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Private Equity Adviser Settles Purchasing Agreement 
Conflict of Interest Charges
Private equity advisers need to be careful before signing agreements with group pur-
chasing organizations (GPOs). Those agreements may contain conflict-of-interest 
traps that amount to a breach of fiduciary duty and that should be avoided at all costs. 

New York City-based advisory firm WCAS Management on April 24 settled8 charg-
es with the SEC related to an alleged conflict of interest between itself and the pri-
vate equity funds it managed. The adviser, with approximately $7.7 billion in assets  
under management, ran into problems when it signed an agreement with a GPO. GPOs  
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Guidance is No Substitute for Rulemaking, 
But Helpful When Used Correctly
When the Division of Investment Management or the Office of Compliance Inspections 
and Examinations issues a guidance update or a risk alert, it is usually meant as a 
means to help advisers, investment companies, broker-dealers and others comply 
with securities laws and regulations. But just what are the benefits and drawbacks of 
guidance?

When people think about guidance, they usually think about Division of Investment 
Management Guidance Updates, but it is really more than that, said Division direc-
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SEC Seeks Comments on Adviser Licensing and CE, 
Account Statements, Finances
Will investment adviser employees in the not-too-distant future need to be federally 
licensed and seek continuing education credits, required to provide account state-
ments to clients, and meet new “financial responsibility” measures? It’s quite pos-
sible, given that the Commission this month requested comments8 on these specific 
subjects.

The request for comments, attached to a proposed SEC standard of conduct intepreta-

“The most obvious risk would be intervening without good cause in 
what is already a well-functioning market.” 
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tion for advisers, was part of a larger proposed package 
approved by the Commission April 18. That package 
included proposals to create a best interest rule for bro-
ker-dealers, require advisers and broker-dealers to pro-
vide clients with summaries of their services that do not 
run more than four pages, and limit the use of the word 
“adviser” or “advisor” to only SEC-registered entities.

All these proposals are significant and are expected 
to generate significant comments. The Commission’s  
request for comments on future areas of regulation for 
advisers, however, may generate particular interest 
among advisory firms and their representatives, given 
that the case has been made that current advisory firm 
rules and regulations appear to be working well.

Potential dangers
“If pursued, these potential requirements – licensing 
and continuing education, delivery of account state-
ments irrespective of custody, and the imposition of 
capital requirements on advisers – could substantially 
increase costs and perhaps run some smaller advisers 
out of business,” said Willkie Farr partner and former 
SEC deputy chief of staff James Burns. “More fun-
damentally, they would further diminish some of the 
functional differences between investment advisers 
and broker-dealers, and erode some of the remaining 
state law prerogatives around regulation of adviser 
personnel.”

“Capital requirements are not necessary for investment 
advisers,” said Investment Adviser Association presi-
dent and chief executive officer Karen Barr. “We do not 
hold assets, we act as agents for our clients.” As for  
account statements, she noted that delivery of these 
from advisers to clients “is already a widespread prac-
tice. This seems to be a solution in search of a problem.” 
The request for comments in terms of licensing and 
continuing education “leaves me a bit puzzled,” Barr 
said. “The Commission didn’t say what the education 
would be about and the issues involved. Many of our 
members’ personnel are already licensed at the state 
level.”

The Commission justified its potential regulation of  
advisory firms in these new areas with Section 913 of 
the Dodd-Frank Act and the agency’s own subsequent 
913 Study, in which the staff suggested several areas for 
“potential harmonization” of broker-dealer and invest-
ment adviser regulation. 

“We have identified a few discrete areas where the cur-
rent broker-dealer framework provides investor protec-
tions that may not have counterparts in the investment 
adviser context, and request comment in those areas,” 
the SEC said. It added that it “intends to consider these 
comments in connection with any future proposed 
rules or other proposed regulatory actions with respect 
to these matters.” The comment period will last 90 days 
from publication of the proposal in the Federal Register.

While harmonization may be the concept that brought 
about this request for comments, it should also be  
remembered that advisers and broker-dealers are  
different, said Shearman & Sterling partner Nathan 
Greene. “Broker-dealers are more direct dealers in the 
financial markets, often acting on their own and rou-
tinely taking custody of client funds.”

He also suggested ways in which adoption of new  
requirements may be problematic. “The most obvious 
risk would be intervening without good cause in what 
is already a well-functioning market.” For example, he 
said, the financial resources and efforts necessary to 
comply with new requirements involving licensing, 
continuing education, providing account statements, 
and financial responsibility measures “may prevent 
new small firms from entering the market. These kinds 
of changes, if adopted, may prove to be a drag on inno-
vation and a drag on choice.” That’s fine if warranted, 
but troubling if not, Greene said.

Following is a breakdown of what the SEC wants to learn 
from public comments in regard to federal licensing and 
continuing education, provision of account statements, 
and financial responsibility.

Federal licensing and continuing education
Federal securities laws do not currently require invest-
ment adviser representatives to be licensed or meet 
qualification requirements, as they do broker-dealers. 

SEC Seeks Comments
continued from page 1
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Most states do require registration, licensing or qualifi-
cation requirements for adviser reps that have a place of 
business in their state, whether the adviser is registered 
with the Commission or the state, according to the SEC. 
The state qualification requirements typically mandate 
that the adviser reps register and pass certain securities 
exams or hold certain designations.

“The staff recommended in the 913 Study that the 
Commission consider requiring investment adviser 
representatives to be subject to federal continuing edu-
cation and licensing requirements,” the agency said.

Now, with the Commission’s approval of the adviser  
interpretation proposal, “we request comment on 
whether there should be federal licensing and continu-
ing education requirements for SEC-registered invest-
ment advisers,” the SEC said. “Such requirements 
could be designed to address minimum and ongoing 
competency requirements for the personnel of SEC-
registered advisers.”

Questions for which the SEC is seeking comment in this 
area are listed below. Those in like areas are grouped 
together.

• Should investment adviser representatives be sub-
ject to federal continuing education and licensing 
requirements?

• Which advisory personnel should be included in 
these requirements? Should persons whose func-
tions are solely clerical or ministerial be excluded, 
as they are in FINRA? Should a subset of registered  
investment adviser personnel (such as supervised 
persons, individuals for whom an adviser must deliv-
er a Form ADV brochure supplement, or “investment 
adviser representatives” as defined in the Advisers 
Act) be required to comply with such requirements?

• How should the continuing education requirement 
be structured? How frequent should the certifica-
tion be? How many hours of education should be  
required? Who should determine what qualifies as an 
authorized continuing education class?

• If continuing education requirements are a part of 
any licensing requirements, should specific topics 

or types of training be required? For instance, the 
Commission asked should there be required train-
ing on topics like ethics or the firm’s compliance 
program?

• What would the expected benefits of continued edu-
cation and licensing be?

• What would the expected costs of continuing educa-
tion and licensing be?

• What would the effects of continuing education and 
licensing be for investment adviser employees in the 
market for investment advice, for instance, as com-
pared to broker-dealers?

Provision of account statements
The Commission, in the request for comments section 
of its proposal, said that although it understands that 
many advisers already provide clients with account 
statements, advisers “are not directly required” to do 
so under the federal securities laws. Broker-dealers, it 
said, “generally must provide account statements no 
less than once every calendar quarter.”

“We believe that delivery of periodic account state-
ments, if they specified the dollar amounts of fees and 
expenses, would allow clients to readily see and under-
stand the fees and expenses they pay for an adviser’s 
services,” the SEC said. “Clients would receive account 
statements close in time to the assessment of periodic 
account fees, which could be an effective way for clients 
to understand and evaluate the cost of the services they 
are receiving from their advisers.”

With these concerns in mind, the Commission request-
ed comment “on whether we should propose rules to  
require registered investment advisers to provide  
account statements, either directly or via the client’s 
custodian.” It said it would seek comments regardless 
of whether the adviser is deemed to have custody of 
client assets under Rule 206(4)-2, the Custody Rule, or 
is a sponsor of a managed account program relying on 
the safe harbor in Investment Company Act Rule 3a-4.

Among the specific questions in regard to the provision 
of account statements that it would like comment on 
are:
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• To what extent do retail clients of registered invest-
ment advisers already receive account statements? 
To what extent do those account statements specify 
the dollar amounts charged for advisory fees and 
other fees and expenses? Would retail clients benefit 
from a requirement that they receive account state-
ments from registered investment advisers?

• What information, in addition to fees and expenses, 
would be most useful for retail clients to receive in 
account statements? Should any requirement to 
provide account statements have prescriptive re-
quirements as to presentations, content and deliv-
ery? Should they resemble the account statements  
required to be provided by broker-dealers, under 
NASD Rule 2340 with the addition of fee disclosure?

• How often should clients receive account statements?

• How costly would it be to provide account state-
ments? Does that cost depend on how those account 
statements could be delivered (e.g., via U.S. mail, 
electronic delivery, notice and access)? Are there any 
other factors that would impact cost?

Financial responsibility
Again comparing adviser requirements to broker-dealer 
requirements, the Commission noted that “broker-deal-
ers are subject to a comprehensive financial responsi-
bility program,” and that they are “required to maintain 
minimum levels of net capital designed to ensure that a 
broker-dealer under financial stress has sufficient liquid 
assets to satisfy all non-subordinated liabilities without 
the need for a formal liquidation proceeding.”

While advisers with custody typically have to maintain 
client assets with a qualified custodian and meet spe-
cific custody requirements in regard to those assets, 
SEC-registered advisers “are not subject to any net 
capital requirements comparable to those applicable to 
broker-dealers,” the SEC said, “although they must dis-
close any material financial condition that impairs their 
ability to provide services to their clients.”

Further, the agency said, “many investment advisers 
have relatively small amounts of capital, particularly 
compared to the amount of assets that they have under 

management. When we discover a serious fraud by an 
adviser, often the assets of the adviser are insufficient 
to compensate clients for their loss.” The Commission 
also noted that advisers, “unlike many other financial 
service providers that have access to client assets,” are 
not required to obtain fidelity bonds.

These disparities, the SEC said, lead it to “request com-
ment on whether SEC-registered investment advisers 
should be subject to financial responsibility require-
ments along the lines of those that apply to broker-
dealers.” Specifically, the Commission said it would 
like comments on a number of questions, including the 
following:

• What is the frequency and severity of client losses 
due to investment advisers’ inability to satisfy a judg-
ment or otherwise compensate a client for losses due 
to the investment adviser’s wrongdoing?

• Should investment advisers be subject to net capi-
tal or other financial responsibility requirements 
in order to ensure they can meet their obligations,  
including compensation for clients if the adviser  
becomes insolvent or advisory personnel misappro-
priate clients’ assets? Do the Custody Rule and other 
rules under the Advisers Act adequately address the 
potential for misappropriation of client assets and 
other financial responsibility concerns for advisers? 
Should investment advisers be subject to an annual 
audit requirement?

• Should advisers be required to obtain a fidelity bond 
from an insurance company? If so, should some  
advisers be excluded from this requirement?

• What would be the expected cost of either maintain-
ing some form of reserve capital or purchasing a  
fidelity bond?  d

tor Dalia Blass at the Investment Adviser Association’s 
2018 Compliance Conference. Staff guidance actually 
includes “the entire body of work that comes out of the 
Division,” including no-action letters and other com-
munications. They “are very important,” she said. “If 

Guidance
continued from page 1
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used judiciously and appropriately, they have a time 
and place. . . . It’s an important tool for you to hear what 
the staff is thinking.”

She acknowledged that some guidance updates have 
“caught people by surprise, and some have raised more 
questions than they have answered.” As an example, 
she pointed to the Division’s February 2017 guidance  
update8 on inadvertent custody (ACA Insight, 
3/13/178), which, she said, “falls into that bucket.”

The best way to avoid the problem of the agency issuing 
some form of guidance that catches those reading it by 
surprise is “to be as transparent as possible,” and use 
engagement and industry outreach. “Through engage-
ment, less surprises,” she said.

Guidance v. rulemaking
Sometimes, it seems like there is a surfeit of guidance 
and yet a lack of rules on a particular subject. One  
example of that might be the topic of advisers and  
fiduciary responsibilities. There are numerous sources 
of information here, including the Advisers Act, court 
decisions, guidance updates, risk alerts, no-action let-
ters and enforcement actions among them, but no one 
comprehensive authoritative source, said Stradley 
Ronon partner Lawrence Stadulis. “That’s one of the 
likely reasons for the SEC’s April 18 proposed interpre-
tation of advisers’ fiduciary responsibilities,” he said. 
“It put all of the sources on the subject and put them all 
in one place.”

It is also relatively easy for the SEC staff to issue 
guidance, compared with the laborious and some-
what lengthy process of rulemaking. In addition, said 
Stadulis, “guidance is good because it provides flex-
ibility on both sides. The SEC can issue new guidance 
when it feels necessary, and advisers can request relief 
through no-action letter requests. On the other hand, 
it’s very difficult to pull back a rule.”

“Rulemaking is preferable in the abstract, but there are 
so many parties with vested interests that the rulemak-
ing process becomes incredibly difficult and burden-
some for the staff and Commission (not to mention the 
inevitable court challenges to controversial rules),” said 
King & Spalding partner Alec Koch.

Yet rules have their advantages. For one, they are  
authoritative, as they are voted on by the Commission. 
Those following rules, assuming they read and interpret 
them correctly, know they are on solid ground. Those 
relying on guidance are really relying only on the staff’s 
point of view, which does not carry the authority of a 
law or regulation.

Guidance dangers
While guidance can be helpful, it can also go too far, 
such as when it is perceived to be an attempt to take 
the place of rulemaking, particularly when advisers 
and their counsel feel they need to look at enforcement  
actions to determine what the SEC is requiring.

“Guidance is helpful, particularly when existing  
no-action letters are consolidated in one place and the 
current position is highlighted,” said Mayer Brown part-
ner Stephanie Monaco. “What I don’t like is when guid-
ance goes beyond stated positions for the first time and 
articulates new concepts. That is tantamount to rule-
making without notice and an opportunity to comment.” 

Kirkland & Ellis partner and former Division of 
Investment Management director Norm Champ said 
that while “guidance by the SEC staff on complex 
topics can be really useful for regulated firms trying 
to navigate the thicket of rules and regulations, this 
guidance should be on how to comply with the rules, 
not changing the rules which can only be done by the 
Commissioners.”

The need for rules and guidance
“The more rules we have, the more expensive they 
are to enforce,” said Stern Tannenbaum partner Aegis 
Frumento. “But here’s the problem: It is impossible for 
a system of rules to cover every possible situation that 
might arise. This leads to two unintended consequenc-
es: first, tight rules lead to many good faith technical 
violations that don’t really pose a danger to anyone; and 
second, tight rules won’t cover every possible situation 
that really is dangerous. In other words, tight rulemak-
ing leads to both absurd enforcement actions and the 
exploitation of loopholes. And loopholes lead you to 
playing whack-a-mole – generating more rules to cover 
more loopholes, which just makes the rules even more 

https://www.sec.gov/investment/im-guidance-2017-01.pdf
http://www.acainsight.com/issues/1_572/news/Custody-SEC-Staff-Rule-2064-2_23855-1.html
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aggregate companies’ spending on certain items, such 
as office supplies and car rentals, in order to provide 
group purchasing discounts.

Under that agreement, the WCAS Services Agreement, 
the GPO paid WCAS a share of the fees the GPO received 
from vendors as a result of the WCAS portfolio com-
panies’ purchases through the GPO, the agency said. 
“WCAS did not disclose the conflicts of interest associ-
ated with the WCAS Services Agreement, and could not 
effectively consent on behalf of its private equity fund 
clients,” the SEC said in its administrative order institut-
ing the settlement.

Private Equity Adviser
continued from page 1

The private equity adviser allegedly received more than 
$623,000 under the agreement over more than four 
years. It stopped accepting the fees in May 2017, after 
the SEC began its investigation. As part of the settle-
ment, WCAS was censured and agreed to pay disgorge-
ment of more than $623,000, prejudgment interest of 
more than $65,784, and a civil money penalty of $90,000.

“The SEC has had an issue with undisclosed compensa-
tion for a very long time, especially when an investment 
manager uses its authority over client assets to create 
the opportunity for such compensation,” said Faegre 
Baker Daniels partner Jeffrey Blumberg. 

“From a compliance standpoint,” he said, “this case 
serves as a good reminder of one of the primary ways 
an investment adviser can identify conflicts of interest 
– ‘follow the money.’ As part of an investment adviser’s 
annual compliance review, the firm should review all 
of its sources of income to determine whether any of 
those income sources create a conflict of interest. If the 
firm’s compliance staff had done that in this situation, 
it would have been readily apparent that this income 
stream needed to be disclosed to the fund’s investors, 
at a minimum.”

Stradley Ronon partner Lawrence Stadulis described 
the case as significant, because “while failure to dis-
close is a key allegation in the settlement document, 
so is the adviser’s alleged failure to obtain meaningful 
consent from the firm’s investment review committee. 
It shows that the SEC is not just a disclosure regime, but 
a disclosure plus regime.”

The firm, the funds and the agreements
Investors in the private equity funds managed by WCAS 
collectively made a commitment to contribute approxi-
mately $7 billion to gain control positions in healthcare 
and information technology companies, referred to in 
the settlement order as the “WCAS portfolio compa-
nies,” the agency said. The adviser’s goal was to gen-
erate capital appreciation of the companies, including 
improvement in their operations.

Investors in the funds were primarily large players, and 
included government pensions, colleges and univer-

focused and more prone to being gamed.” 

“That’s why we inevitably have a hodgepodge of rules 
and guidance,” he said. “There are general rules, then 
there are specific rules that implement the general rules 
in certain predictable situations, and then there is guid-
ance to help people figure out how the general and spe-
cific rules apply to more unusual situations.” 

Frumento said that, in his view, “the real solution is to 
increase the professional status of compliance person-
nel – give them rigorous training and empowerment, 
and then trust them to make compliance decisions 
based on general principles, that is trust them to do the 
right thing. Most importantly, let them make judgment 
calls in the field, with the assurance that if they make a 
good faith mistake, they won’t get whacked.” 

“Another way to look at it is to apply to compliance per-
sonnel a standard very much like malpractice for doc-
tors and lawyers,” he said. “The test of any decision by 
a compliance professional should not be whether some 
regulator thought he or she got it ‘right,’ but whether 
in making that decision, the compliance officer acted 
in good faith, made a due investigation of the facts 
and made a reasonable judgment call. No compliance  
decision made in good faith should ever be punished. 
If good faith errors are made, it should be a teachable  
moment, not an excuse for some eager regulator to 
make his or her bones.” d
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sities, institutional investors, and charitable endow-
ments, according to the settlement order. Their invest-
ments in the funds were governed by private placement 
memoranda, limited partnership agreements and man-
agement agreements. These organizational documents 
provided for the creation of an investment review com-
mittee “to approve in advance any transactions that 
give rise to potential conflicts of interest” between 
WCAS and its affiliates, on the one hand, and the WCAS 
funds, on the other, the SEC said.

The portfolio companies within the funds in 2008 began 
to use the services of the GPO, which is not named in the 
settlement order. There were also other ties between 
WCAS and the GPO that must be understood in order to 
see how the alleged conflict of interest developed: 

• The WCAS employee. Starting in 2008, a non-senior 
WCAS employee whose job responsibilities included 
advising the WCAS portfolio companies on their pur-
chasing activities, provided certain services “for the 
benefit of the GPO,” the agency said.

• The GPO affiliate. Since 2006, an affiliate of the GPO 
had an agreement, known as the Portfolio Company 
Services Agreement, with a particular WCAS portfo-
lio company, known as Portfolio Company A, under 
which the GPO affiliate directly provided services to 

Portfolio Company A and not through the arrange-
ment between WCAS and the GPO.

These agreements eventually came up for renewal. 
Beginning in early 2011, Portfolio Company A, along 
with the WCAS employee, and representatives of the 
GPO affiliate began discussing renewing the Portfolio 
Company Services Agreement. At the same time, the 
GPO and the WCAS employee began negotiating the 
WCAS Services Agreement, under which “the GPO 
would provide WCAS with a share (25 percent) of the 
GPO’s (net) revenue generated by fees paid by the ven-
dors to the GPO based on all WCAS portfolio compa-
nies’ purchasing,” the SEC said. 

The WCAS Services Agreement did not set a fixed annu-
al payment. “Rather, the more purchasing done by the 
WCAS portfolio companies through the GPO, the larger 
the professional services fee WCAS would receive,” the 
SEC said. The more than $623,000 WCAS received cov-
ered from September 2012 through December 2016.

One more element to be aware of: A GPO affiliate  
employee emailed the WCAS employee in October 2011 
“to suggest that the WCAS Services Agreement would 
be approved by the GPO when Portfolio Company A  
executed the Portfolio Company Services Agreement 
with the GPO affiliate,” the agency said.
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Conflicts of interest spelled out
WCAS did not seek prior approval from its investment 
review committee for the conflicts of interest, as was 
required by the funds’ organizational documents,  
according to the settlement order. This was in breach 
of its fiduciary obligations to its clients, the SEC said. 
Specifically, the agency listed three conflicts of interest:

• Receipt of fees. WCAS’s receipt of the professional 
services fees from the GPO from 2012 through 2016 
“was not disclosed in the funds’ organizational docu-
ments,” which had been drafted in 2005 and 2008;

• Incentive to recommend. After execution of the 
WCAS Services Agreement, WCAS “had an incentive 
to recommend the GPO’s services to the WCAS port-
folio companies because it stood to receive a share 
of revenue generated for the GPO by the WCAS port-
folio companies’ purchasing activity;” and

• Incentive to sign agreement. Following the GPO 
affiliate employee’s suggestion that the WCAS 

Services Agreement would be approved by the GPO 
when Portfolio Company A executed the Portfolio 
Company Services Agreement with the GPO affili-
ate (see above), “WCAS had an incentive to encour-
age Portfolio Company A to enter into the Portfolio 
Company Services Agreement. . . . Accordingly, 
WCAS could not effectively consent to the WCAS 
Services Agreement on behalf of the WCAS funds.”

Division of Enforcement staff contacted WCAS and 
raised concerns about the WCAS Services Agreement, 
causing the adviser to cease its receipt of the profes-
sional services fees under that agreement in May 2017. 

Violations
As part of the settlement, WCAS was charged with will-
fully violating Section 206(2) of the Advisers Act, which 
prohibits fraud, and Section 206(4) and its Rule 206(4)-8, 
which prohibits the making of untrue statements of ma-
terial fact. A spokesperson for the firm, when reached, 
chose not to comment on the matter. d


