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Robo-Advisers: The Supervisory Challenge
By Venkat Rao, MBA, JD
OVERVIEW
We hear many stories these days about robots taking over jobs
traditionally performed by humans. In the asset management
world, this technological advance takes the form of automated
advisers (a.k.a “robo-advisers”). Generally speaking, a roboadviser uses technology, such as computer algorithms, to
provide discretionary investment advice by collecting investor
information regarding financial goals, income and asset
information, and investment horizon and risk tolerance through
online questionnaires. Younger investors seem to prefer roboadvisers to human beings primarily due to greater convenience
and lower costs associated with automated advice.

ROBO-ADVISER COMPLIANCE PROGRAMS

Asset managers, however, should not assume they can sit
back, relax and let the robots do their work; robots require
human supervision. Automation does not eliminate a
registered investment adviser’s (“RIA’s”) fiduciary duty or
potential liability in the event of a robo-adviser failure, and may
introduce additional risks.

To address these risks, the SEC guidance addresses 4 primary
areas:
1. Effective Compliance Program – Robots or not, the
Investment Advisers Act of 1940 (“Advisers Act”)
mandates an effective compliance program pursuant to
Rule 206(4)-7. Robo-adviser policies and procedures
should cover:

The U.S. Securities and Exchange Commission (“SEC” or the
“Commission”) has noted this change in the competitive
landscape of investment advice and the attendant risks. In
February 2017, 1 the Commission’s Division of Investment
Management and Office of Compliance Inspections and
Examinations identified special considerations for asset
managers when using algorithms instead of humans to provide
investment advice. When deploying a robo-adviser, the
fiduciary duty requires RIAs to consider the following issues:

•• Development, testing and backtesting of algorithmic
code, and post-implementation of its performance;
•• Investor questionnaires, which should elicit sufficient
information from investors regarding their investment
objectives and financial information to provide
suitable advice;
•• Disclosures to clients regarding material changes to
the algorithmic code;

1. What happens if the algorithmic code does not account
for changing market conditions? (Note: RIAs should
always consider Long-Term Capital Management in
the late 1990s as a cautionary tale of how models can
spectacularly fail.)

•• Oversight and due diligence of third-party vendors
that develop or manage the algorithmic code or
software;
•• Prevention and detection of cybersecurity threats;

2. Do RIAs have adequate staffing to address investors who
prefer humans to robots?

•• Use of social media;
•• Compliance with the Custody Rule under the Advisers
Act in safeguarding client accounts; and

3. How do RIAs protect the robo-adviser from cyberattacks?

•• Protection of key advisory systems.

4. Are investors adequately informed about the roboadviser strategy and methodology to make investment
decisions?
5. Is the “secret sauce” in the algorithm robust enough to
meet all investor needs?
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SEC Division of Investment Management, IM Guidance Update No.
2017-02: Robo-Advisers, February 2017.
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2. Content Standards for Disclosures – RIAs must provide
information to investors critical to their ability to make
informed investment decisions. As it relates to the use
of robo-advisers in managing client accounts, such
disclosures may cover:

4. Suitability of Investment Advice – Robo-advisers must
consider a client’s financial situation and investment
objectives, and consider the following issues:

• Business practices and scope of advisory services;

• (Over)reliance on investor questionnaires, and
whether they are sufficiently clear to elicit adequate
information for an RIA to meet its fiduciary duty;

• Information gathered from and the use of electronic
investor questionnaires;

• Opportunities to consult with RIA personnel (i.e.,
humans); and

• Risks and limitations of the algorithm;

• Use of client alerts when client questionnaire
responses are inconsistent.

• Use of third parties in developing, managing and
owning the algorithm;

CONCLUSION

• Fees and expenses for use of a robo-adviser;

Robo-advisers will bring significant changes to the asset
management industry, but will also introduce new risks for
investors. RIAs need to adapt their Adviser Act regulatory
framework to the changing landscape and ensure they can
adequately supervise the robots. Human beings will still be
critical to that task.

• Degree of human involvement in advising clients;
• Changes robo-advisers make to the algorithm; and
• Clear explanation of how and when investors should
update information provided to robo-adviser.

Venkat Rao is a director in EisnerAmper’s Global Compliance & Regulatory
Solutions (GCRS) group. To discuss this article and other new regulatory
initiatives, you can reach Venkat at 347.735.4761 or
venkat.rao@eisneramper.com.

3. Presentation of Disclosures – In addition to content
standards, robo-advisers should consider the methods of
client and investor disclosures, such as:
• Timing of disclosures (e.g., whether prior to an
investor signing up for the robo-advisor’s platform);
• Adaptation of disclosures for various mobile platforms
(e.g., social media sites, mobile devices); and
• Emphasis of key disclosures (e.g. though pop-up
boxes, frequently asked questions, other design tool
tips).
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The Next Generation of Active vs. Passive
By Mark McGoldrick, Director of Prime Services, Cowen
The fallout goes beyond the numbers with real life impact on
the industry, which saw substantive layoffs of stock-picking
units within traditional investment management firms. Over
the past year, Cowen Prime Services’ Business Consulting
group has seen major investment talent from firms like
Fidelity Investments, Putnam Investments, Boston Partners,
and Loomis Sayles & Co. leave or be let go. The most recent
attention grabbing headline came in the form of BlackRock’s
announcement that the firm is rethinking its active strategy.
So is active management in an irreversible decline? I think it is
important to put the “debate” in context. Without delving into
the importance of active management within the ecosystem
of capital markets as it relates to price discovery and the
formation of investible companies, we can assume active
management isn’t actually dying. Active management still
dwarfs passive management in overall assets, and as many
in the active camp would argue, passive management cannot
exist without active management. Some take that a step
further and argue that passive gets a free ride on the backs
of active management’s work, but that is a conversation for
another time.

Passive investing has won the day; active management is dying
a slow death as managers in this space have proven they can’t
beat simple benchmarks. Their alternative brethren, hedge funds,
are really just fee structures and not differentiated investment
products...
This narrative has unfolded over the last several years and one
needn’t look far to come across this viewpoint when reading
about the active vs. passive story. This well-worn debate is
often framed by investment professionals in a binary fashion
as to who is winning or losing based upon which camp they
stand in. But is this topic really a zero sum game or is it more
nuanced and ever evolving like the market itself?
Passive management is certainly on an unparalleled streak with
asset inflows surging to record levels since the financial crisis.
These massive inflows are due in part to an extended bull
market in which investors are simply happy to keep pace with
the indices and even happier to pay relatively little-to-no fees
to do so. Early this year the 2016 numbers were tallied and the
continued praise of passive was quite predictable. This year’s
headlines and quotes from passive investment professionals
have been unsparing and play out like the scene in Good Will
Hunting where Matt Damon’s character (passive management)
walks up to the window and from the outside looking in, taps
on the glass and asks the other suitor, (active management),
“Do you like apples?” “Well I got hah numbah (inflows)…
how’dya like them apples?”
Those inflows are certainly impressive and highlight how
investors overwhelmingly voted their wallets in favor of
passive. According to Morningstar DirectSM January 2017
Asset Flow Commentary, passive management inflows into
U.S. equity strategies made new record highs in December
2016. Some $50.8 billion of new assets poured into passive
U.S. equity strategies, beating the previous monthly record of
$41.9 billion set only one month prior. By contrast, the report
states that actively managed U.S. equity strategies slouched
for a 33rd consecutive month with total outflows for 2016
reaching $340 billion. It is with good reason I might add. The
percentage of U.S. large-cap funds that have underperformed
the S&P500 is glaring. SPIVA Scorecard®, which has tracked
active funds vs. the S&P500 for the last 15 years, reports over
88% of funds have underperformed and lagged the index in
the last 5 years. The number reached over 90% in a trailing
3-year period.
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So where does all of this leave active managers today? Clearly
the trend is not their friend, but is there reason to be positive
on stock picking? Much has been written about how many
policy and economic factors have created a rich environment
for passive strategies to flourish in the post-financial crisis era.
Particularly, global central bank policies aimed at dampening
asset volatility in conjunction with several factors including
slow economic growth have caused a “bleeding up market;”
surely, a difficult environment to exploit pricing inefficiencies
for active managers. As these economic and policy trends
shift, good active management will be in a position to remind
investors of their importance and ability to outperform.
Conversely investors should be mindful of this shift when you
look at how passive (indexed) investing may catch investors
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off guard as indices often find themselves over weighted at the
wrong times (e.g., financials pre-crash, energy, etc.). However,
economic and market tailwinds alone aren’t the panacea for
what ails active management.

environment will be far better positioned to attract capital. For
example, a manager’s ability to synthesize information (like Big
Data) more efficiently than their peers can be more impactful
to their portfolios and performance. Additionally, given today’s
investment environment, having a broader understanding of
risk management beyond just the position level is key. That
understanding will afford the agility necessary to navigate
exogenous events that can create opportunity (e.g., Brexit,
Trump, etc.). Finally, forethought and preparedness beyond
the portfolio will be necessary to tackle business threats like
cybersecurity or the shifting tides of regulatory changes like
MiFID2. Managers need to fully appreciate not just the risk of
not properly addressing these issues, but the opportunity cost
it could have on raising institutional assets from investors keen
on these issues.

The active side of the industry has structural issues that need
to be worked through. Consider hedge funds for example. Their
performance, fee structures and sheer number of players in the
arena vying for assets is undergoing an evolution. The ability
to adapt and differentiate is the only way forward for new and
emerging managers. Starting with the latter, it is estimated that
there are over 10,000 hedge funds world-wide. However, it’s
taken record closure rates not seen since the financial crisis
just to get down to that number yet competition continues
to be fierce. As a result, the Ray Kinsella days of hedge funds
have passed and old adage of “build it and they will come” isn’t
likely to return. Instead, differentiated, nimble, and thoughtful
investment businesses must be constructed just to be given a
chance to survive.

Moreover, building a successful and multi-faceted investment
firm also requires the right relationships, from employees
and early-stage investors to the service providers they
choose. Service providers targeting active managers should
be redefining what it means to be “a relationship business”
and how to meaningfully contribute to a client’s success.
Jeff Solomon of Cowen & Company often discusses how the
investment industry is improperly divided into buy side and
sell side. Instead, he believes what should matter is who
cares about outperformance and active management and
who does not. Understanding how clients create alpha and
dedicating the right resources to contribute to it will define the
meaningfulness of those relationships. The next generation
of active managers will need to rely on a network of partner
businesses dedicated to active management to help foster
their own.

This competition has also had an impact on fees. Clearly fund
managers are hearing the message on fees loud and clear as
new thoughtful fee structures are emerging. Funds that include
performance fees have to address the alignment of interest
issue. In the past, merely “having skin in the game” or “eating
their own cooking” was enough to align with investors. No
longer. Managers must realize that investors felt burned from
past experiences where funds got paid for hitting it out of
the park one year only to have a subsequent down year, thus
leaving the investor holding the bill for less than stellar multiyear performance on a fee-adjusted basis. As a result, many
current fee structures incorporate management fees more
in line (read a lot less than 2%) and performance fees with
a hurdle or benchmark. At Cowen Prime Services, we have
seen certain kinds of strategies align their investment outlook
with the fees they charge. Essentially the fund’s performance
fees are deferred or crystallize only after a multi-year period.
Moreover, new fund launches have recently gotten creative
with “either/or” fee set ups. In that scenario, managers get
paid the greater of a management fee or the performance fee
in any given year, not both. Managers can expect to see this
fee conversation evolve over time as the goal of alignment will
vary depending on strategy and the individual allocator.

Passive management is here to stay and the active vs. passive
debate will continue ad infinitum. However, as the investment
environment continues to evolve, so too will the opportunities
for active managers to deliver what they promise, alpha.
Mark McGoldrick is Director at Cowen Prime Services. Questions? Mark
can be reached at 646.562.1681 or mark.mcgoldrick@cowenprime.com.

However, merely being cognizant of changing market forces
and the ebb and flow of investor needs only get you part of
the way towards running a viable investment business. What
will ultimately drive success is market outperformance. Hedge
funds that charge high fees for merely trying to beat an index
are dead in the water. The ones who are agile, can differentiate
their investing and can adapt their businesses in today’s
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Subscription-Secured Credit Facilities:
Financial Reporting Considerations
By Ari Samuel, CPA & Jeffrey Stomski
There has been an increasing trend of private equity funds’
utilization of subscription-secured credit facilities. The use of
these credit facilities provides fund managers with the ability
to timely and effectively act upon investment opportunities
rather than waiting 10 or more days to receive the capital
called from limited partners. Although such credit facilities are
commonly used as a short-term bridge, we have recently seen
situations where limited partners are allowed to bridge capital
contributions for a longer term – 30, 60, or even 90 days –
and have even noted certain funds allow limited partners to
bridge capital contribution with such line of credit for the entire
investment period of the fund.
The use of a subscription credit facility creates several unique
financial reporting considerations.

A: Accounting literature does not provide a bright line
determination on the timing of cash flows used in the IRR
calculation. Rather, it requires that the calculation be based
on a consistent assumption about the timing (no less
frequently than quarterly) of cash inflows and outflows and
that such assumptions are disclosed in the fund’s financial
statements. Management must adopt an appropriate policy
that is consistently applied over the life of a particular fund
and fully disclosed in each fund’s financial statements. When
calculating the IRR, funds using the date a limited partner
settles the credit facility as the date of cash inflow (and not
the date the credit facility was drawn down) results in a higher,
levered IRR due to the time value of contribution based on the
date of contribution. Management should consider disclosing
both the levered and unlevered IRR in the financial statement.

BACKGROUND: SUBSCRIPTION-SECURED
CREDIT FACILITIES

Q: How are interest expense and fees associated with the
credit facility reported on a fund’s statement of operations?

The facility is a revolving line provided by a lender and
collateralized by a pledge to call and receive the unfunded
capital contributions from the fund’s investors. The lending
institution will typically require that it has access to a particular
fund’s deposit account, as well as the right to make capital
calls and enforce the obligations of investors to contribute
capital.

A: A fund generally enters into the credit facility with a lender
and is responsible for the payment of principal and interest,
the interest expense, and any fees associated with the credit
facility. It is reported on a fund’s statement of operations
as interest expense and included in the expense ratio in the
financial highlights disclosure.

The borrowing base and rates are a function of a particular
private equity fund’s unfunded commitments, investor credit
ratings and composition of limited partners (high net worth,
ERISA, sovereign wealth funds, etc.). We have seen new
launches incorporate a lender’s required representations,
acknowledgements and covenants needed from investors into
the fund’s governing documents and subscription agreements,
while legacy funds are required to obtain such items from each
limited partner.

Q: Which event “starts the clock” on the accrual of the
preferred return: drawing down from the credit facility or
calling capital from limited partners to pay back the credit
facility?
A: We have noted that there is diversity in practice as to
when funds begin the preferred return accrual. Most funds
will start the accrual when the line of credit is drawn down
(considered as the capital contribution date) while others will
start the accrual when capital is actually contributed by the
limited partners. We suggest that funds disclose the method
of calculating the preferred return in the appropriate fund
documents as well as in the financial statements.

QUESTIONS & ANSWERS
Q: When calculating the Internal Rate of Return (“IRR”), should
a private equity fund’s IRR be calculated based on the date
capital was drawn from the credit facility or the date the cash
was paid in by the limited partner to settle the credit facility
(the actual capital contribution date)?
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Ari Samuel is a partner with EisnerAmper and Jeff Stomski is a director. For
more information, Ari can be reached at 212.891.4027 or
ari.samuel@eisneramper.com and Jeff can be reached at 212.891.4132 or
jeffrey.stomski@eisneramper.com.
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Alternative Investment Industry Outlook for
Q2 and Beyond in 2017
By Elana Margulies-Snyderman
INTRODUCTION

Additionally, other strategies of interest include discretionary
global macro and quantitative offerings. Finally, allocators will
continue to eye long/short managers, which have historically
been the most popular type of hedge fund strategy, but will
exert a bias toward low-net long/short generalists due to
rising interest rates and also favor sector-focused long/short
managers, especially those in health care due to the defeat
of the American Health Care Act, which caused health care
stocks to rally.

HEDGE FUNDS VS. PRIVATE EQUITY
Following positive performance for hedge funds in the first
few months of 2017, investors are expected to continue to
favor them. However, investors are expected to become
more selective with respect to investment strategies and
also will enhance demands on their underlying managers
when it comes to negotiation on fees, better risk-adjusted
returns, ensuring they boast sustainable businesses, and
other requirements. On the heels of positive performance,
EisnerAmper has seen a slight uptick in the number of new
launches at the start of this year from the end of last year.

Separately, regarding the AUM of managers, capital
introductions personnel told EisnerAmper that for those
investors making an initial foray into hedge fund investing, they
prefer the global, more established and larger managers than
the single-country, regional or sector-focused ones. However,
European investors have become more open to emerging
managers managing less than $1 billion under management,
due to their ability to be more nimble.

Meanwhile, looking at private equity, first quarter deal flow
appeared lackluster due to a continuation of nosebleed
multiples and fierce competition for quality companies with
portfolio value potential in almost all sectors, along with the
new administration adding uncertainty to the deal market.
However, the asset class is poised for a positive turnaround
going forward in 2017, comparable to 2016.

PRIVATE EQUITY
In addition to hedge fund strategies for capital perseveration
and portfolio diversification, allocators also continue to express
interest in both real estate and private equity, 2 alternative
investment types particularly popular amongst institutional
investors in and family offices globally, who are typically
more opportunistic than the larger LPs. Despite investor
interest in private equity and venture capital, both investing
and fundraising have been off to a slow start. According to
PitchBook, the number of private equity investments declined
for the second straight quarter to 1,368 from 1,631 in the fourth
quarter of 2016; and the number of funds that closed totaled
$78.7 billion compared to $96.4 billion in the fourth quarter.

INVESTOR OUTLOOK

Anthony Minnefor, partner-in-charge of EisnerAmper’s
New Jersey and Pennsylvania Financial Services Audit
and Assurance Practice, predicts that despite such recent
developments, the conditions for a reasonably healthy
investment and fundraising environment are present.

HEDGE FUND STRATEGY SPOTLIGHT
Investors globally, both family offices and institutions, are
expected to continue allocating to hedge funds this quarter
and throughout 2017. However, they will look to more
differentiated strategies or niche offerings uncorrelated to
the broader markets and their portfolios, according to capital
introductions personnel from boutique through top-tier prime
brokerage groups. Distressed credit and emerging markets
were among a couple of the strategies favored by allocators.
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“Interest rates are expected to rise in 2017 but will probably
stay below historical levels,” he said. “Also, private equity has
produced high annualized returns in recent years, which should
continue to attract strong investor interest.”
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Ethan Boothe, principal-in-charge, Texas Region at
EisnerAmper, added the new administration could be adding
some uncertainty to the deal market and investors are working
to navigate what President Trump’s “America First” foreign
policy would actually mean in regards to the bets they place,
whether foreign investors would lose their appetite to invest in
U.S. companies, and also if future White House policies would
truly penalize U.S. businesses who move or maintain certain
business operations outside of the U.S.
“Certainly the roll back of some of the financial regulations put
in place by the previous administration has also added to the
uncertainly, yet is perceived as a positive for many in the M&A
community,” he said. “All this and we haven’t even mentioned
the attempt to repeal and replace The Affordable Care Act
or some of the larger geopolitical issues currently looming
such as North Korea, China, Russia, or Syria. The second and
remaining quarters of 2017 are likely to be a wild ride, so
buckle up folks.”

ALLOCATOR DEMANDS: HEDGE FUND FEES
REMAIN A TOP PRIORITY
The debate on hedge fund fees continue to be a hot topic for
investors and play a critical role in their decisions to make an
allocation to a manager(s). Not only do they want to pay lower
fees, but they also demand a fee structure that is better aligned
with their portfolio needs including the inclusion of hurdle
rates, as well as management fees that scale down as assets
grow.
Frank Napolitani, director in EisnerAmper’s Financial Services
Group, said managers continue to make fee structures more
investor-friendly.
“Fees haven’t changed dramatically in the past year; however,
we’re continuing to see the popularity of a hurdle rate for a
regular class (not founder’s class) grow,” he said. “The most
popular rate being used is the 10-year treasury.”

www.eisneramper.com
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tax, or legal advice; nor is it intended to convey a thorough treatment of
the subject matter.

HEDGE FUND LAUNCHES
The number of people interested in starting hedge funds have
picked up slightly in the first quarter of 2017 over the fourth
quarter of 2016, according to activity from EisnerAmper’s
Financial Services Business Consulting team.
In the first quarter, the group met with 25 teams that were
looking to launch funds, the overwhelming majority being
long/short equity (80%), with the balance being credit funds.
Meanwhile, in the fourth quarter of 2016, the group met with
19 teams, half of which were long/short equity funds and the
remaining half to credit funds.
For the first quarter launches, sizes have ranged between $25$50 million and, if they are being seeded, $75-$150 million.
These new funds are scheduled to launch in the Spring or
Summer 2017.

CONCLUSION
The alternative investment industry is anticipating a positive
2017 following a solid first quarter for hedge funds and investor
interest in niche strategies and an expected uptick in private
equity investing and fundraising, despite a slow start. Hence,
more launches are on the horizon and both new managers and
existing managers alike should be expected to accommodate
investor demands, especially being flexible on fees.
Elana Margulies-Snyderman is a senior manager in EisnerAmper’s
Financial Services Group. Questions? Contact Elana at 212.891.6977 or
elana.margulies-snyderman@eisneramper.com.

