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On March 10, 2004, the Securities and 
Exchange Commission’s Office of Compliance 
Inspections and Examinations (“OCIE”) issued 
a report to Chairman William H. Donaldson 
regarding changes underway with respect to 
SEC examinations of investment advisers and 
investment companies (the “Report”).  The 
Report, a full copy of which is available at http:
//banking.senate.gov/_files/richardsreport.pdf, 
was prepared in response to a request by Senator 
Richard C. Shelby, Chairman of the U.S. Senate 
Banking Committee in hearings conducted on 
the mutual fund industry last November.  The 
Report summarized the examination process 
and, in particular, highlighted changes designed 
to facilitate the detection of market timing and 
late trading activity.  These changes could have 
important consequences for the compliance 
programs of investment companies and their 
advisers.

The Traditional Examination Process

The Report explains, by way of background, that 
the SEC has traditionally conducted three types of 
examinations:  (1) routine periodic examinations; 
(2) examinations for cause; and (3) sweep 
examinations focusing on a single particular issue.  
According to the Report, such examinations 
“are a critical element of investor protection.”1  
Routine, cause, and sweep examinations generally 
result in one of three primary outcomes: (1) a 
deficiency letter, potentially including alleged 
violations of law, and other noted weaknesses 
or deficiencies; (2) a referral to the Division of 
Enforcement Staff for further action;2 or (3) a 
letter closing the examination without findings.

The Report notes that when conducting 
examinations of mutual funds, the SEC in the past 
had focused on issues relating to fund purchases 
and sales of securities, but that SEC examiners did 
not previously target issues arising in the “trading 

of fund shares.”3  Consequently, SEC examiners 
could not detect “aberrant trading patterns that 
[might] be indicative of abusive market timing” 
or “covert arrangements that fund executives had 
with select shareholders allowing them to trade 
frequently in fund shares.”4

Changes to the Examination Process

The Report lists various initiatives that OCIE 
believes could improve the examination process 
and bring such practices to light, including:

• Increasing the frequency for examinations of 
mutual funds and advisers, previously on a 
five year cycle, to a cycle of two or four years 
for fund groups, depending on their size.

• New examination procedures to address 
market timing and late trading, including 
review of daily summaries of net sales and 
redemptions, sampling of internal employee 
e-mails, review of personal securities trading 
records for select fund executives, and review 
of firm procedures governing order receipt 
time, order time stamping, and supervision of 
trade processing.

• New examination procedures including 
increased use of data analysis, additional 
interviews, policies focused on immediate 
corrective actions such as exit interviews 
following examinations and deficiency letters 
when appropriate, requests for written 
reports from funds and advisers addressing 
specific questions of the staff, and sharing 
of examination findings among staff on a 
routine basis.

The Report notes that the SEC’s enhanced 
examination focus would be aided by the budget 
increase the SEC received in 2003, which allowed 

StayCurrent.
April 2004

To maintain momentum ››



OCIE to increase its staff to 495 positions for 
fund and adviser examinations.

Over the past five years, 85% of the investment 
company examinations and 90% of the adviser 
examinations resulted in deficiency letters, 
according to the Report’s statistics.  In the 
majority of situations involving deficiency letters, 
the Report explains, the matters are closed 
with improvements in compliance policies and 
procedures.  Of the remaining examinations, the 
proceedings were closed without findings in about 
60% of the cases, and enforcement actions were 
brought in about 40% of the cases.

Areas Subject to Enhanced Review Procedures

The Report indicates that SEC examiners will 
target various areas when conducting fund and 
adviser examinations, including:

• Portfolio management, including potential 
conflicts of interest for advisers, suitability 
of the portfolio holdings in light of a fund’s 
objectives, restrictions, and risk tolerance, 
and the manner in which advisory fees are 
calculated;

• Brokerage arrangements and best execution, 
including potential conflicts an adviser may 
face, what the fund receives in exchange 
for brokerage commission dollars, and the 
procurement of research services in exchange 
for soft-dollars;

• Personal trading, including potential adviser 
conflicts in making decisions for their 
personal accounts, controls over and the 
reporting of personal trading by advisers, 
and potential front-running or other abusive 
activity; 

• Pricing of client’s portfolios and calculation 
of net asset value, including adviser/fund 
policies, procedures, and controls with 
respect to the pricing of portfolio securities, 
and measures taken to ensure the accuracy of 
the net asset value;

• Fund shareholder order processing, including 
the policies, procedures, and controls in place 
at the fund and/or transfer agent designed to 
prevent late trading, and specifically whether 
the fund’s transfer agent prices orders to 
purchase or redeem fund shares received after 
each day’s cut-off at the following day’s net 
asset value; and

• Information processing and protection, 
including the compilation, maintenance, use, 
and reporting of information along with the 
retention of books and records

Examination staff, together with other SEC 
staff, establish priority areas to be looked 
at during routine inspections on an annual 
basis.  Significantly, however, according to the 
Report, OCIE is increasingly conducting “mini-
examination sweeps” of a select number of 
firms targeted to a particular area to help the 
Staff “identify and promptly investigate an area 
of emerging compliance risk.”5  The current 
investigations into market timing and late trading 
are presumably examples of this procedure at 
work.  Moreover, the Report indicates that a 
number of such sweeps are currently underway.

* * *

The SEC’s new rules regarding fund compliance, 
adopted last December, required investment 
companies and investment advisers to establish 
comprehensive compliance programs, and to 
designate a chief compliance officer to administer 
these programs.6  Significantly, the Report noted 
in connection with these new requirements that 
investment advisers and mutual funds may be 
liable for failure to supervise even though advisers 
and funds are not subject to a supervisory system 
and self-regulated like broker-dealers.  See 15 
U.S.C. §§ 80b-e(e)(6).  It is important, therefore, 
particularly against the backdrop of the SEC’s 
enhanced examination focus, for funds and 
advisers to institute effective compliance programs 
in accordance with the new SEC requirements.

Deborah Salzberg, a Law Clerk in the New York Litigation 

Department, assisted in the preparation of this Client Alert.

Notes
1. Examinations of Investment Companies and Investment 
Advisers (March 2004), p. 1, at http://banking.senate.gov/
_files/richardsreport.pdf.
2. In an appendix to the report, the Commission provided 
a list of enforcement actions, including 15 actions brought 
with respect to market timing, late trading and or selective 
disclosure as well as a number of misappropriation, 
misrepresentation, conflict of interest, compliance, and other 
cases.
3. The Report also notes that mutual fund examinations are 
complicated by the fact that the SEC has limited authority 
under Section 31(b) of the Investment Company Act of 1940, 
15 U.S.C §§ 80a-30(b).  Under this provision, the SEC may 
access and examine only those records that investment 
companies are required by law to maintain and preserve.  
Broader investigations have been conducted only on a 
voluntary basis.
4. Examinations of Investment Companies and Investment 
Advisers (March 2004), p. 3, at http://banking.senate.gov/
_files/richardsreport.pdf.
5. Examinations of Investment Companies and Investment 
Advisers (March 2004), p. 24, at http://banking.senate.gov/
_files/richardsreport.pdf.
6. For a full discussion of the rules adopted last December, 
please see Securities and Exchange Commission Adopts 
New Rules Requiring Compliance Programs for Investment 
Companies & Investment Advisers (January 2004), by the 
Investment Management Group, available through the Paul 
Hastings website, at http://www.paulhastings.com, under 
“Current Thinking.”

02



03

Paul Hastings is a leader in providing counseling to investment companies, their boards, advisers 
and other service providers.  If you have any questions regarding the changes underway with 
regards to SEC examinations of investment advisers and investment companies, please do not 
hesitate to contact any of the attorneys in our Investment Management Practice Group listed below. 
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