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FOREWORD

Chubb’s Department of Financial Institutions asked Thomas R. Smith,

Jr., of Brown & Wood LLP, to prepare this guide to help financial

institutions better understand and reduce the risks associated with

operating an investment company or acting as an investment adviser.

We at Chubb strongly encourage businesses to develop and implement

a program to manage these risks. Although this booklet provides

general guidance on risk management issues, experienced counsel

should be consulted for advice on specific issues and on developing a

risk management program. 
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INTRODUCTION

Investment companies (or funds) are registered under the Investment

Company Act of 1940 (the 1940 Act), which contains a pervasive

regulatory scheme. The stringent and comprehensive provisions of the

1940 Act require strict adherence to stated investment policies and

limitations, prohibit certain types of investments, restrict transactions

with affiliates, and regulate management and distribution arrangements.

The 1940 Act also regulates the composition and election of directors,

custodial arrangements, fidelity bonding, portfolio valuation, liquidity,

and best execution.

In addition, the Securities and Exchange Commission (SEC) has

adopted numerous rules under the 1940 Act and issued numerous

interpretations, often through staff no-action letters, that further define

permissible conduct. Investment company (or fund) activities are also

subject to other federal securities laws, notably the Securities Act of

1933 (the 1933 Act) and the Securities Exchange Act of 1934 (the 1934

Act) as well as the rules and regulations under those acts. The activities

of the investment adviser are regulated under the Investment Advisers

Act of 1940 (the Advisers Act). Certain fund and investment adviser

activities are also regulated under state securities laws. The sales

practices of broker-dealers selling shares of funds are regulated by the

National Association of Securities Dealers (NASD), the self-regulatory

organization of securities firms. Investment company insiders are

subject to certain standards of common law and state statutes that

govern all companies. Investment management on a global basis is

regulated in other countries under regimes that may differ considerably

from the U.S. regulatory scheme.

U.S. regulation subjects the fund, the investment adviser, and others

associated with the fund to a wide variety of possible liabilities, which

may arise from SEC administrative proceedings or from private

litigation. The 1940 Act also contains extensive record-keeping



requirements, and the SEC regularly conducts inspections of funds and

fund complexes. The SEC has broad enforcement authority and has a

wide range of enforcement remedies under the 1940 Act and the

Advisers Act, which allows it to impose significant penalties and

sanctions upon the fund directors and officers and, in particular, the

fund’s investment adviser and distributor. Historically, management has

been more likely than the independent directors to be the target of

private litigation or SEC proceedings. However, the independent

directors are by no means immune from liability.

The purpose of this loss control booklet is to discuss ways in which

fund directors and officers and fund investment advisers and

distributors can act to limit or contain their potential liabilities. We

discuss the role of the independent directors of the fund and the

importance of conducting a proper decision-making process. We stress

the adequacy of internal control and compliance systems, and internal

audit programs. We also highlight certain areas that should receive

particular focus in a compliance or audit program.
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DIRECTORS OF  INVESTMENT COMPANIES

Duties and Responsibilities Under the 1940 Act

Almost all U.S. investment companies are externally managed.

Although, as a practical matter, the sponsor of a fund is normally the

entity (or an affiliate thereof) that becomes the fund’s investment

adviser and distributor, it is the statutory responsibility of the directors

of the externally managed fund to employ the investment advisers to

provide portfolio management and the distributor to distribute the

fund’s securities. In addition, the directors employ other independent

entities to provide various other services required to operate the fund,

such as custodians, transfer agents, and accountants. The directors’

proper function is to determine the appropriate management and

distribution arrangements of the fund, guide and oversee the operation

of the fund, and monitor compliance with applicable laws.

Some of these duties and obligations are the responsibility of all the

directors of the investment company; others are the specific

responsibility of only the independent directors of the investment

company, including separate approval of investment advisory and

distribution agreements and various day-to-day operational items.1

Directors have specific responsibilities under the 1940 Act with respect

to approval of a number of additional matters, including valuation and

pricing of shares, portfolio liquidity, custody arrangements, fidelity

bonds and joint insurance policies, transactions involving affiliates,

selection of independent accountants, and certain special types of

investment practices. 

For more detailed information as to the functions, responsibilities, and

liabilities of fund directors and information about the structure and

operations of the fund board of directors and its relationship to the

investment adviser, the distributor, and others important to the fund

(including the SEC), see Fund Director’s Guidebook (1996), published by

the Section of Business Law of the American Bar Association. The Fund
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Director’s Guidebook can be obtained by calling the ABA at

1.800.285.2221 or visiting its Web site at

www.abanet.org/buslaw/catalog/5070304.html.

The 2001 Governance Standards

On January 2, 2001, the SEC adopted new governance standards (the

2001 Governance Standards) to “enhance the independence and

effectiveness of independent directors of investment companies.”

Basically, the SEC added amendments to 10 rules that exempt funds

and their affiliates from certain prohibitions of the 1940 Act.2 Since

most funds fall under one or more of these exemptive rules or may have

a need for such an exemption in the future, it is assumed that, with rare

exception, funds will comply with the 2001 Governance Standards.

Under the 2001 Governance Standards, commencing July 1, 2002,

funds must comply with three new conditions:

�� Independent directors must constitute a majority of a fund’s board

of directors.

�� Independent directors must select and nominate other independent

directors. 

�� Any legal counsel for a fund’s independent directors must be an

“independent” legal counsel.

In June 1999, an advisory group appointed by the Investment Company

Institute (ICI) released its ICI Independence Report setting forth best

practices for mutual fund directors.3 The Executive Summary of the

ICI Independence Report states:

This Report recommends a series of policies and practices that

go beyond what is required by law and regulation and that are

designed to enhance the role of investment company directors.

Many of these recommendations are already in use by many
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fund boards. The recommendations are designed to ensure

that the outside directors are independent from the fund’s

investment adviser, principal underwriter and their affiliates,

and to enhance the effectiveness of all fund directors in

fulfilling their oversight responsibilities.

The specific recommendations contained in the ICI Independence

Report are set forth in Appendix A (see page 64). The 15

recommendations go beyond the 2001 Governance Standards and

include recommendations, among other things, about fund share

ownership, directors and officers (D&O) liability and errors and

omissions (E&O) liability insurance coverage, retirement policies, and

evaluation of board performance. Many fund boards have considered

and adopted many of the ICI’s best-practices recommendations, and 

the SEC encourages all fixed boards to review the best-practices

recommendations.

Requisite Board Composition

Section 10(a) of the 1940 Act requires that interested persons comprise

no more than 40% of the members of a registered investment

company’s board of directors. Section 10(b) of the 1940 Act imposes a

different set of composition requirements: Among other things, it says a

fund cannot employ a regular broker or principal underwriter unless a

majority of the board is independent of the broker or principal

underwriter, and a majority of the board may not be investment bankers

or affiliates of investment bankers. Commencing July 1, 2002, the 2001

Governance Standards require that a majority of the board must consist

of disinterested independent directors.

The consequences of failing to maintain the requisite number of

independent and inside directors can be severe. The 1940 Act requires

that certain matters and contractual arrangements—including advisory

and distribution arrangements—be approved by a majority of
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independent directors. An investment advisory agreement approved by

an improperly constituted board may not be valid and, among other

things, the adviser may be required to return fees received under the

contract or provide its services at cost. Similarly, payments made by a

fund to its distributor or underwriter under a distribution plan that has

not been approved by a properly constituted board may also be

recoverable. To the extent the appropriate balance of directors has not

been maintained, other board actions may be subject to challenge as

well. Accordingly, it is imperative that the board be properly constituted

at all times. 

If a board becomes improperly constituted, it may not be easy to

correct the imbalance. Strong independent directors are hard to find.

Furthermore, Section 16(a) of the 1940 Act limits the authority of the

board to fill vacancies on its own initiative to those situations where,

upon the filling of the vacancy, at least two-thirds of the directors will

have been elected by the shareholders. If that requirement cannot be

met, then the vacancy can be filled only by shareholder action. New

Rule 10e-1 under the 1940 Act allows funds a grace period of 90 days to

fill board vacancies resulting from the death, disqualification, or bona

fide resignation of a director that causes the percentage of independent

directors to fall below the required threshold. That grace period is 150

days if a shareholder vote is required to fill the vacancy.

The definitions of “affiliated person” and “interested person” are quite

technical under the 1940 Act, and it is easy for an independent director

to become an interested person. A director becomes an interested

person of the fund if any member of his or her immediate family

becomes an affiliated person of the fund, an affiliated person of the

investment adviser, or a principal underwriter.4 For example, if the son

of a director marries an employee of a principal underwriter, that

director suddenly becomes an interested person. It is advisable to have

an excess number of independent directors to guard against becoming

improperly constituted should an independent director inadvertently
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becoming an interested person. A number of funds have only one or

two inside directors serving with five or more independent directors.

An investment company should implement compliance procedures to

ensure that the board is and remains properly constituted. As part of

such a program, detailed directors’ questionnaires with specific

questions geared to the definitions of “affiliated person” and “interested

person” should be administered to board members regularly.

Selection and Nomination of Independent Directors

The 2001 Governance Standards require that independent directors

select and nominate new independent directors. Funds that have

adopted Rule 12b-1 distribution plans are already subject to this

nominating-committee requirement. The Governance Release notes

that the investment adviser may suggest independent-director

candidates if the independent directors invite such suggestions, but it

emphasizes that it is the responsibility of the independent directors to

recruit, solicit, and interview independent-director candidates. The

adviser has a legitimate interest in ensuring that the independent

directors are qualified and are not unduly associated with competitors.

On the other hand, the adviser and any interested directors should not

be permitted to participate in the process in a manner that limits the

independent directors’ discretion.

The nominating committee assumes implicit responsibility for

evaluating the performance of incumbent directors and for determining

whether they should be nominated for reelection at the expiration of

their terms. The nominating committee may also be given the

responsibility of making a recommendation to remove a director for

cause (although such situations are rare).

The 1940 Act does not set forth any qualifications for independent

directors other than the “interested person” definition and certain

disqualifying conduct.
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In selecting directors, emphasis should be placed on seeking persons

who are knowledgeable about the functions and problems of investment

companies and who have special experience (such as compliance

experience) to contribute. Potential directors should not have conflicts

of interest or business or personal relationships with the fund sponsor

and adviser (e.g., a next-door neighbor or former college roommate)

that would give the appearance of undermining their independence. In

the excessive-fee cases discussed in “Lessons to Be Learned from

Excessive-fee Cases” on page, the courts, in upholding the decisions of

independent directors, have cited the backgrounds and expertise of the

directors and the extent to which they are free from domination or

undue influence.

In his book, Inside the Boardroom, Governance by Directors and Trustees,5

William G. Bowen makes some interesting comments on board

composition: 

More generally, I believe that every individual on a board

should have some special competence or experience to

contribute. While it is obviously desirable to have

individuals with breadth, it is dangerous in my view, to

recruit people who make careers of serving only as outside

directors. Having a deep root in another organization or

in a particular vocation is at least partial protection against

a kind of dilettantism, and against the danger that

individuals who spend too much time serving on boards

may be tempted simply to “go through the motions.”

To end this section on a rather different note, I am

persuaded that another qualification, not really

“professional,” should be taken seriously in composing

boards. It is enormously important to include individuals

who make it stimulating and enjoyable—fun—for other

directors to come to meetings. The pleasure to be derived
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from having interesting colleagues is an important reward

for service, and the presence of such people encourage

fuller attendance and more active participation in the work

of the board. This attribute of board membership is a

more important determinant of effective governance than

most people realize.

Obtaining Independent Counsel for Independent Directors

There is nothing in the 1940 Act or the 2001 Governance Standards

that requires the independent directors to retain their own separate

legal counsel. However, the fees and expenses of such counsel are a

proper expense for the fund to bear. Effective July 1, 2002, any counsel

hired to represent the independent directors must be an “independent

legal counsel” that is free from significant conflicts that might affect its

advice. 

Under the 2001 Governance Standards, a person is considered

independent legal counsel if:

�� The fund’s independent directors determine that any representation

of the fund’s investment adviser, principal underwriter,

administrator, or their control persons during the past two fiscal

years, is or was “sufficiently limited” so that it is unlikely to

adversely affect the professional judgment of the counsel.

�� The independent directors obtain an undertaking from the counsel

to provide them with sufficient information necessary to make their

determination and to promptly update that information if it

changes. 

The independent directors must make their determination at least

annually, and the Governance Release emphasizes that the directors

must “consider all relevant factors in evaluating whether conflicting

representations are sufficiently limited.” 
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These factors include:

�� Whether the representation is current and ongoing.

�� Whether the representation involves a minor or substantial matter.

�� The nature and extent of the affiliations.

�� The importance of the representation to counsel and his or her

firm, including economic considerations.

�� Whether the work done for affiliates involves mutual funds.

�� Whether the individual who represents the directors also

personally represents the affiliates.

In addition, the American Bar Association published a report that

provides guidance to independent directors in the selection and use of

legal counsel, titled “Report of the Task Force on Independent Director

Counsel.”6

In this booklet, we place considerable emphasis on the role of the

independent director and the importance of a valid decision-making

process. Retaining disinterested legal counsel for the independent

directors contributes greatly to the decision-making process. In

determining the weight to be given to director approval in

Section 36(b) cases, federal courts have consistently and carefully

examined the degree of independence of counsel advising the

independent directors. In at least one case,7 the court stated that the

decision of the directors might well have been given greater deference

had the directors been counseled “by disinterested counsel furnished to

the independent directors.” 

Because the adviser has the largest stake in the independent directors’

decision-making process, the adviser has a legitimate interest in the

issue of whether counsel for the independent directors is a qualified
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independent legal counsel free of significant conflicts that might affect

its advice. Advisers have typically been involved in the selection of

separate counsel for independent directors and can be expected to

become more involved under the 2001 Governance Standards. Unless

the SEC clarifies what constitutes “sufficiently limited” representation,

some advisers have stated they expect to take a conservative stand with

respect to any conflicts involving separate counsel.

Service on Multiple Boards in a Complex

It is industry practice for directors to serve on more than one fund

board in a fund complex. For complexes with a large number of funds,

this is a practical necessity. Although the funds have areas of common

interest, the directors must exercise their board responsibilities on a

fund-by-fund basis. Broadened exposure to the operations of a complex

can be valuable to a board member and provide a better context for

carrying out board functions, such as serving as the independent

directors’ “watchdog.” Service on multiple boards also provides

administrative convenience. The ICI’s best-practices report

recommends that investment company boards of directors generally be

organized either as a unitary board for all the funds in a complex or as

cluster boards for groups of funds within a complex, rather than as

separate boards for each individual fund.

The allegation that multiple directorships undermine the independence

of the investment adviser is nothing new in the 1940 Act context. This

allegation was raised and rejected in the excessive-fee suits of the 1980s,

for example, in the Gartenberg cases. It was also raised and rejected in

several litigations in connection with the Dreyfus-Mellon merger.

Among other tactics, the plaintiffs in that matter sought and were

denied an SEC hearing on the issue of whether the independent

directors were in fact interested persons under the 1940 Act because of

their multiple directorships. SEC disclosure regulations and many SEC

rules contemplate multiple directorships. Still, this is a subject that has
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caused anxiety in the fund industry, particularly as the industry has

grown and the aggregate compensation received by directors has grown. 

In the past few years, courts in various jurisdictions have examined

plaintiffs’ claims that serving on multiple boards in a fund complex and

receiving significant compensation for that service give rise to the

presumption that the directors are “interested persons” under the 1940

Act.8

Subsequently, this allegation has been raised in at least five lawsuits in

which the plaintiffs in each case argued that since the board was

improperly constituted, the contracts were voidable and the fund was

entitled to recover all fees paid on the contracts. To date, on motions to

dismiss, three courts have dismissed the plaintiff’s claim, holding in each

case that service on multiple boards alone is insufficient to demonstrate

that outside directors were “interested,” while two courts have allowed

the plaintiff’s Section 36(b) claim to proceed for a factual determination

of independence. In one case involving the Fidelity funds, the court

found that the plaintiff had alleged facts sufficient to support some 

of the Gartenberg factors and thereby permitted a Section 36(b)

excessive-fees claim to go forward. In so doing, the court noted that

“[w]hile membership on multiple boards does not necessarily establish

lack of independence, it may support an inference of a lack of

conscientiousness (Gartenberg factor 6) by the directors in reviewing

fees paid by each of the funds.” This case was subsequently settled.9

Given the scrutiny on serving on more than one fund board in a

complex, the directors and fund management should carefully consider

the appropriateness of such service, taking into account the increased

responsibility and workload as well as potential conflicts that may arise.

If there is concern as to whether the directors can handle the

responsibility and workload associated with a number of funds, the

board sizes can be expanded or the complex can add an additional

cluster in a separate board. Another factor to be considered in an
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analysis of the independence of directors is the amount of aggregate

compensation they will receive. 

In order to take advantage of the great value that flows from having

independent directors making sound and reasonable determinations in a

valid decision-making process, fund management should be careful not

to overburden the independent directors with too many funds or too

much detail.

Like corporate directors, the directors of a fund are responsible for

setting their own compensation and are subject to a fiduciary duty

arising under state law, which generally limits directors to “reasonable”

compensation. Directors have an inherent conflict of interest in setting

their own compensation, and that conflict is not reduced if the

recommendation is made by the investment adviser. Therefore,

directors should seek the data necessary to determine a reasonable

amount of compensation, including data on comparable funds, together

with analysis of any special factors that may relate to the fund or fund

group. Directors should also be mindful that compensation paid to each

director by the fund and by the fund complex as a whole must be

publicly disclosed.

Making the Most of Independent Directors

The courts have placed great emphasis on the extent to which

independent directors are informed about the issues being considered.

In each of the excessive-fee cases tried on the merits discussed in

“Lessons to Be Learned from Excessive-fee Cases” on page 49, the

independent directors received voluminous materials outlining their

duties and setting forth information relevant to the factors that must be

considered in determining reasonable management compensation.

The adviser should provide the independent directors with written

materials describing their duties and responsibilities and information

about the relevant factors. The adviser should also keep directors
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informed of recent investment-company regulation and industry

developments. Independent directors’ decisions will be undermined if

they are somehow misled or not fully informed. Therefore, the adviser

should never withhold information from independent directors or

provide misleading information, but should instead always err on the

side of full disclosure.

Independent directors should periodically meet separately to review the

appropriate corporate governance policies and standards relating to the

manner in which the board conducts its operations. Topics to be

considered include the:

�� Size of the board and its overall composition.

�� Frequency of meetings.

�� Adequacy of the agendas.

�� Quality of the information being received.

�� Adequacy of access to the personnel of the adviser and others.

�� Access to qualified legal counsel that is sufficiently independent

from the adviser and its affiliates.

�� Adequacy of continuing education regarding their duties and

responsibilities.

�� Retirement policies.

�� Peer reviews.

Importance of the Quality of Directors’ Decision-making Process

A number of court decisions have examined the actions of independent

directors to determine whether their approvals should be upheld in

situations involving a conflict of interest between the investment
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company and the investment adviser and its affiliates. Much of the

discussion in this area has focused on two issues:  whether proper

procedures were followed and whether there was a valid decision-

making process. The courts have carefully scrutinized the qualifications

of the directors, their independence, and the nature and quality of

information provided to them. Emphasis has been placed on whether

the directors were adequately informed, whether they were free of

domination or undue influence, whether they gave careful consideration

to relevant factors, and whether such deliberations were substantive, not

a mere formality. For example, in Tannenbaum v. Zeller,10 the court of

appeals held that approval by the independent directors of an adviser’s

compensation arrangements would be controlling under Section 36(b)

(and its previous version) if those directors:

�� Were not unduly influenced by the adviser.

�� Were fully informed by the adviser about the issue in question.

�� Made a reasonable business decision after a thorough review of all

relevant factors.11

If proper procedures are not followed and the decision-making process

is found to be inadequate or invalid, the courts will never reach the

question of the fairness of the transaction.

Factors cited by the courts in assessing the quality of the deliberative

process (and, therefore, the weight to be given to director

determinations and approvals) have included:

�� The relative number of independent directors.

�� The backgrounds and expertise of the directors and the extent to

which they are free of domination or undue influence.

�� The methods used in selecting and nominating directors.
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�� The extent and quality of the information supplied to the directors

by the adviser, particularly with respect to areas in which the

adviser’s interests and those of the fund may conflict, and the

manner in which the information is presented.

�� The extent to which directors understand the nature of their

statutory duties and responsibilities.

�� The nature of the directors’ deliberations and whether those

deliberations are substantive in nature and evidence real scrutiny on

the part of directors or are a formality.

�� The initiative of the independent directors in seeking additional

information that they believe is necessary for their deliberations

and reviewing alternatives to management proposals.

�� The responsiveness of the adviser to directors’ initiatives.

�� Whether the independent directors have their own independent

counsel and have used that person or other qualified experts to

review information or consider matters that require special

expertise. 

�� The degree to which the conduct of the directors evidences “arm’s-

length bargaining” by the directors on behalf of the fund and its

shareholders.

This is not to say that every factor need be present or has been present

in the favorable court decisions. It should be noted, however, that

regardless of the weight a court ultimately accords to director approval

of advisory compensation, the courts have independently scrutinized the

reasonableness of advisory-fee arrangements and have not applied a

strict business-judgment rule.

The SEC, through its fund-inspection program, increasingly scrutinizes

the quality of the information furnished to the independent directors
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and reviews the deliberative process to determine whether the directors

are performing their duties. In this regard, the SEC reviews fund-board

meeting minutes. In the absence of standard practice, however,

questions remain about how detailed board minutes should be.

Importance of Staying Current with Industry and Regulatory Developments

The manner and the environment in which funds operate are constantly

evolving, as are the regulations governing fund and investment

management activities. For example, in addition to the 2001

Governance Standards, the SEC recently enacted new consumer privacy

regulations, fund name requirements, and disclosure requirements for

after-tax returns that demand considerable study on the part of fund

complexes. It is essential that fund management and directors (not to

mention applicable compliance programs) stay abreast of new industry

and regulatory developments affecting how business is conducted.
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L IABIL ITY  LOSS PREVENTION IN  PORTFOLIO
MANAGEMENT AND ADMINISTRATION

Importance of Effective Internal Controls and Compliance Programs

Investment companies are subject to numerous federal and state

statutes, rules and regulations, court and regulatory decisions, and rules

of self-regulatory organizations. Funds also have detailed investment

policies and limitations set forth in various constituent documents,

including the fund’s prospectus, charter, and by-laws. To qualify for the

tax treatment afforded “regulated investment companies” under

Subchapter M of the Internal Revenue Code, funds must also comply

with a number of highly technical tax requirements. Funds investing on

a global basis or selling their shares abroad must consider foreign legal

and regulatory requirements, which can be quite different from the U.S.

regulatory scheme.

The directors contract with third parties to perform the ongoing

operations of the fund. Obviously, it is important that the investment

adviser, as well as others to whom responsibilities are delegated,

maintain effective internal control and compliance programs. The

independent directors, in acting as “watchdogs” for the shareholders of

the fund, obviously are not expected to discover compliance failures on

their own. The independent directors should monitor the adequacy of

internal controls and compliance programs and establish procedures—

e.g., quarterly reports—to ensure that they are kept informed of any

compliance or control deficiencies. This topic should be discussed each

year with the independent auditors. If the directors or management

have concerns about the internal control environment, they should

consider retaining a consultant to complete a full review of the

compliance system. 

Compliance experts will tell you that there is no uniform off-the-shelf

compliance manual from which a compliance program can be derived.
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It has been said that an effective compliance program is based 20% on

what the law requires and 80% on the manner in which the entity does

business.

Elements of an effective compliance program include:

�� Comprehensive written procedures covering all policies,

restrictions, and functions that present compliance concerns.

�� Procedures tailored to the needs of each particular fund, reasonably

designed to both prevent and detect violations as the activities of

the fund evolve.

�� Procedures designed to ensure that the fund activities conform not

only to regulatory requirements, but also to the disclosures set

forth in the fund’s prospectus, shareholder reports, and related

documents and in the adviser’s Form ADV (a filing made by the

adviser pursuant to the Investment Advisers Act of 1940). 

�� “User-friendly” procedures that are not overly complex (too much

detail can be a trap when it is impossible to comply); written

checklists can be useful in this regard.

�� A system for monitoring activities and procedures for investigating

violations and imposing sanctions on employees.

�� Mandatory training programs and continuing education for

portfolio managers, traders, and other operational personnel. (The

adviser should take care to document employees’ participation in

the programs to limit the exposure of management if an employee

violates policies.)

�� Knowledgeable compliance personnel who operate along clearly

established lines of authority and have the responsibility and

accountability for enforcing procedures.
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A very important component of any compliance program is the support

of senior management and their ability to foster firm-wide commitment

to observing sound practices. Lax attitudes at the senior-management

level may allow an environment to develop that can make it difficult for

compliance personnel to enforce their authority and result in a breeding

ground for poor standards throughout an organization. Regulators are

more likely to bring action against a fund or adviser if they believe

senior management is not fully committed to compliance. Support from

senior management is also required to provide the investment with

adequate resources to maintain an effective compliance program.

If the adviser has affiliates that potentially can do business with the

fund, the compliance program should ensure that any fund transaction

involving affiliates complies with the 1940 Act restrictions on affiliated

transactions.

The internal controls should include an effective internal-audit process

to detect and correct problems as they arise. The adviser should adopt

procedures to ensure that problems that are detected do not arise again.

The internal audit function should be adequately staffed, and internal

audits should be routinely conducted. The results of each internal audit

should appear in a written report, which should identify all recipients of

the report and any responses to it. The written report should be

carefully prepared in view of potential access by litigants or regulators.

The independent directors should schedule periodic meetings with

senior compliance personnel to review compliance procedures and

deficiencies that have been discovered.

Compliance personnel will tell you that no matter how comprehensive

the formal structure of the compliance program, there is no substitute

for walking around and maintaining a physical presence with the

operational personnel. Often it is the offhand “by the way” comment of

the official on the line that uncovers a compliance deficiency. An

effective compliance program also needs compliance personnel who can
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smoothly relate to operational personnel; a compliance program is

undermined by compliance personnel who cannot by dint of personality

gain the respect and attention of those they oversee.

Lessons to Be Learned from SEC Enforcement Cases

In recent years, there has been a marked increase in enforcement

activity involving investment companies and investment advisers under

both the 1940 Act and the Advisers Act.

SEC enforcement officers have stated that the increase in enforcement

actions is not “scandal-driven;” rather, it is the result of the tremendous

growth in the fund industry, which creates more opportunities for

problems to develop, and the fact that the SEC has become more

investor-protection oriented, paying particular attention to the fund

area. Appendix B contains brief descriptions and citations of recent

representative enforcement cases.

The criteria the SEC applies when deciding whether to bring an

enforcement proceeding for alleged violations include: 

�� The overall magnitude of the violation and the impact the conduct

had on investors.

�� How long the problem persisted.

�� Whether prompt remedial action was taken to correct the problem

once it was discovered.

�� The nature of the violation:

� Was it fraud or a technical violation?

� Was the conduct intentional or inadvertent?

� Was the violation an isolated incident or part of a pattern of

conduct? 
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�� The involvement of senior management in the violation; and, if not

involved, how senior management reacted when they learned of the

problem.

�� The clarity of the law and whether there is a reasonable basis for a

different interpretation.

�� Whether prior examination-deficiency letters have been issued with

respect to the violation and whether steps were taken to correct

those deficiencies as soon as possible.

One decision that the SEC must make in proceedings involving

misconduct on the part of an individual employee is whether to bring a

“failure to supervise” action against the investment adviser. In such

instances, the staff looks to whether adequate internal controls,

compliance procedures, and training programs were in place; whether

the breakdown was of a sporadic nature; and how management

responded to the problem when it was identified. The fact that the

procedures break down and a violation occurs does not necessarily

result in a failure-to-supervise action. The SEC has stated that although

no set of procedures is foolproof, the adviser is much better off with a

set of procedures that are taken seriously than with no procedures in

place. 

Effective internal controls and compliance procedures may help

simplify the inspection process, especially when funds can demonstrate

that their compliance function has detected and rectified control

deficiencies. The SEC’s Office of Compliance Inspections and

Examinations (OCIE) inspects violations and bases the scope of its

examination on whether the fund has a strong internal control

environment. Typically, upon the conclusion of an inspection, the SEC

writes a deficiency letter to the adviser setting forth any problems it has

found. This letter is frequently the starting point for the inspection staff

on the subsequent visit, and it is very important that problems cited in

the deficiency letter be corrected prior to the follow-up examination. 
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It is important for the adviser to be ready for an inspection before the

SEC examiners arrive. The adviser that waits until it receives a notice of

an inspection to try to decide how to prepare for the examination and

assemble written documentation has waited too long. Of course, the

adviser may be subjected to an unannounced inspection for cause or as

part of an industry-wide sweep program. Hallmarks of effective internal

controls are written policies and orderly books and records evidencing

that the adviser has followed sound business practices and compliance

procedures. In this regard, it is essential that the adviser comply with

the 1940 Act books and records requirements to the extent they apply.

The adviser should also conduct regular inventories of its books and

records as part of its compliance program, since the OCIE has stated

that sloppiness in maintaining books and records and making SEC

filings often indicates a lax compliance and control environment.

A compliance program should particularly focus on matters receiving

special attention in the SEC’s enforcement program and in recent SEC

pronouncements (the so-called “hot topics”). For example, in March

2001, the OCIE stated that the hot topics at the top of its inspection

examination list are best execution and compliance with the newly

enacted privacy rule (Regulation S-P), which is discussed in detail in

“Privacy of Consumer Financial Information” on page 41.

Other matters the OCIE has emphasized in recent years include:

�� Personal trading by advisory personnel.

�� Soft dollars.

�� Use of derivatives.

�� Fair-value pricing of securities.

�� Portfolio trade allocations, particularly IPO allocations. 
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�� Performance advertising.

�� Portfolio management “sleight of hand.”

The SEC expects that with effective internal controls, violations will be

regularly detected and corrected. Questions arise as to how a

compliance department should resolve internally detected violations in

order to best insulate the fund and the adviser from subsequent actions

by the SEC. Tougher questions arise regarding under what

circumstances a violation should be reported to the independent

directors, or even to the SEC, and under what circumstances the

independent directors should be involved in correcting the violation.

The adviser generally should involve the independent directors and

their counsel in problems involving intentional or fraudulent conduct or

conflict-of-interest situations. If there is doubt, the adviser should err

on the side of going to the independent directors. Additional

considerations that may be relevant in the decision to go to the SEC are

the amount involved and whether the conduct involves areas of

particular concern to the SEC.

Areas to Receive Particular Focus in Any Compliance Program

Compliance with Investment Policies and Restrictions

The investment policies and restrictions of a fund and the risks

associated with such investments are set forth in the fund prospectus,

shareholder reports, marketing materials, and other communications. It

is important that the investment adviser not deviate from the fund’s

stated policies in managing the fund’s portfolio. Such deviations can be

the subject of private disclosure suits and SEC enforcement actions,

particularly when losses have occurred. For example, advisers have been

forced into costly settlements when funds make portfolio investments

that their disclosure documents declare will not be made, or when

investments do not fit the risk profile set forth in the disclosure

documents. Compliance and internal audit programs should be
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structured to monitor the portfolio investments of a fund to ensure that

they comply with stated policies and restrictions. Increasingly, the

OCIE focuses on whether the portfolio management drifted from the

stated objectives and policies. The independent directors should

regularly review portfolio management to ascertain whether it complies

with the fund’s stated objectives and policies. 

The SEC has recently been concerned with what it describes as

portfolio management “sleight of hand,” and it has expressed concern

with both “portfolio pumping” and “window dressing.” 

Portfolio pumping allegedly occurs when an adviser increases the fund’s

stake in portfolio securities at the end of a financial period solely for the

purpose of driving up the value of the existing holdings and thereby

increasing net asset value. While there have not been any demonstrated

abuses in this area or enforcement actions brought, the SEC is

sufficiently concerned such that it has formed a task force to address the

issue. Thus, SEC examiners can be expected to evaluate trading data

that could be construed to constitute portfolio pumping. 

Window dressing occurs when a fund’s adviser buys and sells portfolio

securities at the end of a reporting period for the purpose of altering

investor perceptions of the securities held by the fund, the strategies

used by the adviser, or the source of the fund’s performance. The SEC

considers window dressing to be a fraudulent practice, and examiners

can be expected to evaluate trade dates of portfolio securities that

indicate some type of window-dressing activity.

Valuation and Pricing of Shares

Because the price at which a mutual fund’s shares are sold and redeemed

on any given day is based on the next determined net asset value (NAV),

and because asset-based payments such as Rule 12b-1 fees and most

advisory fees are accrued based on NAV, it is critical that fund assets be

valued on a fair and accurate basis at least once each business day.
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Because errors in pricing can result in losses irrespective of whether the

error is on the high or low side, there is no such thing as a

“conservative” pricing policy. Errors in valuation can lead to costly

adjustments and, to the extent that shareholders suffer any material loss

in the purchase or redemption of shares due to an inaccurate NAV, fund

management responsible for the error may be required to reimburse

shareholders. Accordingly, pricing and valuation must receive special

focus in the compliance program and should be subject to periodic

internal audits.

Although directors are not directly responsible for the daily

determination of the fund’s net asset value, the board should approve

the valuation methodologies that set forth the means by which

management does this calculation. Portfolio securities, for which

market quotations are readily available, must be valued at market price.

When the market price of securities cannot be readily determined, such

as when trading is suspended or when securities are restricted or

illiquid, the securities must be valued at fair value determined in good

faith by or under the direction of the directors. (A security is considered

illiquid if it cannot be disposed of in the ordinary course of business

within seven days at approximately the value at which it appears on the

fund’s books.) If detailed written procedures have been developed, the

directors can delegate this responsibility to the adviser. In its inspection

program, the OCIE focuses on the efficacy of control procedures used

to monitor fair-value pricing.

Mutual funds must comply with SEC regulations regarding portfolio

liquidity. The percentage of a fund’s assets that can be held in illiquid

securities is limited, depending on the type of fund. Generally speaking,

illiquid securities cannot exceed 15% of the portfolio. Directors should

establish guidelines and standards for determining portfolio liquidity. 

Asset valuation and portfolio liquidity determinations are becoming

increasingly complex issues for management due to the rapid
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development of new types of investment instructions and market

structure and the increased globalization of fund operations. The

availability of market prices before and after normal trading hours

complicates this issue. Questions arise concerning the valuation and

liquidity of restricted securities and other illiquid securities, Rule 144A

securities (previously issued securities that may be sold in secondary-

market transactions to qualified institutional buyers), and foreign

securities. In the case of funds investing in foreign securities, the OCIE

looks to see whether there are procedures for handling material

intervening events between the close of the foreign market and the

calculation of the NAV. Questions also arise because of the increasingly

complex investment products available in the marketplace such as those

involving derivative structures. Such products are often thinly traded

and can be difficult to value. 

Recent issues involved the valuation of interest-only (IO) and principal-

only (PO) derivative instruments, high-yield municipal bonds, bank

loans (whether they are valued at face amount or marked to market) and

the valuation and liquidity of Malaysian securities that are subject to

exchange controls.

Portfolio Transactions, Including Best Execution, Soft Dollars,
and Trade Allocations

The manner in which a fund conducts its portfolio transactions has

always been important and is becoming an increasingly sensitive area

due to developments in the securities markets and globalization.

Portfolio transactions require special attention in any compliance

program. Compliance concerns include:

�� The process for obtaining best execution.

�� Trade errors.

�� Trade allocations.
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�� Soft dollars.

�� Trades with affiliates.

�� Personal trading.

�� Insider trading.

Let’s take a closer look at the most sensitive of the areas: best execution,

trade allocations, and soft dollars.

Best Execution. A fund’s prospectus discloses its policies for obtaining

best price and execution, and it addresses issues such as the adviser’s

receipt of research services from brokers and directing brokerage to

dealers to sell fund shares or to reduce fund costs. The SEC recognizes

that best execution does not require the lowest possible transaction cost

in every instance. SEC inspections focus on the procedures in place for

achieving best execution. The SEC expects advisers to make reasonable

efforts to evaluate trading alternatives and continuously evaluate new

options in the markets. In this regard, the OCIE looks to see whether

the adviser periodically and systematically evaluates and measures the

quality and cost of services obtained from the securities firms with

whom it has brokerage arrangements, as well as the quality and costs of

alternative market venues. The OCIE prefers advisers to conduct this

analysis in a formal, well-documented, structured manner. The burden

of proof with respect to best execution is much higher when conflicts

(e.g., the broker is the brother-in-law), soft dollars, affiliated

relationships, or fund share sales are involved. The fund’s board of

directors should be informed of its best-execution process and provide

oversight. It is important that best-execution procedures be conducted

and monitored not just by traders, but also by compliance personnel,

and all actions should be documented. Special rules apply when the

transactions involve affiliates.

The compliance controls should also be designed to detect and correct

trade errors.
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Trade Allocations. Another sensitive area involving portfolio

transactions is the manner in which advisers allocate trades among

accounts under their management. Enforcement actions have been

brought when there has not been timely and equitable allocation of

block purchases and sales of securities to various funds, and amounts

under common management, particularly when allocations have

resulted in favoritism to in-house or personal accounts. Particular

attention needs to be paid to the allocation of so-called “hot IPOs,”

which offer the opportunity for instant profits. One case brought by the

SEC in 2000 involved providing preferential access to IPOs to

independent directors of a fund. The action alleged that the IPO

allocations were improper because they gave the directors potentially

profitable opportunities that rightfully belonged to the funds. The SEC,

which brought its action as a disclosure violation rather than a violation

of the underlying activity, found that the representation in the fund’s

prospectus that the allocation of IPOs would be made in a fair manner

was deficient.

Soft Dollars. High on the SEC’s list of things to examine are its

policies regarding “soft dollars,” which is the use of fund commission

dollars to obtain research or other services from a broker-dealer, either

directly (e.g., in-house research) or indirectly through third parties. A

fund’s brokerage commissions are considered to be an asset of the fund,

and the fund must receive the benefits of any soft dollars flowing from

these commissions. The SEC examines soft-dollar practices to

determine what services are being purchased with soft dollars, what

commissions are being paid, the nature of the disclosure to the public,

and whether the adviser is getting best price and execution—all with a

view to determining that the brokerage commissions that belong to the

fund are used to benefit the fund and not others. A variety of services

purchased with soft dollars fall into gray areas and require careful

attention in any compliance program. The independent directors

should be kept apprised of the use of soft dollars generated by the fund.
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In Part II of Form ADV, advisers must disclose their policies and

procedures for selecting brokers and paying commissions for effecting

securities transactions. Disclosure of soft-dollar arrangements is also

required in various other documents and filings under the 1940 Act.

In a March 1998 report titled “Brokerage Allocation Practices,” the ICI

reviewed the legal framework applicable to soft-dollar practices and the

special constraints imposed on advisers to funds, including the 1940

Act, the Advisers Act, and other relevant regulatory provisions. The ICI

report also discussed systems employed by advisers in their brokerage

allocation processes that are designed to ensure compliance with

regulatory requirements.

In September 1998, the OCIE issued “The SEC Inspection Report on

the Soft Dollar Practices of Broker-Dealers, Investment Advisers and

Mutual Funds,” based on a major inspection sweep of broker-dealers,

investment advisers, and investment companies. The report provides

soft-dollar guidance and suggests a series of internal controls that

broker-dealers and investment advisers should consider implementing

with respect to their soft-dollar arrangements. The report also

recommends that the SEC require advisers to provide better disclosure

of their soft-dollar relationships and to maintain better records about

them. The report is available on the SEC’s Web site at

http://www.sec.gov/news/studies/softdolr.htm.

The compliance program of the adviser should document the policies

and procedures for each of its brokerage allocation arrangements.

Advisers that participate in soft-dollar arrangements need systems to

ensure that they are obtaining only products and services that meet all

necessary regulatory requirements, including the requirement that the

funds receive the benefits of their brokerage commissions. The

procedures should also ensure that all proper disclosures are made to

clients.
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Personal Trading and Codes of Ethics

Rule 17j-1 under the 1940 Act requires that a fund, its investment

adviser and sub-adviser, an investment company, and the investment

company’s investment adviser(s) and principal underwriter adopt a

written code of ethics to prevent directors, officers, and other personnel

with access to inside information from engaging in fraudulent conduct.

The fund must also institute reasonable procedures necessary for

preventing violations of the code of ethics. The rule is intended

essentially to prevent purchases and sales of securities by insiders that

conflict with the fund’s investment program. Generally, access persons

(officers or employees of a fund with access to securities) must report all

transactions in securities of which they are beneficial owners.

Procedures that are designed to prevent violations should be reviewed

regularly to ensure that they adequately enforce the standards of

conduct contained in the code of ethics. Each person must strictly

comply with those provisions of the fund’s code of ethics that apply to

their personal investment activities. Fund directors should be familiar

with each of their fund’s code of ethics and monitor its effectiveness. In

doing so, the boards should receive regular reports of any significant

ethics-code violations and of the sanctions, if any, that are imposed.

In 1994, the ICI responded to several highly publicized cases and

intense SEC interest in the area by issuing the “Report of the Advisory

Group on Personal Investing,” which recommended that all participants

in the fund industry adopt certain policies and procedures governing

personal investment activities of fund personnel. The report, designed

to address “recognized potential for abuse,” is available on the ICI’s

Web site at http://www.ici.org/pdf/personal_investing.pdf. In the

report, the ICI recommended that:

�� Investment personnel should be prohibited from acquiring any

securities in an IPO and should be strictly limited in their ability to

participate in private placements of securities.
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�� Fund managers should be subject to seven-day “blackout periods”

during which they would be prohibited from buying or selling

securities after the fund they manage purchases or sells the same

securities.

�� Investment personnel should be prohibited from profiting from the

purchase and sale, or the sale and purchase, of the same securities

within 60 days, and any profits realized on such short-term trades

should be disgorged. 

�� Investment personnel should be prohibited from serving on boards

of directors of publicly traded companies, absent prior

authorization based on a determination that such board service

would be consistent with the interests of the fund and its

shareholders.

�� Investment personnel should be prohibited from receiving any gift

of more than de minimis value from any person or entity that does

business with, or on behalf of, the fund. 

�� Investment personnel should be required to pre-clear all personal

securities transactions. 

�� Investment personnel should be required to disclose to the fund all

personal securities holdings at the commencement of employment

and annually thereafter.

�� Investment personnel should be required to instruct their brokers

to send copies of trade confirmations and account statements

directly to their employers. 

�� Appropriate procedures should be implemented by the fund to

monitor personal investment activity by access persons after pre-

clearance has been granted. 
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�� Access persons should be required to certify annually that they have

read and understood the fund’s code of ethics and acknowledge that

they are subject to it. 

�� Fund management should submit to the fund’s board of directors

or trustees an annual report (1) summarizing, among other things,

any changes made during the past year to the fund’s procedures

governing personal investing by access persons and (2) identifying

any violations of the procedures by an access person requiring

significant remedial action during the past year.

The SEC issued its own report in 1994 generally endorsing the ICI

recommendations. Many, if not most, codes of ethics were amended to

respond to the ICI recommendations. The SEC amended Rule 17j-1 in

2000 to require greater board involvement, increased reporting, and

enhanced disclosure with respect to personal trading and codes of

ethics. 

In connection with these amendments, the SEC emphasized the need to

tailor a fund’s code of ethics to the facts and circumstances, stating that

a “one-size-fits-all” approach to codes of ethics would not effectively

prevent fraudulent personal-trading practices. A number of

enforcement proceedings have been brought against advisory personnel

for personal-investment activities considered to conflict with the

interests of the firm. 

The OCIE’s inspection program presently concentrates on reviewing

compliance with the new Rule 17j-1 provisions and the overall

effectiveness of the procedures and controls used to monitor and

control trading by access persons.

Performance Advertising

The SEC has been concerned about the presentation of fund-

performance advertising, particularly during 1998 and 1999 when some
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