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In a series of actions undertaken as part of its 
ongoing efforts to strengthen the corporate gov-
ernance and oversight of registered investment 
companies and investment advisers, the Securities 
and Exchange Commission (“SEC”) on January 
14, 2004 proposed a variety of new regulatory 
requirements.  In brief, the SEC proposed rules 
that would:

• increase the board independence requirements 
for registered investment companies to 75%;

• require each fund to have an independent 
board chairman; and

• require each registered investment adviser to 
adopt and enforce a code of ethics applicable 
to its supervised persons.1

Corporate Governance Proposals

The fund governance proposals discussed below 
would apply to funds that rely on certain SEC 
exemptive rules.2  Because almost all funds either 
rely or anticipate someday relying on at least one 
of the exemptive rules, it is expected that these 
proposals will apply to most funds. 

In the rule release, the SEC stated its concern that 
in many fund groups, the adviser “exerts a domi-
nant influence over the board,” has a “monopoly 
over information about the fund,” and is often 
able to control the board’s agenda.3 In an attempt 
to address this concern, the proposed regulations 
would require at least 75% of the directors on 
a fund’s board, including the chairman, to be 
independent from fund management. Currently, a 
fund’s board must be at least 40% independent, 
although many fund boards have a majority of 
independent directors because they rely on SEC 
exemptive rules that are conditioned upon this 
degree of independence.4  In addition, some funds 
already have boards that are 75% independent 
because they have undergone changes in invest-
ment advisers that were subject to the conditions 

of Section 15(f) of the Investment Company Act.  
The proposed 75% independent requirement, 
therefore, if adopted, should not be particularly 
onerous for many funds.

The proposed rule requiring an independent board 
chairman could be somewhat controversial since 
it is estimated that approximately 80% of fund 
boards have chairmen who are fund insiders.  
There are varying views about the meaningful-
ness of this proposal, including doubts voiced by 
Commissioner Cynthia Glassman who noted at 
the SEC’s open meeting that several of the fund 
families subject to recent enforcement proceed-
ings had boards chaired by independent directors.  
Although many industry officials believe that hav-
ing an independent board chairman would not 
improve the effectiveness of the board, various 
regulators and members of Congress have taken 
an opposing view.  With the spotlight on the SEC 
to make changes, there is a good chance that this 
provision, despite industry skepticism of its effi-
cacy, will be enacted in its current form.

The SEC also proposed requiring a fund’s board 
to assess its effectiveness at least once a year.  The 
assessment would be required to include consider-
ation of whether the board’s committee structure 
is effective and whether the directors oversee 
too many funds.  In addition, the proposed 
rules would require a fund’s independent direc-
tors to meet in a separate session at least once a 
quarter.  The SEC believes that regular separate 
sessions would allow the independent directors 
to have candid discussions about management’s 
performance and could help improve collegiality.  
Also, a fund would be required to authorize the 
independent directors to hire their own staff, so 
that they could obtain information directly from 
independent resources and address any matters 
that they believe require outside assistance or 
expertise. 
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The SEC also proposed to amend the recordkeep-
ing rule so that all funds would be required to 
retain copies of written materials that the board 
considered when approving the fund’s advisory 
contract. One objective of this rule is to allow 
SEC examiners to review fund compliance with 
the information request requirements of Section 
15 of the Investment Company Act. Lastly, the 
SEC is seeking comment about whether it should 
propose a rule requiring all independent directors 
to have an independent legal counsel.

Proposed Adviser Code of Ethics

In response to recent enforcement actions alleg-
ing that some advisers had breached their fidu-
ciary duty, the SEC proposed new Rule 204A-1 
and related amendments under the Investment 
Advisers Act, which would require registered 
investment advisers to adopt and enforce codes 
of ethics applicable to their supervised persons 
in order to prevent fraud in the conduct of their 
advisory duties.5 Investment advisers of regis-
tered investment companies are already required 
to have a code of ethics that complies with Rule 
17j-1 under the Investment Company Act. The 
proposed rule would require the adviser’s code of 
ethics to include the following types of provisions, 
which are new unless otherwise noted: 

• standards of conduct expected of advisory 
personnel;

• compliance with federal securities laws;
• safeguarding of nonpublic information about 

client transactions; 
• personal securities reporting by the adviser’s 

access persons6, including transactions in any 
mutual fund managed by the adviser; 

• pre-approval of access persons’ investments 
in private placements and initial public offer-
ings; and

• prompt reporting of code violations.

Rule 17j-1 also requires personal securities trading 
reports; however, proposed Rule 204A-1 covers 
a broader range of personnel and transactions, 
including trades in affiliated mutual funds. In 
addition, the proposed rule would require all of 
the adviser’s supervised persons to acknowledge 
in writing that they have received and reviewed 
copies of the code of ethics and any amendments 
to it.  

Next Steps

The comment period ends on March 10, 2004 for 
the fund governance rules, and March 15, 2004 
for the investment adviser code of ethics rule.

There would likely be a substantial phase-in peri-
od for most of the fund governance rules. In the 
release, the SEC requested comment on whether 
18 months would be an appropriate time period 
to adopt the 75% independent director require-

ment. The code of ethics requirement would likely 
be implemented on a swifter timetable. 

At the open meeting on January 14, 2004, 
Chairman Donaldson previewed three SEC meet-
ings scheduled over the next two months that 
would further address issues in the investment 
management industry. It is expected that at the 
upcoming meetings the SEC will consider adopt-
ing rules requiring additional disclosure of fund 
expenses, advisory contract approval, and portfo-
lio manager relationships with the fund; clarifying 
interpretations of Rule 12b-1; and, implementing 
further steps to address market timing.

Notes
1 Proposed Rule: Investment Company Governance, Release 
No. IC-26323 (January 15, 2004) (the “Fund Governance 
Release”); Proposed Rule: Investment Adviser Codes of 
Ethics, Release Nos. IA-2209, IC-26337 (January 21, 2004) 
(the “Adviser Code Release”). The SEC also proposed new 
rules to require broker-dealers to provide more information to 
customers when they purchase mutual fund shares. Because 
the SEC has not yet issued its release proposing these new 
requirements, we do not discuss them in this alert but will do 
so in a subsequent alert.
2 The exemptive rules are: 
Rule 10f-3 (permitting funds to purchase securities in a pri-
mary offering when an affiliated broker-dealer is a member 
of the underwriting syndicate); Rule 12b-1 (permitting use of 
fund assets to pay distribution expenses); Rule 15a-4(b)(2) 
(permitting fund boards to approve interim advisory contracts 
without shareholder approval where the adviser or a control-
ling person receives a benefit in connection with the assign-
ment of the prior contract); Rule 17a-7 (permitting securities 
transactions between a fund and another client of the fund 
investment adviser); Rule 17a-8 (permitting mergers between 
certain affiliated funds); Rule 17d-1(d)(7) (permitting funds 
and their affiliates to purchase joint liability insurance poli-
cies); Rule 17e-1 (specifying conditions under which funds 
may pay commissions to affiliated brokers in connection 
with the sale of securities on an exchange); Rule 17g-1(j) 
(permitting funds to maintain joint insured bonds); Rule 18f-3 
(permitting funds to issue multiple classes of voting stock); 
and Rule 23c-3 (permitting the operation of interval funds by 
enabling closed-end funds to repurchase their shares from 
investors). In addition, proposed rule 15a-5 would also be 
included in this list if it is adopted in its current form. 
3 See the Fund Governance Release, Section I. 
4 See note 2 for a list of these exemptive rules.
5 See the Adviser Code Release. An adviser’s supervised 
persons are its partners, officers, directors (or other persons 
occupying a similar status or performing similar functions) 
and employees, as well as any other persons who provide 
advice on behalf of the adviser and are subject to the adviser’s 
supervision and control.
6 An access person is a supervised person who has access to 
nonpublic information regarding clients’ purchase or sale of 
securities, is involved in making securities recommendations 
to clients or who has access to such recommendations that 
are nonpublic.
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Paul Hastings is a leader in providing counseling to investment companies, their boards and their advis-
ers.  Our investment management lawyers can help you evaluate the potential effects of the rule proposals 
on your business and determine how you can adopt the new structures in an effective and efficient manner. 
We can also provide counsel regarding fund and broker-dealer disclosure to investors as well as preparation 
or amendment of adviser codes of ethics. If you have any questions concerning the rule proposals or any of 
these issues, please contact us.
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