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 Risk Management Issues for Registered 

Investment Companies 

 by Stephen H. Bier and Matthew A. Wolfe  

  T
he market events beginning in the summer of 2007 and their impact on the 

investment management industry has resulted in an increased focus on risk 

management and oversight by registered investment companies and their 

boards. While this focus has not yet resulted in new regulatory obligations, 

a number of fund groups have recently taken steps to address risk management in a more 

systematic and transparent manner. At the same time, numerous legislators, regulators and 

others have spoken in favor of some type of systematic risk regulator  and it is possible, if  

not likely, that there will be legislative and regulatory efforts to insert this function into our 

financial regulatory system. With or without this type of macro-level systematic risk regula-

tion, what should investment companies be doing now with respect to risk management?  

 For example, should investment companies 
and/or investment advisers be required to appoint 
chief  risk officers much like they are required 
to appoint chief  compliance officers? If  not, are 
there other ways for the risk management function 
of funds and advisers to be formalized or other-
wise addressed in a more comprehensive manner? 
This article will explore these issues. 

 In considering risk management for invest-
ment companies, a good place to start is with the 

Investment Company Act of 1940 (the Act) itself. 
The Act was adopted in large part to combat a 
number of abusive practices that occurred prior to 
regulation. While many of these practices related 
to outright fraudulent behavior and overreach-
ing by fund sponsors, Section 1 of the Act also 
enumerates certain practices that were viewed as 
excessively risky, including “excessive borrowing 
and the issuance of excessive amounts of senior 
securities” that “unduly increase the speculative 
character of their junior securities,” operating 
“without adequate assets or reserves” and more 
generally employing “unsound or misleading 
methods.” 1    
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 Many sections of the Act specifically mandate 
risk reducing conduct. Section 5 requires an invest-
ment company to classify itself as either “diversi-
fied” or “non-diversified” and, if  diversified, to 
keep at least 75 percent of its assets in specified 
investments without investing more than 5 per-
cent of its total assets in any one issuer or owning 
more than 10 percent of the voting securities of 
such issuer. Section 8(b)(1) requires an investment 
company to recite, in its registration statement, its 
“fundamental” policies which include their diver-
sification status as well as other potentially risky 
investment practices, including: borrowing money; 
the issuance of senior securities; engaging in the 
business of underwriting securities issued by other 
persons; concentrating investments in a particular 
industry or group of industries; 2    the purchase and 
sale of real estate and commodities; and making 
loans to other persons. Section 13 marries the risk 
management and disclosure aspects of the Act by 
prohibiting a presumably safer diversified company 
from becoming non-diversified, and preventing an 
investment company from changing its other fun-
damental policies without shareholder approval. 

 Section 12(d) of  the Act places limits on 
acquisition by investment companies of securi-
ties of other specific businesses. Of particular 
note, Section 12(d)(3) makes it unlawful, subject 
to certain exceptions, for a registered investment 
company (or a company controlled by the invest-
ment company) to purchase or otherwise acquire 
any security issued by or any other interest in the 
business of any person who is a broker, dealer, 
underwriter, or an investment adviser. The strict 
prohibition on owning securities issued by “secu-
rities related issuers” was, among other things, 
designed to protect investors from the risks of 
investing directly in the securities industry.  

 This strict prohibition is mitigated by Rule 12d3-
1(b) under the Act, which permits such investments, 
but which places limits on a fund’s investments in a 
“securities related issuer,” including that not more 
than 5 percent of the fund’s total assets may be 
invested in any one such issuer’s securities. Thus 
even without an explicit risk management program, 
an investment company has a built-in means of 
counterparty risk management that resulted in lim-
iting its exposure to such organizations as Lehman 
Brothers and Bear Stearns. In addition, because 
most over-the-counter derivative instruments are 
issued by entities subject to Section 12(d)(3), invest-
ment companies are forced to seek multiple coun-
terparties for their derivative transactions. 

 Section 17 includes a number of provisions that 
relate to risk management. Section 17(g) requires 

funds to obtain a fidelity bond to protect the 
fund against outright misappropriation. Section 
17(f) requires funds to maintain custody of their 
securities with a bank or with a broker-dealer; 
however, custody with a broker-dealer is subject to 
additional Securities and Exchange Commission 
(SEC) regulation pursuant to Rule 17f-1.  

 While the drafters of the Act did not necessarily 
envision Bernie Madoff, broker-dealers are subject 
to much more onerous custody requirements than 
banks. For example, Rule 17f-1 requires, among 
other things, assets custodied with broker-deal-
ers to be verified for each semi-annual reporting 
period and, once a year, by a surprise audit. The 
requirements under Rule 17f-1 are viewed by 
broker-dealers as so onerous that broker-dealer 
custody of investment company assets is exceed-
ingly rare. Instead, funds will typically utilize a 
tri-party arrangement between a bank, broker-
dealer and the investment company to avoid the 
broker-dealer custody of fund assets. 

 Section 18 of the Act regulates the capital 
structure of both open- and closed-end investment 
companies placing limits on borrowing and on the 
ability of closed-end funds to issue senior securi-
ties. Open-end funds are prohibited from issuing 
any senior securities. Section 18 also includes 
specific asset coverage requirements for these bor-
rowings and senior securities.  

 Beginning in the late 1970s, the SEC and its 
Staff addressed the leveraging impacts of a number 
of different transactions not explicitly addressed 
in Section 18, including reverse repurchase agree-
ments, standby commitments, when-issued secu-
rities, written options, swaps, futures contracts, 
forward currency contracts and short sales in a 
release and subsequent no-action letters. 3    In short, 
this guidance interpreted the Section 18 prohibi-
tion on issuing senior securities to apply to transac-
tions that could leverage fund assets unless a fund 
“covered” its obligations under these transactions 
by either entering into offsetting transactions or 
by maintaining sufficient liquid securities to ade-
quately meet its obligations under these transac-
tions. While this is conceptually a simple concept, 
it can present operational challenges to monitor 
properly. In addition, interpreting how to properly 
cover an obligation may raise questions of both 
compliance and credit risk. For example, in certain 
circumstances, a fund may cover its current expo-
sure based on the “mark-to-market” value of the 
position as opposed to the notional value of the 
instrument which can be considerably higher.  

 Another area where regulation was designed 
to address potentially risky practices is the 
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 compensation of investment advisers. Through 
the Investment Advisers Act of 1940’s (Advisers 
Act) restrictions on performance fees, advisers 
to registered investment companies are prohib-
ited from charging performance fees except for 
“fulcrum” fees where the performance fees may 
be adjusted equally upward or downward in rela-
tion to the performance of an appropriate index, 
or in cases where all investors in a fund meet the 
standards of a “qualified client” in Rule 205-3 (for 
example,   $1.5 million in net worth). 4    

 “The performance fee prohibition was included 
in the Advisers Act because of Congressional 
concern that performance fees created incentives 
for advisers to take inappropriate risks in manag-
ing a client’s account in order to increase advisory 
fees.” 5    These concerns regarding risk are combined 
with potential conflicts of interest where an advis-
er manages both asset-based and performance 
fee accounts. This led the SEC to adopt rules 
requiring that fund registration statements provide 
disclosure regarding compensation received by 
fund portfolio managers, both for managing the 
registered investment company as well as other 
accounts. 6    While these restrictions date back to the 
inception of the Act and the Advisers Act, recent 
studies on risk management have focused on the 
effects of improperly incentivized compensation.  

 Fund Compliance Programs 

 The provisions discussed above force investment 
companies to implicitly address risk management 
issues to ensure compliance with the Act. More 
recently the SEC’s adoption of Rule 38a-1 7    requires 
that investment companies develop what is func-
tionally an up-to-date risk management program 
for compliance risks. This rule requires investment 
companies to adopt compliance policies and proce-
dures reasonably designed to prevent violations of 
federal securities laws, appoint a chief compliance 
officer (CCO) who reports to the fund’s board and 
administers the compliance program, and to con-
duct an annual review of the implementation and 
effectiveness of the compliance program.  

 Although legal and compliance risk is one com-
ponent of a full risk management program, the 
approach set forth in Rule 38a-1 provides a useful 
template for a more comprehensive risk manage-
ment program. For example, it covers the invest-
ment company’s service providers (adviser, princi-
pal underwriter, administrator, and transfer agent) 
and involves the management of these service pro-
viders in the implementation of these policies and 
procedures. At the same time, it requires oversight 

by the investment company’s board and provides a 
specific framework for this oversight with a single 
individual, the CCO, charged with responsibility 
to administer the program. In addition, the pro-
tocols that have been developed for compliance 
testing and reporting have tended to utilize a risk-
based approach to compliance, with those areas 
perceived to carry the highest risk being subject 
to more frequent and detailed testing and over-
sight. As discussed below, recent commentary and 
studies on risk management practices prescribe a 
similar enterprise level framework to fully cover a 
firm’s entire risk inventory.  

 What’s the significance of considering the risk 
mitigating nature of certain provisions of the Act? 
First, it can provide valuable evidence regarding how 
well this statutory scheme has functioned to address 
risk during recent market events. While there has 
been specific focus on the problems relating to money 
market 8    and target date funds, 9    both the SEC and 
others might consider going beyond these specific 
areas of concern and looking more broadly at how 
well the Act has functioned during the recent market 
crisis. Perhaps a more granular assessment of spe-
cific provisions, such as the concentration and diver-
sification limitations, the impacts of Section 12(d)(3) 
and Rule 12d3-1, or the anti-leveraging requirements 
of Section 18 would provide useful information. 
Portfolio theory and concepts of risk management 
have certainly evolved since 1940. While the SEC 
and its Staff have utilized their rule-making and 
interpretative authority to keep the Act as current 
as possible, an analysis of such questions as whether 
these provisions have functioned as intended and 
whether the Act provided the necessary flexibility to 
efficiently engage in hedging or other risk mitigating 
techniques, among others, could provide useful data 
to investors and the industry. 

 Second, even for funds that have not yet 
addressed risk management in a comprehensive 
fashion (and recent studies suggest that such firms 
would be far from alone) 10    the risk mitigating 
provisions of the Act can provide a useful frame-
work for developing a stronger risk management 
program. By complying with the Act, a fund will 
have already begun to address counterparty risk, 
liquidity risk, 11    valuation risk, compliance risk and 
a number of other risk areas.  

 Applying the Lessons from the Recent 
Financial Crisis 

 The events of the recent financial crisis offer 
useful guidance to investment companies and their 
service providers with respect to risk management. 
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In the wake of recent market events, there have 
been a number of recent studies, articles and other 
commentary that address risk management issues. 
While this commentary is not specifically intended 
to address registered investment companies and, in 
some instances, was even targeted to other finan-
cial services firms, nevertheless, in reviewing the 
literature, there is a clear consensus regarding cer-
tain best practices and lessons learned that could 
be beneficially applied to investment companies 
and their service providers with respect to port-
folio management issues for advisers, operational 
issues for other service providers and to fund 
boards in carrying out their oversight function.  

 Enterprise-Level Risk Management 

 In March 2008, the Senior Supervisors Group, 
which consists of banking and securities regula-
tors from France, Germany, Switzerland, the 
United Kingdom and the United States, 12    issued a 
report entitled  Observations on Risk Management 
Practice during the Recent Market Turbulence 
 (the SSG Report). The SSG Report surveyed risk 
management practices of various firms worldwide 
and highlighted the “risk management practices 
that may have enabled some firms to weather the 
financial market turmoil better than others.” 13    

 The SSG Report underlined the responsibil-
ity of senior management for implementing and 
emphasizing a firm’s risk management practices, 
evoking the need to set a “tone at the top” and the 
importance of a firm-wide approach to risk man-
agement. A major fault of some firms included 
pressure from senior management to generate 
earnings without guidance on what the appropri-
ate level of risk tolerance should be. While the 
SSG Report looked at these attributes with respect 
to “earnings,” the same analysis could apply for 
investment companies by replacing “earnings” 
with “investment performance.” 

 The SSG Report emphasized the need for 
senior management teams as a whole to include 
people with expertise in a range of risks, given the 
unpredictability of market disruptions. The Group 
found that firms are more likely to maintain a 
risk profile consistent with the board and senior 
management’s tolerance for risk if  they establish 
risk management committees that discuss all sig-
nificant risk exposures across the firm, meet on a 
frequent basis, and include executive and senior 
leaders from key business lines and indepen-
dent risk management and control functions—for 
example, the chief  financial officer and senior 
managers from the legal function and  operations 

areas—as equal partners. A good example of this 
enterprise-wide approach in practice would be a 
situation where an adviser’s portfolio manager 
would like to invest in a complex financial instru-
ment such as a collateralized debt obligation 
(CDO). Before doing so, it is important for the 
adviser to have a process in place to ensure that 
the fund has the operational capabilities to value 
the instrument and that the legal department has 
reviewed the CDO documentation to ensure that 
the terms of the instrument match the portfolio 
manager’s expectations with respect to issues such 
as subordination and other rights. 

 Firms with less hierarchical structures and 
more direct channels of  communication with 
senior managers received better risk information 
from their employees. The breadth and depth of 
internal communication across a firm was also 
critical to risk management success, and the study 
encourages firms to avoid organizational “silos” 
that compartmentalize information. Another 
commentator also observed that most firms did 
not have fully developed risk management pro-
grams in place during the recent financial crisis 
and utilized silos rather than an enterprise wide 
risk management approach. 14    

 Many of the points raised by the SSG Report 
were also reflected in a 2007 speech entitled “Risk 
Management for Broker-Dealers” by Mary Ann 
Gadziala, Associate Director of the SEC’s Office 
of  Compliance Inspections and Examinations 
(OCIE). Ms. Gadziala noted that OCIE found 
that senior management involvement in making 
key risk management policy decisions and docu-
mented periodic review of firm wide limits or risk 
levels for authorized business activities was essen-
tial to successful risk management. 15    

 Similarly, a recent white paper issued by Deloitte 16    
noted that overall responsibility for risk management 
belongs with the CEO, and that in many financial 
institutions, a chief risk offer, or “CRO,” position 
has been established that provides leadership for 
and executes the organization’s risk management 
plans. Under this view, senior management—with 
board input and approval—is the responsible party 
for setting the institution’s risk appetite, and clearly 
communicating it throughout the organization. 

 Another area where senior management partic-
ipation in the risk management process is crucial is 
compensation. As the SSG Report observed,  

  An issue for a number of fi rms is wheth-
er compensation and other incentives 
have been suffi ciently well designed to 
achieve an appropriate balance between 
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risk  appetite and risk controls, between 
short-run and longer run performance, 
and between individual or local business 
unit goals and fi rm-wide objectives. Many 
fi rms are assessing their overall fi nancial 
performance for 2007 and, in light of their 
results, reevaluating their approaches to 
performance-driven compensation and 
other incentives going forward. 17     

 Even though the Advisers Act protects an 
investment company by restricting an investment 
adviser’s ability to receive performance-based com-
pensation from the registered fund, senior manage-
ment at investment adviser entities should carefully 
evaluate their company’s internal compensation 
structure to insure that it is not unduly incentiv-
izing risk-taking behavior by its employees. 

 Board Oversight 

 While fund boards cannot be involved in risk 
management on a day-to-day basis, a board cer-
tainly should oversee the risk management pro-
cesses of a company and be satisfied that such 
processes are adapted to the board’s corporate 
strategy and are functioning as directed. 18    Fund 
boards should be asking fund management how 
fund officers and top management of key service 
providers are addressing risk management issues 
in their activities, particularly with respect to how 
these activities impact the funds themselves. 

 A board’s oversight duty under Delaware law is 
subject to the  Caremark  standard which provides 
that there will be no director liability unless there 
is a lack of good faith as evidenced by sustained 
or systematic failure of a director to exercise rea-
sonable oversight. 19    As noted in a paper authored 
by Wachtell, Lipton, Rosen & Katz (the Wachtell 
Paper), the cases that followed  Caremark  made 
clear that there would no liability unless directors 
intentionally failed to implement any reporting 
and information system, or the directors inten-
tionally refused to monitor such a system, or act 
on any red flags that arose.  

 Nevertheless, while it may be extremely difficult 
to prove a breach of fiduciary duty for failure to 
exercise oversight, the Wachtell Paper suggests 
that boards should be aware that what constitutes 
a red flag and/or conscious disregard may in the 
future be evaluated with heightened scrutiny given 
the prominence of risk management issues in the 
current environment. 

 In addition to state corporate law, fund director 
duties for risk oversight may be shaped by other 

laws and guidelines. For example, the Wachtell 
Paper notes that when determining the effective-
ness of financial controls or in the certification 
of financial statements in compliance with the 
Sarbanes-Oxley Act of 2002, a board should 
inquire as to whether material risks are identified 
and disclosed as part of the process. In addition, 
closed-end funds are often listed on the New York 
Stock Exchange (NYSE), and therefore subject 
to NYSE rules. NYSE rules explicitly require 
an audit committee to “discuss guidelines and 
policies to govern the process by which risk assess-
ment and management is undertaken.” 

 The penultimate concern of the board in this 
area is for the company’s risk management pro-
cess and overall risk management system to be 
not only adequate for compliance purposes, but 
effective in the actual operations of the company. 
Material risks must be adequately identified in 
a timely manner and risk management strate-
gies must be responsive to the company’s specific 
material risk exposures. The Deloitte paper goes 
so far as to advocate a written, clear, detailed, 
and board-approved risk management charter or 
framework that defines risk management roles and 
responsibilities. What is most important, though, 
is that throughout the company, business decision-
making should include consideration of risk and 
risk management and the company should have 
policies and procedures that ensure that necessary 
information with respect to material risks is ade-
quately transmitted to senior executives and, as 
appropriate, to the board or relevant committee. 

 Applying these principles to investment com-
panies, advisers and other key service providers 
should compile a risk inventory applicable to the 
investment companies, and senior management 
and boards should ensure processes are in place to 
address all identified material risks. 

 As noted by the American Bar Association 
Committee on Corporate Law, 20    risk oversight is 
often delegated to a board committee, rather than 
undertaken by a board directly. Audit committees 
are most commonly utilized for this role, but boards 
should consider creating a committee specifically 
dedicated to risk oversight or at least ensuring that 
any standing committee has dedicated meeting 
times to address risk management issues. Because 
the full board is ultimately responsible for risk over-
sight, the full board should also receive information 
about the company’s risk management system and 
the most significant risks that the company faces. 
In order to achieve this, the board, or committee 
charged with risk oversight, should have executive 
sessions with the managers primarily responsible 
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for risk management, which should be provided 
with appropriate information. The Deloitte paper 
even suggests that such sessions might be conduct-
ed “off the record” to encourage candor. 

 Specifi c Areas of Focus 

 The following are examples of recommenda-
tions to manage substantive risk areas that need 
to be addressed at a firm-wide level. While not 
tailored specifically to investment companies and 
their advisers, the analysis and advice below with 
respect to valuation risk and credit risk is largely 
transferable. 

 Valuation Risk 

 A firm’s valuation process and abilities are 
always a concern of the board and management, 
and central to risk management, as recognized 
by both the SSG and Deloitte publications. The 
reports underline the importance of a firm’s abil-
ity to value and measure the risk associated with 
all transactions. The SSG Report suggests that 
firms should have a more active approach to veri-
fying their valuations using internal resources in a 
coordinated, centralized fashion. This report also 
recommends that firms enforce discipline internal-
ly in marking their assets to their estimated prices, 
using consistent marks across both proprietary 
positions and financed counterparty positions. 
The SSG Report even suggests that during periods 
of market turmoil it is helpful for firms to test 
the accuracy of their valuations through, among 
other things, selling a sufficient portion of their 
exposure to observe an actual market price and 
monitoring disputes over the market value of col-
lateral posted by counterparties to help mark their 
own holdings of the same or similar securities.  

 Investment advisers should review their policies 
to consider these types of issues. This could include 
assessing the methodologies used to value certain 
types of complex instruments held by a fund (for 
example, derivatives and asset-backed securities) as 
well as considering enhancements to procedures for 
testing valuations provided by third parties, such as 
valuation services. If this review results in proposed 
changes to fund valuation policies, this would 
require board approval, and the implementation 
of these changes would also likely require coordi-
nation with other fund service providers to ensure 
that operational issues are properly addressed. 

 The practice of testing valuations of illiquid 
products against actual trade prices can reveal 
valuation anomalies that can provide an early 

warning signal to risk managers about valuation 
model errors and changing market conditions. 
OCIE has also found that internal audit depart-
ments can play a large role in effective risk miti-
gation by establishing the appropriate cycles of 
review and effectively monitoring timely corrective 
action responsive to audit findings. For investment 
advisers that do not have an internal audit func-
tion, this review could be undertaken by compli-
ance, the fund administrator, or even a third party 
consultant. 

 Valuation of over-the-counter derivatives, such 
as structured credit products, is particularly chal-
lenging, especially as such valuation has moved to 
model-based efforts instead of transaction-based 
information, often creating less reliable valuations 
and greater pricing risk. The SSG Report suggests 
firms should give particularly thorough consider-
ation to the interplay of the market sensitivities 
of derivative exposures, notional limits, value-at-
risk (VaR), static single-factor stress tests, and 
historical and forward-looking scenario analy-
sis. The commonly-made simplifying assumption 
made in some models that correlation between the 
prices of certain instruments will follow histori-
cal relationships is often detrimental. Many firms 
are planning to change the volatility estimates 
in their VaR methodologies to make them more 
sensitive to volatility spikes. Among the biggest 
problems with current valuation practices identi-
fied in the Deloitte paper was that valuation and 
monitoring measures of structured credit trading 
positions often do not adequately evaluate the 
underlying collateral, leading to underestimated 
risk exposures. Some valuation and risk models 
fail to use current spread information and do not 
build newer, complex products into the existing 
risk infrastructure. Other models use assump-
tions that attempt to map complex instruments to 
general index type exposures, thereby ignoring the 
products’ specific risks. Continuous and thorough 
analysis of this nature should be done internally 
by the investment adviser to identify weaknesses 
and anomalies. To the extent that this analysis 
results in enhancements to its processes, manage-
ment should bring both the identified problems 
and proposed solutions promptly to the board’s 
attention, and a continuing dialogue with the 
board should be undertaken in evaluating the suc-
cess of the implemented responses. 

 Market and Credit Risk 

 In addition to the risks attendant with respect 
to investment in difficult to value instruments, all 
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types of firms are subject to the general risks of the 
marketplace and inherent in dealing with counter-
parties. Of course, the degree to which a firm is sub-
ject to such risks has a lot to do with market cycles, 
as well as the unique business practices of the firm. 
With respect to the recent market turmoil, the top 
four sources of systemic risk cited in Deloitte’s 
survey were: increased use of leverage to finance 
investments, credit risk cycles and asset valuation 
bubbles, the inability of markets and regulators to 
identify excessive aggregate risk and the increase in 
linkages and interconnectedness of markets pro-
duced by globalization. Having precise and effective 
risk management tools in place at a firm-wide (that 
is, adviser) level  before  these types of systemic risks 
loom large are crucial to the successful navigation 
of risk in the marketplace over time. 

 One risk that can be particularly important for 
investment advisers to properly consider is basis 
risk or correlation risk within an asset class, as well 
as correlation risk more broadly. As noted in the 
SSG Report, some firms are reconsidering what 
should be treated as a true hedge for risk manage-
ment objectives. The use of both “conditional” 
and “unconditional” measures of market risk to 
provide information and limit risk was found to 
be beneficial. Additional risk measures that have 
been taken include those that reflect differences 
in assumed levels of correlations between market 
variables in benign versus stressed market condi-
tions. All types of firms need sufficient abilities 
to identify consolidated, firm-wide, single- factor 
stress sensitivities, and concentrations. 

 Firm-Specifi c Risks 

 As OCIE’s survey found, a firm also needs to 
be mindful of risks arising in its own day-to-day 
operations. Firms should have an effective recon-
ciliation process to ensure data integrity and com-
pleteness, and should consider having a dedicated 
group and/or committee effective in identifying 
and establishing controls for operational risks. 
OCIE recommends integrating all systems and 
material operational risks in reports to and discus-
sions with senior management. As the Deloitte 
paper also notes, firm-wide consistent approaches 
to data, models, and processes are necessary to 
compile an aggregated view of the firm’s risk. Of 
course, it is more helpful if the models themselves 
cover all types of risks—liquidity, credit, market, 
and valuation risks, in addition to new products, 
overlooked exposures and new and emerging risks. 
With respect to an investment company, a board 
should inquire of its service providers with respect 

to these firm-specific risks and ascertain how new 
products (for example, the launch of a new fund) 
would be incorporated into these risk management 
processes.  

 An obvious but important point to take away 
from the varied studies on risk management in 
the wake of the recent financial crisis is that the 
effectiveness of government regulation and self-
regulation of firms through their implemented 
risk management frameworks is mainly driven 
by  compliance with the discrete provisions of 
such regulations and frameworks. To successfully 
manage risk, firms must not only have complete 
up-to-date  written legal and compliance policies 
and procedures, but they must also effectively 
monitor and surveil compliance and legal issues. 
Key  ingredients to  successful risk management 
mentioned by OCIE, for example, include legal 
and compliance committee approval participa-
tion for new and high-risk business, products or 
transactions, the clear assignment of authority 
and responsibility for legal and compliance, and a 
strong overall compliance culture at the firm. As 
noted above, the requirements of Rule 38a-1 afford 
investment companies a large head start to accom-
plish this, although funds and their service provid-
ers can be expected to go deeper into this process.  

 Transparency and Disclosure 

 Related to all compliance and risk management 
framework issues raised herein is the importance 
of providing clear, easily understood, risk-related 
information to the outside world in an appropriate 
level of detail. The legal and compliance functions 
of  registered investment companies know the 
basic SEC guidelines for the type of risk disclo-
sure they are required to provide to their investors. 
However, it is also important for fund operations 
and management personnel, including portfolio 
managers, to be fully informed of the risk profile 
of the products that they are overseeing or manag-
ing as it is presented to the public, and to conduct 
investment operations accordingly. Transparency 
and disclosure are enhanced if  management is 
actively involved in creating and updating risk 
disclosure. As discussed throughout this article 
and in others, senior management is ultimately 
responsible for setting the company’s risk stan-
dards, and thus a regular review of risk disclosure 
is useful in encouraging management to effectively 
articulate those standards. As the Deloitte paper 
suggests, senior management should actively mon-
itor contingent exposures and be prepared to take 
action. Identifying important potential risks and 
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 providing clear information about those risks is 
a necessary part of a company’s risk disclosure 
process. 

 Conclusion 

 Risk management in the financial services sec-
tor has been subject to increased scrutiny follow-
ing recent market events. Although practices vary 
widely by firm, studies have shown that many 
firms have not yet fully developed comprehensive 
enterprise wide risk management programs. With 
respect to investment companies, the Act provides 
funds and their service providers some level of 
built-in risk management architecture that is needed 
to comply with a number of the Act’s compliance 
requirements. Recent developments should provide 
an incentive for investment companies and their 
service providers to bring these programs to the 
next level with respect to being more comprehen-
sive, and better integrated, and developing a more 
formal reporting and oversight structure at the 
Board level. 

 NOTES 

 1.  See  Sections 1(b)(7),(8) and (5) of the Act. 

 2. SEC Staff guidance further provides this policy must com-
mit a fund to investing either more or less than 25 percent of 
its assets in such an industry or group of industries.  See  First 
Australia Fund, Inc., SEC No-Action Letter (pub. avail. July 
29, 1999). 

 3. Inv. Co. Act Rel. No. 10666, (Apr. 18, 1979); Dreyfus 
Strategic Investing & Dreyfus Strategic Income, SEC No-
Action Letter (pub. avail. June 22, 1987); Merrill Lynch Asset 
Management, L.P., SEC No-Action Letter (pub. avail. July 2, 
1996);  see also http://sec.gov/divisions/investment/senior securities-
bibliography.htm.  
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