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Background

The Securities and Exchange Commission (“SEC”) 
has adopted new Rule 38a-1 under the Investment 
Company Act of 1940 (the “Investment 
Company Act”) and new Rule 206(4)-7 under 
the Investment Advisers Act of 1940 (the 
“Advisers Act”) to require registered investment 
companies and investment advisers (“Funds”1 
and “Advisers” respectively) to establish 
comprehensive compliance programs (the “Final 
Rules”).2  Under these Final Rules, Funds and 
Advisers will also be required to designate a chief 
compliance officer (“CCO”) to administer the 
programs.

The SEC initially proposed rules regarding 
compliance programs for Funds and Advisers 
in February 2003.3  Since this time, the SEC 
and state securities authorities have identified 
significant instances of allegedly improper 
and/or unlawful conduct involving Funds, such 
as undisclosed market timing arrangements, 
late trading of Fund shares, and the misuse of 
material, nonpublic information about Fund 
portfolios.4  As a result, the Final Rules expand 
upon the requirements and structures described 
in the Proposing Release by adding several 
significant provisions to address these activities.  
In addition, the SEC expressed its view in the 
Adopting Release that compliance with the Final 
Rules is a crucial step in addressing compliance 
problems such as market timing.

This Alert generally summarizes the requirements 
of compliance programs required under the Final 
Rules.

Compliance Program

Written Policies and Procedures.  The Final 
Rules require Funds and Advisers to adopt 

and implement written policies and procedures 
primarily designed to prevent violations of 
the federal securities laws.  A Fund’s policies 
and procedures should be designed to prevent 
violation of the federal securities laws by 
the Fund, its investment adviser, principal 
underwriter, administrator and transfer agent 
(collectively “Service Providers”) in connection 
with their provision of services to the Fund.  An 
Adviser’s policies and procedures should be 
designed to prevent violation of the Advisers Act 
by the Adviser and its supervised persons.  In the 
case of a Fund, the policies and procedures must 
be approved by the Fund’s board of directors, 
including a majority of the independent directors.

Consistent with the regulatory approach taken 
with respect to compliance programs in the 
banking and securities brokerage areas, the 
SEC did not attempt to delineate a “one size 
fits all” program.  Accordingly, the Final Rules 
do not enumerate specific policies that Funds 
and Advisers must include in their compliance 
programs.  Rather, the SEC expects that Funds 
and Advisers will consider the nature of their 
operations and exposure to compliance failures 
and develop a compliance program reasonably 
designed to prevent and detect securities law 
violations, and promptly correct any material 
violations that do occur.  Accordingly, a smaller 
firm that offers a more limited array of products 
and/or maintains fewer affiliations with other 
financial institutions (presumably, therefore, 
subject to fewer conflicts) could require much 
simpler policies and procedures than a more 
complex firm. The Final Rules require Advisers to 
consider their fiduciary and regulatory obligations 
under the Advisers Act when designing their 
compliance programs and to formalize policies 
and procedures to address them.5

Required Elements.  In addition to these general 
guidelines, the Adopting Release describes several 
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areas that compliance policies adopted by Funds 
and Advisers (to the extent relevant) should 
address: 

• Portfolio management - including allocation 
of investment opportunities among clients 
and consistency of portfolios with guidelines 
established by clients, disclosures, and 
regulatory requirements such as Rule 
206(4)-6 of the Advisers Act, which requires 
Advisers to adopt written policies and 
procedures designed to ensure that the 
Adviser votes proxies in the best interests of 
clients;

• Trading practices - including procedures by 
which the Adviser satisfies its best execution 
obligation, uses client brokerage to obtain 
research and other services (“soft dollar 
arrangements”), and allocates aggregate 
trades among clients;

• Insider transactions - proprietary trading of 
the Adviser and personal trading activities 
of supervised persons, including compliance 
with Section 204A of the Advisers Act, 
which requires Advisers to adopt written 
policies and procedures reasonably designed 
to prevent the misuse of material nonpublic 
information, and Rule 17j-1(c)(1) under the 
Investment Company Act, which requires 
a Fund and each investment adviser and 
principal underwriter to adopt a written code 
of ethics;

• Disclosure – including the accuracy of 
disclosures made to investors and prospective 
investors, e.g., information in advertisements;

• Safeguarding of client assets - from 
conversion or inappropriate use by advisory 
personnel;

• Recordkeeping – including the accurate 
creation of required records and their 
maintenance in a manner that secures them 
from unauthorized alteration or use and 
protects them from untimely destruction, 
including compliance with Rule 31a–2(f)(3) 
under the Investment Company Act and Rule 
204-2(g)(3) under the Advisers Act, which 
require Funds and Advisers that maintain 
records in electronic formats to establish and 
maintain procedures to safeguard them;

• Valuation – including processes to value 
client holdings and assess fees based on those 
valuations;

• Safeguards for the protection of client 
records and information - including 
compliance with Regulation S-P and 
protection of consumer privacy; and

• Business continuity planning.

Additional Required Elements for Funds.  
The Adopting Release also highlights several 
additional areas that a Fund’s (or its Service 
Providers’) procedures should ordinarily cover, 
including several that specifically relate to the 
recent wave of allegedly improper Fund practices.  

The areas identified include:

• Pricing of portfolio securities and Fund 
shares (includes prevention of late trading);

• Processing of Fund shares;

• Identification of affiliated persons;

• Compliance with exemptive rules and orders;

• Protection of nonpublic information;

• Compliance with Fund governance 
requirements;

• The disclosure of and adherence to market 
timing policies; and

• Prevention of money laundering (noted in the 
Proposing Release). 

The Adopting Release notes that Funds may 
delegate compliance functions to Service 
Providers, so long as the Funds’ policies and 
procedures provide for effective oversight of 
the Service Providers.  In these circumstances, 
the Fund’s board must approve the policies and 
procedures of the Service Providers and the Fund’s 
policies and procedures must include provisions 
that provide for the effective oversight of the 
compliance activities of Service Providers.

The Final Rules provide Funds with the 
flexibility to design their compliance program to 
accommodate the manner in which the Fund and 
its Service Providers conduct their operations.  
A Fund could, for example, adopt compliance 
policies and procedures that encompass the 
activities of the Fund, the Adviser and other 
affiliated Service Providers. Alternatively, 
another Fund might choose to adopt policies and 
procedures covering solely its own activities and 
then approve the policies and procedures of each 
Service Provider, subject to continuing oversight.6

As explained in the Adopting Release, existing 
rules under the Advisers Act and the Investment 
Company Act currently require Funds and/
or Advisers to maintain certain policies and 
procedures.7  The Final Rules do not supercede 
these obligations.  Further, there is no requirement 
to consolidate all policies and procedures into a 
single document.
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Market Timing and Late Trading

As noted above, the Adopting Release expands 
the compliance program requirements to include 
measures reasonably designed to address late 
trading and market timing activities. With 
respect to late trading, Funds must have in 
place procedures that segregate investor orders 
received before the Fund prices its shares (which 
will receive that day’s price) from those that 
were received after the Fund prices its shares 
(which will receive the following day’s price).  
Significantly, Funds must also take further steps to 
ensure that any intermediaries that they use also 
comply with these requirements.  Funds typically 
rely on provisions in their contracts with transfer 
agents and other intermediaries to ensure that 
the Funds properly price their shares.  However, 
the Adopting Release states that reliance on such 
contractual provisions alone would be insufficient. 
Accordingly, a Fund’s compliance program must 
include measures reasonably designed to provide 
oversight of these intermediaries. This would 
include approving and periodically reviewing the 
policies and procedures of intermediaries, as well 
as obtaining assurances that those policies and 
procedures are effectively administered.

A Fund’s compliance program must also have 
procedures reasonably designed to ensure 
compliance with its disclosed policies regarding 
market timing. These procedures should provide 
for monitoring of shareholder trades or flows 
of money in and out of the Funds in order to 
detect market timing activity, and for consistent 
enforcement of the Fund’s policies regarding 
market timing. Funds that permit any waivers of 
those policies must have procedures reasonably 
designed to prevent waivers that would harm 
the Fund or its shareholders or subordinate the 
interests of the Fund or its shareholders to those 
of the Adviser or any other affiliated person or 
associated person of the Adviser. Additionally, in 
the Adopting Release the SEC strongly urges Fund 
boards to require the Adviser, or other persons 
authorized to waive market timing policies, to 
report to the board at least quarterly all waivers 
granted, so that the board can determine whether 
the waivers were proper.

Dual Registrants

Advisers who are also registered as broker-dealers 
are not required to segregate their investment 
adviser compliance policies and procedures 
from their broker-dealer compliance policies and 
procedures.

Annual Review

Rule 206(4)-7 requires Advisers to review their 
policies and procedures annually to determine 
their adequacy and the effectiveness of their 

implementation.  The review should consider any 
compliance matters that arose during the previous 
year, any changes in the business activities of the 
adviser or its affiliates, and any changes in the 
Advisers Act or applicable regulations that might 
suggest a need to revise the policies or procedures. 

Similarly, Rule 38a-1 requires Funds to review 
their policies and procedures, as well as those 
of their Service Providers, annually.  The rule 
does not require the Fund’s board to conduct 
the review; the board would, however, have the 
benefit of the review in the report submitted by 
the compliance officer.  Significantly, the SEC 
stated in the Adopting Release that it expects all 
Funds to begin reviewing their compliance policies 
and procedures currently, not only in light of the 
adoption of these rules, but also in light of the 
recent revelations of allegedly unlawful practices 
involving fund market timing, late trading, 
and improper disclosures and use of nonpublic 
portfolio information. 

Chief Compliance Officer

Role of the CCO.  The Final Rules require each 
Fund and Adviser to designate a CCO responsible 
for administering the compliance policies and 
procedures.  A Fund’s board of directors, 
including a majority of the independent directors, 
must approve its CCO.8

As described in the Proposing Release, the CCO 
should be someone competent and knowledgeable 
regarding federal securities laws and empowered 
with full responsibility and authority to develop 
and enforce appropriate policies and procedures 
for the Adviser or the Fund.  This person would 
also have responsibility for all compliance 
personnel, and overall responsibility for the 
Fund’s or the Adviser’s compliance efforts and 
the annual review of the compliance program.  In 
this regard the Adopting Release notes that the 
CCO should have a position of sufficient seniority 
and authority within the organization to compel 
others to follow the compliance policies and 
procedures.  

CCO Independence Requirements.  The SEC 
expects that a Fund’s CCO will often be employed 
by the Fund’s Adviser or administrator.9  Thus, 
an Adviser’s CCO may administer a Fund’s 
compliance program.  Recognizing, however, that 
CCOs employed by a Fund’s Service Providers 
might be conflicted in their duties, the Final Rules 
impose several significant requirements designed 
to promote the independence of the CCO from 
the Fund’s management, many of which were not 
included in the Proposing Release.  

First, the Fund’s board of directors (including a 
majority of independent directors) must approve 
the designation of the CCO, and must approve 
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the CCO’s compensation (or any changes in the 
CCO’s compensation).  The board of directors 
(including a majority of the independent directors) 
should be able to remove the CCO at any time, 
and should be able to prevent the Service Provider 
from doing so.  

Second, the CCO should report directly to the 
Fund’s board of directors.  The Final Rules 
require the CCO annually to furnish the Fund’s 
board of directors with a written report regarding 
the Fund’s policies and procedures.  These annual 
reports would address:

• the operation of the policies and procedures 
of the Fund and each Service Provider since 
the last report;

• any material changes to the policies and 
procedures since the last report;

• any recommendations for material changes to 
the policies and procedures as a result of the 
annual review; and

• any material compliance matters that 
occurred since the date of the last report.

Third, the Final Rules require the CCO to meet 
in executive session with the Fund’s independent 
directors at least once each year, without anyone 
else (e.g., Fund management or interested 
directors) present.

Finally, the Final Rules protect the CCO from 
undue influence by Service Providers seeking to 
conceal their or others’ non-compliance with the 
federal securities laws. The Final Rules prohibit 
the Fund’s officers, directors, employees or its 
Adviser, principal underwriter, or any person 
acting under the direction of these persons, from 
directly or indirectly taking any action to coerce, 
manipulate, mislead or fraudulently influence 
the Fund’s CCO in the performance of his or her 
responsibilities under the Final Rules.

Recordkeeping

The Final Rules require Funds and Advisers to 
maintain a copy of their policies and procedures 
for five years.  In addition, Funds will be required 
to retain the annual written report by the CCO, 
and Advisers will be required to retain records 
documenting their annual review for the same 
five-year period. 

Compliance Dates

The Final Rules become effective on February 
5, 2004.  Funds and Advisers then have until 
October 5, 2004 to comply with the Final Rules 
(the “Compliance Date”).  On or before the 
Compliance Date, all Funds and Advisers must 
have designated a CCO and Fund boards must 
have approved the CCO.  In addition, on or 

before the Compliance Date, Funds and Advisers 
must have adopted compliance policies and 
procedures that satisfy the requirements in the 
Final Rules. In the case of Funds, these policies 
and procedures must have been approved by the 
board on or before the Compliance Date. Funds 
and Advisers must complete their first annual 
review of the compliance policies and procedures 
no later than eighteen months after the adoption 
or approval of the compliance policies and 
procedures. The CCO of a Fund must submit 
the first annual report to the board within sixty 
calendar days of the completion of the annual 
review. 

Our investment management lawyers have 
extensive experience advising Funds and Advisers 
on compliance matters and are able to assist 
you with developing an appropriate compliance 
program.  If you have any questions concerning 
the proposed legislation or any other matter, please 
contact any of us.

In San Francisco

Julie Allecta 415-856-7006
julieallecta@paulhastings.com

David A. Hearth 415-856-7007
davidhearth@paulhastings.com

Mitchell E. Nichter 415-856-7009
mithcellnichter@paulhastings.com

Catherine M. MacGregor 415-856-7068
catherinemacgregor@paulhastings.com

Adam Mizock 415-856-7094
adammizock@paulhastings.com

Thao H. Ngo 415-856-7049
thaongo@paulhastings.com

In Los Angeles

Robert E. Carlson 213-683-6299
robertcarlson@paulhastings.com

Michael Glazer 213-683-6207
michaelglazer@paulhastings.com

Chad Conwell 213-683-6158
chadconwell@paulhastings.com

Laurie Dee 213-683-6163
lauriedee@paulhastings.com

Arthur L. Zwickel 213-683-6161
arthurzwickel@paulhastings.com

In New York

Michael R. Rosella 212-318-6800
michaelrosella@paulhastings.com
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Notes
1 The Adopting Release uses the term “funds” to collectively 
refer to the registered investment companies and business 
development companies subject to the Final Rules.  This 
article uses the term in the same manner.

2 Release Nos. IC-26299, IA-2204 (Dec. 17, 2003), available 
at http://www.sec.gov/rules/final/ia-2204.htm (the “Adopting 
Release”).  

3 Release Nos. IC-25925, IA-2107 (Feb. 5, 2003), available at 
www.sec.gov/rules/proposed/ic-25925.htm (the “Proposing 
Release”).  See our Client Alert, Final Proxy Voting Rules, 
Proposed Compliance Program Rules, and Proposed 
Suspicious Activity Reporting for Mutual Funds, (February, 
2003).

4 See the Adopting Release for a further discussion of these 
practices. See, also, Release No. IA-26288 (Dec. 11, 2003), 
available at  http://www.sec.gov/rules/proposed/ic-26288.htm 
and Release Nos. 33-8343, IC-26287 (Dec. 11, 2003), 
available at http://www.sec.gov/rules/proposed/33-8343.htm 
(discussing additional proposed rules addressing late trading, 
market timing disclosures and related issues).

5 In contrast to the Proposing Release, the Adopting Release 
notes that an Adviser’s violation of the Final Rules would be 
deemed to be “unlawful” rather than “a fraudulent, deceptive, 
or manipulative act, practice or course of business.” The SEC 
described this as an optical change and failure to comply 
with the Final Rules terms will result in a violation of section 
206(4) of the Advisers Act.

6  The Adopting Release states that Fund boards may, under 
certain circumstances, rely on third party reports regarding 
the adequacy of a Service Provider’s compliance programs, 
rather than having to review actual policies and procedures. 

7  In contrast, many Advisers that do not currently have Fund 
clients (e.g., those advising separate account clients or hedge 
funds) may likely have fewer written policies currently in place 
and will often need to develop an entirely new compliance 
program. See, e.g., Investment Company Act rule 17j-1(c)(1) 
(requiring each investment adviser and principal underwriter 
of a fund to “adopt a written code of ethics containing 
provisions reasonably necessary to prevent” certain persons 
affiliated with the fund, its investment adviser or its principal 
underwriter from engaging in certain fraudulent, manipulative, 
and deceptive actions with respect to the fund); Advisers 
Act rule 206(4)-6 (requiring investment advisers to adopt 
and implement written policies and procedures reasonably 
designed to ensure that the adviser votes securities in the 
best interest of clients); Advisers Act section 204A (requiring 
each adviser registered with the SEC to have written policies 
and procedures reasonably designed to prevent the misuse 
of material nonpublic information by the adviser or persons 
associated with the adviser); and Regulation S-P (requiring 
investment advisers to “adopt policies and procedures that 
address administrative, technical, and physical safeguards for 
the protection of customer records and information”).

8 If the Fund is a unit investment trust, the Fund’s principal 
underwriter or depositor must approve the chief compliance 
officer, must receive all annual reports, and must approve 
the removal of the chief compliance officer from his or her 
responsibilities.

9 As explained in the Adopting Release, if Fund CCOs were 
precluded from being employees of an Adviser or any other 
Service Provider, they would be divorced from all Fund 
operations and likely be unable to monitor them effectively.  
In addition, the SEC notes that “internalizing the compliance 
function while retaining an externalized management function 
would also raise a number of practical issues, such as 
whether the chief compliance officer could use the Adviser’s 
office space and other resources, including support staff.”


