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C Requires Investment Advisers to Adopt Written Supervisory Procedures 
d to Appoint a Chief Compliance Officer 

December 17, 2003, the Securities and Exchange Commission (“Commission”) adopted new Rule 206(4)-7 under the 
stment Advisers Act of 1940 (the “Advisers Act”) (http://www.sec.gov/rules/final/ia-2204.htm).1  The rule requires 
stment advisers registered with the Commission (or required to be registered) to adopt a compliance program and, for the 
 time, to have comprehensive written compliance and supervisory procedures and a Chief Compliance Officer.2  October 

004 is the compliance date: within 18 months of adopting compliance and supervisory policies and procedures, and annually 
eafter, advisers must review their policies and procedures for their “adequacy and effectiveness of implementation.” 

cies and Procedures   

ption and Implementation of Policies 
 Procedures.  New Rule 206(4)-7 
ires registered investment advisers to 
t written policies and procedures 

onably designed to prevent violations 
e Advisers Act by the adviser or any 
s supervised persons.3  While not 

mandating specific policies and 
procedures that advisers must adopt, the 
Commission suggests that firm policies 
and procedures should, at a minimum, 
address the following (if applicable): 

• Portfolio management processes, 
including allocation of investment 
opportunities and consistency with 

investor goals, adviser disclosure, and 
applicable regulatory restrictions; 

• Trading practices; 

• Proprietary trading of the adviser and 
personal trading of supervised 
persons; 

    

he final rules address the compliance programs of both registered investment companies and registered investment advisers.  This SecMail 
ocuses on the adviser-related requirements, particularly in light of their involvement in hedge funds and private equity funds. 

nvestment Advisers were previously required to maintain written compliance policies and procedures in certain specific areas and the new rule 
oes not alter those requirements.  For example, Advisers Act rule 206(4)-6 requires investment advisers to adopt and implement written policies 
nd procedures reasonably designed to ensure that the investment adviser votes securities in the best interest of clients.  Another example is 
dvisers Act section 204A which requires each registered investment adviser to have written policies and procedures reasonably designed to 
revent the misuse of material nonpublic information by the investment adviser or its associated persons. 

 “supervised person” is defined in section 202(a)(25) of the Advisers Act as “any partner, officer, director (or other person occupying a similar 
tatus or performing similar functions), or employee of an investment adviser, or other person who provides investment advice on behalf of the 
nvestment adviser and is subject to the supervision and control of the investment adviser.” 

Copyright © 2004. Fried, Frank, Harris, Shriver & Jacobson LLP. All rights reserved. 

 Securities Regulation, Compliance and Enforcement Group 

http://www.sec.gov/rules/final/ia-2204.htm
http://www.friedfrank.com/practice_groups/sec_reg.htm


• Accuracy of public disclosures; • Copies of all policies and procedures 
currently in effect or that have been 
in effect in the last five years; and • Safeguarding client assets from 

inappropriate use; 
• Records documenting the annual 

review. • Recordkeeping and document 
retention policies; 

• Marketing advisory services; 

• Processes to value client holdings and 
assess fees based on such valuations; 

• Client privacy safeguards; and  

• Business continuity plans. 

Advisers need not combine all existing 
compliance procedures into one 
document, nor must advisers who are also 
registered broker-dealers segregate their 
investment adviser compliance policies 
and procedures from their broker-dealer 
compliance policies and procedures.   

Annual Review.  Advisers must assess the 
adequacy and effectiveness of their 
compliance programs at least annually.  
The Commission also reminds advisers 
that “significant compliance events, 
changes in business arrangements, and 
regulatory developments” may also make 
interim reviews necessary.  The first 
annual review must take place no more 
than eighteen months after the 
adoption or approval of adviser 
compliance and supervisory policies 
and procedures.  Reviews must be 
conducted annually thereafter. 

Chief Compliance Officer.  By October 5, 
2004, advisers must appoint a chief 
compliance officer who must be 
“competent and knowledgeable regarding 
the Advisers Act” and “have a position of 
sufficient seniority and authority within 
the organization” to compel others to 
follow the firm’s policies and procedures.   

Recordkeeping.  On a going-forward 
basis, firms must maintain, either in paper 
or electronic form: 

Guidelines for Establishing Supervisory 
Procedures 

In adopting compliance and supervisory 
policies and procedures, firms should set 
as their goal the development of a set of 
policies and procedures that are 
sufficiently tailored to the firms’ business 
and that are sufficiently specific in nature 
to be an effective tool that firm 
management and personnel can, and will, 
refer to when conducting business on 
behalf of the firm.  Too often firms adopt 
policies and procedures that are generic in 
nature and that sit on the shelf until 
needed to show regulators that the firm 
has policies and procedures.  This 
frequently leads to the regulators finding 
that firms failed to comply with their 
policies and procedures because they are 
not used in the day-to-day management 
and supervision of the firm’s business. 

While any number of approaches can be 
used to develop effective policies and 
procedures, one highly effective approach 
is to:  

• Obtain a thorough understanding of  
the business conducted by the firm 
and its internal processes, including 
the chain of research and trading and 
the settlement process.   

• Identify and prepare a checklist of all 
regulatory requirements applicable to 
the firm’s business (and any other 
internal business policies important to 
the firm). 

• Identify all potential conflicts of 
interest. 

• Review the controls and procedures 
(both written and unwritten) that the 
firm already has in place to address 
such regulatory requirements or 
conflicts of interest.  Determine  

whether the firm’s existing controls 
and procedures are reasonably 
designed to prevent violations of all 
of the regulatory requirements and 
important business policies identified 
in the checklist. 

• Amend existing controls or 
procedures and/or adopt new controls 
or procedures if existing controls 
and/or procedures do not adequately 
address applicable requirements. 

• Memorialize in writing the 
procedures selected by the firm. 

Effective supervisory procedures will 
typically: (1) identify the responsible 
supervisor by name or title, (2) identify 
the supervisory review or audit to be 
conducted by the supervisor, (3) state 
when such supervisory review or audit 
must be conducted (ideally, such timing 
should be stated specifically and should 
not simply state that the review or audit 
will be conducted “periodically” or “when 
necessary”) and (4) identify the record to 
be created to evidence that the supervisory 
review or audit has been conducted. 

Suggested Guidelines for Conducting 
the Annual Review 

As previously discussed, new Rule 
206(4)-7 requires investment advisers to 
review the “adequacy and effectiveness of 
implementation” of their policies and 
procedures within 18 months of their 
adoption and annually thereafter.  One 
possible approach to conducting such 
review is to: 

• Identify the person or persons who 
will be responsible for conducting the 
review.  For example, a firm may 
want to establish an annual review 
committee. 

• Examine the business conducted by 
the firm as of the date of the review 
and consider whether any differences 
in the firm’s business have triggered 
new or different legal or regulatory 
requirements.  Too often, a firm’s 
business evolves over time resulting 
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in changes to client mix and the scope 
of services offered without a 
corresponding change in the firm’s 
compliance program and written 
compliance and supervisory policies 
and procedures.  

• Review the legal and regulatory 
requirements that apply to the 
business conducted by the firm at the 
time of the review to determine 
whether new or additional legal and 
regulatory requirements apply to the 
firm’s business. 

• Identify all potential conflicts of 
interest.  

• Assess whether the firm’s compliance 
supervisory procedures continue to be 
reasonable in light of any changes to 
the firm’s business and/or applicable 
legal and regulatory requirements and 
assess whether the firm’s policies and 
procedures were implemented as 
designed. 

• Review any compliance issues from 
the preceding year and consider 
whether these problems suggest 
improvements the firm should make 
to its compliance program.  Possible 
sources for identifying prior 
compliance issues include: (1) prior 
SEC examination results including 
any deficiencies identified by the 

staff; (2) the results of your internal 
audits; (3) surveys of the supervisors 
conducting the supervisory reviews 
and audits and (4) current regulatory 
hot topics. 

• Revise or amend existing policies and 
procedures, as necessary. 

• Document the annual review. 
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