of
the required wrap fee disclosure statement (Schedule H of Form ADV).>> In addition, the
program should contain procedures to ensure that wrap fee programs are suitable for the clients
to whom they are recommended.

Xtra Copies. The program should include policies and procedures to recover from
natural and man-made disasters and emergencies. These policies should include, at a minimum:
identification of mission critical personnel and systems; regular back-up of electronic and hard
copy data; arrangements for a back-up location to conduct operations along with arrangements
for back-up computer and telephone systems; and training for and periodic testing of the
recovery plan.

Yearly Review. Division rules require that the compliance program be reviewed at least
annually, and that a record of such review be maintained with the adviser’s books and records.*

Zero. Zero is the number of issues relevant to an adviser’s business that should not be
addressed in the adviser’s compliance program. As mentioned at the outset, the compliance
program requirement provides an adviser with an opportunity to establish a comprehensive set of
standards governing its operations and regulatory requirements. And rather than simply
purchase a “one-size-fits-all” program, advisers should thoughtfully craft a program that
addresses the issues relevant to its business. Although the program should address all
compliance considerations relevant to the adviser’s operations, the program need not specify
every single action that must be taken in order to remain in compliance. In some cases, it may be
sufficient for the program to allocate responsibility within the organization for the timely
performance of certain obligations. Most importantly, the compliance program requirement is
intended to foster a “culture of compliance;” a culture in which the highest standards of ethical
behavior are practiced, and there are adequate internal controls that make it more likely that
ethical behavior will be the norm throughout the organization.

*! Fees based on a percentage of capital gains or appreciation in a client’s account are prohibited, except with respect
to “qualified clients.” O.A.C. §1301:6-3-151(H)(1)(a).

32 See Ohio Investment Adviser Manual §12.30 (LexisNexis 2002 & 2005 Supp.).

¥ 0.A.C. §1301:6-3-151(G)(6).
**0.A.C. §§1301:6-3-44(H)(1)(b); 1301:6-3-151(E)(1)(t).
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