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The most significant impact of SEC registration on a 

private fund adviser is that the adviser becomes subject to 

inspection by the SEC’s Office of Compliance Inspections 

and Examinations (OCIE).  The greatest risk arising from 

an examination is that the inspection staff decides to refer a 

finding from an inspection to the Division of Enforcement 

(Enforcement) for an investigation.  Despite the severe 

collateral consequences that can befall a fund manager 

simply from the initiation of an investigation, divining 

whether the staff is contemplating an Enforcement referral 

is a surprisingly elusive proposition.  With numerous newly 

registered investment advisers about to undergo their first 

inspection, the risk of investigations has never been higher.  

This article discusses the increasing risks of compliance 

examinations becoming enforcement investigations and 

practical strategies for anticipating and mitigating those risks.

 

The Risk That an Examination Results in a  
Referral to Enforcement

Asset managers are particularly vulnerable to collateral 

consequences of a government investigation.  Particularly in 

the wake of recent cases, many investors have little tolerance 

for fund managers who are subject to an investigation, 

thus making flight of capital a real risk for advisers under 

investigation.  Stark examples of this played out in November 

2010 when the FBI executed search warrants on four hedge 

funds.  Of the four funds raided, three ceased doing business 

even in the absence of criminal charges.[1]

Statistics indicate that a substantial – and increasing 

– number of examinations result in Enforcement 

investigations.  For example, in fiscal year 2010, OCIE 

staff made 272 referrals of examination findings to the 

Enforcement Division.[2]  This represented a significant 

increase from 237 referrals in fiscal year 2009 and 198 

referrals in fiscal 2008.  (Not surprisingly, the largest number 

of referrals to the Enforcement Division each year comes 

from the OCIE staff in the New York Regional Office.)  

From November 2010 to April 2011, the Enforcement 

Division opened nearly 200 investigations as a result 

of OCIE examination referrals.[3]  This suggests that 

OCIE referrals have become an increasing source of new 

investigations for the Enforcement Division.

 

In the wake of the Stanford Ponzi scheme, the SEC’s 

Inspector General conducted a review of referrals by OCIE 

regional office staff to the Division of Enforcement.  The 

report reflected a generally favorable and collaborative 

relationship between OCIE and Enforcement, but also made 

suggestions for increased coordination.[4]

 

In response, senior staff in OCIE and the Division of 

Enforcement have touted their increased collaboration.  

Even before the Inspector General’s review, OCIE and the 

Enforcement Division had already begun to enhance the 

level of collaboration between the two groups.  In testimony 

before the House of Representatives Subcommittee on 

Oversight and Investigations, Robert Khuzami, Director of 
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the Division of Enforcement, and Carlo di Florio, Director of 

OCIE, outlined the steps that had been taken to increase the 

level of coordination, including: (1) regular monthly meetings 

to discuss issues raised in ongoing examinations; (2) quarterly 

exam reviews to identify, among other things, referrals to 

the Enforcement Division; (3) evaluation of exam referrals 

by OCIE and Enforcement staff to identify misconduct; (4) 

coordination between OCIE staff and specialized units in the 

Enforcement Division, particularly the Asset Management 

Unit; and (5) risk-based initiatives that have led to sweep 

exams looking at areas such as suspicious performance 

returns, disclosure and valuation issues in mutual fund bond 

portfolios, mutual fund fees, high-risk investment advisers 

and adviser compliance programs and procedures.[5] 

 

Perhaps no single case illustrates the risk of an examination 

becoming an Enforcement investigation better than the 

insider trading cases related to Galleon.  According to media 

reports, the Galleon insider trading investigation began in 

February 2007 with an OCIE inspection of the recently 

registered hedge fund adviser.[6]  Four months later, Raj 

Rajaratnam was testifying at the offices of the SEC in the 

investigation that would eventually lead to the most sweeping 

series of insider trading cases in the agency’s history.

 

In another group of recent cases in November 2011, the 

SEC charged three investment advisers with failing to adopt 

compliance procedures designed to prevent violations of the 

securities laws, even though no other violations had occurred.  

According to the SEC’s press release, the cases stemmed 

from an initiative within the Enforcement Division’s Asset 

Management Unit to proactively prevent investor harm “by 

working closely with agency examiners” to make sure advisers 

have viable compliance programs.  Further, the Co-Chief 

of the Asset Management Unit stated, “We will continue to 

work with our counterparts in the national exam program 

to identify investment advisers that put investors at risk by 

failing to take their compliance obligations seriously.”[7]

 

Other, albeit less dramatic, examples of collaboration between 

the Enforcement Division and OCIE staff abound.  For 

example, in announcing an enforcement action against a 

broker-dealer for the sale of notes linked to the performance 

of synthetic collateralized debt obligations, the SEC’s press 

release noted that the examination team assisted in the 

investigation.[8]  In another matter involving the failure of a 

fund adviser to file Forms 13F, the SEC’s administrative order 

noted that the issue arose as a result of questioning by the 

inspection staff.[9]

 

The risk of inspections becoming investigations has been 

heightened as a result of two additional factors.  First, in 

May 2011, the SEC adopted the final rules to implement 

the whistleblower provisions of the Dodd-Frank Act.  The 

rules provide rewards of 10%-30% of financial recoveries to 

individuals who provide information to the SEC that leads to 

an enforcement action.

 

The potential for these rewards provides a strong financial 

incentive to employees to provide information to the 

staff that is likely to lead in the first instance to a cause 

examination, which in turn often leads to an investigation.  

Even before the recent whistleblower rewards program 

was enacted, a whistleblower tip factored into the Galleon 

investigation.  According to a media report on the Galleon 

investigation, during the inspection of Galleon, the staff 

received an anonymous letter alleging widespread insider 

trading at the firm.[10]
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Moreover, the SEC’s first report on the whistleblower 

program suggests that it is succeeding in generating tips 

that are leading to substantial investigations.  According to 

the report, in the period from August 12 to September 30, 

2011, the office received 334 whistleblower tips.[11]  Second, 

in January 2010, the Enforcement Division announced a 

“cooperation initiative” intended to incentivize individuals 

to cooperate in SEC enforcement investigations by offering 

the potential for reduced sanctions or even the possibility of 

avoiding an enforcement action.  Just this month, for the first 

time, the SEC publicly announced that it had credited the 

substantial cooperation of an individual, in this case a former 

senior executive of an investment adviser, by declining to take 

any enforcement action against him.[12]  This announcement 

is significant because, like the whistleblower program, the 

cooperation initiative incentivizes employees to cooperate in 

an investigation in order to minimize their personal exposure.  

Thus, for employees who harbor concerns about regulatory 

issues within an adviser, an SEC examination, with the staff 

on-site, can provide an impetus to such employees to discuss 

issues with the staff in the first instance, rather than bringing 

the issues to the legal or compliance functions.   

 
Strategies for Managing the Risk of an  

Enforcement Referral

Although the risk of an inspection becoming an investigation 

is substantial, there are strategies for mitigating that risk and 

potentially averting a lengthy and costly investigation.  The 

first step to manage the risk is identifying when an exam poses 

a heightened risk of an Enforcement referral.  When such a 

risk is identified, the second step is to attempt to engage with 

the staff in a dialogue that provides the registrant with an 

opportunity to address the issues of concern to the staff and 

potentially avert a referral to the Enforcement Division.

Assessing the Risk at the Beginning of the  
Examination

There are three general categories of SEC examinations: 

routine, cause and sweep exams.  Each type of exam presents a 

different level of risk.  Therefore, identifying the nature of the 

exam at the outset is an important first step in assessing the 

risk of the potential for Enforcement Division interest.

 

Unfortunately, the staff does not disclose to the registrant 

the reason it is conducting an exam (i.e., whether the exam 

is routine or cause) and will decline to answer the question if 

asked.  However, it is sometimes possible to infer the type of 

exam in each case based on the circumstances of the exam, 

including the information requested and questions asked by 

the staff. 

 

Routine Exams: As the name suggests, routine exams are 

conducted routinely to review and test the effectiveness 

of the registrant’s compliance policies and procedures.  In 

contrast to cause exams discussed below, routine exams are 

not triggered by any particular concern that a compliance 

deficiency or securities law violation exists.  Nevertheless, 

according to the staff, the selection of registrants even 

for routine exams is supposed to derive from a risk-based 

assessment in which high-risk registrants are examined more 

frequently and with greater regularity than low or medium 

risk registrants.  This also means that in determining areas on 

which to focus during an examination, the staff is expected 

to assess and focus on those aspects of a firm that present 

heightened risk due to the nature of the registrant’s business 

and compliance infrastructure.  

 

Cause Exams: Cause exams are initiated based on the staff ’s 

belief that a regulatory compliance deficiency may exist or 
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a violation of the securities laws may have occurred or be 

occurring.  Cause exams may originate from a variety of 

sources, including complaints from investors, counterparties, 

competitors or employees (both current and former); evidence 

obtained in an existing Enforcement Division investigation; 

documents reviewed in an examination of another registrant; 

referrals from other regulatory agencies; and media reports. 

 

In this respect, a cause examination may be initiated on the 

basis of the same sources that would otherwise be sufficient 

to commence an investigation.  But where the subject of 

the complaint is an SEC registered entity, the staff ’s first 

investigative step is often simply to conduct an examination.  

This gives the staff more immediate access to the registrant’s 

documents and employees and the ability to be on-site at the 

registrant’s offices, thereby often avoiding the intermediation 

of counsel for the registrant.  In these circumstances, the exam 

staff may be coordinating very closely with Enforcement staff 

and the exam may simply be the beginning of what would 

otherwise be an investigation. 

 

For obvious reasons, cause exams present a heightened risk 

of an Enforcement referral.  In a cause exam, the staff has 

commenced the exam based on a suspicion that a violation 

may have occurred.  Thus, identifying a cause exam at the 

outset is important.  Often, the initial document request from 

the staff can provide insight into whether the exam is routine 

or cause.  Typically, the initial document request utilized in a 

cause exam is more targeted and focused on particular issues, 

such as trading in particular securities or arrangements with 

particular third parties.   

 

Sweep Exams: Sweep exams are examinations of a large 

number of registrants to review a particular regulatory 

compliance issue.  They are typically initiated because 

the staff has determined that a particular industry-wide 

practice should be reviewed to determine whether regulatory 

compliance concerns are implicated or should be addressed, 

either through staff guidance, rulemaking or an Enforcement 

investigation.  Sweep exams may be based on risks identified 

by a variety of sources, including the SEC’s Division of Risk, 

Strategy and Financial Innovation, media reports or issues 

identified in other investigations or examinations.
 

Sweep exams present a heightened degree of risk because they 

are focused on areas of concern to the staff.  However, they 

present a somewhat lower risk than cause exams because they 

are typically focused on industry-wide practices rather than 

the conduct of a specific registrant.
 

Sweep exams are distinguishable from cause exams in that, 

although focused on a specific business practice or compliance 

issue, they are conducted at multiple registrants at the same 

time.  Typically, the staff does not announce the initiation of 

a sweep exam.  Nevertheless, one may be able to identify a 

sweep by conferring with counsel or compliance personnel at 

other registrants. 

 

Assessing the Risk During the Examination

Regardless of the motives that triggered the examination, any 

examination can potentially result in an Enforcement referral 

based on information uncovered by the staff during an exam. 
 

Assessing whether the staff is contemplating making a 

referral to Enforcement during the exam can be difficult.  

One can infer at least the potential for a referral if the staff 

demonstrates a heightened interest in a particular issue during 

the exam.  In some cases, before concluding an examination, 
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the staff may express a concern that a particular issue indicates 

a deficiency or even a potential violation and give the 

registrant an opportunity to respond to the staff ’s concerns.  

However, the outcome of that dialogue may not be a reliable 

indicator of the staff ’s consideration of an Enforcement 

referral.  Typically, the staff is not transparent about its 

reaction to the registrant’s explanations.  Thus it is not 

uncommon for registrants to misperceive silence from the staff 

as the conclusion of an issue.  Registrants can subsequently 

be caught by surprise when the staff refers an issue to 

Enforcement without any further dialogue on the subject. 

 

At the conclusion of an examination, if the staff has identified 

compliance deficiencies, they will send the registrant a 

deficiency letter that describes the deficiencies and provides 

the registrant the opportunity to respond.  However, the 

deficiency letter process does not provide any indication 

whatsoever of whether the staff is also considering an 

Enforcement referral.  Indeed, the staff ’s practice with respect 

to deficiency letters and Enforcement referrals has varied.  In 

some cases the staff has identified an issue as a deficiency in 

a deficiency letter and simultaneously referred the same issue 

to Enforcement for investigation without any notice to the 

registrant.  In other cases, the staff has referred an issue to 

Enforcement (again without any notice to the registrant), yet 

omitted any discussion of that issue from the deficiency letter.  

Accordingly, one cannot rely on the deficiency letter process to 

indicate whether an Enforcement referral is also being made. 

 

Confronting the Risk with the Staff

Identifying the risk of an Enforcement referral is critical for 

at least two reasons.  First, where the risk is heightened, it 

becomes more appropriate to treat the exam as the beginning 

of an investigation, including having counsel review 

documents before production to the staff, prepare employees 

for interviews by the staff (and possibly even accompany 

them at the interview), potentially conduct a more expansive 

internal review of areas of concern to the staff, consider 

remediation of an existing deficiency and possibly, open a 

dialogue with the staff about their concerns.  Second, because 

the staff may not notify the registrant that it is considering an 

Enforcement referral, correctly assessing the risk of a referral 

can provide the registrant with an opportunity to confront the 

staff ’s concerns directly and undertake an effort to persuade 

the staff not to make the referral. 

 

In some cases, the staff may expressly raise the possibility 

of an Enforcement referral and provide the registrant an 

opportunity to address the staff ’s concerns before making a 

final decision.  When this happens, it provides the registrant 

an opportunity to make factual and legal arguments to 

respond to the issues identified by the staff and, if applicable, 

to address potential remediation the registrant has undertaken 

or is willing to undertake to address the staff ’s concerns.

 

More often, however, the staff does not provide the registrant 

any advance notice of an Enforcement referral.  Thus, the 

only way to determine whether the staff is considering a 

referral to Enforcement is to ask the question explicitly.  

The decision of whether to ask the question will depend 

on all the circumstances of the particular exam.  There can 

be a reluctance to ask such a question for fear that the staff 

may misinterpret the question as a suggestion that there is 

greater reason to suspect a violation than the staff otherwise 

perceives.  On the other hand, in the absence of posing the 

question, there may be no way to identify the potential for 

an Enforcement referral and to have the opportunity to 

persuade the staff that it should not make such a referral.  
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Such inquiries also need to be addressed to the more senior 

staff supervising the examination, as the line staff will likely 

not feel they have the authority to discuss such matters with 

the registrant or its counsel.  Ultimately, the decision whether 

to raise the question with the staff will depend on all the 

circumstances of a particular examination.

 

Conclusion

Due to increased collaboration between OCIE and the 

Division of Enforcement, there is a heightened risk that 

an SEC examination will develop into an Enforcement 

investigation.  However, when the risk in a particular exam 

is identified and the opportunity is seized, the registrant may 

be able to address the staff ’s concerns within the confines 

of the examination and avert the cost, burden and adverse 

commercial impact of a protracted Enforcement investigation.
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