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Investment management firms should
integrate a dynamic regulatory readiness
posture in their organizations to help
them respond more effectively to changing
regulatory requirements.



KEY MESSAGES

A packed rulemaking agenda and additional
expected capacity at the SEC are likely to drive an
increase in regulatory intensity for US investment
management firms in 2024: The "DREG" index
projects a higher level of regulatory intensity this
year, as the SEC plans to finalize as many as 21
new rules with fresh industry requirements and
increase its budget and headcount to record levels.

Cross-functional teams can help navigate the
complex regulatory environment: Establishing
a cross-functional Regulatory Assessment and

Response Execution team could help investment
management firms assess the impact of regulatory
changes, prioritize them, and formulate an effective
response. This cross-functionality also can aid in
developing a more comprehensive interpretation
of rule changes while considering any potential
“interlocking impacts” on the firm.

Investment management firms with greater
technological maturity may benefit from more
effective compliance capabilities: Recent rule-
making actions from the SEC show that enhanced

technical capabilities to enable greater transparency
in disclosures and additional data set collection
may be needed at investment management firms.
Given the scope of these new requirements,
investment management leaders may benefit
from conducting an in-depth review of their firms’
reporting and disclosure technological capabilities
across all their funds.




egulatory intensity is continuing. And
the pace of regulatory change is requir-
ing investment management leaders to
react fast—under the Security Exchange
Commission’s current chair, investment

management firms have only had 46 days
on average to comment on rule proposals, about 20%
fewer days than the periods under previous chairs.! They
have had many proposals to potentially comment on.
In the last year, the industry has faced new proposals
in areas ranging from additional fund disclosures and
reporting requirements, commonly referred to as the
“names rule,” to emerging technologies such as gener-
ative artificial intelligence, to rules designed to ensure
the proper oversight of functions outsourced to third
parties. Leaders at investment management companies
will likely stay busy in 2024, as this increased regulatory
intensity could further impact everything from compli-
ance programs to governance practices and disclosures to
investors. In this active regulatory environment, commu-
nication and agility may be more important than ever to
help ensure compliance and avoid unwanted regulatory
scrutiny that could result in penalties. To reduce this
risk, investment management leaders may benefit from
reexamining cross-functional collaboration procedures
to eliminate gaps and maximize efficiencies throughout
their organizations. Leading investment management
firms will likely integrate a dynamic regulatory readiness
posture across their organizations that fosters collabo-
ration and utilizes flexibility to help them respond more
effectively to changing regulatory requirements.

Deloitte laid out a three-stage regulatory readiness frame-
work a few years ago that is still relevant today:

1. Sensing and influencing
2. Planning and prioritizing

3. Implementing a compliance change management
program?

This report dives deep into the second stage of the frame-
work—planning and prioritizing—using a proprietary
index to help guide decision-makers so they can navi-
gate through a rapidly evolving regulatory environment
and provide a tool to help them gauge the current and
emerging levels of regulatory scrutiny.

Regulatory intensity set to escalate in 2024

For financial markets and securities regulators, ensuring
capital market stability and investor protection tends
to be of paramount importance. As part of this, the US
Securities and Exchange Commission (SEC) and other
federal and state agencies generally take actions that fall
broadly into three categories: adjusting focus, changing
approach, and modifying capacity. The Deloitte Center
for Financial Services has developed an index (referred to
as the Deloitte Center for Financial Services Regulatory
Index, DREG for short) to quantify the overall US regu-
latory intensity for investment management firms (see
“The Deloitte Center for Financial Services Regulatory
Index”). The overall intensity is driven by one or a

combination of these three categories (figure 1).




Figure 1

How three types of actions influenced regulatory intensity in 2023

The Deloitte Center for Financial Services Regulatory Index, or DREG for short, is driven by three key inputs: regulators’ focus,
approach, and capacity. Here’s how those factors influenced the DREG index in 2023.

Focus

Number of final regulations (incremental) -
Number of final regulations (decremental) -
Other regulatory agency actions -
Approach

Number of enforcement actions -
Amount of fines and penalties (USS B) -
Whether or not a chairperson is in place to create the agenda @

Capacity

General counsel budget (USS M) -
Number of full-time employees (not including administrative

Lowest
impact

Highest
impact

16 -

784 —

495 -

staff, executives, and the office of inspector general)

Amount of annual budget (USS B) -

3,805 —

215 -

Sources: Deloitte Center for Financial Services; US Securities and Exchange Commission, Fiscal year 2024: Congressional budget justification and
annual performance plan; Fiscal year 2022: Annual performance report, March, 2023.

The level of intensity of the regulatory environment can
change based on how regulators are focusing on new
and existing rules. For example, the SEC finalized 16
new rules in 2023 that added requirements, whereas
in 2020, it had finalized 17 rules, such as those related
to securities offering reforms for closed-end companies
and private markets, which either removed requirements
or expanded certain exemptions for the industry.’ The
DREG index levels of 98 in 2020 and 113 in 2023 are
due, in large part, to the two different focuses of the
SEC in these two years (figure 2). The type of approach
also contributes to the index level. The chairperson
or administration in charge may choose to encourage
compliance in the manner they deem fit—for instance, by
adjusting the number of enforcement actions or changing
the penalty fine amount. The difference in approach can

be instructive when two index levels are similar, such
as those in years 2016 and 2022. Enforcement actions
reached a high of 868 in 2016, yet fines and penal-
ties totaled a below average US$4.1 billion.* In 2022,
enforcement actions totaled 760, about average, but the
fines and penalties totaled a record aggregate amount
of US$6.4 billion.’ The direct cost of noncompliance
increased in 2022 when some investment management
firms were hit with a record dollar amount of fines.®
This is in contrast to 2016, when the average dollar
amount fined by the SEC decreased from the prior year
for the first time since 2011.7 Similarly, a regulatory
agency may determine an increase in the potential capac-
ity for examinations as the preferred route to encour-
age compliance. The agency may increase its capacity
in 2024 with a larger budget—possibly over US$2.4



billion—representing a 12% increase from fiscal year
2023, and about 5% additional headcount.® Therefore,
a packed rulemaking agenda and the additional expected
capacity at the SEC are drivers of the rise in the DREG
index level to 125 in 2024.

In 2024, the SEC plans to finalize as many as 21 new
regulations with fresh industry requirements, an increase
from 16 in 2023.° For a more detailed review of these
rules, refer to the 2024 investment management regula-
tory outlook. This flurry of activity has led some industry
participants to believe that the number of new rules has
been too much too fast for the industry.' However, this
pace is not likely to ebb. The SEC is planning to continue
its record rule-setting pace in 2024. If the SEC finalizes
just 75% of its proposed agenda for 2024, it will surpass
the previous highwater mark set in 2023.1

Figure 2

THE DELOITTE CENTER FOR FINANCIAL
SERVICES REGULATORY INDEX

2011 is used as the base year, as it's the first full year
following the passage of the Dodd-Frank Wall Street
Reform and the Consumer Protection Act.”

The index uses actual data foryears 2011 through 2023. For
2024, values are estimated based on 2024 budget requests
and the SEC's 2024 rulemaking agenda list.

The individual variables are weighted depending on their
perceived effect to the industry, and a "smoothing factor”
is also applied to each input to limit the effect any one
variable can have on the index value.

The SEC's final rules have been categorized into three
buckets: add, neutral, and remove. Only the rules that add
or remove requirements have an effect.

Regulatory intensity is likely to increase for US investment management firms in 2024

Deloitte Center for Financial Services Regulatory Index, level of intensity (100 = 2011 baseline year)
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2019

20M 2012 2013 2014 2015 2016 2017 2018 2020 2021 2022 2023 2024F

Sources: Deloitte Center for Financial Services; US Securities and Exchange Commission (SEC) annual performance reports (fiscal year 2012 to fiscal
year 2022); SEC, Fiscal year 2024: Congressional budget justification and annual performance plan; Fiscal year 2022: Annual performance report,
March, 2023; SEC, "Rulemaking activity"; SEC final rules.
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Moreover, regulators have returned to using fines and
penalties as a method to encourage compliance.'® The
SEC issued a record dollar amount of enforcement
penalties in 2022, followed by the second-highest dollar
amount ever in 2023."* Client communications continues
to be an active area for SEC investigations. In February
2024, the SEC announced penalties totaling over US$81
million against 16 investment management firms for
failures to properly preserve electronic communica-
tions.! Regulators in the United States may continue
using penalties as a tool to correct behavior, rather than
encouraging compliance through other means. This
means that noncompliance could become costlier than
ever before, and this trend may continue for the fore-
seeable future.

The heightened focus on new rules marks a shift for the
agency after several years in which it was more likely to
reexamine the utility, and in some cases redundancy, of
existing rules. For example, in 2018 and 2019, several
final rules from the SEC were aimed at streamlining
the overlaps between US generally accepted accounting
principles and required disclosures by certain issuers,
expanding the exemptions available under Regulation A
to more issuers, and easing some restrictions on propri-
etary trading that had been in place under the Volcker
Rule.'® This focus on existing rules was the main driver
of the relatively lower intensity index values seen from
2017 to 2020. Two additional elements that contrib-
uted to the lower intensity values were the relatively
less frequent use of enforcement actions, and lower fines
and penalties. During this period, regulators seemed to
mainly turn their attention toward rules and regulations
already on the books to deliver on their mission to help
facilitate financial markets stability.!”

Leading investment management firms tend to
manage theirregulatory-ready posture through
proactive planning

Regardless of the strategies regulators employ, invest-
ment management firms will likely benefit from having
a formal action plan in place to strengthen compli-
ance and mitigate the risk of enforcement actions. By
implementing a standardized compliance plan across
the firm, investment management leaders may enhance
their monitoring capabilities of new rules or amend-
ments and identify instances of “interlocking impacts.”'$
With so many new rules under consideration, it could

be exceedingly difficult for regulators and investment
management firms to fully understand their impact and
any potential unintended consequences. One way to stan-
dardize a compliance plan is to establish a Regulatory
Assessment and Response Execution (RARE) team with
specific capabilities (refer to figure 3 for an illustrative
example) that can facilitate coordination and communi-
cation across the organization."” RARE team members
are cross-functional within the organization, helping
to ensure a consistent view of how regulatory changes
might affect the firm. This cross-functionality also can
aid the firm in developing a more comprehensive inter-
pretation of rule changes and prioritizing them on an
enterprise-wide basis, while considering any potential
“interlocking impacts.” Through scenario planning and
risk assessments, the RARE team can assist in formulat-
ing an effective response based on the potential impact of
regulatory changes on the firm. The team can then relay
these insights to leadership, who can implement them
throughout the firm, fostering a coordinated response
and developing suitable regulatory change solutions.?
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Figure 3
Where a Regulatory Assessment and Response Execution (RARE) team may be effective

Coordination across the organization

to identify interlocking impacts

Implementation
of the insights

Communication between C-suite and
functional leadership teams

Source: Deloitte Center for Financial Services.

Another potential advantage of having a RARE team is
that it can facilitate a centralized evaluation of compli-
ance systems, instead of a scattered approach that may
cause inefficiencies. Feedback from the RARE team can
assist leaders in understanding how changing regulatory
demands could affect existing roles and responsibilities,
thereby helping them in creating a target operating model
for their investment compliance monitoring systems.?!
This method allows leaders to identify and prioritize
compliance areas specific to their organization’s needs,
which can lead to a more efficient response.

Moreover, ensuring effective coordination and communi-
cation throughout the organization can help people better
understand the impact of the new rules and seamlessly
incorporate any necessary process alterations. Leaders
who communicate the desired outcomes of their compli-
ance programs internally are more likely to successfully

Interpretation and
prioritization
of rule changes

Scenario planning and
risk assessments

achieve their business strategy goals.?> Communicating
these outcomes also tends to facilitate consistent compli-
ance monitoring across the organization.

Investment management firms with greater
technological maturity may benefit from
more effective compliance capabilities

Recent rule-making actions from the SEC show that
enhanced technical capabilities may be needed at invest-
ment management firms. For example, the SEC voted in
October 2023 to adopt a rule amendment dating from
the Dodd-Frank Act to require additional data collec-
tion around short-selling practices for the purpose of
making it publicly available in aggregate.? In light of
the new amendments, some hedge fund groups have
sought clarification in courts concerning whether




aggregate or individual short position disclosure reports
are required.?* While the final outcome of this litigation
is still undecided, the quest for increased transparency
is unlikely to dissipate. Another final rule concurrently
adopted by the SEC and the Commodity Futures Trading
Commission makes significant changes to the Form PF
filling requirements for private fund investment advis-
ers.? The final rule mandates the collection of numerous
additional data sets to enhance data quality and requires
disclosure to investors to improve comparability across
funds. Given the scope of these new requirements, invest-
ment management leaders may benefit from conducting
an in-depth review of their firms’ reporting and disclo-
sure technological capabilities across all their funds.

Investment management firms can potentially enhance
their operating models’ agility and effectiveness in
responding to regulatory changes by either insourcing or
outsourcing technical compliance capabilities. A higher
level of in-house technological maturity could enhance a
firm’s ability to effectively adapt to regulatory changes.
Leaders who indicated in 2020 that their organizations
were already “seasoned” in integrating Al technologies
into their business will likely have a better understanding
of the potential impacts of the proposed rules on their
operating models in 2024.2° Regardless of their stage in
the Al adoption curve, investment management firms
could benefit from developing a compliance strategy that
optimally uses both talent and Al capabilities to limit
regulatory scrutiny.?’

Some organizations may consider outsourcing certain
compliance activities as a more appropriate approach
to satisfy new regulatory mandates. As expectations for
heightened attention to compliance with record-keeping

and surveillance of employees at regulated firms grow,
some investment management firms have taken steps
to have video calls in addition to text messaging proac-
tively monitored with the implementation of third-party
communication surveillance platforms.?® Leading invest-
ment management firms seem to be focusing on assessing
their regulation-ready capabilities to better mitigate their
regulatory compliance risks. Given the complexities of
effectively and efficiently increasing monitoring capa-
bilities, some have engaged with not only compliance
specialists, but also outside counsel and risk profession-
als.?” These steps may be necessary for some organiza-
tions to build and maintain a healthy compliance posture
in a more cost-effective way.

Avigorous compliance posture
for2024 and beyond

With a tight regulatory environment likely to stick
around for some time, investment management compa-
nies will likely prioritize taking action to review proce-
dures and identifying gaps in 2024. A robust regulatory
readiness framework that employs sensing and influ-
encing, planning and prioritizing, and implementing a
compliance change management program could position
investment management firms for compliance success,
allowing leaders to manage regulatory readiness even as
they continue to develop core businesses. Building and
maintaining a collaborative team environment as well as
flexible processes that can effectively respond to emerging
regulatory demands will likely be instrumental over the
coming year, since change seems to be the only constant
in regulatory intensity.
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