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 Compliance Corner

— By: Stephen H. Bier, Aisha Hunt, and Jonathan R. Massey, Dechert LLP* 

So You Want to be a Mutual Fund Manager

So you are an investment adviser 
registered with the Securities and Ex-
change Commission (“SEC”) under the 
Investment Advisers Act of 1940, as 
amended (“Advisers Act”). You cur-
rently manage separate accounts and, 
perhaps, one or more private funds, but 
you are interested in getting into the reg-
istered fund business. As an SEC regis-
tered adviser, you have already adopted 
compliance policies and procedures 
pursuant to Rule 206(4)-7 of the Advisers 
Act and you are certainly eligible to ad-
vise a registered investment company.1 

So you’re good to go? . . . Not so fast. 
In addition to the business ques-

tions relating to managing a registered 
fund, which are significant,2 you will 
likely need to reorient your compliance 
policies and procedures from the prin-
ciples-based approach that generally 
defines the Advisers Act to the more 
structured rules-based system under 
the Investment Company Act of 1940, 
as amended (the “Investment Company 
Act”). This article seeks to:

• summarize the differing regulatory 
approaches of the Advisers Act 
and the Investment Company Act, 
while also showing how SEC rule-
making and the exercise of its regu-
latory and enforcement authority 
has made these two statutes more 
alike; and 

• provide a non-exhaustive list of cer-
tain compliance requirements that 
advisers will need to address to serve 
as an adviser to a registered fund.

Comparing the “Principles-Based” 
Advisers Act with the “Rules-
Based” Investment Company Act

Congress passed both the Invest-
ment Company Act and the Advisers 
Act in 1940, with the aim of protect-
ing investors; however Congress took 
different approaches with these two 
statutes, mandating a number of sub-
stantive requirements for investment 
companies but generally relying more 
on registration, disclosure and general 
fiduciary-based principles for invest-
ment advisers. 

Recalling the circumstances prior 
to 1940 is helpful in understanding the 
reason for Congress’ approach. During 
the 1920s and 1930s, many investment 
companies had engaged in practices 
that served to benefit advisers or other 
interested parties at the expense of fund 
investors, often by using non-transpar-
ent and complex structures that were 
difficult, if not impossible, for investors 
to understand. To address these abuses, 
Congress designed the Investment Com-
pany Act around a number of specific re-
quirements that aimed to prevent similar 
abuses from reoccurring. In addition to 
prohibiting specific conduct by invest-
ment companies, Congress also man-
dated that independent directors would 
make up at least 40% (later changed to a 
majority) of each investment company’s 
board of directors. The independent di-
rectors would serve to protect the inves-
tors’ interests, and address the types of 
conflicts of interest that had contributed 
to past abuses. 

In the view of many commentators, 
Congress passed the Advisers Act as 
a supplement to the more substantive 
Investment Company Act. According to 
this view, the Advisers Act would serve 
primarily as a disclosure and anti-fraud 
statute. Disclosure by advisers would 
backstop the Investment Company 
Act and also provide a broader scope 
of protection by requiring advisers to 
refrain from fraudulent activity when 
dealing with all their clients including, 
but not limited to, registered investment 
companies. 

While the Advisers Act is still per-
ceived as a disclosure-based statute,3 
many advisers who do not advise reg-
istered funds know that this view is 
less connected to the current reality of 
complying with the Advisers Act.

The Advisers Act and its Drift 
Towards More Substantive 
Regulation 

The SEC has gradually used both 
its indirect and direct rule-making 
authority, as well as its enforcement 
and regulatory authority,4 to expand 
the substantive requirements of the 
Advisers Act.

For example, Section 206 of the Ad-
visers Act essentially prohibits fraud, 
and paragraph four of the same section 
gives the SEC the authority to adopt 
rules defining acts, practices and 
course of business that are fraudulent, 
deceptive or manipulative. Pursuant 
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to that authority the SEC adopted Rule 
206(4)-1 specifically defining certain 
advertisements as fraudulent, decep-
tive or manipulative. These require-
ments have been further expanded by 
numerous SEC staff interpretations. 
Thus, while the Advisers Act is still 
largely a principles-based statute that 
broadly defines fraudulent practices 
and generally allows advisers to devel-
op their own methods of compliance, 
it has been evolving into a more rules-
based regime for some time.

Understanding Compliance 
Obligations Under the Investment 
Company Act

The public policy interests that Con-
gress seeks to protect via the Invest-
ment Company Act are explicitly set 
forth in the Act’s first section and cover 
such areas as (i) providing investors 
with complete and accurate informa-
tion; (ii) serving the best interests of 
all classes of shareholders and not the 
advisers’ interests; (iii) not employing 
ownership and governance structures 
that plainly conflict with the best in-
terests of shareholders; (iv) engaging 
in appropriate accounting practices, 
including independent auditing; (v) ob-
taining shareholder approval before 
certain major events; (vi) restrictions 
on borrowing or issuing senior securi-
ties to the extent that doing so would 
make junior securities unduly specu-
lative; and (vii) undergoing continuous 
operation and providing daily liquidity 
to shareholders. Accordingly, advisers 
entering the registered fund business 
should be aware that they are consent-
ing to a regulatory regime that very 
specifically defines how to act in the 
best interests of shareholders. 

Compliance Policy Approaches: 
Moving from the Advisers Act to 
the Investment Company Act

All SEC-registered investment ad-
visers are required to have a compli-

ance program and a chief compliance 
officer (“CCO”) under Rule 206(4)-7 of 
the Advisers Act. In the release adopt-
ing the compliance requirements for 
the Investment Company Act and the 
Advisers Act,5 the SEC stated that it 
expects advisers’ policies and proce-
dures to address, among other items, 
equitable allocation of investment op-
portunities, preventing proprietary or 
personal trading that would conflict 
with client interests, safeguarding cli-
ent assets and personal information, 
best execution practices, the use of 
“soft dollar arrangements,” valuation 
procedures and business continuity 
(i.e., disaster recovery) plans. The Com-
pliance Rule Release further stated that 
areas where Investment Company Act 
Rule 38a-1 would likely require compli-
ance polices for registered funds in-
clude: preventing self-dealing with af-
filiated persons, protecting non-public 
information, complying with investment 
company governance requirements, 
preventing market timing, and install-
ing specific valuation procedures for 
portfolio instruments without readily 
ascertainable market values. Whether 
these policies are classified as “fund 
policies” or “adviser policies” for the 
purposes of Rule 38a-1 is irrelevant. 
The important thing is that an adviser 
to a registered fund would be expected 
to comply with these requirements. In 
particular, valuation policies for reg-
istered funds may be more detailed 
than those used by private funds and 
incorporate the registered fund board’s 
statutory role to oversee the valuation 
process. Registered fund valuation 
policies have competing aims of utiliz-
ing the adviser’s specific knowledge of 
security values and market conditions, 
while protecting against the conflicts 
inherent in portfolio management per-
sonnel participating in the valuation 
process.

Further, depending on the adviser’s 
role in managing a registered fund, 
adding an investment company as a 
client may not only result in requiring 

compliance with specific Investment 
Company Act rules such as Rule 17a-7 
(cross trades), Rule 17e-1 (trading with 
an affiliated broker) and Rule 10f-3 (pur-
chasing in an affiliated underwriting), 
but the fund CCO (who is often an advis-
er employee) may also be responsible 
for overseeing compliance of the fund’s 
distributor, administrator and transfer 
agent. Accordingly, the compliance 
personnel of an adviser to a registered 
fund should have an understanding of 
these non-investment areas and an in-
frastructure to ensure that it can meet 
any compliance oversight obligations. 
Even where a registered fund chooses 
to utilize a third party administrator or 
specialty compliance firm to oversee 
these non-adviser areas, the adviser’s 
compliance and operational personnel 
should have some familiarity with the 
compliance activities of these other 
service providers.  

Addressing Investment Company 
Act Investment Restrictions 

In addition to building out compli-
ance programs to comply with Rule 
38a-1 of the Investment Company Act, 
advisers may need to modify their strat-
egies and accompanying investment 
policies to comply with certain invest-
ment restrictions set by the Investment 
Company Act. Advisers should consider 
the following restrictions when assess-
ing whether their particular strategies 
can be successfully translated to a reg-
istered fund. Please note that the dis-
cussion below is necessarily brief and 
does not capture a number of nuances 
and applications, for example, how to 
address derivatives for the purposes of 
meeting these requirements. 

Daily Redemptions and Liquidity

Open-end funds must offer daily re-
deemable securities. Under Rule 22c-1, 
shares must be priced each day mar-
kets are open. As a result of this daily 
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Continued on page 15

liquidity, an open-end investment com-
pany may not hold more than 15% (5% 
for money market funds) of its assets in 
illiquid securities. Liquidity is defined as 
the ability to dispose of an asset at ap-
proximately its carrying value in seven 
days (not business days). This require-
ment is not applicable to closed-end 
funds. 

Senior Securities and Leverage 

Section 18 limits a registered fund’s 
ability to issue senior securities and le-
verage its portfolio. It permits borrow-
ing from a bank provided that there is 
300% asset coverage. The SEC has also 
taken the position that Section 18 limits 
a fund’s ability to utilize certain instru-
ments that can create future indebt-
edness including short sales, reverse 
repurchase agreements and derivative 
transactions, such as swaps, futures, 
and written options. When a registered 
fund uses these instruments, it is re-
quired to “cover” its future obligations 
by either entering into an economically 
offsetting position or by segregating 
sufficient liquid assets sufficient to 
meet its future obligations.6  

Names Rule

Section 35(d) provides that an in-
vestment company may not adopt a 
misleading name. Pursuant to Rule 35d-
1, a fund that suggests a particular type 
of investment (e.g., equities or bonds) or 
investment in a particular industry must 
invest at least 80% of their assets (net 
assets plus borrowings) in that type of 
investment or industry. These require-
ments apply to terms such as “equity,” 
“fixed income,” “international,” and 
“large-cap.” However, certain invest-
ment terms used in fund names such 
as “focused,” “super concentrated,” 
“growth,” “income,” and “managed 
futures” are viewed as suggesting an 
investment strategy rather than type of 
investment and are not subject to the 
“80% test.” 

Investment Company Act 
Diversification

Section 5 provides that a fund may 
elect to be diversified or non-diversi-
fied. A diversified fund is one which, 
with respect to 75% of its assets, the 
fund is invested in cash and cash items 
(including receivables), U.S. Govern-
ment securities, securities of other in-
vestment companies, and other securi-
ties limited in respect of any one issuer 
to an amount not greater in value than 5 
per centum of the value of the total as-
sets of such management company and 
to not more than 10 per centum of the 
outstanding voting securities of such 
issuer. Any fund not meeting this test 
is deemed non-diversified; however, 
even non-diversified funds must gener-
ally still meet certain Internal Revenue 
Code diversification requirements. A 
fund cannot change from diversified to 
non-diversified without a shareholder 
vote; however, with certain limitations, 
a non-diversified fund may change its 
policy without a shareholder vote.  

Whether to elect to be a diversified 
fund under the Investment Company 
Act is primarily a marketing decision. 
To the extent that electing to be a diver-
sified fund would likely interfere with 
an intended investment strategy, funds 
generally elect to be non-diversified. 

Concentration Policy

Concentration refers to a fund invest-
ing more than 25% of its total assets in a 
particular industry or group of industries. 
A fund must disclose its policy regard-
ing concentration and may not change 
this policy without a shareholder vote. 
With limited exceptions, a fund may not 
reserve freedom of action to adjust from 
concentrating to not concentrating in a 
particular industry. In addition, while a 
fund is generally free to provide its own 
reasonable definitions of industries, the 
SEC staff has taken certain positions 
regarding particular industry classifi-
cations, such as with privately issued 
mortgage-backed securities. 

Investments in Other Investment 
Companies

Section 12(d)(1)(A) limits a fund’s 
ability to invest in other registered in-
vestment companies such that a fund 
may not hold more than 3% of another 
registered investment company’s vot-
ing securities, invest more than 5% of 
its assets in another registered invest-
ment company or 10% of its assets in 
the securities of other registered invest-
ment companies. There are several ex-
clusions to these requirements such as 
Rule 12d1-1 which essentially excludes 
money market funds from these restric-
tions and Rule 12d1-2 which permits 
funds to invest in affiliated investment 
companies beyond these limitations 
with certain restrictions. In addition, a 
number of funds have received exemp-
tive relief from the SEC to exceed these 
limitations or to invest in both affiliated 
funds and derivatives. 

Securities Related Issuer 
Requirements 

Section 12(d)(3) limits a fund’s 
ability to invest in a security or other 
interest in a broker-dealer, underwriter 
or investment adviser (i.e., a securities 
related issuer). Pursuant to Rule 12d3-
1, a fund may purchase a security from 
an unaffiliated securities related issuer 
without limitation where the securities 
related issuer received less than 15% 
of its gross revenues in its most recent 
fiscal year from securities related 
activities. For securities related issuers 
that do not meet this 15% test, a fund 
may invest in securities issued by such 
firms (if they are not affiliated with the 
fund’s adviser or distributor) pursuant 
to the following limitations: the fund 
cannot have more than 5% of its total 
assets in securities issued by the 
securities related issuer and the fund 
(i) cannot own more than 5% of any 
class of the securities related issuer’s 
equity securities and (ii) cannot own 
more than 10% of the principal amount 

COMPLIANCE CORNER continued from page 13



MAY 2013IAA  NEWSLET TER -  15  -

117 C.F.R. 203A-1 (advisers to registered investment 
companies must be registered with the SEC; however, 
under the same rule, if an adviser is not already 
registered with the SEC, advising a registered invest-
ment company is alone a sufficient basis to register 
with the SEC). 
2The business issues related to managing an invest-
ment company are numerous and beyond the scope 
of this article (including, for example, key issues such 
as sponsoring new funds, serving as sub-adviser, or 
other arrangements).  After evaluating this question, 
firms would face additional questions, such as distri-
bution options and the selection of service providers.  
3See, e.g., Goldstein v. SEC, 451 F.3d 873, 876 (D.C. Cir. 
2006) (Court reiterates view that Congress’ intent in 
enacting the Advisers Act was to protect investors 
by ensuring adequate disclosure by investment 
advisers).
4See, B. Barbash and J. Massari, The Investment 
Advisers Act of 1940: Regulation by Accretion, 39 
Rutgers Law Journal 627 (2008) for a discussion of 
how the SEC has used its enforcement authority to 
impose more substantive requirements on advisers, 
particularly in the area of trading practices.
5Compliance Programs of Investment Companies and 
Investment Advisers, Release Nos. IA–2204; IC–26299 
(Dec. 17, 2003) (the “Compliance Rule Release”).
6In a recent concept release, Use of Derivatives by 
Investment Companies under the Investment Compa-
ny Act of 1940, Release No. IC-29776 (Aug. 31, 2011), 
the SEC discussed the asset coverage obligation 
under Section 18 and noted that many funds meet this 
obligation with respect to derivative instruments that 
are contractually required to cash settle by segregat-
ing the daily “mark to market” amount as opposed to 
segregating the notional amount of the contract. The 
Commission sought comment on these practices.

IAA’s Online Advocacy ToolsIN THE KNOW
Last year, the IAA bolstered 

its member e-advocacy efforts by 
adding a tool to the web site (www.
investmentadviser.org). Members who 
visit the site are able to send messages 
on selected issues to their elected 
representatives for the district or state 
where their firm (and/or residence) is 
located.

The online message tool played 
a key role in the IAA’s advocacy 
initiatives during the past year. Member 
communications sent through the 
system helped to stimulate opposition 

Hill, IAA staff anticipates continued use of 
this important e-advocacy tool. Members 
are encouraged to stay updated on 
developing issues through the IAA’s web 
site and IAA Alerts, and then to access 
the e-advocacy tool where sample 
messages can be personalized and sent 
to their representatives.

If you have any questions about 
using the IAA online advocacy tool, 
email iaaservices@investmentadviser.
org or call (202) 293-4222. n 

to the “Investment Adviser Oversight 
Act of 2012” (H.R. 4624), introduced 
by Rep. Spencer Bachus (R-Ala). 
Additionally, the IAA’s actions in support 
of the “Investment Adviser Examination 
Improvement Act of 2012” (H.R. 6204), 
introduced by Rep. Maxine Waters 
(D-Cal) were reinforced by the numerous 
communications sent by members. Go 
to the Advocacy tab on the IAA home 
page for more information on both bills, 
including the full texts, descriptions, and 
IAA Talking Points.

With recent developments on Capitol 

of the securities related issuer’s debt 
securities. These limitations often come 
into play with swaps and structured 
notes.

As a practical matter, the invest-
ment restrictions above allow a broad 
spectrum of strategies to be translated 
into registered funds. However, some 
strategies, in particular those that nec-
essarily involve high amounts of le-
verage or illiquid instruments, may be 
better suited to private funds or closed-
end funds. 

Conclusion

Since 2003, all registered advisers 
have been required to adopt compli-
ance policies and procedures and des-
ignate a CCO to oversee their compli-
ance programs. While this is also the 
starting point for meeting the compli-
ance requirements relating to regis-
tered funds, an adviser that is new to 
this space will likely need to expand 
and reorient its policies to address the 
numerous specific requirements of the 
Investment Company Act. 

*Stephen H. Bier is partner in the 
Financial Services Group of Dechert LLP in 
New York and may be reached at stephen.
bier@dechert.com or (212) 698-3889. Aisha 
Hunt is a partner, and Jonathan R. Massey 
is an associate, in the Financial Services 
Group of Dechert in San Francisco. They 
may be reached at aisha.hunt@dechert.
com or (415) 262-4594 or at jonathan.
massey@dechert.com or (415) 262-
4539, respectively. 
This article is for 
general informational 
purposes only, does 
not constitute or 
convey legal advice 
and should not be 
used or relied upon 
for legal advice on 
any specific matter. 
n
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