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In a series of actions undertaken as part of its 
ongoing efforts to strengthen the oversight of 
registered investment companies (“Funds”) and 
investment advisers (“Advisers”), the Securities 
and Exchange Commission (“SEC”) has recently 
approved new rules requiring Advisers to adopt 
comprehensive codes of ethics1 and Funds to pro-
vide investors with enhanced disclosures regarding 
sales-load discounts (commonly referred to as 
“breakpoints”).2 
  
I. Code of Ethics Requirements for Advisers 

In January, 2004 the SEC issued a release pro-
posing new Rule 204A-1 under the Investment 
Advisers Act of 1940, as amended (the “Advisers 
Act”) to require each Adviser to adopt and 
enforce a written code of ethics (“Code”) appli-
cable to its supervised persons (“Rule 204A-1” or 
the “Rule”).3  

The SEC adopted Rule 204A-1 and several related 
amendments in May, 2004.  This alert provides an 
overview of these new developments. 

A. Standards of Conduct 

Each Code should clearly articulate a standard 
of business conduct that the Adviser requires of 
all its supervised persons.  The Rule does not 
require Advisers to adopt a specific standard, but 
the standard chosen must reflect the Adviser’s 
fiduciary obligations and those of its supervised 
persons, and must require compliance with the 
federal securities laws.  

The Rule establishes a minimum requirement.   
Advisers are free to set higher standards for their 
employees, such as those established by profes-
sional or trade groups.  The SEC also noted that 
a Code should establish ideals for ethical conduct 
which are premised on fundamental principals of 

openness, integrity, honesty and trust, and should 
convey to employees the value the Adviser places 
on ethical conduct.  

In an attempt to further strengthen the Code’s 
force, the SEC has also amended Part II of Form 
ADV to require Advisers to describe their Code 
to clients in Schedule F, including a statement that 
the Adviser will provide a copy of its Code to any 
client upon request. 

B. Protection of Material Nonpublic Information 

As proposed, Rule 204A-1 would have required 
the Code to limit access to material nonpublic 
information about the Adviser’s securities recom-
mendations, and client securities holdings and 
transactions, to those individuals who needed the 
information to perform their duties.  In response 
to comments, the SEC decided not to include 
this requirement as an element of the Code.  As 
adopted, the Rule requires Advisers to maintain 
and enforce policies and procedures designed to 
prevent the misuse of material nonpublic infor-
mation.  This includes the misuse of material 
nonpublic information about the Adviser’s securi-
ties recommendations, and client securities hold-
ings and transactions.  Thus, while not requiring 
Advisers specifically to segregate employees with 
respect to their access to information, the SEC 
expects Advisers carefully to consider how to 
control the dissemination of sensitive information 
both within and outside their organizations. 

C. Personal Securities Trading 

Each Code must require the Adviser’s access per-
sons (“Access Persons”) to periodically report 
their personal securities transactions and holdings 
to the Adviser’s chief compliance officer (“CCO”) 
or other designated persons.  The Code must also 
require the Adviser to review those reports. The 
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reports are modeled largely on the reports which 
Advisers to Funds must currently make under 
Rule 17j-1 of the Investment Company Act of 
1940 (“Rule 17j-1”).4  

For purposes of the Rule, an Access Person 
includes any supervised person who has access 
to nonpublic information regarding clients’ pur-
chases or sales of securities, who is involved in 
making securities recommendations to clients, or 
who has access to such recommendations that are 
nonpublic.  The Rule also contains a presumption 
that if the firm’s primary business is providing 
investment advice, then all of its directors, officers 
and partners are Access Persons.  This definition 
of Access Person is broader than the current defi-
nition contained in Rule 17j-1, which covers only 
those employees who actually obtain nonpublic 
information.  
 
As noted by the SEC, the extent to which an 
Adviser’s employees will be subject to personal 
securities trade reporting requirements will 
vary depending upon the information controls 
employed by the Adviser.  Organizations in which 
employees have broad responsibilities, and where 
information barriers are few, may need to subject 
a larger percentage of their staff to the reporting 
requirements. In contrast, organizations that keep 
strict controls on sensitive information may have 
fewer Access Persons.      

1. Personal Trading Procedures 

Rule 204A-1 requires a Code to contain provi-
sions requiring Access Persons to report securities 
transactions and holdings.  However, the Rule 
does not provide an exhaustive list of procedures 
that Advisers must include in their Codes.  Rather, 
the Rule allows Advisers to develop procedures 
that reflect the nature of their specific businesses 
and operations.  The SEC did note that Advisers 
with existing Codes commonly include many of 
the following elements, or address the following 
issues, which Advisers should consider in craft-
ing their own procedures for employees’ personal 
securities trading: 

• Prior written approval before Access Persons 
may effect a personal securities transaction 
(“pre-clearance”).  

• Maintenance of lists of issuers that the Adviser 
is analyzing or recommending for client trans-
actions, and prohibitions on personal trading in 
securities of those issuers.

• Maintenance of “restricted lists” of issuers 
about which the Adviser has inside informa-
tion, and prohibitions on any trading (personal 
or for clients) in securities of those issuers.

• “Blackout periods” when client securities trades 
are being placed or recommendations are being 
made and Access Persons are not permitted to 
place personal securities transactions.

• Reminders that investment opportunities must 
be offered first to clients before the Adviser or 

its employees may act on them, and procedures 
to implement this principle. 

• Prohibitions or restrictions on “short-swing” 
trading and market timing. 

• Requirements to trade only through certain 
brokers, or limitations on the number of bro-
kerage accounts permitted.

• Requirements to provide the Adviser with 
duplicate trade confirmations and account 
statements.  

• Procedures for assigning new securities analyses 
to employees whose personal holdings do not 
present apparent conflicts of interest. 

 
2. Initial and Annual Holdings Reports  

The Code must require a complete report of each 
Access Person’s securities holdings at the time the 
person becomes an Access Person (the “Initial 
Report”), and at least once a year thereafter 
(the “Annual Report”).  These holdings reports, 
which are similar to those required by Rule 17j 
1, must be current as of a date not more than 45 
days prior to the individual becoming an Access 
Person, for Initial Reports, or the date the report 
is submitted, for Annual Reports. The SEC had 
proposed to require Initial Reports to be current 
as of the date the individual become an Access 
Person, and Annual Reports to be current within 
30 days prior to submission.  However, in order 
to allow Access Persons to supply brokerage 
statements as the basis of their reports the SEC 
adopted the longer 45 day requirement. 

3. Quarterly Transaction Reports 

The Code must also require Access Persons to 
provide quarterly reports of all their personal 
securities transactions (“Quarterly Reports”).  
Quarterly Reports should be due no later than 30 
days after the close of the calendar quarter.  The 
Code may excuse Access Persons from submit-
ting transaction reports that would duplicate 
information contained in trade confirmations or 
account statements that the Adviser maintains 
in its records, provided the Adviser has received 
those confirmations or statements not later than 
30 days after the close of the calendar quarter in 
which the transaction takes place.  In addition, 
the SEC did not adopt a proposed requirement 
that would have required Access Persons that 
had no personal securities transactions during the 
quarter to submit a report confirming the absence 
of transactions (i.e., “negative reporting”). 
 
4. Exceptions From Reporting Requirements 

Rule 204A-1 permits three exceptions to personal 
securities reporting:

• Transactions effected pursuant to an automatic 
investment plan. 

• Securities held in accounts over which the 
Access Person had no direct or indirect influ-
ence or control.
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• In the case of an Adviser that has only one 
Access Person, no reports are required provided 
that the firm maintains records of the holdings 
and transactions that Rule 204A-1 would oth-
erwise require be reported. 

 
5. Reportable Securities 

Access Persons must submit holdings and transac-
tion reports for any reportable securities in which 
the Access Person has, or acquires, any direct or 
indirect beneficial ownership.  An Access Person 
is presumed to be a beneficial owner of securities 
that are held by his or her immediate family mem-
bers sharing the Access Person’s household.  

Rule 204A-1 treats all securities as reportable 
securities, with five exceptions designed to exclude 
securities that appear to present little opportunity 
for the type of improper trading that the Access 
Person reports are designed to uncover.  The 
exempt categories of securities are:

• Transactions and holdings in direct obligations 
of the U.S. Government.

• Money market instruments such as bankers’ 
acceptances, bank certificates of deposit, com-
mercial paper, repurchase agreements and other 
high quality short-term debt instruments.

• Shares of registered money market funds.  
• Transactions and holdings in shares of other 

types of registered mutual funds, unless the 
Adviser or a control affiliate acts as the adviser 
or principal underwriter for the fund.  

• Transactions in units of a unit investment trust 
if the unit investment trust is invested exclu-
sively in unaffiliated mutual funds. 

 
The Rule thus requires Access Persons to report 
shares of mutual funds advised by the Access 
Person’s employer or an affiliate, and is designed 
to help Advisers (and SEC examiners) identify 
abusive trading by personnel with access to infor-
mation about a mutual fund’s portfolio holdings 
or intended transactions. 
 
6. Initial Public Offerings and Private Placements
 
In addition to requiring Access Persons periodi-
cally to report personal securities transactions, 
the Code must also require Access Persons to 
pre-clear certain transactions.  Access Persons 
must obtain the Adviser’s approval before invest-
ing in an initial public offering (“IPO”) or private 
placement.  The SEC notes that IPO and private 
placement transactions are generally not available 
to individual investors, and that Advisers must 
review these transactions to ensure that Access 
Persons do not improperly use their position at 
the Adviser to obtain such investments for their 
personal benefit. 
 
D. Reporting Violations  

Each Code must also include procedures  requir-
ing supervised persons promptly to report viola-

tions of the Code.  This provision is similar to 
that contained in Section 406 of the Sarbanes-
Oxley Act.  Violations must be reported to either 
the Adviser’s CCO or to other persons designated 
in the Code.  However, Advisers that designate 
someone other than the CCO to receive Code vio-
lation reports from supervised persons must also 
require that the CCO receive periodic reports of 
all violations.  These procedures must be designed 
to create an environment that encourages viola-
tions reporting and protects supervised persons 
who report violations.  Advisers should consider 
how they can best prevent retaliation against 
someone who reports a violation such as permit-
ting anonymous reporting, treating any retaliation 
as a further violation of the Code, or other meth-
ods designed to ensure that concerned employees 
feel safe to speak freely. 

E. Educating Employees About the Code of Ethics  

The Adviser must provide each supervised person 
with a copy of the Code and any amendments.  
The Code must also require each supervised 
person to acknowledge, in writing, his receipt of 
the Code and any amendments.  In addition, the 
SEC expects that Advisers, as a matter of best 
practices,  will ensure that their employees have 
received adequate training on the principles and 
procedures contained in their Code although they 
have not required training as a mandatory ele-
ment of the Code.  

F. Adviser Review and Enforcement 

Advisers must maintain and enforce their Codes.  
Typically, the Adviser’s CCO and persons under 
the CCO’s supervision will remain responsible for 
monitoring and enforcing the Code.  Importantly, 
this includes  reviewing and analyzing Access 
Persons’ personal securities reports.  Review 
of personal securities holding and transaction 
reports should include an assessment of whether 
the Access Person followed any required internal 
procedures, such as pre-clearance, and may also 
include the following:

• Comparisons of personal trading to any 
restricted lists; 

• Assessments  whether the Access Person is trad-
ing for his own account in the same securities 
he is trading for clients, and if so, whether the 
clients are receiving terms as favorable as the 
Access Person takes for himself; 

• Periodically analyzing the Access Person’s 
trading for patterns that may indicate abuse, 
including market timing; 

• Investigating any substantial disparities between 
the quality of performance the Access Person 
achieves for his own account and that which he 
achieves for clients; and 

• Investigating any substantial disparities between 
the percentage of trades that are profitable 
when the Access Person trades for his own 
account and the percentage that are profitable 
when he places trades for clients. 
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G. Recordkeeping
 
The SEC has also amended the recordkeeping 
requirements under Rule 204-2 to reflect new 
Rule 204A-1.  As amended, Rule 204-2(a)(12) 
requires Advisers to keep copies of their Code, 
records of violations of the Code and actions 
taken as a result of the violations, and copies of 
their supervised persons’ written acknowledgment 
of receipt of the Code.  Significantly, the SEC did 
not adopt the proposed requirement that Advisers 
keep records of any whistleblower reports 
received under the Code.  Rule 204-2(a)(13), as 
amended, covers records of Access Persons’ per-
sonal trading, and requires Advisers to keep a 
record of the names of their Access Persons, the 
holdings and transaction reports made by Access 
Persons, and records of decisions approving 
Access Persons’ acquisition of securities in IPOs 
and private placements. 

The SEC did not adopt proposed provisions that 
would have required Advisers to maintain records 
of Access Persons’ personal securities reports (and 
duplicate brokerage confirmations or account 
statements in lieu of those reports) electronically 
in an accessible computer database. Commenters 
were concerned that such a requirement would be 
unduly burdensome and would require them to 
input large quantities of data manually.  Although 
the SEC has not adopted this requirement, it did 
note that most Advisers will need to maintain 
these records electronically in order to meet their 
responsibilities to review these records and moni-
tor compliance with their Codes.  

The standard retention period required for books 
and records under Rule 204-2 is five years in an 
easily accessible place, the first two years in an 
appropriate office of the Adviser.  Advisers must 
maintain the records required under amended 
Rule 204-2(a)(12) and (13) for this standard 
period, subject to special holding requirements for 
certain categories of records.  Any Code adopted 
by the Adviser must be kept for five years after 
the last date it was in effect and each supervised 
person’s acknowledgements of the Code must be 
kept for five years after the individual ceases to be 
a supervised person.  Similarly, the list of Access 
Persons must include every person who was an 
Access Person at any time within the past five 
years, even if some of them are no longer Access 
Persons of the Adviser.  

H. Amendments to Rule 17j-1 

Recognizing the overlap between Rule 204A-1 
Codes, and the Rule 17j-1 codes of ethics Advisers 
to Funds must adopt under the Investment 
Company Act, the SEC has also amended Rule 
17j-1 to state that no report will be required 
under Rule 17j-1 “to the extent that” the report 
would duplicate information required to be kept 
under the Advisers Act.  Currently, Rule 17j-1 

contains an exception only if “all of” the informa-
tion in the report would duplicate information 
required to be recorded under the Advisers Act.  
The SEC made the following additional amend-
ments to Rule 17j-1:

• Information in initial and annual holdings 
reports under Rule 17j-1 must be current as of 
a date no more than 45 days prior to the indi-
vidual becoming an access person, or submit-
ting the reports;

• Quarterly transaction reports under Rule 17j-1 
will be due no later than 30 days after the close 
of the quarter, rather than 10 days as currently 
provided.

• Quarterly transaction reports under Rule 17j-1 
need not be submitted with respect to transac-
tions effected pursuant to an automatic invest-
ment plan.

 
Finally, the definition of an “access person” 
under Rule 17j-1 has been amended so that an 
access person includes an advisory person of a 
Fund or its Adviser.  The revenue-based test for 
determining whether an Adviser’s primary busi-
ness is advising Funds and other advisory clients 
has been eliminated from the definition.  Advisers 
with other primary businesses had used this test 
to exclude certain of their officers, directors and 
general partners from being considered access 
persons under Rule 17j-1.  These directors, offi-
cers and general partners are now presumed to be 
access persons if the Adviser’s primary business is 
providing investment advice.

I. Effective Dates 

Advisers must comply with Rule 204A-1 by 
January 7, 2005. By this compliance date, each 
Adviser must have adopted its Code and be pre-
pared to maintain and enforce it. Also by this 
date, each Adviser must have received an Initial 
Report from each Access Person, and must have 
procedures in place regarding the submission of 
Quarterly Reports.  Access Persons’ Quarterly 
Reports for the calendar quarter ended March 31, 
2005 will be due no later than April 30, 2005. 
Until Advisers begin to comply with new Rule 
204A-1, the amendments to Rule 204-2, and the 
amendments to Form ADV Part II, they must 
continue to comply with the personal securities 
transaction recordkeeping requirements of current 
Rules 204 2(a)(12) and (13). 

II. Breakpoint Disclosures 

In December 2003, the SEC issued a release pro-
posing amendments intended to assist investors 
in understanding the breakpoint opportunities 
available to them, and to alert investors as to 
the information that they may need to provide 
to Funds and broker-dealers in order to take full 
advantage of all available breakpoint discounts 
(the “Proposed Amendments”).5    



In May 2004, the SEC adopted these amend-
ments largely as proposed (the “Amendments”).  
Following is an overview of the Amendments. 

A. Disclosure of Arrangements that Result in Sales 
Loads Breakpoints 

The Amendments require Funds briefly to describe 
in their prospectuses information regarding 
arrangements that result in sales loads break-
points and to include any information regarding 
breakpoint arrangements that is not included in 
the prospectus in the SAI.  Where applicable, the 
prospectus must state that additional information 
concerning sales load breakpoints is available in 
the SAI. 

The description must include a brief summary 
of any shareholder eligibility requirements.  This 
summary should include a description or list of 
the types of accounts (e.g., retirement accounts, 
accounts held at other financial intermediaries), 
account holders (e.g., immediate family members, 
family trust accounts, solely-controlled business 
accounts), and Fund holdings (e.g., holdings in 
other Funds within the same fund complex) that 
may be aggregated for purposes of determining 
eligibility for sales load breakpoints. 

The methods used to value accounts when deter-
mining breakpoint eligibility, including the cir-
cumstances in which, and the classes of individu-
als to whom, each method applies must also be 
disclosed.  

B. Disclosure of Information and Records Necessary 
to Aggregate Holdings 

The Amendments also require Funds to state in 
their prospectus, if applicable, that, in order to 
obtain a breakpoint discount, it may be necessary 
for the shareholder to provide the Fund (or any 
applicable financial intermediary) with informa-
tion and records regarding the existence of other 
accounts that may be aggregated to meet sales 
load breakpoints.  As applicable, Funds must dis-
close whether they require shareholders to provide 
the following types of information in order to 
receive specified breakpoints:  

• Information or records regarding shares of the 
Fund or other Funds held in all accounts (e.g., 
retirement accounts) of the shareholder at the 
financial intermediary;

• Information or records regarding shares of the 
Fund or other Funds held in any account of the 
shareholder at another financial intermediary; 
and

• Information or records regarding shares of the 
Fund or other Funds held at any financial inter-
mediary by related parties of the shareholder, 
such as members of the same family or house-
hold. 

 
Funds that determine breakpoint eligibility based 
upon historical cost must also state that a share-

holder should retain any records necessary to 
substantiate historical costs because the Fund, 
its transfer agent, and the shareholder’s financial 
intermediaries may not maintain this information. 
 
C. Disclosure of Availability of Sales Load and 
Breakpoint Information on the Fund’s Web Site
 
The Amendments require Funds to state in their 
prospectuses whether they make available, free 
of charge, on or through their Web sites, the 
required information regarding the Fund’s sales 
loads and breakpoints.  A Fund that does not 
make the sales load and breakpoint information 
available in this manner will be required to dis-
close the reasons why it does not do so (including, 
where applicable, that the Fund does not have an 
Internet Web site). 
 
D. Presentation Requirements
 
The Amendments will require that the disclosure 
regarding arrangements resulting in breakpoints 
in, or elimination of, sales loads, and all other 
sales load disclosure, be adjacent to the required 
table of sales loads and breakpoints in the pro-
spectus.  The Amendments also require Funds to 
present the required information in a clear, con-
cise, and understandable manner, and to include 
tables, schedules, and charts as expressly required 
by Form N-1A or where doing so would other-
wise facilitate understanding.  

Further, the Amendments permit the break-
point information required (including the newly 
required information regarding valuation meth-
ods, shareholder information and records, and 
Web site availability) to be included in a separate 
purchase and redemption document pursuant to 
Item 6(g) of Form N-1A, provided that all the 
required information is included in the separate 
document.  In addition, where a separate purchase 
and redemption document is used, the table of 
sales loads and breakpoints must be included in 
the separate purchase and redemption document, 
as well as the prospectus.  

Form N-1A currently permits a Fund to modify 
or omit the required information concerning 
sales loads and breakpoints, if inapplicable, for 
Funds used as investment options for certain 
defined contribution plans, tax-deferred arrange-
ments, and variable insurance contracts.  The 
Amendments provide that the additional break-
point disclosures may similarly be omitted under 
such circumstances.  
 
E. Compliance Date
 
The Amendments became effective July 23, 
2004.  All initial registration statements, and all 
post-effective amendments that are either annual 
updates to effective registration statements or that 
add a new series, filed on Form N-1A on or after 
September 1, 2004 must include the disclosure 
required by the Amendments. 
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Notes 
 
1) Final Rule:  Investment Adviser Codes of Ethics, Release 
Nos.: IA-2756, IC-26492 (July 2, 2004). 
2) Final Rule:  Disclosure of Breakpoints by Mutual Funds, 
Release Nos.: 33-8427, 34-49817, IC-20464 (June 7, 2004). 
3) Proposed Rule:  Investment Adviser Codes of Ethics, 
Release Nos.: IA-2209, IC-26337 (January 20, 2004).  See the 
Paul Hastings Client Alert, SEC Proposes New Requirements 
for Mutual Fund Governance and Advisers’ Code of Ethics, for 
a description of the proposed rule. 
 

 
 
4) For example, Rule 17j-1 also requires specified advisory 
personnel to submit initial, quarterly and annual securities 
holdings reports. 
5) Proposed Rule:  Disclosure of Breakpoint Discounts by 
Mutual Funds, Release Nos.: 34-48939, IC-26298 (December 
17, 2003).  See the Paul Hastings Client Alert, Enhanced 
Disclosure Proposed For Mutual Fund Front-End Sales Load 
Breakpoints (January, 2004), for a description of the pro-
posed amendments.

Paul Hastings is a leader in providing counseling to mutual funds, investment funds, investment advis-
ers and broker-dealers.  Our investment management lawyers can help you understand what impact these 
changes will have on your firm.  If you have any questions concerning the matters discussed in this Alert or 
any other matter, please contact us.


