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Investment Advisers

SECURITIES AND EXCHANGE COMMISSION

17 CFR Parts 270 and 275

[Release Nos. IA-2204; IC-26299; File No. S7-03-03]
RIN 3235-A177

Compliance Programs of Investment Companies and Investment
Advisers

Agency: Securities and Exchange Commission.
Action: Final rule; request for comments.

Summary: The Securities and Exchange Commission is adopting new rules
under the Investment Company Act of 1940 and the Investment Advisers
Act of 1940 that require each investment company and investment adviser
registered with the Commission to adopt and implement written policies
and procedures reasonably designed to prevent violation of the federal
securities laws, review those policies and procedures annually for their
adequacy and the effectiveness of their implementation, and designate a
chief compliance officer to be responsible for administering the policies and
procedures. In the case of an investment company, the chief compliance
officer will report directly to the fund board. These rules are designed to
protect investors by ensuring that all funds and advisers have internal
programs to enhance compliance with the federal securities laws.

Dates: Effective Date: February 5, 2004.

Comment Date: Comments requested in section II.F of this release should
be received on or before February 5, 2004.

Compliance Date: October 5, 2004. Section III of this release contains more
information on the compliance date.

Addresses: To help us process and review your comments more efficiently,
comments may be sent to us in either paper or electronic format.
Comments should not be sent by both methods.

Comments in paper format should be submitted in triplicate to Jonathan G.
Katz, Secretary, Securities and Exchange Commission, 450 Fifth Street, NW,
Washington, DC 20549-0609. Comments in electronic format may be
submitted at the following e-mail address: rule-comments@sec.gov. All
comment letters should refer to File No. S7-03-03; if e-mail is used, this file
number should be included on the subject line. Comment letters will be
available for public inspection and copying in the Commission's Public
Reference Room, 450 Fifth Street, NW, Washington, DC 20549.
Electronically submitted comment letters will also be posted on the

Commission's Internet web site (http://www.sec.gov).1
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For Further Information Contact: Hester Peirce, Senior Counsel, Office
of Regulatory Policy at (202) 942-0690, or Jamey Basham, Special Counsel,
Office of Investment Adviser Regulation at (202) 942-0719, Division of
Investment Management, Securities and Exchange Commission, 450 Fifth
Street, NW, Washington, DC 20549-0506.

Supplementary Information: The Securities and Exchange Commission
("SEC" or "Commission") is adopting new rule 38a-1 [17 CFR 270.38a-1]
under the Investment Company Act of 1940 [15 U.S.C. 80a] ("Investment
Company Act"), new rule 206(4)-7 [17 CFR 275.206(4)-7] under the
Investment Advisers Act of 1940 [15 U.S.C. 80b] ("Investment Advisers
Act" or "Advisers Act"), and amendments to rule 204-2 [17 CFR 275.204-2]
under the Advisers Act, and to Part 1, Schedule A, Item 2(a) of Form ADV

[17 CFR 279.1].2
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VIII. Statutory Authority

Text of Rules

1. Background

Earlier this year the Commission proposed rules that would require

investment companies ("funds")3 and investment advisers to adopt written
compliance procedures, review the adequacy of those procedures annually,
and designate a chief compliance officer responsible for their

administration.2 We proposed the rules because it is critically important for
funds and advisers to have strong systems of controls in place to prevent
violations of the federal securities laws and to protect the interests of
shareholders and clients. The proposed rules were designed to foster,
among other things, improved compliance by clarifying the compliance
obligations of fund management and to strengthen the hand of fund boards

and compliance personnel when dealing with them.2

In recent months, the Commission and state securities authorities have
discovered unlawful conduct involving a number of fund advisers, broker-
dealers, and other service providers that confirms the need for these rules.
Fund advisory or distributor personnel have engaged in, or actively assisted
others in engaging in, inappropriate market timing, late trading of fund
shares, and the misuse of material, nonpublic information about fund

portfolios.2 These personnel, including in some cases senior executives of
fund advisers, have placed their personal interests or the business interests
of the fund adviser ahead of the interests of fund shareholders, thus
breaching their fiduciary obligations to the funds involved and their
shareholders. These individuals have harmed the funds, their management
organizations, and the confidence of fund investors.

Our response to these events is twofold. First, we are conducting an

intensive investigation of funds, advisers, broker-dealers, and others.Z We
will aggressively pursue and punish those who have violated the federal
securities laws and breached their fiduciary obligations to clients. When
appropriate, we will actively work with other federal law enforcement
authorities and state authorities to see that the full weight of the law is
brought to bear against those who have betrayed mutual funds and fund
investors. Second, we will review all of our rules to determine what changes
may be required to prevent this type of conduct.

We are taking our first regulatory actions designed to curb the abusive
practices recently uncovered and to prevent their recurrence. In companion
releases, we are proposing to amend our rules regarding mutual fund share

pricing and prospectus disclosure.g In this release, we are adopting new
rules requiring advisers and funds to adopt strong compliance controls
administered by a chief compliance officer.

II. Discussion

The Commission is adopting new rule 206(4)-7 under the Advisers Act and

new rule 38a-1 under the Investment Company Act.2 The new rules require
each registered investment adviser and each fund to adopt and implement
compliance programs that conform to the new rules. Failure of an adviser or
fund to have adequate compliance policies and procedures in place will
constitute a violation of our rules independent of any other securities law
violation. The new rules will thus permit the Commission to address the
failure of an adviser or fund to have in place adequate compliance controls,
before that failure has a chance to harm clients or investors.
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A. Adoption and Implementation of Policies and Procedures
1. Investment Advisers

Under rule 206(4)-7, it is unlawful for an investment adviser registered with
the Commission to provide investment advice unless the adviser has
adopted and implemented written policies and procedures reasonably
designed to prevent violation of the Advisers Act by the adviser or any of its

supervised persons.19 The rule requires advisers to consider their fiduciary
and regulatory obligations under the Advisers Act and to formalize policies

and procedures to address them.11

Commenters generally supported these new requirements, but some
expressed concerns for how they would be applied to smaller advisers. The
Commission is sensitive to the burdens the rule may impose upon smaller

advisory firms.12 The rule requires only that the policies and procedures be
reasonably designed to prevent violation of the Advisers Act, and thus need
only encompass compliance considerations relevant to the operations of the
adviser. We would expect smaller advisory firms without conflicting business
interests to require much simpler policies and procedures than larger firms

that, for example, have multiple potential conflicts as a result of their other

lines of business or their affiliations with other financial service firms.12 The
preparation of these simpler policies and procedures and their
administration should be much less burdensome.

Rule 206(4)-7 does not enumerate specific elements that advisers must

include in their policies and procedures.14 Commenters agreed with our
assessment that funds and advisers are too varied in their operations for
the rules to impose of a single set of universally applicable required
elements. Each adviser should adopt policies and procedures that take into
consideration the nature of that firm's operations. The policies and
procedures should be designed to prevent violations from occurring, detect

violations that have occurred,12 and correct promptly any violations that
have occurred.1&

Each adviser, in designing its policies and procedures, should first identify
conflicts and other compliance factors creating risk exposure for the firm
and its clients in light of the firm's particular operations, and then design
policies and procedures that address those risks. We expect that an
adviser's policies and procedures, at a minimum, should address the
following issues to the extent that they are relevant to that adviser:

o Portfolio management processes, including allocation of investment
opportunities among clients and consistency of portfolios with clients'

investment objectives, disclosures by the adviser, and applicable

regulatory restrictions;Z

« 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
aggregated trades among clients;

» Proprietary trading of the adviser and personal trading activities of
supervised persons;18

e The accuracy of disclosures made to investors, clients, and regulators,
including account statements and advertisements;

o Safeguarding of client assets from conversion or inappropriate use by
advisory personnel;
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* 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;12

« Marketing advisory services, including the use of solicitors;29

» Processes to value client holdings and assess fees based on those
valuations;

» Safeguards for the privacy protection of client records and
information;2L and

e Business continuity pIans.Q

Rule 206(4)-7 does not require advisers to consolidate all compliance
policies and procedures into a single document. Nor does it require advisers
to memorialize every action that must be taken in order to remain in
compliance with the Advisers Act. In some cases, it may be enough for the
compliance policies and procedures to allocate responsibility within the
organization for the timely performance of many obligations, such as the

filing or updating of required forms.23
2. Investment Companies

Rule 38a-1 requires fund boards to adopt written policies and procedures
reasonably designed to prevent the fund from violating the federal

securities laws.22 The procedures must provide for the oversight of
compliance by the fund's advisers, principal underwriters,22
administrators,28 and transfer agents2Z (collectively, "service providers")
through which the fund conducts its activities.28

a. Service Providers. Most of the operations of funds are carried out by
service providers, which have their own compliance policies and
procedures. Commenters pointed out that the proposed rule appeared to
require a fund to adopt, as its own, the policies and procedures of its

service providers.22 The final rule requires fund boards to approve the
policies and procedures of fund service providers, and requires the fund's
policies and procedures to include provisions for the fund to oversee
compliance by its service providers.

Rule 38a-1 provides fund complexes with flexibility so that each complex

may apply the rule in a manner best suited to its organization.22 A fund
complex could, for example, adopt compliance policies and procedures that
encompass the activities of the funds, the adviser and affiliated
underwriters and transfer agents, while approving the policies and
procedures of other service providers, such as subadvisers, over which it
has oversight responsibility under the rule. Another fund complex could
adopt policies and procedures that would cover solely activities of the
funds, and could approve the policies and procedures of each of its service
providers.

b. Board Approval. Rule 38a-1 requires a fund's board, including a majority
of its independent directors, to approve the policies and procedures of the
fund and each of its service providers.21 The approval must be based on a
finding by the board that the policies and procedures are reasonably
designed to prevent violation of the federal securities laws by the fund and

its service providers.32
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Some commenters expressed concern that the rule would require directors
to review lengthy compliance manuals and devote considerable time at
each meeting to approving numerous amendments. Directors may satisfy
their obligations under the rule by reviewing summaries of compliance
programs prepared by the chief compliance officer, legal counsel or other
persons familiar with the compliance programs. The summaries should
familiarize directors with the salient features of the programs (including
programs of service providers) and provide them with a good
understanding of how the compliance programs address particularly

significant compliance risks.33

In considering whether to approve a fund's or service provider's compliance
policies and procedures, boards should consider the nature of the fund's
exposure to compliance failures. In the case of a money market fund, for
example, the board should consider whether the policies and procedures

sufficiently address the fund's compliance with rule 2a-7.34 Boards should
also consider the adequacy of the policies and procedures in light of their
recent compliance experiences, which may demonstrate weaknesses in the
fund or service provider's compliance programs. We urge boards to also
consider best practices used by other fund complexes, and to consult with
fund counsel (and independent directors with their counsel), compliance
specialists and other experts familiar with compliance practices successfully
employed by similar funds or service providers.

The Commission understands that, in some cases, the fund may employ the
services of a service provider that is not an affiliated person of the fund,
such as a transfer agent or administrator, and that provides similar services
to a large number of funds. In such cases, it may be impractical for the
fund or its compliance officer to directly review all of the service provider's
policies and procedures. In such cases, we will consider a fund's policies
and procedures to have satisfied the requirements of this rule if the fund
uses a third-party report on the service provider's procedures instead of the
procedures themselves when the board is evaluating whether to approve

the service provider's compliance program.32 The third-party report must
describe the service provider's compliance program as it relates to the
types of services provided to the fund, discuss the types of compliance risks
material to the fund, and assess the adequacy of the service provider's

compliance controls.38

c. Policies and Procedures. Funds' or their advisers' policies and procedures

should address the issues we identified for investment advisers above.3Z In
addition, we expect policies and procedures of funds (or fund service
providers) to cover certain other critical areas. In light of our recent
enforcement actions against a number of fund managers and service

providers,38 we are taking this opportunity to review the application of
these policies and procedures to several important areas of compliance with
the federal securities laws by funds and their service providers.

* Pricing of portfolio securities and fund shares. The Investment
Company Act requires funds to sell and redeem their shares at prices
based on their current net asset value, and to pay redemption

proceeds promptly.32 The Investment Company Act requires funds to
calculate their net asset values using the market value of their
portfolio securities when market quotations for those securities are
"readily available," and, when a market quotation for a portfolio
security is not readily available, by using the fair value of that
security, as determined in good faith by the fund's board.20 These
pricing requirements are critical to ensuring fund shares are
purchased and redeemed at fair prices and that shareholder interests
are not diluted.
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When fund shares are mispriced, short-term traders have an
arbitrage opportunity they can use to exploit a fund and disadvantage
the fund's long-term investors by extracting value from the fund
without assuming any significant investment risk. Mispricing may
occur with respect to portfolio securities traded on a foreign market

that closes before the time at which the fund prices its shares.2L If an
event affecting the value of the portfolio securities occurs after the
foreign market closes but before the fund prices its shares, the
foreign market closing price for the portfolio security will not reflect
the correct current value of those securities when the fund prices its
shares. In 1984, we stated that, in these circumstances, a fund
"must, to the best of its ability, determine the fair value of the

securities, as of the time" that the fund prices its shares.42 We
believe that funds that fail to fair value their portfolio securities under
such circumstances may violate rule 22c-1 under the Investment

Company Act.43 Fund directors who countenance such practices fail to

comply with their statutory valuation obligations22 and fail to fulfill
their fiduciary obligation to protect fund shareholders. Accordingly,
rule 38a-1 requires funds to adopt policies and procedures that
require the fund to monitor for circumstances that may necessitate
the use of fair value prices; establish criteria for determining when
market quotations are no longer reliable for a particular portfolio

security;%2 provide a methodology or methodologies by which the

fund determines the current fair value of the portfolio security;ﬁ and
regularly review the appropriateness and accuracy of the method

used in valuing securities, and make any necessary adjustments.2Z

» Processing of Fund Shares. Our rules require forward pricing of

fund shares.28 An investor submitting a purchase order or redemption
request must receive the price next calculated after receipt of the

purchase order or redemption request.42 Accordingly, rule 38a-1
requires that a fund 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).22 Because
fund purchase and redemption orders are ultimately transmitted to
transfer agents engaged by the fund, we have expanded the service
providers covered by the rule to include transfer agents.

Many funds today have contractual provisions with transfer agents
and other intermediaries that obligate those parties to segregate
orders received by time of receipt in order to prevent "late trading"
based on a previously determined price. Reliance on those contractual
provisions alone would be insufficient to meet the requirements of the

new rule.2L Funds should not only approve and periodically review the
policies and procedures of transfer agents, as required by the rule,
but should also take affirmative steps to protect themselves and their
shareholders against late trading by obtaining assurances that those

policies and procedures are effectively administered.22

» Identification of Affiliated Persons. To prevent self-dealing and
overreaching by persons in a position to take advantage of the fund,
the Investment Company Act prohibits funds from entering into

certain transactions with affiliated persons.22 Funds should have
policies and procedures in place to identify these persons and to
prevent unlawful transactions with them.
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o Protection of Nonpublic Information. The federal securities laws

prohibit insider trading, and section 204A of the Advisers Act requires
advisers (including advisers to funds) to establish, maintain, and
enforce written policies and procedures reasonably designed to
prevent the adviser or any of its associated persons from misusing
material, nonpublic information. Fund advisers should incorporate
their section 204A policies into the policies required by rule 38a-1.
These policies typically include prohibitions against trading portfolio
securities on the basis of information acquired by analysts or portfolio
managers employed by the investment adviser. A fund's compliance
policies and procedures should also address other potential misuses
of nonpublic information, including the disclosure to third parties of

material information about the fund's portfolio,22 its trading

strategies,22 or pending transactions, and the purchase or sale of
fund shares by advisory personnel based on material, nonpublic

information about the fund's portfolio.28

Compliance with Fund Governance Requirements. A fund's
board plays an important role in overseeing fund activities to ensure
that they are being conducted for the benefit of the fund and its
shareholders. Fund boards, among other things, are tasked with

approving the fund's advisory contracts,2Z underwriting

agreements,28 and distribution plans.22 The Investment Company Act
requires that fund boards of directors be elected by fund

shareholders,20 and that a certain percentage be "independent

directors."8L To rely on many of our exemptive rules, independent
directors must constitute a majority of the board, must be selected
and nominated by other independent directors, and if they hire legal

counsel, that counsel must be an independent legal counsel.82

The consequences of failing to meet the Investment Company Act's

governance requirements are severe.23 Therefore, a fund's policies
and procedures should be designed to guard against, among other

things, an improperly constituted board,82 the failure of the board to
properly consider matters entrusted to it, and the failure of the board
to request and consider information required by the Investment

Company Act from the fund adviser and other service providers.82

Market Timing. In a companion release today, we are proposing
amendments to our mutual fund disclosure rules to require funds to
disclose their policies on "market timing," i.e., the excessive short-
term trading of mutual fund shares that may be harmful to the

fund.8 Many funds' prospectuses already disclose market timing
policies, and failure to adhere to those disclosed policies violates the

antifraud provisions of the federal securities laws.Z Moreover, a fund
adviser that waives or disregards those policies for the benefit of itself
or a third party has breached its fiduciary responsibilities to the

fund.88 Thus, under rule 38a-1 a fund must 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.82 If the
fund permits any waivers of those policies, the procedures should be
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. In this regard, we strongly urge
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fund boards to require fund advisers, 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.

B. Annual Review
1. Investment Advisers

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

their implementation.Z9 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. For example, an adviser that is acquired by a broker-dealer or
by the corporate parent of a broker-dealer should assess whether its
policies and procedures are adequate to guard against the conflicts that
arise when the adviser uses that broker-dealer to execute client
transactions, or invests client assets in funds or other securities distributed
or underwritten by the broker-dealer.

Although the rule requires only annual reviews, advisers should consider
the need for interim reviews in response to significant compliance events,
changes in business arrangements, and regulatory developments. For
example, we expect all registered advisers will begin reviewing their policies
and procedures in light of our adoption of these rules.

2. Investment Companies

Similarly, rule 38a-1 requires a fund to review its policies and procedures,

as well as those of its service providers, annually.ZL The rule does not
require a fund board to conduct the review; the board would, however,
have the benefit of the review in the report submitted by the compliance
officer. We expect all funds will 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 unlawful practices involving
fund market timing, late trading, and improper disclosures and use of
nonpublic portfolio information.

C. Chief Compliance Officer
1. Investment Advisers

Rule 206(4)-7 requires each adviser registered with the Commission to
designate a chief compliance officer to administer its compliance policies

and procedures.Z2 An adviser's chief compliance officer should be
competent and knowledgeable regarding the Advisers Act and should be
empowered with full responsibility and authority to develop and enforce

appropriate policies and procedures for the firm.Z2 Thus, the compliance
officer should have a position of sufficient seniority and authority within the
organization to compel others to adhere to the compliance policies and

procedures.Z4
2. Investment Companies

Rule 38a-1 requires each fund to appoint a chief compliance officer who is
responsible for administering the fund's policies and procedures approved

by the board under the rule.Z2 A fund's chief compliance officer should be
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competent and knowledgeable regarding the federal securities laws and
should be empowered with full responsibility and authority to develop and
enforce appropriate policies and procedures for the fund. The chief
compliance officer of a fund, like the chief compliance officer of an
investment adviser, should have sufficient seniority and authority to compel
others to adhere to the compliance policies and procedures.

The rule contains several provisions, some of which were not included in
our proposal, designed to promote the independence of the chief

compliance officer from the management of the fund.Z8 First, the chief
compliance officer will serve in her position at the pleasure of the fund's
board of directors, which can remove her if it loses confidence in her
effectiveness. The fund board (including a majority of independent
directors) must approve the designation of the chief compliance officer, and

must approve her compensation (or any changes in her compensation).ZZ
The board (including a majority of the independent directors) can remove

the chief compliance officer from her responsibilities at any time,Z8 and can
prevent the adviser or another service provider from doing so.Z2

Second, the chief compliance officer will report directly to the board of
directors. She must annually furnish the board with a written report on the
operation of the fund's policies and procedures and those of its service

providers.& The report must address, at a minimum: (i) the operation of
the policies and procedures of the fund and each service provider since the
last report, (ii) any material changes to the policies and procedures since

the last report,8L (iii) any recommendations for material changes to the
policies and procedures as a result of the annual review,82 and (iv) any

material compliance matters since the date of the last report.83 We have
added a definition of the term "material compliance matter" to the rule, to
clarify that the report should inform the board of those compliance matters
about which the fund's board reasonably needs to know in order to oversee

fund compliance.84

Third, we are requiring that the chief compliance officer meet in executive
session with the independent directors at least once each year, without

anyone else (such as fund management or interested directors) present.82
The executive session creates an opportunity for the chief compliance
officer and the independent directors to speak freely about any sensitive
compliance issues of concern to any of them, including any reservations
about the cooperativeness or compliance practices of fund management.

Fourth, we have added a provision to protect the chief compliance officer
from undue influence by fund service providers seeking to conceal their or
others' non-compliance with the federal securities laws. Rule 38a-1
prohibits 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 chief compliance officer in the performance

of her responsibilities under the rule.88

The appointment of a chief compliance officer with overall responsibility for
management of a fund complex's compliance program is a key element of
the investor protections we are today adopting. Some commenters
representing fund management companies urged us to permit funds to
continue to use multiple compliance managers employed by different
service providers, rely on the policies of the fund service providers, and
omit the requirement that fund boards approve the compliance officer.
These commenters would have us maintain funds' current approach to
compliance management. Current practices, however, balkanize
responsibility for fund compliance and isolate fund boards from compliance
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personnel, thus impeding boards' abilities to exercise their oversight
responsibilities effectively. We decline to accept current practices, which we
believe have contributed to the serious compliance lapses that are now the
subject of our enforcement actions.

We have observed that executives at service providers have overruled their
own compliance personnel because of business considerations. For
example, some fund advisers have continued to permit investors with
whom they had other business relationships to engage in harmful market
timing in fund shares after compliance personnel and portfolio managers
brought the market timing activity to their attention. These compliance
personnel may not have had access to fund directors or, having been
overruled by their own management, may have felt they were not in a
position to approach the board.

To address these concerns, rule 38a-1 provides fund boards with direct
access to a single person with overall compliance responsibility for the fund
who answers directly to the board. The rule provides the board with a
powerful tool to exercise its oversight responsibilities over fund compliance
matters. The new rule also strengthens the hand of compliance personnel
by establishing a direct line of reporting to fund boards that is not

controlled by management.8Z We have observed that compliance failures
have occurred when a fund service provider has denied information to the
fund's board, or has been less than forthright, because the service provider
viewed full disclosure as detrimental to its own interests. Under the new
rule, the chief compliance officer will be responsible for keeping the board
apprised of significant compliance events at the fund or its service providers
and for advising the board of needed changes in the fund's compliance
program.

We expect that a fund's chief compliance officer will often be employed by

the fund's investment adviser or administrator.88 We are not adopting a
requirement that the chief compliance officer be employed by only the fund
because we believe that such a provision would actually weaken her
effectiveness. Funds today typically have no employees, and delegate
management and administrative functions, including the compliance
function, to one or more service providers. If we were to preclude the chief
compliance officer from being an employee of an adviser or any other

service provider, she would be divorced from all fund operations.82 The
adviser's chief compliance officer would continue to administer the adviser's
compliance programs, and the role of the fund's chief compliance officer
would be limited to oversight of the service providers' compliance policies
and providing advice to the board on their operation. As a result, the fund's
chief compliance officer would be almost entirely dependent on information
filtered through the senior management of the fund's adviser rather than,
for example, information received directly from a trading desk. Moreover,
fund management would be unlikely to consult with an "outside"
compliance officer on a prospective business decision to ascertain the
compliance implications.

We recognize, however, that a chief compliance officer who is an employee
of the fund's investment adviser might be conflicted in her duties, and that
the investment adviser's business interests might discourage the adviser
from making forthright disclosure to fund directors of its compliance
failures. The rule, as adopted, is designed to address these concerns by
requiring a fund's chief compliance officer to report directly to the board.
The board, and the board alone, can discharge the officer if she fails to live
up to the position. Thus, a chief compliance officer who fails to fully inform
the board of a material compliance failure, or who fails to aggressively
pursue non-compliance within the service provider, would risk her position.
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She would also risk her career, because it would be unlikely for another
board of directors to approve such a person as chief compliance officer.29

The chief compliance officer, in exercising her responsibilities under the
rule, will oversee the fund's service providers, which will have their own
compliance officials. A chief compliance officer should diligently administer
this oversight responsibility by taking steps to assure herself that each
service provider has implemented effective compliance policies and
procedures administered by competent personnel. The chief compliance
officer should be familiar with each service provider's operations and
understand those aspects of their operations that expose the fund to
compliance risks. She should maintain an active working relationship with
each service provider's compliance personnel. Arrangements with the
service provider should provide the fund's chief compliance officer with
direct access to these personnel, and should provide the compliance officer
with periodic reports and special reports in the event of compliance
problems. In addition, the fund's contracts with its service providers might
also require service providers to certify periodically that they are in
compliance with applicable federal securities laws, or could provide for
third-party audits arranged by the fund to evaluate the effectiveness of the

service provider's compliance controls.2L The chief compliance officer could
conduct (or hire third parties to conduct) statistical analyses of a service
provider's performance of its duties to detect potential compliance

failures.22
D. Recordkeeping

New rule 38a-1 (for funds) and amendments to rule 204-2 (for advisers)
require firms to maintain copies of all policies and procedures that are in

effect or were in effect at any time during the last five years.23 In addition,
new rule 38a-1 will require funds to maintain materials provided to the
board of directors in connection with their approval of the fund's and its
service providers' policies and procedures and the annual written reports by

the fund's chief compliance officer.22 New rule 38a-1 and amended rule
204-2 will require funds and advisers to keep any records documenting

their annual review.22 Our rules permit funds and advisers to maintain

these records electronically.28 These new recordkeeping requirements will
assist our examination staff in determining whether the adviser or fund is
adhering to the new rules and in identifying weaknesses in the compliance
program if violations do occur or are uncorrected.

E. Private Sector Initiatives

In the Proposing Release, we requested that commenters consider four
additional approaches that we might take to require the private sector to
assume greater responsibility for compliance with the federal securities
laws. These possible approaches included: (i) a requirement that funds and
advisers undergo third-party compliance reviews; (ii) an expansion of the
role of independent public accountants to include the performance of
certain compliance reviews; (iii) the formation of one or more self-
regulatory organizations for advisers or funds; and (iv) the requirement
that certain advisers obtain fidelity bonds from reputable insurance
companies.

We appreciate the many comments we received. Although we are not
moving forward with any of these approaches at this time, we continue to
regard them as viable options should the measures we are taking today fail
to adequately strengthen the compliance programs of funds and advisers.
In particular, we may reconsider whether to propose rules requiring funds
and advisers to obtain compliance reviews from third-party compliance
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experts. Such compliance audits could be a useful supplement to our
examination program and would assure the frequent examination of
advisers and funds.

F. Additional Request for Comment

Rule 38a-1 includes provisions designed to promote the chief compliance
officer's independence from fund management while still maintaining her
effectiveness. The fund's board of directors must approve the chief
compliance officer's designation and compensation, and has the sole power

to remove her from her position.2Z The chief compliance officer reports
directly to the board, and must meet with the independent directors in

executive session at least annually.28 The rule also protects the chief
compliance officer by prohibiting persons from coercing or fraudulently

influencing her in the course of her responsibilities.22 Today, in addition to
adopting rule 38a-1, we request comment on these provisions. Are there
other measures (or refinements to these provisions) that would further
enhance the independence and effectiveness of chief compliance officers
under the rule? We also request comment whether our definition of the
"material compliance matters" that must be reported to fund boards by
chief compliance officers adequately addresses our concern that fund
boards receive compliance information they reasonably need to know in

order to oversee fund compliance.109
I1I. Effective Date

New rules 38a-1 and 206(4)-7 and the amendments to rule 204-2 will be
effective on February 5, 2004. The compliance date of the new rules and
rule amendments is October 5, 2004. On or before the compliance date, all
funds and advisers must have designated a chief compliance officer and
fund boards must have approved the chief compliance officer. In addition,
on or before the compliance date, funds and advisers must adopt
compliance policies and procedures that satisfy the requirements in the new
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 chief compliance
officer of a fund must submit the first annual report to the board within
sixty calendar days of the completion of the annual review.

Our allowance for a nine month transition period does not reduce the
immediacy of the need for all funds, including those that already have
compliance policies in place, to undertake a review of their policies and
procedures, in light of recent revelations of unlawful practices involving
market timing, late trading, and improper disclosures of nonpublic portfolio
information.

IV. Cost-Benefit Analysis

We are sensitive to the costs and benefits that result from our rules. The
new rules require each fund and adviser to adopt and implement policies
and procedures reasonably designed to prevent violations of the securities
laws, to review these annually, and to designate an individual as chief
compliance officer. In the Proposing Release, we identified possible costs
and benefits of the rules and requested comment on our analysis.

A. Benefits

We expect that fund investors, advisory clients, funds, and advisers will

benefit from the new rules. Commenters generally agreed that

comprehensive compliance programs are beneficial. Although many funds
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and advisers already have such programs in place, the new rules will make
this standard practice for all funds and advisers. One commenter, a
compliance officer, noted that the benefits of the new measures in the form
of increased investor protection would far exceed the costs.

Requiring funds and investment advisers to design and implement a
comprehensive internal compliance program will serve to reduce the risk
that fund investors and advisory clients (collectively, "investors") will be
harmed by violations of the securities laws. With limited exception,
commenters agreed that comprehensive written compliance programs are
the first line of defense in investor protection. Recent allegations of
violations related to market timing and late trading confirm the need for
strong compliance programs that do not permit compliance objectives to be
subordinated to the business objectives of fund advisers or their affiliated
persons.

The appointment of a chief compliance officer for each fund will also provide
important investor protection benefits. Funds currently rely on multiple
compliance personnel working for different service providers. Fund boards
do not receive compliance information directly from these compliance
officers; it is filtered through the management of the fund's investment
adviser or other service providers. We believe these structures have
contributed to serious compliance lapses that are now the subject of our
enforcement actions. Rule 38a-1, by requiring each fund to have a
compliance officer who serves at the pleasure of the fund's board and who
is responsible for oversight of these service providers, and who cannot be
unduly influenced will strengthen the hand of compliance personnel by
giving them a direct line of reporting to the fund board that is not controlled
by management.

The rules will also benefit funds and investment advisers by diminishing the
likelihood of securities violations, Commission enforcement actions, and
private litigation. For a fund or adviser, the potential costs associated with a
securities law violation may consist of much more than merely the fines or
other penalties levied by the Commission or civil liability. The reputation of
a fund or adviser may be significantly tarnished, resulting in redemptions
(in the case of an open-end fund) or lost clients. Advisers may be denied

eligibility to advise funds.12L In addition, advisers could be precluded from
102

serving in other capacities.===

The designation of a chief compliance officer also should enhance the
efficiency of funds' and advisers' operations by centralizing responsibility for
the compliance function. While many commenters agreed that fund and
investment adviser compliance benefits from clear allocation of compliance
responsibilities, they argued that large firms would benefit little from
requiring a single person to be designated. We believe that the designation
of a single officer will increase the coordination with which distributed
compliance functions are executed.

In addition, because the new rules complement our examination program
for investment advisers and for fund complexes, they will enhance our
ability to protect investors. The existence of a structured compliance
program at funds and investment advisers, together with the designation of
a chief compliance officer to serve as a point of contact, will facilitate the
examination staff's efforts to conduct each examination in an organized and
efficient manner and thus to allocate resources to maximize investor
protection. Most commenters noted that the proposed rules would enhance
the effectiveness of the Commission's examination program and oversight
of funds and advisers.

B. Costs
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The new rules will result in some additional costs for funds and investment
advisers, which, in the case of funds, we expect would be passed on to
investors. A number of commenters expressed concern about the costs that

the new rules would impose.123 One commenter, noting that existing
compliance mandates place a significant burden on investment advisers,
expressed concern that the costs of hew compliance obligations might
outweigh the benefits. However, because all funds and most investment
advisers currently have some written compliance policies and procedures in
place, the costs of the new rules in many instances already are reflected in
the fees investors currently pay.

We would expect that funds and advisers with substantial commitments to
compliance would incur only minimal costs in connection with the adoption
of the new rules as they reviewed their internal compliance programs for
adequacy. Funds and larger advisory firms typically have adopted and
implemented comprehensive, written policies and procedures. Many of
these funds and advisers also have well-staffed compliance departments.
Many conduct periodic reviews of their compliance programs and some hire
independent compliance experts to review the adequacy of their compliance
programs and the effectiveness of their implementation.

A number of commenters expressed particular concern about the relative

cost of the new rules for small investment advisers.124 This concern is
consistent with our experience that investment advisers (as well as small
funds) are less likely than their larger counterparts to have comprehensive,
written internal compliance programs in place. Based on our examination
experience, we estimate that as many as one half of SEC-registered
investment advisers do not have comprehensive, written internal
compliance programs in place.

However, we expect a number of factors will enable small investment
advisers to control and minimize these costs. Because small firms typically
engage in a limited number and range of transactions and have one or two
employees, their internal compliance programs would be markedly less

complex than those of their large firm counterparts.192 In addition, we
anticipate that these firms will turn to a variety of industry representatives,
commentators, and organizations that have developed outlines and model

programs that these firms can tailor to fit their own situations.128 If these

firms need individualized outside assistance, we expect that the number of
independent compliance experts will grow to fill this demand at competitive
prices, as has been the case in comparable situations. Estimates of the cost

of developing compliance policies and procedures vary greatly depending on
107

the type of help that an investment adviser seeks.>=~

The requirement that each investment adviser designate a chief compliance
officer likely will impose only a minimal cost. Many investment advisers
already have large compliance staffs headed by an individual who officially

or effectively serves as a chief compliance officer.198 For other investment
advisers, costs associated with designating a chief compliance officer also

would be minimized by the fact that the new rules would not require firms

to hire an individual exclusively charged with serving in this capacity.102

One commenter characterized the chief compliance officer requirement as
unduly burdensome because it would conflict with the complex and varied
organizational structures of investment advisers. As noted above, we
believe that it is important for each firm to have one person who
coordinates compliance efforts on behalf of the firm, even though that
individual may rely heavily on others within and outside the firm for
assistance. The cost to funds of appointing a chief compliance officer also
should not be significant. Like many investment advisers, many fund
complexes already have large compliance staffs headed by an individual
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who officially or effectively serves as a chief compliance officer. We expect

this individual will typically be qualified to serve the fund's board of
110

directors as the fund's chief compliance officer.===

We anticipate that costs associated with the annual review requirement also
will be limited. Many large funds and investment advisers with
comprehensive compliance programs periodically review portions of their
compliance programs. These firms may incur a cost associated with
transforming their periodic reviews into a more systematic annual review,
but this cost is difficult to quantify. Most of the firms without any review
mechanism in place are small. For these firms, the annual review
requirement likely will be less extensive and, therefore, less costly than for
their larger counterparts. We have determined that requiring more frequent
reviews would impose unnecessary costs on funds and advisers.

Several commenters stated that there would be a substantial cost
associated with the requirement that fund boards approve the compliance
policies and procedures and review the annual report prepared by the chief
compliance officer. We have clarified in this release that the new rules do
not require the board of directors to read every policy and procedure. The
board may make its decisions about the adequacy of the compliance
policies and procedures based on summary reports. Similarly, the board's
review of the chief compliance officer's annual report should focus on
ensuring that the compliance programs of the fund and its service providers
are reasonably designed and functioning effectively. In light of these
clarifications, we do not believe that funds will incur excessive costs in
connection with board oversight of compliance under the new rules.

One commenter, a large fund complex, suggested that there would be
substantial recordkeeping costs associated with the new rules, and
suggested that firms be required to maintain for five years copies of only
those policies and procedures that form the backbone of the firm's
compliance program. Because records may be maintained electronically, the
cost of maintaining copies of all compliance policies and procedures in place
during the past five years will be contained.

V. Consideration of Promotion of Efficiency, Competition and Capital
Formation

Section 2(c) of the Investment Company Act [15 U.S.C. 80a-2(c)] and
section 202(c) of the Advisers Act [15 U.S.C. 80b-2(c)] mandate that the
Commission, when engaging in rulemaking that requires it to consider or
determine whether an action is necessary or appropriate in the public
interest, to consider, in addition to the protection of investors, whether the
action will promote efficiency, competition, and capital formation.

As discussed above, the new rules would require funds and investment
advisers to adopt and implement written policies and procedures designed
to prevent violations of the federal securities laws, and review those policies
and procedures at least annually. Although we recognize that a compliance
program may divert resources from funds' and advisers' primary
businesses, we expect that the new rules may indirectly increase efficiency
in @ number of ways. These compliance programs should increase efficiency
by deterring federal securities law violations, or by facilitating the fund's or
adviser's early intervention to decrease the severity of any violations that
do occur. In addition, funds and advisers will be required to carry out their
internal compliance functions in an organized and systematic manner, which
may be more efficient than their current approach to these functions. The
existence of an industry-wide compliance program requirement may
enhance efficiency further by encouraging third parties to create new
informational resources and guidance to which industry participants can