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Dear Mr. Kar:

Subject: Results of the SEBI Mutual Fund Inspection Workshop,
December 15,1997 "Quality Control and Consistency in Mutual
Fund Inspections: Insights from the US SEC Inspection Process"

At the request of the Securities and Exchange Board of India, Price Waterhouse LLP
(PW) presented a workshop on Mutual Fund Inspections entitled "Quality Control
and Consistency in Mutual Fund Inspections: Insights from the US SEC Inspection
Process." This workshop was delivered on December 15, 1997, for SEBI inspection
officials and representatives of chartered accounting firms who conduct mutual fund
inspections on SEBI's behalf. The workshop was sponsored by the USAID-Price
Waterhouse Financial Institutions Reform and Expansion (FIRE) project.

The objective of the workshop was to aid in creating greater quality control and
consistency to SEBI inspections ofIndian mutual funds. To that end, the workshop
highlighted the structure and best practice of the United States Securities and
Exchange Commission in order to apply lessons learned and common tools to SEBI
inspections. Ms. Anjali Kamat, a former US SEC inspector and current Price
Waterhouse consultant serving in the New York-based Regulatory Compliance
practice, served as the workshop's main presenter. In particular, Ms. Kamat
presented an overview of the SEC highlighting the role of the inspection department
and provided a comprehensive outline and discussion of the structure of the SEC
inspection process.

Ms. Kamat was joined by FIRE Project consultants Mr. Lewis Mendelson, Mr. RNK
Prasad, Ms. Sandhya Bahate and Ms. Mariann Kurtz to lead discussion on key
inspection issues such best price and execution, personal trading and front running,
trade allocation, transaction with associates, portfolio review, accounting and
valuation, and customer servicing.
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•
Based on participant evaluations, the workshop was very well received. Nearly all
participants (94%) were satisfied with the workshop and all (100%) reported that it
was relevant to their roles and responsibilities. Of the 34 participants, 12 were SEBI
officers. The balance represented 21 chartered accounting houses.

A complete summary of participant evaluations and their suggestions for potential
future workshops are included in the enclosed report. If you have any questions,
please do not hesitate to contact me at (022) 496-3599. Thank you.

Sincerely yours,

W. DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS

Enclosure



1.2 Workshop Content and Materials

1.1 'Norkshop Participants

The workshop combined both presentations and working groups to cover a variety of topics
and discussion points. The main topics included:

1. RESULTS FROM THE SEBI MUTUAL FUND INSPECTION WORKSHOP
Quality Control and Consistency in Mutual Fund Inspections:
Insights from the US SEC Inspection Process '

December 1997

Working groups were also formed among the participants to discuss in greater detail
inspection issues related to best price and execution, transaction with associates, and front
running and personal trading. Each group was asked to discuss and present tools currently
used to inspect these areas, limitations to affecting thorough investigations in these areas and
spheres of regulation which required further clarification by SEBr. The findings of the '
working groups are captured below in section 1.5 Recommendations.

Each topic was addressed through presentation / lecture with time allowed for question and
answers. Course materials were prepared on each topic and were given in a binder to
participants and displayed on screen during the presentations. A complete set of course
materials is provided in Appendix B. Participants were also given a copy of the AMFI
Compliance Manual.

• Why inspect: Goals philosophy and responsibilities
• Overview of the US SEC
• Structure of the inspection process
• Review of documentation given to the board of trustees
• Overview of key inspection issues including: best price and execution, personal trading

and front running, trade allocation, transaction with associates, portfolio review,
accounting and valuation, and customer servicing.

The workshop was designed for SEBI officers working with mutual funds or more broadly in
the inspections and surveillance divisions. In addition, professionals from chartered
accounting firms who conduct mutual inspections on SEB!' s behalf were invited. In total, 34
professionals attended the workshop including 12 SEBI officers. The balance of the
participants represented 21 chartered accounting houses (out of the 28 firms invited at SEBl's
request). A full1ist of participants is provided in Appendix A.

The Price Waterhouse FIRE Project in conjunction with SEBI sponsored a workshop on
Mutual Fund Inspections entitled "Quality Control and Consistency in Mutual Fund
Inspections: Insights from the US SEC Inspection Process on December 15, 1997, at the Taj
Mahal Hotel in Mumbai. The objective of the workshop was to foster greater quality control
and consistency in SEBI inspections ofIndian mutual funds. To that end, the workshop
highlighted the structure and best practice of the United States Securities and Exchange
Commission in order to apply lessons learned and common tools to SEBI inspections.

Workshop: Quality Control and Consistency in Mutual Fund Inspections:
Insights from the u.s. SEC Inspecfion Process
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1.4 Evaluations Results

It was useful and thought-provoking. It is the first interchange ofideas between auditors.

Good exposure, broadening the perspective, sharing the global experiences was very
satisfying.

An excellent opportunity to share our experience ofinspection with others and gain more
from the other inspectors.

December 1997

Topics most cited for inclusion in future workshops are transactions with associates, front
running and personal trading, structure of the inspection process and the use of actual case
studies encapsulating such issues. Participants endorsed using a variety of workshop fonnats
including a serie~ of half day workshops each devoted to a single topic, one or two large
workshops covering many topics and the establishment of working groups / committees
devoted to improving procedures and testing methodologies. ,

The specific topics deemed most useful by the participants were Structure of the Inspection
Process and the Overview of Key Inspection Issues which covered seven specific areas of
inspection. Still participants noted a desire for more detail and the application of such
detailed discussions to the Indian context. Thus participants reported their desired to
participate in additional training workshops.

Participants pmticularly acknowledged the benefit of bringing together the disparate group
which performs SEBl inspections. Among the comments to this point were:

Each participant was asked to complete an evaluation at the conclusion of each workshop.
Tabulated and summarized results from each of the three sessions are attached in Appendix
C. All (100%) participants reported that the objectives of the workshop were relevant to their
roles and responsibilities and nearly all (94%) were satisfied with the workshop.

FIRE Project director Dennis Grubb gave opening remarks and Mr. Lewis Mendelson, a 30
year veteran of the SEC and current FIRE Project consultant, set the tone for the workshop
discussion the goals, philosophy and responsibilities of the inspection process and the
inspector. FIRE Project consultants Mr. RNK Prasad, and Ms. Sandhya Bhate gave
presentations on key inspection issues and Ms. Mariann Kurtz facilitated the working groups
and their subsequent discussions.

1.3 Train~rs

Ms. Anjali Kamat, a former US SEC inspector and current Price Waterhouse consultant
serving in the New York-based Regulatory Compliance practice, served as the workshop's
main presenter. In particular, Ms. Kamat presented the overview of the SEC highlighting the
role of the inspection department and provided a comprehensive outline and discussion of the
structure of the SEC inspection process.

Workshop: Quality Control and Con.Hstency in MUll/a! Fund Inspections:
Insights from the U.S. SEC Inspection ProcessI
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Workshop: Quality Control and Consistency in Mutual Fund Inspections:
Insights from the u.s. SEC Inspection Process

l.S Recommendations

December 1997

The participants almost unanimously (94%) endorsed the need for a standardized routine
inspection structure. They cited increased transparency and accountability as benefits of
standardization. Participants also noted areas which should be included in a standardized
routine inspection (in addition to those covered in the workshop). Among these areas are
investment decisions and NAV calculation coupled with the authority to inspect brokers'
books.
Related recommendations resulted from the working group discussions. As noted above,
each group was asked to consider current limitations to effective testing and related areas
needing further clarification/interpretation from SEBr. Results of each group are presented
below.

1.5.1 Transactions with Associates

Participants reported difficulty in defining and gaining information on group companies.
They believed the tenn "associate" is not clearly defined by SEBr regulations. Additionally,
they cited the need to extend the definition to related parties and to cover associates of
associates. Furthermore, participants would like SEBI to review the definition of associate
for consistency with other regulations. Participants commented on the difficulty to gain
accurate infonnation on a firm's affiliates since they rely on the firm to provide such a list.

1.5.2 Front Running and Personal Trading

Common limitations cited by participants in this group include the inability to identify all key
personnel. Participants suggested that finns should be required to maintain a register listing
key personnel similar to the requirement in the Companies Act. Additionally, participants
discussed their-inability to obtain all transactions for key personnel and their relatives due to
the lack of coopyration and disclosure from key persons and the inability to affect third-party
checks on trades of key persons. Also, the outside inspectors noted that they do not have
within their purview the right to inspect brokers' books for any transactions of key personnel.
This limits their ability to fully track trades and test for front running.

1.5.3. Best Price and Execution

Testing for best price and execution is most hindered by the inability of inspectors to access
infonnation on intra-day positions taken by brokers. They do not have convenient access to
trading data on exchanges other than the NSE and BSE and wi1llook to SEBI to help in
obtaining it. Additionally, since off market deals are not properly documented by mutual
funds, it is difficult to check for best price and execution with respect to such deals.

,
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Workshop on 'Inspection of Mutual Funds' - December 15, 1997
at the raj Mahal Hotel, Gateway Room

Sr. Name of Participant Designation Name of Organisation
No.

I. Mr. Santosh Parab Principal B. K. Khare & Co.

2. Mr. Sanjay Panse Partner M. P. Chitale & Co.

3. Mr. Sahan Chaturvedi Partner Chaturvedi & Shah

4. Mr. Nandkishor Bafna Sr. Partner Lodha& Co.

5. Mr. Pradeep Shetty Partner N. B. Shetty & Co:

6. Mr. Vilas Rane Partner Dalal Desai & Kumana

7. Mr. Anil Chaturvedi Partner , Chaturvedi & Co.

8. Mr. Naren Sheth Partner Mayra & Khatri

9. Mr. Vinayak Padwai Manager Kalyaniwala & Mistry

10. Mr. Atui B. Desai Partner ,G. P. Kapadia & Co.

II. Mr. H. H. Parmar Partner H. H. Parmar & Associates

12. Mr. L. Ravi Shankar Brahmayya & Co.

13. Mr. Chetan S. Kothari Partner Mahta Kothari & Associates

14. Mr. Pravin Thakur Partner Chandabhoy & Jassoobhoy

15. Mr. Ketan Vikamsey Khimji Kunverji & Co.

16. Mr. Ashok Mewawala M. M. Nissin & Co.

17. Mr. D. P. Thakkar Chhajed & Joshi

18. Mr. A. Y. Kably Partner Habib & Co.

19. Mr.Oturkar Sr. Employee Singhavu, Oturkar & Kelkar

20. Mr. Pankaj Gupta Jr. Partner Shah, Gupta & Co.

21. Mr. G. Sankar Consultant V. Sankar Aiyar & Co.

22. Mr. N. Sampath Ganesh Consultant V. Sankar Aiyar & Co.
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Sr. Name of Participant Designation Name of Organisation
No.

23. Mr. Anupam Tandon Officer SEBI

24. Mr. Sudipto Bhattacharya Officer SEBl

25. Mr. Suresh Rajagopal Officer SEBI

26. Mr. Umesh Damle Officer SEBI

27. Mr. Uday Diwale Officer SEBI

28. Mr. N. Maru Officer SEBI

29. Mr. P.K. Nagpal Division Chief SEBI

30. Mr. Sanjay Chandy Officer SEBl

31. Mr. Praveen Officer SEBI

32. Ms. Anukriti Upadhyay Officer SEBI

"'''' Ms. Sonali Sen Officer SEBIJ.).

34. Mr. M.H. Saiyed Officer SEBI

,,



Workshop on "'Inspection of Mutual Funds"
December 15,1997

Participant Evaluation: Results

Total Responses: 32

Question

1. Overall, to what
extent are you
satisfied with the
workshop you have
just completed?

Comments:

Category!
Percentage of
Respondents

Very Satisfied
78

Category;
Percentage of
Respondents

Satisfied
16

Category;
Percentage of
Respondents

Not Satisfied
6

l

I
I
J

f

l
I

•

•

•
•
•

•
•

•
•
•
•
•
•

•

An excellent opportunity to share our experience of inspections with others and gained more
from the other inspectors
Good exposure, broadening the perspective, sharing the global experiences was very
satisfying
Very comprehensive
It covered very general topics. More detail discussion is essential.
The workshop has brought out salient features of the US SEC and partially covered the
scenario in the Indian context. The emphasis may be the other way round unless SEBI wants
to go the SEC way.
It was useful and thought provoking. It is the first inter exchange of ideas between auditors.
.Needs to be rriore interactive. The quality of slides needs to be improved. More examples
need to be narrated.
The workshop has cleared a lot of misconceptions.
All the major aspects of Mutual Fund inspection came up for discussion.
Very inforniative and full of new ideas.
Mutual Fund inspection is fairly new to me.
Workshop was very informative and will be useful for our future inspections.
The workshop should not discuss slides, but talk on practical issues and problems faced in the
US, which could be a good insight to participants.
The whole programme was very well structured & designed and the presentations were
excellent.
It might have been useful to get AMFI in as well.
Very satisfactory. Excellent opportunity to understand US Mutual Fund inspections.

"



2. To what extent were
the objectives of this
workshop relevant
to your role and
responsibilities?

Comments:

Very Relevant
75

Somewhat
Relevant
25

Not Relevant
o

• It helped in analyzing the subject at a macro level.
• The objectives of this workshop were very much relevant to our roles & responsibilities.
• Being in Surveillance Division. we do not inspect many Mutual Funds.
• All the recommendations. if implemented. will ease the task of fault finding and consequently

reforming the securities market.
• Investigations mainly hinge on the role of Stock Exchanges/Brokers to detect abnormal price

movements. Hence, Mutual Funds are inspected by us only if they are found irivolved in any of
the above activities.

• It will help in future inspections very much.
• The overview was general and so not much has been achieved by wasting a whole day.
• The Indian context was not very widely discussed.
• Although it is of great importance, the workshop failed to provide any such value addition.
• The workshop helped in understanding the system of inspections carried out in the US. The

detailed discussions of various amendments & MutuaJ Fund Regulation was also helpful.
• Though I am not currently handling any work related to the topic oftoday's workshop, 1am

confident that it would be useful in the future.
• Substantially relevant regarding procedures used for inspections.
• The practical difficulties which we face while doing inspections have been discussed at length.

3. To what extent were these
objectives met?

Comments: -

To a great extent
72

Somewhat
19

Not at all
9

I

I
I
I
I
I
I
I

•
•

•
•

•
•
•

•

Up to my satisfaction.
The objectives were met to a very large extent. It was good exposure and overview of the
Mutual Fund industry in a developed market like the US market.
Yes. Almost.
Need to be more specific. Rather than explaining initial nitigrities the stress should be on a
more in-depth fundamental discussion.
The Indian context was not very widely discussed.
The overview was general and so not much has been achieved by wasting a whole day.
By providing a better understanding of the role of Mutual Fund inspectors.
The regulatory laws are in the process of evolution & with new ideas & information gathered,
the task will be easy for future amendments in laws & regulations.
This workshop has given me some insight about the Mutual Fund inspections.
We gained tremendous am9unt of knowledge.

,,
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4. Please rank from 1 to 8 the following discussion topics. "1" should represent ~he topic
most useful in assisting you better understand the subject matter and "8" should
represent the least/useful.

i
Rm1k:Dwk

a) Why Inspect: Goals, Philosophy and Responsibilities 7
b) Overview of US Securities and Exchange Commission 8
c) Structure of the Inspection Process 1
d) Role of the Board of Trustees 5
e) Overview of Key Inspection Issues (Panel) 2
f) Working Group I: Affiliated Transactions 3
g) Working Group II: Best Price and Execution 4

h) Working Group III: Front Running and Personal Trading 6

Comments:

• Discussion among the group were relevant to the Indian context.

• More emphasis should be placed on Indian market conditions and market practices.

• Working in a group was interactive.
• Structure of the Inspection Process helped the most in reviewing our own Inspection program.

,,



S. Would you like to participate in
additional workshops related to
inspections?

Yes (in percentage)
97

No (in percentage)
3

,
List of topics that should be discussed d!Jring these workshops (no. of responses):

• Series of half day workshops comprising of working groups/committees
• Topic specific presentations and interactive sessions

• Action by SEBI in case of negative reporting
• Enforcement - Limitaions & the ways to overcome them (2)
• Affiliated Transactions (5)
• Front Running and Personal Trading (5)
• Valuation ofInvestments
• Investor Protection / Transparency
• Structure of the Inspection Process (4)
• IssueslProblems encountered in the process of inspection
• Inspection Process of the SEC
• Actual case studies (3)
• Some more practices that need checking
• Overview of Key Inspection Issues (2)
• Role ofTrustees (2)
• Type of Mutual Funds in the US - their features
• Distribution of Mutual Fund products
• Pension Fund products in the US
• Best Price and Execution (2)
• Accounting Procedures
• Organisational Controls & Procedures
• Checking of off market deals / unlisted securities
• Inspection of funds so as to be more effective
• Tools ofInspections
• - Suggestions to SEBI for assisting the Inspector in their work
• Planning and conducting the inspection
• Detailed Guidelines to follow during inspection
• Inspection of R&T Agents and Custodian Operations
• Inspection of other intermediaries
• Compliance with Regulations
• Adequacy of Records available for Inspection

Other formats for future workshops:

I

I
I
I
I
I
I
I
I
I
I
I
I

What form
should
potential
future·
workshops
follow'?

A series of half day
workshops, each
devoted to a single
topic

15

One or two large
workshops covering
many topics

13

Small working groups
Icommittees devoted to
improving procedures &
testing methodologies

12

,,



6. Do you believe routine inspections of
Indian Mutual Funds should follow a
standardized structure?

Comments:

Yes (in percentage)
94

No (in percentage)
6

Areas (in addition to those covered in this workshop) which should be included in a "standard"
Routine Inspection:

• But will also depend on the size of fund and complexities/issues involved.
• Needs further standardization and elaboration.
• Inspection Reports should be structured taking into consideration the size of the Mutuial Fund

and number of schemes.
• This will ensure uniformity in Mutual Fund performance evaluation.
• Standardisation ofInspection routine will make the whole exercise meaningful and not just a

technical procedure.
• This would ensure greater transparency in the system.
• A standardised structure, on the lines followed by NSE .for inspecting its trading memebers

would be a good beginning.
• The format in which inspections are conducted should be common across Mutual Funds.
• Only in certain areas.
• Routine Inspection will hewlp Mutual Funds in bringing accountability because level of

compliance is low in India.
• Let the imagination ofInspectors be given a free-hand.

I

I

I
I
I
I
I
I
I
I
I
I

•
•

•
•
•
•
•
•
•
•
•

·
•

···· -
··
•

Investment Decisions (2)
Inspectors should incorporate points pertaining to changes in market condistions, changes in
the policies of the government etc.
Standard Checklists
Standardised.Reporting Formats (Illustrative)
It may be useful to have some standardized method of evaluation of auditors work
NAV Computation (2)
Inter fund Transfer
Front Running
Structure of Inspection Process
A detailed Inspection Manual
Authority to inspect brokers books (3)
Role of the Sponsor
Associate Transactions
Broker Dealings
Market Operations
Investment Restrictions.
Associates of AMC - Indirect Control
Trade Timings
Motive of buying or selling by AMC at a particular timing
Examining of guarantor's books in case of assured return schemes

,,
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I

I

I
I
I
I
I
I
I

7. IAny additional comments on the workshop?

Comments:

I

• It would have been useful to devote more time to working group discussions.
• An overview on the Mutual Fund industry in the US may have been useful.
• Very boring; monotonous speakers like Mendelson.
• Has been very informative and useful.
• AMFI contribution would have been of additional use.
• Good presentations were made.
• DiscussionIWorkshop on Key Inspection Issues for Mutual Funds needs to intesified.
• SEBI has to act very fast on all communications relating to subject discussed.
• More workshops may be arranged.

,
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S,EBI INSPECTION WORKSHOP

Quality Control and Consistency in Mutual Fund Inspections:
. Insights from the U.S. SEC Inspection Process

I

I

I
I
I
I
I
I
I

December 15, 1997
Hotel Taj Mahal Gateway Room

Sponsored by the USAID - Price Waterhouse FIRE Project
,



SEBllnspcction Workshop

"Quality Control and Consistency in Mutual Fund Inspections:"
( Insights from the U.S. SEC Inspection Process

Monday, December 15, 1997
Hotel Taj Mahal, Gateway Room

Workshop Objectives: This workshop will focus on bringing greater quality control and
consistency to SEBI inspections of mutual funds. To that end, the structure and best
practices of the United States Securities and Exchange Commission will be highlighted in
order to apply lessons learned and common tools to SEBI inspections in India. Additionally,
participants will form working groups to identify and discuss key inspection issues in India.
share local best practices, and target obstacles to quality control and consistency arising out
of their experiences within the India Mutual Fund environment.

Schedule of Activities:

I
I
I
I
I
I
I

09: 15-09:45

09:45-10: 15

10:15-10:45

10:45-11:00

11:00-12:15

12: 15-12:45

12:45-1 :45

Welcome: Mr. Dennis Grubb, PW FIRE Project
Opening Remarks: Mr. Pratip Kar, Executive Director, SEBI

Why Inspect: Goals, Philosophy and Responsibilities
Lewis Mendelson, PW FIRE Project

Overview of US Securities and Exchange Commission
Ms. Anjali Kamat, PW New York

-- Structure of the SEC
-- Role of Inspection Department and training for inspectors
-- Routine and 'For Cause' inspections

Break

Structure of the Inspection Process
Ms. Anjali Kamat, PW New York

-- Pre-inspection preparations
-- Conducting the inspection and interview protocols
-- Preparing the inspection report
-- The deficiency letter
-- Response by inspection target
-- SEC follow-up
-- Industry tracking

Documentation Provided to the Board of Trustees
Ms. Sandhya Bhate, PW FIRE Project

Lunch ,



SEBI Inspection Workshop
Monday, December 15, 1997

l:45-3:30

3:30-3:45

3:45-3:50

I
3:50-4:05

4:05-4:30

I
4:30-4:55

I
4:55-5:20

I-
5:20-5:30

I
I
I
I
I
I
I
I

Overview of Key Inspection Issues: Common inspection objectives.
tools for discovery and testing, and typical findings (compliance with
prospectus, internal controls and regulatory requirements)

Panel: Ms. Anjali Kamat. PW New York
Ms. Sandhya Bhate, PW FIRE Proje~t

Mr. R.N.K. Prasad, PW FIRE Project

Break

Introduction to Working Groups
Facilitator: Mariann Kurtz, PW FIRE Project

Working Groups: Key Inspection Issues ofInvestment Management

Findings and Discussion
Working Group I: Transactions with Associates

Findings and Discussion
Working Group II: Best Price and Execution

Findings and Discussion
Working Group III: Front Running and Personal Trading

Closing remarks and evaluations

,
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· WhyInspect: Goals,
Philosophy and Responsibilities
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. Quality Control and

.Consistency in Mu~al Funq
.··<W.spections

WorkshogfoLSEBIJnspectors
. I " ~, ,.

Monday, {S.Dece~ber, 1997.

USAIDlPrice Wate;house FiRE Project
'-" -' .

INSPECTING MUTUAL
FUNDS

• Efficient mutual fund inspections
~ focus

- consistency
» techniques

» interpretations

» standardized methods, procedures and· fanTIs
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EFFICIENTfMuttJAL 'FUND
INSPE'cfJoiis'
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» reVIew
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• To maintain a hi~)evel of con:ipIi~~e.among
aJJ AMC's and throtighout the m'um~fund
industrv

- Through 3.ctivitie.s·:of SEBI and its inspectors
» Deter

» Detect

» Discourage violatio'ns,

- By strengthening intemalfund:compliance
!llcchanisms, systems and procedures
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PURPOSES OF ~SEBiINSPECTIONS
'-,-.
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"'-. a ;--_,'

~'".~.'.~ ••. ~~.. 4~"T\. •. \. •

• To provide;SEBl};;,{egislativEraftd,:Dlie~-making
.~.l~.. _. - ." I ... i...". ",:, ...:-

bodies withinform!ai.iQ-Q necessa~~f9t~~i "~Jj;
''':f;/;, "'~8;f:~~i:': ~;,

- designing re~at6iY.~~p'0;i'E~·"<~:<iJ?:i'
" ~ ~r- '..~: :~5~~-::'\~~~ ,,·'":t-':··,~~· '~...'~:p- •

- making moreeffe¢ji,ve~l~ws,iiilesand regulations
\:..~. ~'_~4';~!:;'~::-:':'f/ ....."'r.. • • .

and '., '"',,',~;Y,i,.~" .C· ... " ••••~
~~<::~~jf{~t~~7l-{:~::~T "~:.~..

- requiring more meaningfu1~<lisclosures
-~""~"~~~":"":",,..,,.:~.
"ol~;~''>' '~-!~)-:'1". ,.;;':,.'

~:~:"::- -....;~ ..·'-·;:i:~-·.··
" .. I;

, -.....:.,........

PURPOSES OF 'SEBIlNSPECTIONS
.~. ' . .;"~......... '. "\: . . .-)'....,

II Help SEBI better

- to understand

)} mutual fund and AMC operations

» industry practices and norms

» new products

- to discover industry trends
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ALTERNATIVE INSPECTION
PHILOSOPmES~~~:::.

• Largest Funds (Schemes)
- Objective - assure that funds or AMes that manage

the largest amounts of money and have the most
unit holders are inspected

- l\1ethod - Inspect largest funds first and regularly

,
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ALTERNATIVE~INSPECTION

~ -·PHILOSOPHIES :.
>:

.~..","

• Unique Funds<'~.{ . "" ,
- Objective'.:":~:'~s~re,that funds thai~op~citejrfthe; ..

most uniqu~~%mer '(o'r,)ike UTI are lii};je~t:'to "~<,:;-

different regulatory standards) fully meet those~~

SEBI standa~:to which they,are subject or that the
'\c-~:'''': '.'...~ '-.~•.., .-..~. '-.,';' "

standards that app'ly'"to' t1i~m. are"adequate to protect
their unit holders. '<~:~':.:-:~~~~~;~.:>.. :~".~;:-

- Method - Inspect u~i4~~~a.s~\,
' .. ::- --..- .~': :,;' .....

ALTERNATfVEllNSPECTION
. ~ -" ...

,PHILOS0PHIESj:',

• Broad Based Inspections
. - Objective - Cover many small funds, increase

nmge and variety of inspections

- Method - Prioritize and inspect accordingly

,
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ALTERNATryEINSPECTION
PIDLOSOPHlES

~~:: ..

• "R~~FFjags:- S'ii~pJ~jous Pnicti~~_ ,:' ,
~"Il 4"" ~ . " . ': '~"".''''l ~":'~"'~.M

- O?j~~~i~e·::\~sure.~:suspicioUS'Qr:a.CF~es th't! '
false redjlags~~~cover.:~~; Conduct a full

...·..... t-:.· '_",,~. ~M ~

inspectionoDtliose;fundS':With,investmerit,practices

or related p~o~1~~~~:m~?~'O~$~;asi1Ybe subject
to abuse '\!.E'~:~~.t?:.:,.~_. "\;;'i':C

":~F~~·;ff~~r~~:·;.~ :' ~~~~~:.

- Method -- Prioritize<tep$lig~~_!3-!1d cQpduct
" ~,~,;:;)-~~,:tk~,>
Inspections '~~';:-:':~i1;;~::!;':",

"'~:~;:~:,:.~~~~~~
...~1,,,;. ':;. r-: 11'

<..:..;..:.

REDFLA'GS

• \veak internal controls
- lackofprocedures

- poor documentation

- failure to segregate responsibilities

- insufficient authority in compliance officer

- lack of trustee involvement

...2 lack of commitment by M1C

1_

,
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RED FLAGS

• affiliated transactions (unIisted:unquoted
securitie~)

• affiIiated·brok~rs .

• high portfoliollifuoy~rr~tio~:.· .
• back to back pra~#6~$;.;.~~ .. ~..
• relationship with NBFe1s:-{;·.~:~:.

iii questionable guarante;;;;~i:-:'~{7 ..

RED FLAGS

• unreasonable advertisements

• highest expense ratios per asset size class

• worst/ best perfonning funds (risk adjusted)

• sponsor or affiliate business problems

• unresolved difficulties uncovered in prior
inspections

,



RED FLAGS

• transfer agenUregistrar issues'

• custodial issues
• improbable valuation an:4 NAV calculation

• indications offronfrunning-·. -. .....
.'. ..:.•.•• 'J..

-
.. '.

'~~2~:1~~'
·'}'r~~;·,·

ALTEH.NATIVE INSPECTION
PHILOSOPHIES

• Risk Inspections - Focused, Limited Purpose

- Objective - Focused (smart) inspections, detem1inc
an area of risk, focus inspections solely on thm risk

and c1osC'ly related issues, inspect many funds, bUI

only as 10 the major issue raised.

- Method - Identify risk, prioritize funds 3nd illspcLt
accordingly.

,



RISK INSPECTIONS

• Provide a broad industry view ofan:area of major
concern. Helpful in controlling an identified problem
or providing infonnation which could form the basis
for a legislative orrule-makiilg solution

~ . . ,"" ~.( ! • ,.........
• ~.<l" •• ~.,.. .•••

.~:..~~:~~~/.

~ OPERATIONAL CHECKS

• Segregation of functions (see organization chart)

• Compliance Manual

• Code of Ethics

• Compliance Officer

• AMC
• Controls over Service Providers

• Documentation (paper/computer trails)

• Employee trading limitations and reporting provisions ,



OPERATIONAL CHECKS
'; .....

'- .

• Trustees Involvement
- Backgrounc:l~,

- Infonnationj~r9x!~ed '. '" _,
» Source . .;~~-:-i-~~~~::~:~'~ ,,'ij{h.
»Quality and kdecjJfu~y;,~ '~:::',-

,: 'c' ..,-_:, ''.:.,:

» Timeliness "'-/': ,', "

»Frequency .'Si~,~>~~!~~,
.,.~ ......

"':-.-

Trustees Involvement

, - Alternative Sources of Objective Information

- Relationship with Compliance Officer

- AV3ibbility of Third Party Verification/ EvaluJtioI1

- Undcrsunding role of Trustees (interview)

- Trustee-Initiutives

,
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Overview of US ,Securities and
Exchange COlllDlission

,
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"THE EAGLE IS
WATCHING"

THE SEC AND ITS'
MUTUAL FUND

INDUSTRY
OVERSIGHf

Topics of Discussion

,. Overview of the SEC
- Role

- Organization

• Inspector Training and Resources

• Types of Inspections
- Routine and For Cause

,
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Mission

"The u.s. Securities and Exchange Com~ission's

mission is to administer federal securities laws that
seek to provide protection for investors. The

purpose of these laws is to ensure that the
securities markets are fair and honest and to .

provide the means to enforce the securities laws
through sanctions where necessary"

The Importance of Inspection

• One of the key functions of a regulator is to
monitor the market in order to ensure a fair and·
honest environment

• Inspections are an important and effective tool to
monitor the market

• Inspectors playa vital role in protecting the
interests of the investors since they make
important judgments about the firms they inspect
and indirectly on the industry as a whole

,



How does the SEC address Industry
Growth and Change?

i
How does the SEC address Industry

Growth and Change?

• Exemptive Orders
- An Exemptive order permits the

applicant to engage in an
activity that is otherwise
prohibited by the act.

- reviewed on a case by case basis
by the SEC

- a number of similar requests for
exemptive orders may result in
adopting new regulation

• No-Action Letters
- A no-action letter is a request irom the investment

management firm that the SEC staff react to a particular
set of circumstances or facts

- Other firms with similar circumstances can rely on an
existing no-action letter

I
I
I
I
I
I
I
I
I
I
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I

,



I
I
I
I
I
I
I
I
I
I
I
I

I

I

, .. it1 Industry Role in Rule Making

• SEC consults with Industry Representat~ves

• Advanced Public Notice of Proposed or
Amended Regulations with Comment Period to
solicit Public Opinion .
- Comments analyzed and summary prepared for

Commissioners

- Commissioners determine if modifications to
proposed regulation is warranted

- Final rule adopted within a specified time period
from proposal

How does the SEC Maintain Uniformity
in Interpreting Regulations

.• No-Action Letters to the Industry

• Internal Written Interpretive Positions circulated
in Regional and District Offices

• OCIE assists Regional and District Office to
resolve "gray areas" when specific issues are
noted in a firm

/1\
,/ i \

/

/ \,
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Organization of the SEC

igh:~~p1I!F.';~li ..
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Office of Compliance Inspections &
Examinations

. Inspections of:
Investment Companie>

Investment Advisers
Transfer Agents
Broker-Dealers

SROs

~,>l~1~~~ .... :~::t.f.i~':,~:n~

t ~ • ~~~.~~~~ ••.

I·",,'.,t·...' ~~ ..:.iZt·;.:!
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Office of Compliance Inspections and
Examinations ("OCIE~')

• Created in May 1995 to consolidate all of the
SEC's Inspection Activities

• Each Regional and District Office has a liaison
within OCIE to who provides guidance to
Inspectors

• Conducts focused Inspections on particular topics
of interest to Washington

• Accompany Regional Office Inspectors from time
to time

1996 Inspections of Mutual Fund
Complexes

• 308 Fund Complex Inspections conducted in
1996

• Approximately 5000 deficiencies noted during
such mutual fund inspections

• Approximately 82% of Inspections resurted in
Deficiency Letters

• Approximately 5% of Inspections referred to

Enforcement ~~

,
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Who does an Inspector deal with?

; .,. * :. .., •• , Il •• J* !,~.,

~ ~. '."~ :.~t· l:,:;.:.z ~··,~:l .
:'''.';.0'' :':;,.;r··

Training

Maintaining Quality Control and Consistency in the
Inspection Process

• The Inspection Manual

• On the Job Training

• Team Leaders

• Forma! Training

• Talks from Industry Experts

,



The Inspection Manual

The Inspection Manual

- Ensures Uniformity

- Ensures that key concerns are addressed

- Critical Tool for new Inspectors

- Inspectors complete the checklist for each area of
review thereby creating a standard document which
fOTITIS an important part of the work papers

- Checklists create accountability

• The Inspection Manual:

• The Inspection Manual serves a vital function for
the Inspection Staff

- Detailed guide providing the "road map" of an
Inspection

- Highlights the concerns the SEC has in the particular.
area and the red flags that the inspector should look for

- Checklists in Q&A form that walk Inspectors through
the basics of what should be covered in that area

i

I
I
I

I
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Team Leaders

On the Job Training

• Each Branch has a "Team Leader" who provides
guidance to the Inspectors in the branch

• Team Leaders:
- Take new inspectors on inspections

- Ensure that new inspectors are provided appropriate
reading material needed to understand the regulation
and the investment management activity conducted

- Provide ongoing guidance on issues that an inspector
wants to "bounce off' of someone

- Keep branch members appraised of new no-action
interpretations, changes in the industry and areas of
particular interest

• A significant part of an Inspector's Training is "on
the job"

• Typically Junior Inspectors with 0-1.5 years of
experience are trained by Senior Inspectors

• On the job training enables the junior inspector to
work with real documents and real scenarios

• On the job training can be overwhelming because
typically the inspector has no background in
conducting inspections

I
I
I

I
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Talks from Industry Experts

• Purpose of the Formal training sessions,are in
order to provide Inspectors a basic understanding
of Inspection procedures, regulations, etc.

• Formal Training sessions typically last 5 days
and are intensive

• Formal Training session conducted by Inspectors
and. Branch Chiefs that are involved on a day to
day basis with the Inspection Process

• Extensive use of case studies

Formal Training

• Regional and Dis.trict Offices often invite industry
experts that talk to the inspectors

• The intent is for inspectors to learn basics of how
the industry works

• Examples of topics discussed are:
- Derivative Instruments

- How a trade is processed and settled

- How does the NYSE work

• Understanding these areas helps ~n the conduct of
better inspections

I
I
I
I
I
I
I
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~"Routine and For Cause Inspections"

• SEC Inspections are either "routine" or "for
cause"

• Routine Inspections are conducted as part of
regular inspection cycle in order to inspect funds
on a regular basis

• Cause Inspections occur because the SEC is
concerned that violations of the law are occurring

• The SEC does not typically disclose if an ..
Inspection is routine or for cause ~l;.

Routine Inspection

• The SEC typically gives the firm advance notice
(5 days) of the date on which the inspection will
begin

• Less likely to become an enforcement referral

• Follow a standardized format involving a review
of all functions/areas of the firm

• A fund is typically inspected at least once in ever,y
three years .. .. .. ~.

~~'~~T ~..\ I I
,- L.:

,



For" Cause Inspection

The SEC does not give notice - Inspectors show
up at the firm's doorstep

• More likely to become an enforcement referral

• For Cause Inspections tend to be more focused on
the area where violative conduct is anticipated

• For Cause Inspections can be as a result of:
- A tip received by the SEC

- Complaint letters from Customers indicating violative
conduct

t-"

I
I
I
I
I
I
I
I
I
I

Techniques to Handle a Cause Inspection

• Do not disclose to the firm that a cause inspection
is being conducted

• More than one Inspector should be present at all
points oftime

• Diligent notes on all Observations and Interviews

• Have a normal dialogue with finn personnel

• Your objective is to find out as much as you can
about the firm's practices - you do not want to
have the firm "clam up"

,
I::
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Structure of the
Inspection Process

.1),t·
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Why is the Structure of an Inspection
Important?

• Ensures a Consistent, Uniform Approach to
Inspections

• Quality Control Assured

• Ensures maximum utility of the Inspection
Process and Findings

• Provides Guidance to the Inspectors
during the Inspection Process
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The Role of the Inspector

• Inspectors are Fact Finders .

• Inspectors and the Inspection Program assists inpromoting an "investor friendly" environment
• Inspectors provide the link between the Rule

making body and the Industry "

------------/

o
o

o
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Which Mutual Funds to Inspect?

• General Guidelin~s set by OCIE
• District and Regional Offices have primary

responsibility to select funds for Inspection
• Prospect Selection Process -Inspector Involvement

- Frequency of Inspections (once in 3-5 years) ,I?

- Prior Deficiencies
- Enforcement Proceedings
- New Funds
- Risk Areas noted



~

The Inspection
• Branch Chief and Assistant Regional Director

determine which mutual fund to be inspected at
what point of time during the fiscal year

• Branch Chief selects the Inspectors to be sent on
the Inspection ~

I

• Inspection team size and capability
,-

- At least two Inspectors
- Senior lead Inspector with junior Inspector
- Fund Complex-multiple senior and junior Inspectors
- Branch Chief Accompanies
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Pre-Inspection Process .

• Review of filings with the SEC
-, Note any delay in filings
- Note any areas of focus that can be established

• Review of the prior Inspection Report, Deficiency
Letter,and Response to the Deficiency Letter

• Background check of principal persons within the
AMC
- Review work history
- Review of disciplinary history



· Pre-Inspection Process

• Entry in Database to Inform staff that the mutual
fund is being inspected
- Avoids Washington from sending its tealTI of Inspectors

to the same fund

\.J"\

~

I

• Administrative
~.

- Sign Out with contact phone and Address
- Take copies of filings with the SEC

on the Inspection



The First Contact

v'\"
,~

• Inspector contacts designated contact person
(listed on Form ADV)
- Request for delay of Inspection

• Stanqard Request List faxed to Registrant 5 days
prior to Inspection

"

- Typically period covered by the inspection 1-2 years
- Allows Registrant to gather documentation in advance
- Clarification of items on the request list
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First Day of the Inspection

• Privacy Act Notice

• Inspection Information Brochure

• Opening Interview
- Overview of the firm and its affiliates
- Overview of departmental structure ".Ii.r
- The "Walk Through" - Tour of Oftie .
- Designation of contact person

• Questions and Clarifications



---------------

The Inspection

• Objective of the Inspection - "Look at the Big
Picture"

- The Inspection should not be a compartmentalized
process of reviewing issues and conducting test checks

- Utilize the facts learned from the inspection process to
ensure that the fund is operating for the benefit of its
investors and not for the benefit of the sponsor or any
other affiliates

~"',
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The Inspection

• Determine if the firm's practices are operating in
accordance with disclosures made to Investors

• Compliance with the securities laws and
regulations

• Adequacy and Effectiveness ofa fund's internal
controls ,-
- Ensure that AMC has adequate structure to function

effectively in its role
- Segregation of Responsibilities
- Identification of conflicts of Interest and controls to

monitor them



The Inspection

• Review of Internal Control Procedures including
the Finn's Compliance Manual (Written policies)

v''·
~

• Interviews
- Portfolio Management
- Trading
- Accounting
- Compliance
- Marketing

".

i •
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Interviews·

• Interviews form an important part of the
Inspection Process

_. Learn the reality of how things are done on a day to day
basis from persons that actually perform the function

-. 001 the persons that perform the functions understand
the procedures and control me,chanisms in place

~.

- Identify any discrepancies between verbal explanations
and written procedures I.



Interviews·

• F,onnal/Inforrnal Interviews

(~f$'

- At least two inspectors to be present during an
interview

- Explain the purpose of the Interview
- Documenting what is mentioned during the interview
- Dialogue not a Statement
- Interviews are tools to learn from firm personnel how

the firm actually is run
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Testing

• The Importance of Testing .
- Verbal Explanations and Review of Written Procedures

are not adequate

- Are described procedures actually implemented
- DOl the described procedures appear adequate when

dealing with day to day issues
"

- The magnitude of a potential deficiency
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Sample Sizes

• How mucll to test

- Although the request list covers a period of 1-2 years
all issues are reviewed on a sample basis

- The sample size is contingent on the size of the firm
and the volume of trading activity conducted

- One does not require to take a large sample size to
identify a deficiency'

- Once a problem is noted the sample size can be
readjusted



Tools that Assist the Inspector in the
Inspection Process

• Inspection Manual
- Checklists that guide the Inspector through the

Inspection Process
- Highlights the red flags that lead to detection of key.

Iss4es

• Dialogue with Branch Chief ,_
- Provides guidance through the Inspection Process
- Inspector keeps the Branch chief appraised of ke~

issues noted

• Dialogue with fellow Inspectors
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Work Papers

• Wark Papers document the work done during the
inspection

• Assists in the Preparation of the Inspection Report

• Document the time period tested and the test
checks conducted

• Includes a summary page with list of all potential
deficiencies noted
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Work Papers

• Include all supporting documentation needed to
verify that the firm is deficient in a certain area

• Branch Chief review relies on adequacy and
accuracy of work papers

I

• Valuable resource for next Inspecti0n

--
~: .--_.
--
_: .

o
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Closing Interview

• Wllat t() discuss during a Closing Interview
-_. l 1echnical violations vs. Fraud
...- ()nsite Inspection completed
- Further contact or questions

I

- What to expect
- When to expect it



Closing Interview

,~'"

• The Pros of a Closing Interview
- Clarifies procedures/practices which may have been

Inisunderstood by the inspectors
--. Gives a chance for the firm to explain themselves

• TIle Cons of a Closing Interview
- The firm may argue and disagree with'what may be a

potential deficiency
_. '"fhe SEC chiefs may disagree with what the" inspector

thinks is a deficiency
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Inspection Report

• Illtent to provide feed back to the firfl? within 90
days of the completion of the on-site inspection

• Inspection Report drafted by Inspector
- Significant Contact with the firm to verify facts
_. Refer to documents in work papers to draft the

,-
deficiencies .

--- Deficiencies identified specifically, referring to time
period, etc.

•
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Inspection Report

• Branch Chief Review-First Level Review
- Review of Draft Inspection Report
- Review of Work Papers
- Discussion Session between the Branch Chief and

Inspector-additional information may be requested
from firm

- Report and deficiencies modified based on materiality

r-
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Inspection Report

• Assistarlt Regional Director Review-Second Level
Review
- Not as detailed a review as Branch Chief Review

- Discussion of Broad Concerns and Firm Practices

- Finalization of Deficiencies

- Review of Deficiency Letter

• Associate Regional Administrator Review-Third
Level Review
- Final Sign Off



Inspection Report

• Introdllction
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-: An Overview of the Firm and its Affiliates

• Summary Page of Deficiencies in pre-determined
categories

• })iseussion of the Firm's Deficiencies
-- Cite the Regulation
-~ Details of the Deficiency including the time period that

the IJe:ficiency was noted in
- Cause of Deficiency if known .
- Any Explanations offered by the firm with regard to the

Deficiency ,



--------------------Possible Outcomes of the Inspection

.,.)

---

• No Further Action/No Comment
- Does not occur frequently• Oral Notice of Deficiencies- When very minor deficiencies are noted

• Deficiency Letter-Most Common Action• An Office Reprimand from the SEC Staff

• A Referral to the SEC Enforcement Staff

\, I



Deficiency Letter

_\
~!

• .Atten.']ll.. t() send the Deficiency Letter to the Firm
within 99 days of the Inspection

• Deficiency Letter typically the same as
"Discussion 'of Deficiencies" in the Inspection

I

Report
.'

- Similar details provided so that the firm knows exactly
what you looked at

- Not all deficiencies make it to the deficiency letter
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Materiality of Deficiencies

• Insignifica.nt Deficiencies do not appear in theI

L)eficiellcy Letters
• Nc) Qllalltitative Measure of what is considered

Insignifiea.nt/Material
- Based 011 the deficiency
- N'umber of times and period of time dlJring "Which the t'~

deficiency occurred " \ I /

- [Jetennined on a case by case basis --
.- If an hlv~:stor suffers financial loss it is considered

rnatcrial

- NAV - penny materiality'
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Closing an Inspe.ction

• Create a File with the Inspection Rejtort and",
l)eficiency Letter . lJ&') <.0

- For the Branch

..:.. For the District Office Records

- Send a copy to Washington
I

• File the Work Papers in the Records Room
,-

• Circulate the Report with the Deficiency Letter to
all Brancll Chiefs and Key individuals within the
the District Office
- Gives the Opportunity for all Branches to share

findings
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Response to the Deficiency Letter
•. Response to the Deficiency Letter required within30 days from the receipt of the letter

- Firm must respond to each deficiency noted in thedeficiency letter and inform the SEC what correctiveaction will be taken or what controls will be put inplace

- If Firm does not agree with the deficiency, they refutthe deficiency in their response by providing details
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Follow Up to the Response,

• Response received by the Associate Regional
[)-irect'(lf

• Reviewed by Branch Chief and Inspector

• If Response is Adequate - Filed
- With Branch records

- With Regional Records clipped to Inspection Re
and Deficiency Letter .

- Copy Provided to Washington
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I~0110w Up to the Response

• SIiC: l~'<)llow up if Response is not received within
30 d.ays

..... f~xtensions are granted on a case by case basis

• SI~C I;lollow up if the Respo~se is not Adequate
,

- Contact Firm personnel and discuss what deficiencies
were not addressed

- Second Response will be expected

• SEC Follow up if Firm refutes SEC -findings
- Discussion of what documents the deficienc~ was

based on -.

- J\greernentreached "



SEC Tracking of Deficiencies .

;J-'

• Summary Page of the Inspection Report has a
table with Pre-determined Deficiency Categories

• 1'hc nUll1ber of Deficiencies in each Category
illplltted into a database that is common to all
Regions

• rr11is Illf()rlnation is tabulated
- Utilized by the SEC for determining and publishing the

nUITlber of deficiencies in any particular area
- Provides a resource for determining any focus areas ~.

during an Inspection
.-. ltu]t' rnaking~
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CC)llfidentiality of the Inspection
r.;

• Any Inspection conducted by the SEC is kept
Extremely Confidential

• Inspectors are not allowed to discuss which Firm
they are inspecting nor the issues that are found
with personnel outside the SEC

• Inspectors are encouraged to Inform the Firm what
level of Confidentiality is maintaine~ by the SEC
in order to alleviate any concerns of the firm

~
~
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WIlen does an Enforcement Case
·Become Public,

~ If al11n.spection leacls to potentially Serious
Violations, the Issues discovered are tllrned over
to the I~nf()rcementStaff

• [~nforcement Staff will mak~e an individual
determinatiol1 about the seriollsness of the issues

• Tf ttle l.HSUeS are considered serious, the assigned
Sl~C :Lawyer will get in touch with t~e Firm

• 1"he Matter is 1)ot pllblic llntil a settlement is
reached or 'a case is brought by the SEC



Conclusion

• Structure assists in achieving your goals of an
effective inspection program t t t

• Structure assures quality I t
• Structure assures uniformity ~~~
• Structllre Jinlits questions ~:~ \\

• Structure helps the Inspectors do their jobs

• Structure gives you focus from beginning to end

..
~
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Documentation Provided to
" .

the Board of Trustees
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REVIEW OF

DO'CUMENTATION
PROVIDED TO THE

~ BOARD OF TRUSTEES

PURPOSE
• The Board of Trustees is ultimately

responsible and needs to be informed of all
key areas

• To determine if this has been done

• To determine if the briefmg was accurate,
comple!~ and timely

• To verify the trustees' involvement in the
strategic decisions made in the management
of funds
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SAMPLE LIST OF REVIEW
ITEMS:

, • Board minutes

• Quarterly/ monthly Board package

• Materials filed with SEBI
• Scheme/fund portfolio briefing packages

• Fair valuations (internal valuation)

• Board approved procedures

• Personal Securities Transaction reports

SAMPLE REVIEW LIST cont.

• All contracts including but not limited to:
- Advisory

- Custodian

- Transfer Agent

- Brokers

- Marketing

- Legal

• Appointment oftrustees
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SAMPLE BOARD
PROCEDURES

• Brokerage allocation

• Trade allocation
• Personal Securities Transactions/ Code of

Conduct

• Diversification /

SAMPLE BOARD
PROCEDURES cont.

• Interfund transactions
• Money market fund valuatio!lS
• Repurchase transaction guidelines
• Securities lending guidelines
• Counteiparty credit review standards

3 /
0":7
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MISCELLANEOUS ITEMS

• Queries raised by the trustees

• Responses by the AMC

• Resolutions of the trustees

~ • Interviews to understand the process of
preparing the Board ofTrustees package

Board Package Review

-

Conclusion
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Overview of Key
Inspection Issues

• Personal Trading and Front Runnirig
• Trade Allocation
• Best Price and Execution
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SEBI Regulation

• Rights and Obligations of Trustees
- 18 (8)

-18(11)

- 18 (23)(b)

- 18 (2'2) Code of COl1duct

• Rights and Obligations of AMC
- 25 (3)

- 25 (9)

-25(16)

...



--------------~-----Areas of Concern to' SI~·BI• Are the firm's employees and/or relatives of'

such employees utilizing material non-public

infoflnation to benefit themselves personally?

• Are employee (and relatives) personal trades

receiving better prices than client accounts?

• Are profitable investment opportunities beingl ~
" .....,. ~~

taken away from clients in ord(~r to benefit:

employees (and relatives) personally?



Areas of COIlcem to·Sl:~~·BI

• [)oes the firtn l1ave reasonable orgatlizati(}nal
stillctlires and controls in place to contain the use
of lnaterial norl-public information

• [)oes the firm adeqllately monitor the personal
tra<ies of its employees (and relatives)?

• [)aes the firm resolve any conflicts betweell
employee/relative and client trades appropriately?
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Front lunning·

.,..J;J

~

• A Practice whereby a person ta]ccs a ()()sition t:(J
capitalize on krlowledge of an U.pCOtlling
trarlsaction tilat is expected to irlflllence the market

• Exalnple: A person has krlowledge of a upcoming buy
order for 'a fund in a security that is tllinly traded. The
person places a buy order for his/her own account prior to
the fund and sells the shares after the fund order thus
ll1aking a profit as a result of possessing material non
public information
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Access to Privileged Information

• Access to privilegecl illside inforr'la1.1cHl can ()CCllr
in several ways:

---- lnv~~stlnent Banking alld Underwriting activities
.._.. ,Analysts' contact \vithC:orporate Insiders
..... Firrn 'sponsored LB()s.) "fakeovers, etc.

... J--;'irrn sits on C~reditors Committees of Bankrupt
Cornpanies

.... 'Third-party Tip

---_.~/

,
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What Documents to Request

• Organization Chart with the organization of the
firm and all affiliated entities

• Pre-Inspection Process should give you an idea of
the affiliations firm personnel may have, e.g., a
person Imay be sitting on the Board of Directors of
a company

"

• Also, formally request Affiliations/positions with
other corporations or partnerships and shares or
interests held in each.



What Documents to .Request

".5:)

~

• A list of firm personnel that are required to report
their personal securities transactions due to their
involvement in or knowledge of investment
decisions being made for clients, e.g., officers,
partners, directors, portfolio managers (debt and
equity accounts), traders (debt and e-quity
securities) and research analysts (debt and equity
securities).

• Statements of the firm's or affiliates' proprietary
trading account (objective to test firm or affiliate proprietory
trading vs. client trading)
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What Documents to Request~~

• Chinese Wall Policies
- Intenlal policies that are designed to prevent the

dissemination of non-public information from one
department to another. Typically a wall exists between
the Investtnent Banking side of a firm and the
Investnlent Management side

• Insider Trading Policies
- Policies that are designed to educate an individual as to

what is considered material non-public information and
what Jirnl personnel must do when in possession of
such n1aterial non-public information
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What Documents to Request

• Eluployee Personal Trading Policy
- Policy that lay down internal rules to be followed when

trading for personal accounts or accounts of relatives
- Will specify what to report to the firm on personal

trades

- Any Pre-approval requirements will be described here
- Holding Period Requirements
- Will describe how conflicts between personal and client

trades will be resolved .

k£<r-



What Documents to Request
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• Firm's Trade Blotter/Deal Sheet (Chronological
Purchase and Sales Journal that shows trades
placed f~r all clients managed by the finn)

• Any materials presented to the Board of Trustees
on personal trade policies and personal trades of
employees and relatives· "

• Personal Trades for a sample of personal accounts
of firlTI personnel.

• Exception reports that list trades in conflict with
client trades



Process of Testing

J~~

• Test sample of personal and proprietary account
trades vs. client trades on trade blotter

- Do any of the personal trades get a better price on the
same day trading in the same security as the fund?I

- Personal trades with better price before fund trades?
~-

- Is a proprietary account getting better prices than client
accounts?

- Ensure that firm requires employees to report trades in
private placements. in addition to trades in listed
securities



Process of Testing

• Note trades in which a firm personnel has made a
significant profit in a relatively short amount of
time

- Would the investment have been suitable for any of theI

clients?
- Do research files indicate that the security was being

considered for client accounts?
- Does it appear that an investment opportunit

taken away from clients?
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Process of Testing

• For elnployees that may have access to non-public
information

- Compare trading with news stories to detect if any trade
was based on inside infonnation

I

- COlnpare personal trades against any restricted list
created by the underwriting affiliate ,-
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·Process of Testing

• Test if personal trades are being filed according to
internal policies created by the firm

.- If not, it may be an indication of poor internal controls

- Does the firm require its employees to sign a statelnent
representing they have reported all personal trades?

- Does the firm provide copies of its inter~.al policies
relating to personal trading, etc. to its employees?

- Does the firm get representation from its employees that
they have read and understood such policies?
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Process of Testing

,..,~.

• Request a sample of exception reports and review
method in which any conflicts in personal trades
get resolved

• Review minutes and ascertain if Board of
Directors has been involved with the ~pproval of
personal trading, insider trading and Chinese Wall
policies



Process of Testing

-"'
'~Oe

, ....~.......

• BQard of Trustees review ofpersonal trades?

- What review is conducted to ensure that the
representations made to the Trustees regarding front
running and self dealing is accurate

• Representation to SEBI that personal trades have
been reviewed and are not in conflict-with client
trades

- Who signs the representation?

- What Documentation does the person review before
making the representation?
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Limitations .

• Firms have to rely on the honesty of their
employees to ensure tllat all personal trades have
been reported

• Firn1s in India cannot get personal trades reported
to the firm directly from an independent source
when that is feasible, it is considered a good
internal control to have custodians/brokers directly
report employee trades to the firm for review





SEBI Regulation

• Rights and Obligations of the Trustees
- 18 (5)

- 18 (8)

..,......:3'

!/;.;)~.
~~

• Rights and Obligations of the AMC
~ Code of Conduct .'
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Areas of Concern to· SEBI

• Is the firm favoring certain schemes over others
by allocating profitable investment opportunities
to only some of its schemes and/or personal
accounts?
- For example, is the firm allocating Hot IPOs to certain

schemes? "

• In allocating bunched orders, is the firm favoring
certain schemes over others?

a
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Areas of Concern to SEBI

• When is the firm determining allocations?
- Pre-trade execution or Post trade execution
- If allocations are occurring towards the end of the

trading day or after trade date, the firm has the potential
determine allocation based on any price movements
that occur subsequent to the execution ofJhe trade
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What Documents to Request

• Any Written Department Trading Policies,

- Internal policy on how the trading desk should place
and document trades

• Trade Blotter
I

• Order Tickets and any Pre-trade allocation
docllmentation if maintained separate 'from order
ticl<ets

• Performance for a select time period of various
schemes managed by the firm
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What Documents to Request
• A list of all IPOs that schemes and personal

accounts have been invested in with:.
- Date of Purchase
- Date of Sale

- Price of Purchase
- Price of Sale,

- Allocation
"

Typically Hot IPOs are flipped (sold within a short period of time) to
take advantage of short term inflated prices that normally seen with
Hot IPOs

\..,.........,~.'*..~,.,..,"'.""....~.R"l'fr·""~ ... ·,T· -,~ .. -;r -- ---,-- "-,' ••.. . ,,~ ._-" -:-":-;;.• l"',r-r-'--,....."' .•#--:~ -::;;-:-:'.~. __ 'to );11• • FI •. f-) di!'RSfJ~~r~'rI:-~~'~ ·~~n¥-,~-..~" ":..-'~-' ......_-_ .... _._... _.
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Process of Testing
• Based on information provided on IPOs

ascertain the profit/loss made by various clients
- Do certain schemes consistently make a profit?
- Do certain schemes consistently make a loss?
- Does the firm document the allocation ofIPOs prior

to the date of the IPO? ·
- If the firm does not get the number of shares it has

indicated interest for how does it allocate the shares
received alTIOng its schemes? Does the methodology
SeelTI fair?

- Ask the firm to provide reasons why certain schemes
were not allocated any IPOs



..- Process of Testing
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• For a sample of bunched orders review the order
tickets and" ascertain when the allocation was
determined
- Time Stamps
- Interview firm personnel ancl watch the trade

placement and allocation procedures.
- Review pre-trade allocation tickets and question

modifications to any allocations made post trade
execution
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Process of Testing

• Allocation cont....
- In reviewing the performance of all schemes managed

by the firm pay particular attention to significant
deviance in performance of schemes managed in a
simil~r style - it may be indicative of schemes that are
favored or disfavored by the firm

, '

- all accounts participating in a bunched order should get.an average prIce
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Process of Testing

• Partially executed trades
- If a trade is partially executed, how does the firm

allocate the shares it has obtairied (pro-rata basis,
random allocation)

- Does the methodology utilized seem fair and equitableI

to all schemes?

- Is a elnployee account allocated any shares of a
partially executed order?
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Process of Testing

• If firm has an affiliate that manages brokerage
accounts
- Ascertain if fund trades and trades for brokerage

accounts are being bunched
- How'are partially executed trades being allocated

alTIOng brokerage and fund accounts?
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SEBI Regulation

• Rights and Obligations of the Trustees
- 18 (4)(g)

- 18 (5)

- 18 (6)

• Rights and Obligations of the AMC
- Code of Conduct
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Areas of Concern to SEBI

• A,firm has the fiduciary responsibility of
obtaining best price and execution for its clients

• Best Price and Execution - Client's total cost or
proceeds in a trade is most favorable under th'e
circumstances

,

• Is the firlll selecting the broker based on the
broker's execution capability?

• Is the firm negotiating commission rates?

• Is the firm using its brokerage affiliate withou
evaluating for best execution?
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Best Execution

• Best Execution is based on various factors:

- Execution Capability - brokers may have different
execution capabilities based on the order size or type
of security that is being traded

- Commission Rates - are the commission rates being
charged by the broker competitive? '

- Value of Research Provided - Is the broker providing
research reports, etc. that are valuable in the portfolio
managelnent process?



What Documents to Request
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• Approved Broker List and the criteria utilized by
the' firm to select brokers

• Any internal documentation the firm maintains
that documents best execution checks conducted
by the firm

• Trade Blotter (showing the price and the
commission charged for each trade)

• Any DocumentatiQn given to the Board which
evaluates the execution of fund trades



Process of Testing

• Commissions charged
- Ascertaining whether a competitive commission is
. charged is based in part on knowledge of what is

considered a competitive commission rate in the
market

I

- Interview trading personnel and ascertain whether the
, .

finn negotiates a commission rate with brokers
- Review cOilllnission per share paid by different

schen1es to ascertain whether certain schemes are
receiving a better commission rate than others
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Process of Testing

• Prices obtained
- For a sample of securities check what the "high", "low"

and "close" for the day was - the price obtained by the
fund should fall within the range

- Also .check whether purchases are occurring
consistently at the high of the day and sales at the low, .

of the day - if so, it would be indicative of a problem
- If various schelues are executing trades in the same

security on the same day - test to' see whether prices
obtained by the different schemes are disparate
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Process of Testing
• Is the Trading desk monitoring' best price andexecution?

How often does the firm review best price andexecution?
., Question whether the firm has stopped using aparticular broker due to poor execution beingoffered
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Limitations .

• Since Best Price and Execution is based on
several factors, including research capabilities of
the brokerage firm, it is quite difficult to make a
judgment on poor execution unless the prices and
commissions obtained by the clients are
consistently poor compared to other players in the
market

./



Overview of Key
Inspection Issues

• Transactions with Associates..

• Portfolio Review
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Transactions with
,

Associates

Relevant Regulations
SEBI (Mutual Funds) Regulations, 1996:

• Regulation 2. ( c ) - definition ofassociate

• Regulation 18. (6) - no unfair or undue
advantage should be given to any associate
in any manner detrimental to the interests of
the unitholders

• Regulation 24 (3) - disclosure of intention
of AMC to invest in its own schemes

I



I

I

I
I
I
I
I
I
I
I
I
I

Relevant Regulations cont.
SEBI (Mutual Funds) Regulations, 1996:

• Regulation 25 (7) - no more than 5% of
daily gross business with an associated
brok& I

• Regulation 25(8) - utilising the services of
associates etc for any securities transaction
and the distribution and sale of securities 
disclosure in the halfyearly and annual
accounts

Relevant Regulations cont.

SEBI Press Release Sept. 5, 1997

RefNo. PR 100/97

• No investments in unlisted securities of
associate/ group companies

• No inv~stments in privately placed
securities of associate/ group companies

• Aggregate investments in group companies
not to exceed 25%
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Purpose

To protect the interests of the unitholders

To set limits to prevent conflicts of
interest

Sample Documents to
Request

• List of affiliates! associates (individuals,
frrms, etc)

• List of sponsors and their other interests

• List of directors of the AMC and their other
UnterestS '

• List of trustees and their other interests

3lfi
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Sample Documents to
Request cont.

• Trade blotter for the sample period(s)
selected

• Listed vs. unlisted transactions

• Transactions subjected to fair valuation
procedures

Testing process

• Disclosure in the half-yearly and annual
reports

• matching list of associates etc. and their
interests with the (sample of) transactions
selected and the firms excuting those
transactions (Note: the sample should
include transactions subjected to fair
valuation procedures.)

• review of reports to the trustees
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Limitations

• Accuracy and completeness of the lists
identifying all associates

• Identification ofcounterparties to a
transaction

• Fraud potential

Transactions with Associates

Conclusion
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PORTFOLIO REVIEW

RELEVANT REGULATIONSI
RESTRICTIONS

• SEBI (Mutual Funds) Regulations, 1996:
Seventh Schedule - Restrictions on
investments

• SEBI Press Release - dated Sept 5, 1997
Ref, No. PR 100/97

• Fund offer documents

• AMC's compliance manual

• AMC's internal policies and procedures
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Purpose

• Investment regulations provide for the
protection of unsophisticated investors

• The Offer document represents th~ promises
made to potential investors

• Internal policies represent prudent nonns
established by the trustees to ensure orderly
conduct of business

Documents to Request

• Offer documents

• Internal policies and procedures

• Compliance manual

• Download of transactions for sample period

• Databases used for routine monitoring
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Types of Restrictions

• Regulatory

• Offer document

• Internal policies and procedures

. I
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I
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Examples of Regulatory
Restrictions

• Investments only in investment grade rated
debt - else approval by board ofAMC

• 10% of any company's paid_up capital
carrying voting rights for all schemes
collectively

• Initial iSsue expenses limited to 6% of funds
raised by the scheme

3
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Examples of Offer Document
Restrictions

• industry limits (defmition)

• No more than 5% ofnet assets shall be in
the securities ofa single issuer (co~t'market)

• Dedicated funds - standards for defining
type (65%?)

• Limits set cash equivalents/ equities/ debt
(unexpected market conditions)

• Underwriting limits

Examples of Internal
Restrictions

• Internal valuation ofsecurities

• Debt instruments only of the top three tiers

• Portfolio limits for illiquid securities
(definitjon)

• Derivative trading
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Testing process
• Sampling: period, point in time

• Identify all restrictions

• Independently verify compliance

• validate the databases used for routine
testing

.. • Review reports submitted to SEBI

• lie: portfolio, trading, accounting,
compliance

Specific issues

• guarantees

• indicative returns

• other promises

• allowable fund expenses

• other review items: cancel/corrects,
adjustments, pricing exception reports
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Other issues

• Disclosures (deficiencies or litigation etc) in
the annual reports or offer documents

. • Prior audit! inspection defficiency reports
and their resolution

Limitations

• Sample size
• Period vs. point in time
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Portfolio Review

Conclusion
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SAMPLE COMPLIANCE REVIEW PROCEDURES.

t. FUND PORTFOLIO INVESTMENT ACTIVlIES.

Investment Decisions

t. Review each fund's prospectus and verify that disclosure is consistent with actual
practice.
a. Where do investment ideas originate?
b. Who selects the individual securities to be purchased or sold?
c. Who authorises the actual securities transactions?
d. Who recommends and decides broader investment policies?
e. What investment information or materials is provided to the fund's trustees?

2. Review checklists prepared by portfolio manager for prior 12 months.
3. If the fund utilizes a sub-advisor, review contracts/agreements and note any
discrepancies...
Transactions in Portfolio Securities

I
I
I
I
I
I
I

1. List all trading personnel that execute orders for the fund's portfolio.
Identify all supervisors.

2. Describe the process used to select broker-dealers and any arrangements (written and
unwritten) for the following purposes:
a Sales offund's shares, including all direct and indirect promotional efforts.
b. Advisory, research services, computer hardware and software, and any other

services provided.
c. Review brokerage allocation disclosures.
d. Any other arrangements (e.g. ,directed brokerage or payment for order flow).

3. Review brokerage allocation reports prepared by trading department.
a. Select a sampling oforder tickets and compare to the brokerage allocation report.

(1) Is all required information contained on the order ticket?
b. Obtain list of broker-dealers who sell the fund's shares and compare to the

brokerage allocation report.
c. Discuss any discrepancies, inconsistencies or other unusual findings.

4. Obtain fron MIS a download of the fund's securities transaction for the most recent 12
months and review for the following:
a. Crossing transactions between fund portfolios/affiliates

(1) Were the transactions properly reported to the fund's trustees?
b. Transactions involving affiliated broker-dealer/advisors.
c. Transactions between the fund and any officer, director or employee.
d. Transactions between the fund and the "unknown" broker-deafer.
e. Transactions in illiquid securities, private placements and restricted securities.
f. Transactions that donot appear to be consistent with "best execution"..

(1) Review the cents per share cost of the fund's agency trades.
g. Transactions involving IPOs , securities held for a very short time or not consistent
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day?
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SAMPLE COMPLIANCE REVIEW PROCEDURES continued

with fund's investment objectives.
h. Transactions during the weeks prior to the fund's fiscal quarter-end.
i. Transactions in securities that were in chapter 11 reorganisation (Obtain Creditor's

Committee Report from Legal Department).
5. Review the current portfolio turnover for each quarter and the year (obtain appropriate

reports from Fund Accounting),
a. Is it consistent with the fund's investment objectives?
b. Has there been a significant increase/decrease in portfolio turnover rate?

6. Review process utilized by Trading Department to communicate transaction
information to bank custodian and fund accounting department.

a. Are only authorized personnel, as provided in letter ~o bank custodian, providing
settlernent~ctions?

b. Are original signatures provided to bank on every instruction?

c. Food Accounting Review

1. Compare downloaded trading blotter and brokerage allocation reports.
2. Review policy for handling trade errors and general ledger account established to record such

transactions.

D. Portfolio Pricing Review

1. Review the pricing reports maintained in Fund Accounting for compliance with Pricing
Procedures.

3. Have the Market Value Impact on NAV Report, and Pricing Exception
been initialled by the portfolio manager and retrned to Fund Accounting each

b. Do the reports show any unusual pricing problems ?
c. Do the manual over-rides of the pricing service prices have adequate documentation?

(1) Are the reason codes identified?
(2)If not over-ride, but price is unchanged greater than 7 days, is there documentation

that price waas reviewed and verified as correct?
2. Review Pricing Control Report in Fund Accounting

a. Are all reports being returned timely?
b.Are all reports being returned signed ?
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Overview of Key
Inspection Issues

• Accounting and Valuation
• Client Servicing
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MUTUAL FUND INSPECTION

ACCOUNTING AND
VALUATIONS i

PRINCIPAL INSPECTION
OBJECTNES

• Compliance with Regulations and
Prospectus Terms
• Transactions are properly authorized and

recorded

• Reasonable assurance for compliance with
investment objectives and policies

• Fund's ownership of and accounting control
over its assets
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OBJECTIVES

• Compliance with Regulations and
Prospectus Terms
• Investments are correctly accounted and

properly valued

• Income and gains (losses) are properly
accounted

./

• Investments are not encumbered

INTERNAL CONTROLS

• Adequacy of internal controls to assure
• reliability of financial reporting
• efficiency and effectiveness of operations

• efficiency of pricing process
• compliance with rules and regulations

• Size of Sample for test checks depends upon
inspectors confidence on the fund's internal
controls. Sizing is judgmental
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AREAS OF CONCERN

• Material Weaknesses in Internal Controls

• Maintenance of Proper Books of Accounts

• Segregation of Assets

• Recording of Corporate Actions

• Fair Valuation of Securities 'I

• Reconciliation with Custodian Records

• Recording and Reconciliation of Capital
Account Transactions'

REVIEW OF
DOCUMENTATION

• Board Approvals for:
• internal control procedures and accounting policies

• constitution of valuation committees and terms of
reference

• fair valuation procedures
• ratification of fair valuation

• Offer Documents for valuation terms and
procedures
• Valuation dates and Pricing methodology
• VahJation policies, if any
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REVIEW OF
DOCUMENTATION (

• Minutes of the AMC

• Minutes of Valuation Committee

• Portfolio Holding Statements

• Custodian Reports

• Confirmation of Balances

PROCESS OF TESTING

• Test of Custody Securities
• Confirmations from Custodian
• Security Count Reports from Custodian's

auditors

• Physical Count of a representative sample

• Reconciliation with portfolio holding
statements
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PROCESS OF, TESTING

• Tests of Portfolio Transactions
• select a representative sample of transactions

• obtain brokers notes and delivery instructions

• test for proper authorization, trade dates, broker,
script detail, rates etc..

• examine whether these have been properly
recorded

• test the prices with independent published sources

• check corresponding entries in bank statements

• check delays in booking of trades Idelays in
settlements

PROCESS OF TESTING

• Tests of Income accruedlreceived
• Obtain Interest/Dividend schedules

• select an interim period
• test income earned for either the entire

portfolio or a representative sample of
securities

• consult independent sources for
dates/rates; dates, rates10 agree with
General Ledger

::
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PROCESS OF TESTING

• Tests of Income accrued/received

• check for the income included and those
that could have been excluded

• check whether excess receive~ is properly
accounted I

• review portfolio statements for non-income
producing securities

PROCESS OF TESTING

• Test of NAV
• Test on the first date of inspection, last date

and select a few dates in the interim

• compare balances with investment ledger

• reconcile balances to the general ledger

• trace a sample of corpocate actions
accounted to independent sources
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PRQCESS OF TESTING 
Testing ofNAV

• trace market price used to independent
sources
- check alerts for fair valuation when market

quotes are not available

- set tolerance levels - check out for securities
whose prices fall out of tolerance'limits for
further test on valuation

- identify securities whose prices have not
changed for ux" no. days , for further tests

- highlight securities sold at a price that is
significantly higher than the most recent·
valuation

PROCESS OF TESTING

• Net Asset Value - Fair Valuation
• inspector is not an appraiser

• review board package for
methods/procedures

• review valuation committee minutes

• review the methods used to determine and
update prices and their consistency

• review the sale proceeds to the value used
se\leral days before sale
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PROCESS OF TESTING

• Net Asset Value - Fair Valuation
• inspect the underlying documentation to

ensure reasonableness of procedures

• review the procedures used to assess
credit risk

PRINCIPAL ISSUES IN FAIR
VALUATION PROCEDURES

• Controls to alert for significant price deviations

• Board to satisfy that surrogate securities are
truly "comparable" to the security being valued

• Regular cross checking of prices with that of
actual sales of comparable securities

• Board review of material pricing errors and
approval of corrective action

8
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MUTUAL FUND INSPECTION

CAPITAL ACCOUNTS

PRINCIPAL INSPECTION
OBJECTIVES

• Number of Units and their Value are properly
~~~ .

• Satisfactory procedures for determination of
no. outstanding units for calculation of NAV

• Receivable and Payable are properly stated

• Distributions and Reinvestments are properly
accounted for

• Record keeping is appropriate
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REVIEW OF
DOCUIvIENTATION

• Review Offer Document policies for sales,
redemptions, switches, reinvestments

• Review Contractual responsibilities of Transfer
Agents to test controls

• Accounting and Arithmetical controls

• System access controls

• cash control procedures

• Review the internal controls for:

• Sales, Redemptions, Reinvestments

• Cancellation of units, cheque writing

PROCESS OF TESTING

• Testing of Sale & Repurchase
• select a sample of applications. Trace them from

receipt to processing and to allotment

• check the NAV transfer mechanism between AMC
& R&T; Ensure that NAV used is appropriate

• conform with Prospectus for eligibility
• test the details on application agree with unitholder

account statements

10
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PROCESS OF TESTING

• Check all rejections have the Management explicit
approval

• Test check totals of daily sales & repurchases and
compare their daily postings to related books

• reconcile the balances with general ledger

• check corresponding entries in banj(J statements

• as on the first date of inspection obtain
confirmations from transfer agent for shares
outstanding

DIVIDENDS AND
REINVESTMENTS

• Review board minutes for
dates/amounts

• test for reconciliation of units
outstanding on xd to the transfer agent
records

• recompute the dividend-payable and
compare it against R & T report

• check that correct NAV is used for
reinvestment

11
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MUTUAL FUND INSPECTION

CLIENT SERVICING

CUSTOMER COMPLAINTS

• Check SOP for recording & redressaI

• Obtain aging reports

• Review Offer Document for service
standards

• Randomly select sample correspondence
and do an indepth checK
• check for proper recording and data entry

• check for non-inclusions in aging reports



Working Group Findings

,

• Transactions with Associates
• Best Price and Execution
• Front Running and Personal Trading

A\
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Transactions with Associates

What are the key tools you use to inspect this area?

What are the current limitations to effective testing in this area?

"'- //IW.2, /Y<.,.---m In what areas of regulation related to this area would you like1 further clarifications/interpretationby SEBI?

/
o\"



Best Price and Execution

. What are the key tools you use to inspect this area?

What are the current limitations to effective testing in this area?

In what areas of regulation related to this area would you like
further clarifications/interpretation by SEBI?



Front Running and
Personal Trading

~ What are the key tools you use to inspect this area?

I
I
I
I
I
I
I
I
I
I
I
I
I
I

What are the current limitations to effective testing in this area?
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Reference Materials
•

• The Work ofthe SEC:
A Public Bulletin

• The SEC's Exam Program for
Investment Advisers

• The SEC Document Request
List for Mutual Fund Inspections

• GAO Report on Mutual Fund
Inspections 5/28/97
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Introduction

Tho U.S. Seeur/lio:, and Exchange Commission's mIssIon Is to ad
minister fodora"[ifj'curltios laws that soak to provldo protection for In
vostors. Tho purposa of those laws Is to ensuro that tho s~curltlos

rnmkots are jalr and tlOllost and to provide tho means to onloreo tho
securltle9 laws through aanctions whcro necessary. Lnws odmlnls
terod by the Commission are the:

• Securitles Act at 1933;
• Securities Exchange Act ot 1934;
• Public Utility Holding Company Act of 1935;
• TrustlruJenturo Act of 1939;
• Invostment Company Act at 1Q40; and
• Invostrnont Advisors Act 01 1940.

Tho Commission ulso sorves as advisor to fodoral court~ In corpo
rale roorfji:Hllzatlon proceedings under Chaptor 11 of tho Oankruptcy
Reform Act (}I 1978 and, In cases begun prior to October 1,1979,
Chapter X althA National Bankruptcy Act. Tho Commission roports
annually to Congress on administration of the securities laws,

Under the Securities Exchange Act at 1934, Congross creatod the
Securities and Excl"ltlnoe Commission (SEC). The SEC Is an Indo....
pendant, nnnpartlsnn. quasi-Judicial regulatory agency.

Tho CCHnrnisslon In oomposed of fivo members: a Chairman lind
four Comrnll:lslonera Commission membors are appolntod by the
Prosldent, with the ndvlco and consent of tho Senate. lor five-year
termB. Tho Gha nnan la deslgnatod by the Presldon\. Terms are stag
gered; one ElXp lOS Dn .June 5th of overy year. Not moro than three
membi:Jrs (nay bo or tho samo p.olltlcal party.

Under tho direction 01 the Chairman and Commissioners. tha staff
ensur&s thai pUblicly hold enlilies. brokor-dealers In scctJrillo~ •. ln
vestmont companies and advisers, and olher pnrtlclpants In the se
curities markchi comply with lodor;'11 securilles 1£lV/s. Tnosc la,'{s
were deslgnod \0 tacilitnto Illlormed Ir;vestmonl nnulysos and docl
slons by tho Investing public, prlmar ily by ensuring auoq unto disclo
sure 01 material (significant) Information. Conformanco with todoral

s
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~i;cJ'lties [<1\.,..', d!ld rO[j.Jlation" does nOllll\ply morit. It Information
l,'21IiJ! 10 I~!llfrllc:j Irt,'eslrr,cnt Q1illysis i3 properly disclosed, tho
C::H7,r.,lssicrl 1.",..r~~,1 bi;: II~(; :;~Io 01 socurities wilier, analysis may
E::CJ'I" 1G he (if ijucSlionilr;18 valwc. I: I:" the: Investor, nol tho Commis
~ 0:1, 'iflle III.J~1 mako !t,c: LII111alc ji.Jd;jI:-,enl oflhe w:)f\t'; of securitios
c'fferod fo: lillio.

Tho Cornmisslon's stat/Is composed ollawyors, accountants, fi
nancial nnnlyGts and o)(amin(HS, enginoers. investigators, ocono
mists, and othor professionals. The staff Is divIded Into divisions and
orflcos (Including twolvo roglonal and distrIct olllce's), each dlregtod
by otticlals appolntod.by tho Chairman.

This broclllJro doscrlbes the work at lho SEC by discussing the
I"ws It admlnlstors, 11)0 orgnnlzallon of tho Commission, tho ways In
which II carrIes out Its stiltutory mandates, and tho sanctions It can
b~ing to beur 10 nntorce laderal 50Gl~rltios laVis.

....~--:---.., _ •••••• , .". ' ••••_ ~.~_ •• o< •• _'. _.__._.
_

6

Securities Act of 1933

This "truth In socurltles" law has two basic obJectlvos: .
• To require that Invostors bo provldod with malorlal Intormatlon

concerning secllfltles offered tor public 6ale; and
• To prevont rnlsropresontatlon, docelt, and othor fraud In tho

sale of ~lecuritles,

A primary means of accomplishing those obJoctives Is disclosure
of flnanclallnforrnatlon by regIstering oflors and salas of socurlUos.
Securities transactions sub/ectto rC"\jlslration aro most offorlngs of
debl11nd eqUity securi!los Issuod by corporallons, Ilmltod partnor
5hll)5, 'IrlJsts and other Issuers, Foderal nnd certain olhor !]ovurn
men~ (labl securities are nol. Cortaln GOcUIIUcs nnd transactions
qUfll/ty ior exomptions from roglstration provisions; thoso oxomp
tlons are discussed balow,

PURPOSE OF REGISTRATION

Registration Is Intended to provldo adoquate and accurato disclo
sure of material facts concerning the company and the socurltles It
proposes to sell. ThUS, Investors may mako a roallstlc appraisal 0'
the morlts of the securitIes and then oxorclse Informed Judgment In
determIning whether or not to purchl.lse them.

RegIstration requires, but does 1101 guarantee, the accuracy of the
facts r~present(ld In the registration statemont arid prospoctus. How
ever, the law does prohibit falso and misleading statements under
penalty of fine, Imprisonment, or buth. And, Investors who purchase
secunties and suffer losses have Important recovory rights undor tho
law It lhey can provo that thoro was Incomplete or Inaccurato dlsclo
sura of material facts In tho registration statement or prospoctus. "
such misstatements ara proven, the following could bo lIablo for In
vestor losses sustained In tho securities purchaso: the Issuing com
pany, Its responsible directors and officers, the underwriters,

------_.._,--_.._--,----- ---_._----------
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::onrOllinn irtcloJ!;:S. til" 1:1~(Jr, :)f the E.8cull(':; iil1d clt.():~. n-,Else
-,;r-ts rrl.SI l;c (j""U\(:'J '(1 Jr 'll_'I"ol~;"I\£:: k;:;EI,11 or !,t'-ltlj coun (not
::[;'010 It'e C.::'fl'.lr,i!,:",:;~\, .'.1'1(.1' t' ;::,10 P0'UC:I Iu dVll!rd rlarnilJe~J.

RC(jISlr:t: :,1',0' S;:;::',J',I'U ell,US no: [,rcc:llJdr, :11(; t;al8 u' s:cck II'.

ilsxy, pu;;.l f, Illiln,i~lwJ, (J! I;r,profili.lt;,( ,:onpcl',h.::;. r-J(); (be" the
,::rJI:rrisslc-, iJPf,r()/2 (,I dlsap:H,"VQ SUI.:'.JrI\:£;t or: lllc:ir rnl;(,l!;; ItlS
unl.:.".. tul :c.. r(;p:ose:~llJtllorlilso In It'e (;alo ot sor,l/iIiG:.. lhl;l only
standard wl.lch must bu tr,ol wtlor, roulslurino 1l!"Cllll!lflU is adoquate
anc accurale dlsclOSIJrl1 cd r(J(jIJlroc1 lTIilltHI<i1 fillils cone.oming the
company and tliD ffl:t:llillil,~, II pf\)fW!1I15 tl; lillil The fairness oltho
terms, tne ISSllIl'II' l'JIIP.III~'F" II(OSj'lucts fOf llLJccesslul operation,
and other IQctnlll IllloLIlng 1110 morlls of Invo&lIng In the securities
(whether prleu, plOl1lolllrS' or underwrilors' prollls, Of otherwise)
nave no bnl1/lflg on IhlJ qlJlJstlon ot whethor or not socurlties may be
registered

THE REGISTRATION PROCESS

To lacfPlato roglstration by dlfferenl types 01 companlos, Ihe Com.
,T1Lssion has spoclallorrns. These vary In tholr disclosure require
rnents but. gonerally provl(jo ossonllal faets While minimIzing the
burdon and cxpon£>ll of complying with tho law. In general, rogl5tra-

'1;on forms cull lor dlsclosuro ollntormation such as:
• Descrlptloll I)t Inc reUlstranl's propertlos and business;
• Doscrlptlon oll"n fll\lnlflcanl provisions of the socurity to be

offered for oalo ilnd Its rolationship to the registrant's othor '
eapllel fillcurltl€lI;: .

.. InlormalllJn nbCll/t lhe managomenl 01 Iho reglstranli and
• Financial f, tatorrtlH\ls cortified by Independent public

accourllilnts. .
ReglstHlIlnn stalements and prospoctuses on sccurillos become

public IrnrnQdlololy upon filing with tho Commission. Atter tho regis
tration stlltolTlonllafrlod, sacurillns may be offored orally or by C<1r·
laIn sumn-Ulrioa 01 tho Inlormallon In Ihe registration statement as
parrr,itloq by Commission rules. Howover, ills unlawful 10 seillhe
sccuritlao until the olfccllvo date. 1hc act provides that most regIs
tration slalcmellts shull bocome offectlve on tho 20th day alter filing
(or on tho 20th day alter filing the last amondment). At Its discrclion,
the Commission may advanco lho etfeclivEl date if deemed approprl
ale consldorll1,S tho intorosls of investors and the public, the ad-

---------------

equacy of putlilcly :.owailablo Information, and tho case with which tho
laels ab8ut tho now offoring can bo (lIsscmlnated and u(l{jors\ood.

Reglslratlon slatoments ~re sUbjnct to oxomlnatlon lor compll:lnco
with disclosuro requlromonts. If a statomont appears 10 bo matorially
lncompiele or Ir.accuralo, lllO roglstrant usually Is Inlormod by lottor
and IJlvon an opportunlry 10 1110 corrocting or clarifying amondmenls.

H,owever, the Commlssion may concludo that matorlal dollcloncles
In some regIstration statements appoar to stom from a deliberate at·
tempt to conceal or mislead, or that tho deficlenclos do not lend
themselves to correction through thfl Inlormallet1er procl)$3. In
these cases, the Commission may (Ioclde that it Is In the public Intor
est 10 cDnduct a hSIHln(J to dovelop 1t1O facts by evidence and dolor
mine If a "stop orclnr>' should be Issued to refuso or suspend
eHectlvencsEI of the statement. Tho CommissIon may Issue stop or
ders after tho sale of securities has been commenced or comptotod.
A atop order [s not a permanent bar to the oftecUvoncss althe rogls-
tratlon statement or to tho sale of tho securitlos. It amondmonls are
fllod correcting the statement In accordanco with the stop ard£lr dcr
cislon, the order must be IIftod Ilnd Iho statemenl doclared efloctlvo.

Although losses whIch may havo bean suflered In tho purchaso ot
seclir"les aro not restored to investors by tho stop order, tha Com
mission's order precludes luture public sales. Also, tho decIsIon and
tho evldonco on whIch It Is basad may servo to notify Investors of
their rlghl~ nnd aId them In their own recovory suits.

EXEMPTIONB FROM REGISTRATION

In genaral, regIstration ro·qulromllnls apply to sacurltles 01 both do
mestic and forolgn loslIars, and to securltles ollorelgn governments
(or their Instrumentalltlos) sold In domestic securltlos marko19. There
are, howovllr, cOl1flln o>o:omptlons. Among 1t1Osa aro:

• Pl1vato oltorin(Ja to a limited number 01 parsons or Institutions
whQ have accoss to Ihe kind 01 Information that registratIon
would disclose and who do not propose to redistribute the
socu rlllos;

~ Offorlngs restrlcled to rosldents 01 tho state In whIch the Issu
ing cc)mpany Is organlzod and doIng business;

• Securillel, of munIcipal, stalll, lodoral, and othor governmontal
Instrumentalitles as well as crlarltablo Institutions and banks;

--'-----_.----_ .._---------
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• ()11C;,'1~l!' 1'.\ 1:;1:(' d n;: Lulilill :j!JoC:lIl;(j l::rrwul'l$ r:l1lUe !n
(;o:nt~II(Jr.11 '::Ii',;, .lIrl:I~I:jr,s ::.01 11.8 Corrw'ls~,lor,; nod

, (j('(:r r~:)s c' :iI',d'l ::I,3rne::; i irl'''[;drre'l~ ::o{Jrpanics' f.1a:J£: in
e.::CGrc!i1I1C\' 101111 rlli,!> "r;(~ f£::jIJI,iliC:1o. 011110 Corr,rr,i5Siorj,

',"'l)t::thtd C:~ :)l,llt e !,C:'I:r: GS an; ezell',rJ: /iorr rogis:·atian. anli.
I!i..ld pro·,I1>;:JrL i1I,ply I,) a!l s;:,lo:, 0' ,,0.r..)':11(:5 In'.. ol"'·'g Ifl:erstate
cvnrne:r:::c or lill: Ir,,,i!,,,

;\mong \(H' t,fWClill oxornplion~ lrom Ina ragistration requirement,
1'1C "small 1r.:Hlll oxolnptiol1" was adopled by Congress primarrly as
cr aid 10 smllll businll5s. The law pro'lidos that offerings of sec'uri
lies undor $5 million ;'nay bo oxempt from the full registration, sub.
ject to conditions tho Commission prescribes to protBCt Investors.
T/)o Comrnls:.llon's Rogulatlon A permits cerlaln domestlc and Cana.
dlCln companlos 10 rnuko exempt offorlngs. A similar regulallon is
avallablo lor offorlnos undor $5 million by small business invostment
cpmpanles Ilconsod by tho Small Business Administration. The
Cornmlsslon's ROOIlJation D pormlts cOrlaln companies to make ox
empl ol1ering~ undor $ t million wilh only minimul fodornl rastrlc
liOGs; more: exton~lh'fJ ,lIt;t,losuro rcqulrumenls lind othor conditions
Llpply for oflolloas (;)(cuudlllf1 that amouo!.

Exomptions ilre ilvolJubllJ v:ller, corial" specified conditions are
mol. Theso conditions 1:IClllrJo thf:l prior filing of a notification wflh
tho appropriato SEC rOlllnn,,1 otfir.o <JllcJ Iho usq 01 all 0110rln9 circu
lar sonlalnlng COrlUlll iJil'JI,; 111101 Illlllion In ttlO :HlJo of ItHl socurities.
For a more campluta dllle.Llss/Up (II HlO!;(l and Qlhor special provi
sions adoptod by thll CI;'nrnl/lslon 10 lacilllulO tapllal formation by
small business, ploB50 luqullst fI PClpy of tho ullInl/ bU:jlnQss packet,
available from tho arllco of PIJ~III() Affillrs, PoliGY (::valu'ltion and Re
soarch or the puhllc ro1010neo room!! of lho Commission.

~

-'_._-,--_..,-------- -'-"--'''- ..._----
10

Securities Exchange
Act of ] 934

By tills Act. Congres8 oxtonded the "disclosuro· doclIlno ollnvos
tor protection to securltlos listed and roglsterad lor pUblic tradlno on
our nallon'll sueurttios exchangos, Thirty years later, tho Socurt1les
Act Amendments of 1964 extonded dlsclosuro and roportlng provi
sIons to equity socurltles in tha ovar-tho-counter markot. ThIs In
cluded hundrada of companIes with as sots exceodlng $1 million and
ahareholdors numbering 500 or mom, Today, soeurttlos of thou
sands 01 companies are traded over·the·counter. Tho Act 6eoks to
ensure talr and orderly securltlos marl,cls by prohlblling corlnln
typos of activitlos and by sOltlng 10rltl rulos regarding tho oporatlon
of the markets and parllclpanlS,

COnpOAATE REPORTING

Companles seeking to have their socudUes registered and IIstod
10r pUblic trading on an exchange must file a registration application
with the exchange and tho SEC. If thoy moot the size test descrlbod
above, companies whose equity soclI/Hles are traded ovor-the
counter must file a similar registration 10rm. Commission rules pre
scribe the nature and content of the lie registration statomonts and
require cortified financial statoments, Those arc generally compa·
rablo to, but loss mctonslv6 than, the disclosures required !n Securi
ties Act reglstrallon statoments. Following tho raglstratlan of their
securities, companies must file annual and other periodic reports to
updato Information contained III the original filing. In addition, issu
ers must send certain rcports to requosting ·shareholders. Reports
may be raad at the CornmisslOn's public reference rooms, copied
t1)ore at nominal cost, or obtained at roasonablo rates tram a copY:
Ing service under contract to the Commission.

11
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PROXY SOLICITMIOt,jS

!\f)u',nE:r fJro.; sillr, (.1 I'dS I,H,' (I~;yerr,t. $olicdtno r;rOX!(j~. (voles)
Irom 1-·oll1l:f5 01 regi,I,.I,:,d ,.f~CUr'lli(:S. holt, lis!011 one] ,WIJ(-Iho

CUJrl:OI l:ir 11'.0 (diJLI!:,I; d' jir':,clllrs llr1<J!1l 1 lOr iiIJP:CJ\'<l1 01 othor cor
pmille acton. S(JIICI:":Ii.·r~',, ~':11LII-ll' :.y nlaqa~Jull',or.t or Inino~lty

groups, nilJst disclo5') ill rnatf:riill l<.lcts concerning lTIalters on which
,1oldors aro askocllo volo. Holdms al~() must be glvnn all opportu
nity 10 voto ·yes· or "no" on oach mal\ar. WhaJ!'l a conlestlor control
of corporate manageml::1t Is Involved, Iho ruins mqulrQ disclosure of
tho names and Intor"~t:l (A all "porticlpnnts·ln thn prmy contest.
Thus, holdors ara onut:lorl to vnto Intnlllqonlly 'In oorf"tJrate actions
requiring their appro'Jul. 'rl1o Ctlrnmlsi,lor,'s rlql~!I rm}lJlrb that pro
posed proxy 'MIII"flll: II 1I1,!d 1(1 ~\(1"11l'll:~1 fill IJlIi,HnlnMloll by the
CommissIon Inr ()1)11)I'ililn'l~ \\11th IItu dlsclofjllllJ requirements. In ad·
ditlon, the ru/UI\ Ill/Will UhlHllholdurs to submit propClsals for a vote
at the annuli JooollntJ!'·

TENDER OFFER SOLICITATIONS

In 106B, Congross amonded the Exchango Act to .oxtend its roport·
Ing find (!Isclosure provisions to situations Where control of a com
pany Is _ought through a tonder offer or othor plannod stock
acquisition ot ovor ton p~rcont of a company's equity securities.
Commonly callod itlS Williams Act, this amendment was lurthor
amendoclln 1970 to roduco tho stock acqulsillon threshold to ftva
percent. Th080 amendmonts, and Commission rules under tho act,
require dlsclo$ll!e (;1 porllnent InlormaUon by anyone seeking to ac
quire ovor nvu \HJ[llonl a I' cump~nY'8 socurilles by direct. purchasa
or by tendor 01 (I[ Thi& dIS(:loslml Is alsd (ogulrad by anyone soliolt
Ing shareholdhlti \0 Ilccopt r.ll' rOJod a tender offer. ThUS, as with tho
proxy rules, publlb Irlvoslor~ holding 5tool< In these corporations
may make (MIO nlormed doclsions on takoover bids. Disclosure
provisions oro 6upplumentecl by cortaIn other provisions to help en
suro InVefj!llr protoctlon In tonder olfers.

-_.----::--.. ------

t2

INSIDEfi TRADING

Insider tladlng prohlbllions ero do:,lonea 10 c.J:b mlsuGo of mato·
rial confidontlal Information not availclble 10 tho Qo,10rai publl:::. Ex
amples 01 such misuse are buying :",r sellir,g socurlties to mako

, prolltn or avoid lassos based on material nonpJl.J!lc Ir.formallon - or
by tolling oBlers of the Information so that they may bUy or sell secu
rllios -- before such Informatlon Is Genorally availnblo to all share
holdurs. The Commission has brought numorous civil actions In
feder,al court against porsons Whoso uso of materiul-nonpublic Infor
mation constituted fraud under Iho securilles laws. Additionally, the
CommIssion supported legIslation to Increaso the ponalllos thaI can
be Ifllposed by the courts on those found guilty of Insidor trading.
The Insider Trading Sanctions Act, signed Into law on August 10.
1984, allows Imposing fines up to three limes the pro tit gained or
105B avoIded by Use of malarial non-public Informatlon.

Section 16 o~ tho Exchange Act mqulres that all ollicors and direc
tors of a company and beneficial owners of more than ton percont of
Its registered equity securities musl file an Inillnl report with tho
Commission, and with tho exchango on Which lho stock may be
listed, showIng lhelr holdings of each of the company's equity secu·
rltlOd. Theroafter. they must filo roports for any month during which
there was any change in those holdings. In addition, tho law pro
vldo3 that profits obtainod by Ihem from purchasos and salos or
salea and purchases of such equity securities within any six-month
period may be recovered by lhe company or by any security holder
on 115 behalf. This recovery right must bo assorted In the approprlato
U,S. District Court. Such "Insiders" are also prohibited from making
short sales of their company's equity securities.

MARGIN TRADING

Margin lradlf1\1 In securltios also falls under certain provisions 01
the act. The Bonrd of Govornors of the Fedoral Reservo Syslom Is
authorized to ~et limitations on thu amourjt of credll which may bo
extl~nded for Ihe purposo of purchasing or carrying socuritloB. (The
Federal Reserve periodically revlows these IImitallons.) Tho obJoctivo
Is to restrict e:<cosslvc use of the nalion's credit In the securities
markuls. While tho credit restrictions are sol by tho Board, Il\vosll9a
tlon and onforcemontls \ho responsibility of tho SEC.

13
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SOCU:I\II;S, tl illJlng lIm1 5<)lo~; praclicc:s Oil tho oxchangos and In thoover-thG cmmltif ll\all<ol~ arc subjEct to provisions dosigned to pro!r.C~ t'Hl 1"10;0515 0: invC'stors <)1,0 1I1C p.Jbhc These provisions seekto Curb m;!"o,JflJ50rltoIIO~~ u;\d deceit, (';)U(kel manipulation, andolhor lraueJulililt acts and p:acllC<is, They also strive to establish andmaintain jusl und eqLJililblo prlnciples ollrade conduclvo to main·lalning opon, talr, and ordorly markots.These provlslons,ot Ihe law establish the goneral wgulatorj pattern. Tho Commlsslun Is responslblo for promulgating rulos andregulations lor its lrop!(lnlontullon. ThUS, tho Cornmi5sion hasadoptod regulations which, nmong olhor lhln{Jll:• Dellno aet:l or prllctrcllG which Ganstllutil a "mal1lplllatJve ordeccptlvo dovlc:c{J( Gor1trlvill1Go' prohlbltod by tho statute;• Regulato flhorl 1>011111(1. 518bI1l1111{J transactions, und sImilarmatters;
• Regulalll hY!llllll11l:ulltll1 (UfJO 01 cllslomPI!l' Gocilrillos as .collateral lot 11l1l(,1l); 111".11• ProvIde Snfl}(J111l11l5 wIlli r£l8PIlC\ to thl) IInanclal rosponstblllty01 brol<er$ and dqalot u.

REGISTRATION OF EXOHAt~GE8 ANn OTHERS
N3 amonded, tho 1Q~14 AI)t ruqqlrou (oglulUllllilt wlUi tho Commission 01:

• "National 6ocqr\lII1~ OKchilntJ\Hi~ (thoso rlijvlng l'I1mbstaniiaisocuritios lTlld,nrl"JolumEi);• Brokers atlcl dUj. 4l1: whu condu,:IIH3cdrltl\11l bLlslnoss tnInlarstate comn\QI(,U;
• Transler nupol.:i.
• ClearIng agoncl09;
• Govornment and !Tlunlclpal brQl<em and dealers; and• Securities Infolmallon processor!>.To obtain rnglslratibn, exchanges miJB~ show that lh(ly aI" organIzed to comply with Iha prol(ifjlo(ls 01 ~he stiltllltl fie Wl/ll as tha rulesand regulations oj tho CQmrnI5.",lon. ThO !uQls1.PflnO t!<Qhangos mustalso show thai their nll'il~ conlillr JUll' and arlblluute IJrnvlslans toenSllro lair dQflHfllj \1;1:1 Iq \)1 \)hl(;\ lJh'l)stolll

Each &)(1::110119<\ Is (l selHogulatory organlzatlon, Its rules must provida for the expulsion, :msponslon, and other dlsclpltnlng of momber broker·do<llors for conduct inconsIstent with lust and equll&bloprincIples 01 trado. The Inw intands Ihat exchangos shall have full0pp.:lr\unily to oslablslh sell-rogulatory moasuros ensurIng laIr doarIng and Investor protection, Howe'Jer, II ompo·....ars the SEC (by ordor, rule, or regulation) to approvo proposed rula changes ofDxchanges concornlng varIous actMllos end tradIng pracllces II necessary to affect the statutory ob!actlva. Exchange rules and revIsions, proposed hy exchangos or by the CommissIon, genorallyreach their (lllal form aftor dlscusslona batweon roprosentatlves ofboth bodle,s wIthout resort to formal proceedIngs.Bya 1938 amondment to the 1B34 Ac\, Congress also provided forcreation of a naUonal securllles assoclatlon. The only such assoc!lllion, t~e National AssocIation of Socwltlos Doalsrs, Inc., Is reglslerod with the Commission under thIs provision ot tho law. ThisaSlloGlallon Is responsible lor prollcntlng fraudulent and manipulativeaols ~uld pracllces, and for promallfl~Just i3nd equitable trado prln·clplotl among ovor-tha-counter brokors and deators. Tho oslabtlshment, malrrtenao<:E>, and enforcnmont of a voluntary codo otbusIness ethics 16 one 01 the principal foaturos of this provlslo"l1 otthe law.

BROKER-DEALER REGISTRATION
The roglstrallol1 of brokers and de<llors ongagod in sollcillno andoxecullng securi\los transactions Is un Important part of tho regulatory plan ollne act. Broker-dealers must apply lor reglstrallon withtho Commission and amond registratIOns 10 .$haw significantchangos in financial condll!ons or othor Important facts. Appltcatlol1sand atnendmonts ara oxamlnod by tho Commission. Brokors anddealols must cQnlarm theIr busIness pracll~s to tho Iltandards prescribed by the raw and tho Commlssloo'& regulations lor prOlecUnglnvas,ois and to rules on fair trade practlcos of \helr assoclallon. Additionally, brokers and dealers vIolating these regulatlons risk suspellskm or loss of registratlon with tha CommissIon (and thus therfghtlD continuo conducting an Interstate securltles business) or ofsusponslon or oxpulslon from 8 soll-rogulatory organlzallon,
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Public l' t iI it.,v Hoid ing
COll1 pa Ily A ct of 1')35

Intorstato holdlllg 'c'oI11pnnlof> ongo(locl, through subsidiaries, In
tho oloctrlc ulllily tilJslnn!.s Dr I(] tho rQlall rllfilrlbutlon 01 natural or
manufacturod gus lHI' :iIJbjuc:t t(l H)o"lalHm IIndor tllIl; l1Ct. Today, 14
sysloms nro rnglstnrntl II'lJGO !iysloff\n mU/1J fl?OlstCir with the Com·
mission and filo InitIIII Mid pillipdlc wpml [I. nol ailed lnlormation can
90m1n g the organl71111on, IInanr.11lJ t>trllclLJro, 'lnd orJofilllons of the
holding compnny flll(J its sUPilldlurlcs Is cDI)ILllno(j In thasll roports.
However, t1 8 holdIng Gompaf\Y or Its nubsldlary mooia certain speci
fications, the Comml!!slon may exempt It from palt or fill 01 the duties
and obligations othOlwlse Irnposod by atatulo. Holcllnq companlos
aro BubJectlo SEC IOOlJIMionl> on mnltqrs sur.~ ~'li !itrdpture or Ihe
system, acqulsltioni'o, wIl)binllllons, q'llll~sull f,lJllj 511105 of securl
tiDS.

INTEGRATION AND U1MPLIFICATION

Tho mOllt Irnportlll\l pruvlslons aftho Clct wore the requlrBmBnls for
physlcallntograllan LInd Gorporalo slmpilflollllon of holding company
syntonHI. Inteorutlon standards restrict 0. holding company's opera
tions to an "Intograled utility system." Such a Bysl~m Is qeflned as
01'10: .

• Cnpnblo 01 economical operation as a single coordinated
&y6tem;

• Confined to a slnglo area or raglon In ono or more states; and
• Nol so larne thaI ~ neoates tho advantages of localized

munaoomont, olllci(lnt oporation, and otfocUva rogulatlon.
Tho capllnl *llllcluro lind continued existence 01 any company In a

holding cotnplltlY SV6tOl1l rl)jJsl not unno(~oss[1rllycompllcale the
corporate (}ttp~:"He of tl10 SYSI\lI11 or dlstrll)uja voting power Inequita
bly among f,j(lcu'IIIY holder:) of lila systOlY1.

,
--~-_ ... --------_.,
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Tha Commission may dotermlne what acllon, If any. must bo takt:n
by roglstered holding companies an(ftheir subsidiaries to comply
With act requirements. The SEC may apply to federal courts for
ordors compelling compliance with (;ommlssion directives.

Voluntary reorganization plans for many divestments of nonrotaln
able subsldlarios and proportles, ror:apitilli2allon~,dlssolullons 01
companies, and olher adjustmont!! Inay be USOd to satisfy act
requirements. The SEC may approvu voluntary plans illinds 10 bo
fair and equitable to all aHocted parsons and to be nocossary to
further tho obJectivos of Iho act. If tho company roquasls, tho
Commission will apply to a fedoral district court for an ordor
approving tho plan and dIrecting Its enforc~mof"\t. Alliniorostcd
persons, Includlno stato commissions and other govornmontal
agenGlos, have full opportunity to bo heard In procoedlngs bolore
the Commission and bolore the fodorol courts.

ACGUISITIONS

To po authorlzod by the SEC, tho acquisition of securities and util
Ity assets by hording companies and theIr subsidiaries must meat
the follOWing st~ndards:

• ,he acqulsilion must not tenlj toward Interlocking relations or
concentrllting control to an oldant detrimental to Investors or

- the pUbliC) Interest;
• Any consldoratlon paid for the acquisition (InclUdIng lees,

commissions, and other remuneration) must not be unreason·
ablo;

• The acquisition must not compllcato the capital struc1ure altha
holding company system or have a detrlmontal effoct on sys
tem functIons; and

• Tho acquisition must tend toward economical. officlenl devol
opment of an Integratod public utility system.

ISSUANCE AND SALE OF SECURITIES

Proposed socurity Issues by any holding company must be ana·
Iyzed and ovaluatod by the staH, nnd approved by the Commission,
to ensure that the Issues meot the following tests undor proscribed
standards of the law:

,..
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• TIlIJ hCCUClly rr.ll!,! tlC rCilscnClby ada?!l!(j to tho security
slruC::,J/o 0' Ille IS~LJ(l, ill',d 01 cilwr companies in the sarno
tw!rlir:o compnll'l :;yslc'l1;

• The scr:urily rns! bo rocu;on<lb:y adaptoej to tho earning pOWEH
o~ tne C,lIlll'i! r.~'

" TI-,e pWl'oIl:d!d !·.;,IJlJ mil',\ tIl; r;F.ces~ary nnd approp~la,e to 1t,e
occnarn,l ill d'-ICI !:'(I.:;!•.:wl o,JII;nlion 01 the: company's buslne5s;

• Tha h:105, l-DJiH) ·;:.ions, and Glhor rl,lnunlHallun paid In
connuct!ol1 v-ith Ihe ISSIIO rnust not be unroasonable; and

• Tho t€H,]I!. i1neJ C(lllditior1s oltllO Insuo or sale of tho socurlty
must r,:11 !In dot,lrnonl4lllo the pUblic or Inveslor Inlerest.

g: OTHe.Ft f1EGULATORY PROVISIONS
t~

;:. Othor provlllions 01 the net concern regulating dividend payments
);.. [In clrcumstancos whero pllymonlS might rosult In corporate
;. abuses); Inlar-company loans; sollcltation of proxies, consents, and
l;:tj othor aUlhorlzations; nnd Insldor trading. UUpstroam~ loo.ns 110m
~ subsldlarlos to their paronls and 'upstream" or ·cross-stream" loans
() from public ul/lily companlos to any holding company in the sarna
~ tloldlng company systom roqulre Commission apprqval. The act also
"'<; requires that all so,,,lws portormad for any pprnpany Irl a holding

company systtlm DV il. ~or\tl{}a company In IIWt GystelTI bo rendered
at a lair and equitablY 11110cato(1 oosl.

.....
..-_._--.- -------------_.--------
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The Commission may detormlnn what aellon, If any, must bo taken
by roglstored holding companies and their su~sidlarles to r.omply
with act ri:!qulremcnls. The SEC may apply to lederal courts (Of
ordors compelling compliance with Commission dlroctlves.

Voluntary reorganization plans for mar)y di-Jo~lmonls 01 nonrclaln
ablG subsidiaries and properties, recnpitali7.0lions. dissolutions of
companies, C1nd other adjustments may be used to satisfy act
requirements. The SEC may approvo voluntary plans It finds to be
fair and cquliable to all affected persons and to be necessary 10
further tho objectives altho acl. If tho company roquosts, the
CommIssion wlllllpply to a fedolfll district court lor an ordor
approvJng tho plan and dlroctlng Its enforcoment. AJllnlarostod
porsons, Including stata commissions and othor govornmental
agencies, have tull opportunity to bo hoard in proceodlngs before
thl) CommissIon and before tho federal courts.

ACQUISITIONS

To be authorLzad by tho SEC, tho acquisition of socurllias and ullI· ,lty assets by holding companlos and theIr subsidIaries must moot
the lollowlng standards:

• The or.qulslllon must not tend loward Interlocking rolatlons or
~ncentrallngconlrol to an extant detrimental to Invosloro or
the pUblic Interest;

• Any conslderallon paid for 1I1e acquisition Oncludlng loes,
commissions, and other remuneration) must not bo unreason·
able;

• The acqulslUon must nol compllcato tho capital structuro 01 tho
holdlnn company systom or havo a detrlmontnl oUoet on sys
tom functions; and

• Tho acqulsltJon must tand toward economical, olliciont dovel
ormanl of an Integrated public utility system.

ISSUANCE AND SALE OF SECURITIES

Proposed security Issues by any holding company must bo ana·
Iyzed and ovaluated by tho staff I and approved by the CommIssIon,to ensure that the Issues meot the following'tests under prescribed
standards 01 the law: .
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This act applIes to bonds, debentures, notos, and similar dobt se
curHlos offerod for publlc sale and Issued under trustlndDnturos with
more than $7.5 million of securlU£ls outstanding at any one tlmo.
Even though 'Such securities may bo reglstored undor ttlo SOCUriUC8
Act, they may not be offorod for ~,aJa to tho public unloss the trust In
donture confonnG to statutory standards 01 thfG act. Designed to
Bafeguard 11113 rights and (ntoroslll of tho purchasors, tho act wso:

• Prohibits tho Indenture trusteo from conflicting Intorasts whtch
might Interfere with oxelclslng Its dutIes on bohalf of the soc
urlties purchasors;

• Requires the trusteo to bo a c.orporaUon with mInImum
comblnod capital and surplus;

• Imposes high standards of conduct and rosponslblllty on tha
trusle~;

• 'Precludes, In the event of default. proferontial collection of
certaIn claims oWing to tho trustoe by tho Issuer;

• Provides that tho Issuor supply to the ttusteo ollidonce of com
pliance with Indonture terms and conditions (such as thosa
relating to the release or substitution 01 mortgagod property,
Issue 01 new securitios, or Butlsfactlon 01 tho Indenturo): and

• Requlros the trustee to pro,.ldo roports and nollcos to socurity
holdorl'.

Other provIsions of the act prohibit Impairing the sCCJ..lrity holders'
right to sue individually for principal and Interpst, except under cer
tain circumstances. It also requlros maintaining B list of sacurity
holdors for their use in communicntlng with oach othor regarding
tholr rights as security holders.

Applications for qualification of trust Indenturos are examined by
HII) SEC's Division of Corporallon Flnanco for compliance with tho
law and the Commissfon's rufes. '

T rust Indenture
Aet of 1939

- Othor PfQVI:;IOIII, lit 11)11 /II f,()T\Corn rOOlJlill/111l dividoncJ payments
(In clrcumslllnc:ull v.lllIro flllY/I)()nlll might rU:llllI In corpornte
abuses); Inlor·(;OlllpallY lonoa; solicitation ell pwxles, consents, and
other Quthnrlzdlloll'.l; und Illsldor trudlng. "LJpf.ilroam" loans from
subsldi;'HI/)1l to ttlOlr pnrunls and "upstro.arn" or ·cross-stream" loans
from pUblic utility G()rnponlos to any holding oompany In the same
holcJlng company system require Commission approval. The act also
reqlJlrcb Ihat nil services porformod for any company In a holdIng
compan)' system by u service company In lhat system be rendered
at a lall Ilrld oqultably allocatod cost. .

OTHER REGUI 'l, 1,11\'1 r','1(,J-llhIDNri

• Tr.e ~r:CJfI!y Ir,u:.l t,e r':;aS"r,ilJly iJd"11ICj:1 t,J Ow ~l.JCJli:y
S:"uctLre o! I'll 1~.SIJf:i u;",d (,I olhlil' COrnp'IfIICS If! lite S<lr;-,e
holding cQmp"ni' ~i'~i'}fIi'

• Tho security OJ H'I lIf! rUil'j1J11ably Hd'lpli:C. I,) tho Illunlng powor
of the conopB'1',';

• lh; propo!;lJJ I!.' ,H: {;'"Il.l,lIH. (I'.1(,os::Jary wid appropriate to the
ocor.orr,lcill flflr! dll"lent opnri.tl;(lI) rJ~ tho compon(s busi{)o~s:

• 11)0 fees, Lomnd.ision:>. al1d ollwr romunoratlon paid In
connoctlor. with the issue must nnt be urjroilocnable; ~nd

• Tr.o torms Gnd conditions 01 tho !l,SUO or saIl) altho f.e.llurlty
must not be' dOI;lmelllal10 lhe public or Inv(lntol l'lloms!.
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1:1 19b7 t'lo Cornr~issl()n s8nt a legislative proposal to Congres.'i
whlct-. would rr.oderr,izc procedures under tho act to meet the
p.Jbllc·s floeds in VIOW of novol debt instruments and modem ~nanc·

1119 1OC,;11l1Iques. This legislative proposal was adoptod and enacteo
Into law In 1990.

; .
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Investment Company
,

Act of 1940

The Public Utility Holding Company Act ot 1935 roqulrod Congrass
to dlroct the SEC to sludy the actlvltlos offnvostmant companlos and
ilwoslment advisers. The study rosults woro semt to Congross In a
aerfes of reports tl/ad In 1938,1939, and 1940, causing tho creation
of the Investment AdvIsers Act of 1940 and the InvoslmentCompany
Act of 1940. The leglslallon was lIupportod by both tho Commission
and the Industry.

Actlvltles of companies engagc,d primarily In fnvesllng, rolnvesUng,
and trading In securities, and whose own sClcurltlos ara oltorod to
the investing pUblic, arc SUbject to cortain statutory prohibitions end
to Commission regulation undor this act. Also. pUblic ollorlngs of In
vestment company securities must bo roglslorod under tho Socurl·
ties Act of H}33. .

InvEjSIOrs must understand, however, that the Commission does
not supervIse lhe Investment actlvitios of thaso companlos and that
regulation by tho Commission doos not .Imply safety or Investment.

In addition to the registration roqulremont for such companlos. the
law requIres thoy disclose tholr financial condition and Invostmont
pollclcs to provide Investors complete Information about tholr actlvl·
lie!>. this nct also:

• Prohibits such companlos trom SUbstantially changing tho na·
ture of tholr business or Invostmonl policies wlthoul stock
holder approval; I

• Bars persons guilty <?f securities fraud from serving as oHicors
and directors;

• Prevents underwrIters, InlJoslment bankors, or brokors Irom
constituting more than a minority of the directors of such
companlos;

• Requires that managemont contracts (and any matorlal
channos) be submlt10d to security holdors tor theIr approval;
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• Fro.1Ibi!1i Ililrl:,u'II:,r~·. !>t)lwoon su:;h companies ana their

d;rOCI(i1b, OfflLOf!>, Of allilialorJ companlus or porsons. except
\'it-.sn urprovod uy :110 SEC;

• Forbltjs sucl'. compa'lias 10 iosue senior lI6CU ritles o)(cept
ur.tJor spfJc,fiod conditjons and upon specified terms; and

• P,01lblts pyrarnlclln\l 0: such campenlos and cwss.ownershlp
of lhoir :loc~ritles.

Othe.' provisions of Illls act Involve advisory fees, not conforming
to an advluor's fiduciary duty, sales and repurchasos of securities Is
s~ed by IfwDslmont companlBs, exchange offers; and other activities
of Investmont comp~nios, Including special provIsions for periodic
payment plana and facl}-amount certlHcal1} companies.

Regardlno rllL'HoanlZflllon pl,lns of Investmenl companies, the
Commission Is /lllthorirorJ 10 IllstitlJlo court procsedlngs to prohlbll
plans that do hot IlppUtll to bn ,'air nnd oqllllnblq to socurlty holders.
The Commission (nlly iibo lJ1lltltulo court 1~()lI()n 10 remove manage
rr,enl of/lcial!> V,hCl hav(, lmge(lild In parsoonl misconduct constltut.ing a broactl cilllduclary duty.

Invostmont cornpan/os must not only raglster securltJes undor the
Securltlos Art, but also must lila periodic roporls and are SUbject to
It-,{J Commilltllun's proxy and "Insider" trading rules.

------_..._~--_._--_ .. _._-------_._-.•_-----------
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Ihvestment Advisers
Act of 1940

This law establishes a pattern of ragulatlng Invostmonl advisors. In
some respects, II has provisions similar 10 Socurltlos Exchange Act
provisions governing the conduct clf brokors and doalors. Wllh cor
taln oxcopllons, this act roqulres thill porsons or /Irma compensated
for advising others about securitios Investment must roglstor with the
Commission and conform to statutory slandardn deslgnod to protect
Invostors.

The CommissIon may deny, suspond, or revoke Investmont ad
vlser registrations If, after notice and hearing, It llnds that grounds
tor a statutory disqualification exist and that the Del/on Is In the pub
lic Interest. Grounds for disqualification Include convlcllon lor certain
Hnanclal crimes or securities law vlolallons, Injunctions basad on
such activIHes, conviction for violating tho mall Iraud statute, willfully
IIIlng false reports with tho Commlsblon, and willfully vlolallng the
Advisors Act, the Securilies Act, tho Socurillos Exchango Act, the In
vestment Company Act, or Ihe ruleu ot the Municipal Securilles
Rulamaklng Board. In addition to tho administrative sanction of do
nlal, suspension, or revocation, tho Commission may obtain in/unc
tions prohibiting further violations of this law. The SEC may also
recommend criminal prosecution by tho Department of Justice for
fraudulent misconduct or wliitul violation of tho law or Commission
rules.

Tho law contains antifraud provl5ions and empowers tho Commis
sion to adopt rules defining fraudulenl, deceptivo, or manlpulatlvo
acts and practices. It also roqulres that Investment advisors:

• Disclose the nalure 01 their Interest In transactions oxocutod
lor their clients;

• Maintain books and records according to Commission rules:
and -

• Make books and rocords Elvollablo to the Commission for
inspections.

-. 2:1
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Corpo rilleIteOl'ga IIi 1.<1 ti () II

ReorganlzallorlJHo['noc1lngB In thl) u.s_ COWlS undor Cha'pter 11
altho BankrlJptcy C<;;IU fire b£Ioun by II rJulllor, vold/ltarlly, or by its
credltols. Focloral hlllkll:r1c)' law al loW6 il (lett'llor III roorganlzatlon
to continue opornIiJl(llln.lllIlhll GOllft'lJ J!l'olllCUOn ,...,hllo It allempts
to rohabilitate Ito b'I~111~~S ,\Ill! wadI OLJI U Fltan to PIIY Its dobts. It a
debtor corporation llil~ publicly I"sued ~wcurltles out~'anding, the
roorganlzatlon P'IICillIS may ruluo many Isaups ttlat materially aHect
the rIghts of public In.ostor:;.

Chaptor 11 ot tho Bankruptcy Codo nUlhori20s 11)0 SEC 10 appear
In any reorganlzaU:ln caso and to plesent Its VIUWll Oil any Issue. Al
though Chapter 11 l~ppIiO$ te all typos 01 bwllpuSll lI)qrganizations,
the Commission gtHHlrtjlly IIrrilts Its parllclpa'\qn tl=lldllceedlngs in-
volving signiljcun\ Fuhll- IrNlI.I()r Inlolnst l\rotsdlrto pUblic Inves·
tors holding HI" 'lul:\ ,r ~ !11":IJII11~IU and 11,~tll(1 patipo In legal and
polley IS~Il(lll ( ,. 1)lli:url Ii' pUIl/h, Irwoolt:JIli. The 8ECaiso continuos
to addroull !l\llllOl $ 01 tl 1\(IIII(lnul Comrnlsblol\ oxpertlse and Interest
relating 10110GlJlIII£lll. WIIlHO (Ipproprlato, II comments on the ad
equacy III ruoruanlm\lo!l pilln dlsclosurlJ nlntomonls and partlcl.
pates wholo thoru Is II Commission law enlorcement Interest. '

Undor Chapter 11, lho dobtor, official COlllmlltses, and Institutional
croclllnrs nogollata the lorms of a reorganlzlltlon plan. The court can
contlnn n reorganization plan If It 1s accoptod by credltors for:

• At loast two-thirds ot the amounts 01 allowod'clalms;
• More than cna·half tho number 01 allowed claims; and
• AI leElSt two-thirds In amount of the allowed sharoholder inter·

us\.
The principal saloguard for pUblic investors Is the requirement that

a disclQs\lro statomont containing adequate Informallon bo transmit
ted by the (jllhlnr or plnn proponent In connection With soliciting
votes on Illp pl~J). In addllirmi roorgan1latlon plans Involving publicly
held debt 1IliuIlIly IJfovido fur 1&IHJlng new silcurities to creditors and
shan~holrlprli 1'IIIlch lIlay btl oxornpt treJl1! rO(Jlstralion under Section
3 oltha S(1I: Willes lll.! ot 1[133.

'"~~_._,- ...-._-._----.. -,--------
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Organization of
the Commission

Tho Commission carrlos out Its work, In both WashIngton head
quarters and 1he Ileld offices around the country, through dIvisIons
and oHiCBs charged with specific responsIbilities under the securities
laws. Additionally, there are olficus rosponslble lor tho smooth and
effective admInistration of the Commission Itsolf. Ovorall responslbll·
Ity for carrying out the SEC's mlsfilon rests with the Commissioners.

THE COMMISSIONERS

The Securities Exchange Act of 1934 formally crented the Securl·
ties and Exchange Commission on Juno 6,1934. [The Securities Act
of 1933 was admlnlstored by tho Foderal Trade Commission until
creation of tho SEC.} Among other provisIons, this acl setlorth tho
composition ot tho Commission, which lemalns unchanged today.

A deliberative collegial body, tho Commission meats numerous
tlmos monthly to debate and decide upon rogulatory Issues. Uke
other regulatory agenclos, tho Commission has two typca 01 moet
Ings. Under the Government In the Sunshine Act, meetings must bo
open to the public and to members of the pross. Howevor, " ne~s

sary to protect the CommissIon's ability to conduct Investigations
and/or protect the rights of Individuals and emltlos which may be the
subject af Commission Inquiries, meetings may be closed.

Commission meetings are generally held to deliberate on end re·
solve Issues the staH brings .before the Commissioners. Issues may
be Interpretations of federal secuTities laws, amendments to existing
rules under tho laws, new rules (afton to relleet ctlanood conditions
In the marf<etplace), actions to enforce tho laws or to discipline
those sUbjoct to direct regulation, legislation to bo proposed by the
Commission, and matters concilmlng administration of tho Commis
sion Itself. Matters not requiring Joint dellboration may bo resolved
hy procec:Jres set forth In tho Code 01 Fedoral RcOu!ations.

,
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Rcsolullon olll-,H ISSllCS brougtlt beforo Il1e Commission may ta~a
tho form GI nil""" rules (If amondmonts to eXisting ones, enlorcement
action;" or dil.c,plina'Y aellons. The m(J~)t common activity Is
rulemaxlno. Hulen '~io\ng is gonMally tho resJlt of stalf recommanda
lions madn \0 the Commisillonors.

THE CorAMISSION STAFF

n1fl Btufl Is organized Into divisions and offlcEls with specltlc areas
of resrwrllllbility lor various segmonts of the federal securilies laws.

DivIsIons sorvlng undor tho CQmmlsslon aro Enforcomaflt, Corpor
ation Flna!1co, ~.1arkot Reguiatlon, and Invostmont Management. The
Offieo of Clonoral Counsol sorvos as tho chlel souroo of genera/legal
advlco for tho Commission. As such, It Is responsible for appellate
and oltwr IIl1galion as well as cortaln olhor logal matlers.

The oltlcos Include thoso of Cl11et Accountant, International Affairs,
Legls/altlls Alfalrs, Economic Analysis, Admlnlstratlvo Law Judges,
Secretary and Inspector General.

.Othor off/ocs rlovldo arJmlnlstratlon amI Cl(:\rry out certain neces
sary lunction~ for IhfJ Commission. ThoSQ Include the offIces of Ex
ecutive:Oireclor, Comptroller, Ftllngs and InlormalJ.on Services,
Admlnlstrallve nnd Purr-annul Managernent, InfoqllatlQfl Technology,
and Public Allalls. p[]/icy EV'llualfon and Aesenrell.

THE DIVIUIOt,lb

The DivisIon of Corpuratlon Hnanuo

Corporation f1hCIIlGfl htHI the DvoraJl rOi'pnl1slblllty 01 ensuring that
disclosure roqulromunll\ lHO Inot by pLJtJI\l~I~ held companle~ regis·
tered with tho CU')"lml[J~II()n, lis won< Inclllr/llS reviewing registration
statomen\.S lor nflW IJG(JIjfllloG, proxy 1l1lllilllfjl and Qnpual reports the
Commlssiqn foqLJlrol1 '10m publicly hold qnrnpan!tlB, documents
concerning tendol olf~rs, llnd mergors aniJ acqulllillons In general.

This dIvision ronqarli administrative Inlolp,otatlonft 01 the Socurl
tios Act, tha Sec~Hlqas ~xchllngo Act and ranulatlana lhereundor to
tho public, pro~p~:clllJo roglt,trilntll, anlllltllllrs. IlIa also rosponslble
for certain stalu\oil '~lId Ifl{]!J'~li(jflS pal1~lll\l!"Ig to ~mall buslnessas
and lor the TrustlndunlLJ/o Act 011939. Applications lor qualilicatlon
of lrust/ndonturllf/ lirll OJ<arnlllcd tor compl/anco with the a.ppllcable
requiroments of tho law and the CQn\fnlssllj{\'lj rulo'i. Corporation

-----,-_.~._-_.._-_. "'-'~------...
~6

Finance works closely with the Oilleo 01 tho Chlol Accountant in
drafting rules and regulations which prescribe requirements for Ii·
r.anc\al statements.

The Division of Mafket Regulation

Market RegufalJon Is responslblo for oversight of activity In lhe
secondary m'arkets - registration and regUlation or brokof-dealers,
oversight altha self-regulatory organizations (such as the nation's
stock exchanges), and oversight of athor participants In tho socond
ary markets (such as transfer agents and clearing organizallons).

Financial responslbllity of the~w enlilles, trading and salos prac
lIeos, policies atfoclJng operation of the Bocurltlos markots, and sur
yoiliance lall under the purvlow of this division. In addition, It carries
out actlvltlas aImed at achieving tho goal of a nallonalmarkot sys
lem set forth In the Securities Act Amandments of 1075. Market
Regulation dovelops and present!; market structuro Issuos to the
Commissioners lor their consideration, Tho divIsion also ovorseos
the Securities Investor Protection Corporallon and the Munlcipa!.Sa
curlt/es Rulemaklng Board.

The Division of Investment Management

Investment Management has ba51c responsibility for the Invest
ment Coh1pany Act of 1940 and the Invcstmont Advisors Act 011940.
In 1985, II assumod responsibility for admlnlstorlng tho Public Utility
Holding Company Act of 1935.

The division staff ensures compliance with regulations regarding
. the registration, financIal responslblllly, sales pracllcos, and advor

tlslng of mutual funds and of Investment advisers. Now prodUcts 01
fered by these entities also are reviewed by staff In this division.
They also process Investment company roglstrallon statomonts,
proxy statements, and poriodlc reports undor the Socurilles Act.

The division's Ottica of Public Utility RegulatIon ovorsoes the activ
ities 01 the welve active registered holding company systems, an
suring that their corporate structures and. flnaneings are pcnnlsslble
according to certain tests sel up In the Holding Company Act. The
staH analyze legal. financial, accounting, engineering, and other Is
SUBS arising under the Act. Tho oll1co partJcipatcs In hoallngs to de·
volop the lactual records where necossary, files briers and
partie/pales In oral argumonts boforo the Commission, a'nd makes

';)7
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recommendatlo: IS ronil"lln' j II III CDI:lrnlsslon'$ findings and de~i

,slans in casoa which IHl5l, Ir njr:llni!:.lrulion of tho low. All hearings
a.'8 conducl13llln iH.:cald,II'::1l will~ tho Cornml:>!i1on's Rules of Prac
tice.

The Divisil)n 'of Enforcemont

Enforc-omllntls chargod with onforclng fedoral securities laws. The
division's rilaponslblllilos Include investigating possible vlolaUons 01
loderal securltlos lawl) and recommonding approprIate remedies lor
consldoratlon by the COll1misGlon. Possible viola lions may come to
Ilghtlhrough tho rJlvl!llon's own InqlJirlos, through refarrals from
othor divlslonu of \1\£\ CorllfnhJlllon, from outsldo sources such as Ihe
so If-regulatory orunflllllt,(tIlS, or I)y olher monns, Including roview of
Inv.6stor complall)\/l und Inqulrlofl.

Whon posslblo IIICllqtlCJIIU 01 lederal SOCurltlB6 laws warrant 1urther
InYOstigation by Hill &Iall, Iha Commission Is consulted before pro
ceodlng. The CUlI\rnlsslon's doc:lslons may result In Issuing sub
poenas, forrnal orders 01 Investigation, or other means 01 proceeding
with actions f,I Iho conclusion of Invesligatlons, the Commission
may authorilU lhe slaff to seek Injunctions or other couri ardElred
remodles, Inlililule admlnlslTalive proceodings In lhe case 01 entitles
directly regulaled by the Commission, or pursue other action as ap,
propriate.

ACTIVJTlES OF DIVJSIONS

Tho Commiaston'a work Is romedlal, not punitive. Its primary activl
tJes are to ensure Invostor protection through full dlscloSlI(E1 of mate,
rial Information and 10 onsuro that the securilies markets are fair and
honest In complluflco wllh loderal socurillos I~wl> and rules under
thoso laws. Intorpluliitluf1S, wunsellng, rulumllklng, Bnd ulmllar ao·
tlvilies are all alrYlod al onsurlng r;nmplianc6 with Iho law.

The Commission. hOV/£I\'tl. doa~ have civil authorlly \0 enforce
ledoral securlIJo8 lav.s al1~1 rjoo~ !lO wllon It hqs rQaseln te) bE/lieve
lhut the laws ha'Jo 1111 :1. flf III sorn(j CUilOS Ilr~ about W bo, vlolaled.
Tho Commission 1\1~ II \','<: ,II::' clonoly witl1 crlmlrial Llullll.lrlilos In mal·
Ie rs of muluallllltJ/lfQt

~

Finance works closely wllh Ihe Offlce of the Clliel Accountanlln
drafting rules and regulalions whIch prescribe roqulroments for fi
nancial slalements.

The DivisIon 01 Market Regulation

Markot Hegulallon is responslblo for oversight of activity In tho
secondary markels - reglstlation and regulallon 01 broker-denlors,
oversight of the sl3lf-regulalory organlzallons (such as tho nallon's
Siock oxchanges), and oversight at other participants in tho second
ary markots (such as trans for agonts anl! clenring organlznllons).

FI'1ancial responsibility of these onlltles, trading and sa.los prac
tlcos, policies affoct:ng operalion of the securities markots, llnd sur
veillance fall under ~116 purview of Ihls divl610n. In addition, It carrIes
out llcllvltles almod at achIeving the goal or a nallonal market sys
tom sallorth In tho SecuritIes Act Amenclments of 1975. Markot
Regulation develops and presenls marknt structule Issues 10 Ihe
Commissioners for their considorallol\. The division 11150 ovorsoos
Ihe Securities Investor Protection Corporation and tho Municipal Se.
curlties Rulemaklng Board.

The Division 01 Investment Management

Investment Managemenl has basic responsibility lor Ihe Invest.
ment Company Act of 1940 and the Investmont Advisers Act of 1940_
In t 985, It assumed responsibility for administering tho Public Ulility
Holding Company Ad of 1935_

The division staff ensuros compliance with rogulallons rooardlng
the registration, tinancial responsibility, safes practlcos, and adver.
\I,slng ot mutual funds and of Investment advisers. New producls 01
fered by these ontltles also are revlewocl by stall In Ihls division.
Thoy also process Investment company registration slalOmonts,
proxy statements, and periodic roports undor tho Securitlos Act.

The diVision's Ollice 01 Public Utility Regulation ovorsees tho actlv
Illos of tho twelve active registered holding company systoms, on
surinu lhilt their corporate structures and f1nancfngs are pormlssible
aecold ng 10 certain tests set up in tho Holding Company Act. The
staff analyze legel, linancial, accounting, englneorlng, and othor Is,
sues arising under the Act. The oHlce pnrtlclpatos In hearings lo de
velop lhe tactual records whero necessary, flies briefs and
particlpales In oral argumenls beloro tho Commission, and makes

~
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r'~comm(!fldatiolSHJ:jIf()ill(lltiO COlnmi5flllll1'ij llnd 1r.Dti tll\d rJeci·
SIO:-lS Ir. cas os '.\'III~I.l ,:;', il' ,dlldn/filratlor, 01 tt,l! lay, All tionrings
are cO.'1ducted Itl 1I.'C'l"::,.!",,,r ,'itn t!:n COlTlfl,i'.s,nr,·s flule:s of Peae
tee.

The Division nf Enlorcornont

Enforcement Ilj chargorj ~iitll onlorclng ladorn' securl!los laws. The
division's respollsibilitills IOI;II.Jdo IIW£10tlgullno ,Hlsslblo vlolatio.ns Df
federal securltlos law's aqd tucumm&lldlno uPPluprlatQ remedies for
conslderatlon by tho Clllnrrilsaloll POf,alblo vlolatlons may come to
light through tho divl~l()n'lj own InqulrluB, throlJUr! rofonals from
othol dlvl510ns 01 tho C!I:lIlT1'S&lon. '1'011\ Ollts1dll floure;o:; Guch as the
solf-regulatory Ornal\IL.-jl'llll". or tll OltllH rlli.HlfitJ. Inclqdil'g rovlew of
Investor complalr.ts illd IfI:1Uiflfl!l.

• Wh en posslblo vl()latlol'l~ of le<lo ra I liocLJrltlos Ip.ws wal rant lurthoe
investigation by tho slr.tt, the CommlsslDn Is coi'lsul!od bofore pro
ceeding. The Commission's dccl~lons milY result In Issuing sub
poenas. formal ordors of Investigation, or Dthor rnaans of proceeding
wilh actions. At the c('J)cluslon Of Investlgationll, the CCtlnmllision
may authorize tho staf1 to :>llek InJunct!on, or Qt~llf Cllllri ordered
remedies, Institute admlnllifratlYlt proc/lodlngs j'l the p'Ii>1.l of entitles
directly rogulatlH11.ly ifill Cnflll1ll!l£loll. or f'~IJI'W othuflu;tlon as ap
propriate.

ACTIViTiES OF DIVIS/UNS

The Commlulon'a work Is rornodlal. not punltlvQ. Its primary activi
ties ero to (lnsuro Involitor protection through full dlsclosure of mate
rlallnlormatlon and to onsuro that tho sBcurille5 markets are lair and
honest In cDmplianco with federal sacurltios IBws and rules under
thoso laws. Intorprotatlons, counseling, rulomaking, and similar ac
tivlUes nre all· aimed at ensuring cDmpllance with the law.

The Gomml&Slon. however, does have civil authority to enforce
foderal securities laws and docs so When it has raason 10 believe
that the laws havo be&n. or In some cases are about to be. Violated.
Tho Commission al50 works closoly with criminal authorities In mat
ters 01 mutuftllntores\.

Intorpretatlon and Guidance

On the basis or responslbllilles and powers asslgnod undor fodoral
80curlUes laws, each division provides guidance nnd cDunsollng tD
registrants, prospective registrants. tho publiC, and othors. ThIs in
formation Is provided to help determine the appllcaUon of the law
and ~ regulations and to aid In cDmplylng with tho law, For ex
ample, this advice mIght Include an Informal expresslDn of opinion
about whethor the oHarlng of a parllcular sQcurlty Is subJoct to the
registration requirements of the law and, if so, advice on comptlanco
wlth disclosure requirements of tho appllcablo registration form.
Thase IntorpretatiDns 01 the rulos and laws help onsuro conformity
on tho part 01 the regIstrants. Also, most dlvlslona occlinlonolly Isauo
"no action" letters which Indlcato whothor tho division would rocom
mond Commission action on mattors rogardlng' roglstrants In CfIrtaln
cl rcumsta nees .

RulemBking

One of the most common activities engaged In by tho divisions Is
rulernaklng.

The Commission's objective of requiring regulated antltles to pro
vide effective dlsctosure, with a minimum of burdon and expense,
call$ for constant reView of practlcaJ operations of tho rules and reg
Istration forms adopted. If experlonce shoVls that a particular rEt
qulrement faits to aohleve Its obJective, or If a rule appears unduly
burdensome In ralatlon to the resulting benefits. tho statf presents
the problem to the CommlsslDn. The Commission thon coneldors
modifying the rule or other requlremont. Basod on tholr particular
area of expertise, the divIsions and ofllcas aro olton asked to con
tribute spoclflc analyses_

Many suggestions lor rule modlflcatlDn follow oX1onsivo consulta·
tion with Industry reprosontatlvos and others affocted. Tho Commis
sion normally gives advance public nDtleo of proposals to adopt now
or amended rules or roglstratldn forms and allords the opportunIty
for Interested members of the public tD comment on them.

The CDmmlsslon decides, genorally In open meotlngs, whether or
not the now rules or amendment~i to oxistlng rules are warranted
Proposals approved by tho Commission become mandatory, usually
within a specific time period alter publlcatlon In tho Fedoral Roglstor,

" : ~
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frrvfJsl/garlons

Under the /aw~1 II admlr.lslers, the Commission has a duty to Inves·ligato camplalills dlllJ (Ihur Indications of possible law vlolallons In.
sacurltles tranUi1CII<)IIS. Most arlGB under th£1 SeclJfllles Act and the
Socurltlos ExoI1(1111)0 A( I (FfElud prohlbitlonll ot tl10 Se<:urilles Act
alO slml!ar to IIH,be I cll!:llnllcllll the Securltlo6 Exchange Acl.) In
vostlgatlon anrll:,IIY liulJ:ioquonl onlorcement work Is conducted prl·
marlly by Iho (;lIl1lmlss/l)n's lIald oillcos and the Division of
Enforcoma nI.

Most of llin Comm~ssjon's Invesllgations are conducted prlvi{tely.
Facts aro <I'IYcloped to the lullest extont possible through Informal
In~ulry, InhHvlewlng wilnessos, oxamlnlng brokerage rocordli and
other documonts, roviowlng trading data, and similar means. Tho
Commlssloll Is ompowerod to Issuo subpoonas roqulrlng sworn tes
timony and Iho production 01 books, records, and other documents
pontnont to tho subJoct mattor under lnvostJgatlon. In the avent of rofusal to respond to a subpoona, tho Commission may apply to a led
eral court lor an order compoliing obodlenco.

Inquiries and complaints by In,vestors and tho goneral public are
primary sourcos of loads lor dotectlng law violations in securltlos
transactions. Anoltll:r ~ourco Is In~poctlons by field ofllces and tn
v05tmont ManilQllll10nl or Markol HQUlJlation wf tho books and
recorda of rogulalod PllrsOIlS and organlzallollo to detprfllino
whethor Iholr buslnllM. pror.licoll contorrn 10 lila prescribed rules.
StJlI another mOqns Ii (;0!H1uctlng Inqulrlos Inlo lIH1rkQt fluctuations
In panicular slorh v'li~c:ll do not appoar to refiull from ooneral mar
ket trends or f((lln h,.lc'·sl: dr'vr!loprrlllnlll i!lluCl!ll\J 1t10 1r,l\uinO CXlm·
pa1Y·

lnvesllgatlol)s IrnqlllJIIlly r,()Ilf;Crn tho salo v. lll)Out ruOlsllatlon of
securillas subjer;llc" Iho roulalrnllol1 roqu!rollHI,.t 01 tt\ll Securities
Act. MlsropresQnlalion or omll-Illon 01 malorlril flll;tS concerning se·
curitles ot/ered lot \luill. Whll\llor or no' rogllJ\lf~llon Is r.aqulred,ls an
othor common SUbl&c1I)IIIl"o~tlg/l\.Jon.Tho lirlfl1raud provisions 01
the law also apf'I'1 ollie pLilchasll of fioclHltihll p wt1ethor Involving
outright mlsrepr05Unli:1IIClOtl or th£l wllhholdln~1 or omllislon of perti
nent facts 10 which ttlll Gollpr wa!i enlitlcd. Fol fl)(amplo, Ills I,mlawful
In certain sltualions 10 plir.:hase :;ecuIllle5 from anothel person
whilo withholding rrlal<t!lflllplorll)(Itiol"\ which would Indicate that the
securities hElve II valUI, Il.Jlhl~lnll'llly tlfOi?llor II-Ian Ihat at which they
mo bolng acqulrod. TI fJ~ Il pr(1I1I~Jlon.s apply I I'-It only \0 IIansactlons
betweon broker.; and dllJI~HS UP(! Ihelr cIJ~lufr·,lIrs bLTt £lIso to the
reacq ulsitloll 01 secUlII!tol, by an Issuing company or Its "InsIders."

,..
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Other types of Inquiries relate to manlpulallng market prices of se
curities; misappropriating or Illegally hypothecating customers'
lunds or securities; conducting a sBGuritles buslnoss whllG Insolvent;
broker·dealers buying or seiling securities Irom or to customers at
prlcos not reasonably related to current market prJces; and broker·
dealers violating their responsibilities to treat customers falrty,

A common type of violation lnvolvlls the brokor-dealer who gaIns
tho customers trust and then takes undisclosod profits In socurlties
transactions with or lor tho cuslomer over and above the agreed
commission. For examplo, tho broke.r·dealer may havo purchased
socuritles Irom customo(s at prIces fnr bolow, or sold socurlll~ to
customers at prices far abovo, their curront markot prlC()s, In most 01
those cases, the broker·dealer risks no loss; Ihe purchasos Irom
customers are made only It slmultanoous sales can be made at ""
prIces sUbstantfally higher than Ihoso paid to tho customers, Con·
versely, sales to customers are made only It simultaneous pur
chases can be made at prices substantially lowor than thosa
charged the customer, Another type 01 vlo/aUon Involvos firms on
gagIng In large-scale In·and-out transacllons for the cuslomer's ac·
count (called ·churnlng") to goner ate Increased commissions,
usually without regard to any resulting bonofitto tho customer.

Thera Is a lundamental dlsllnctlon betwoon a brokor and a dealor.
Tho broker sarvos as the customer's agent In buying or soiling secu
rltloa for the customer. Tho brokor owes the customer tho hlghost II·
dllohuy responsibility and may chargo only such agoncy
commission as has been agreed to by tho customer. On tha othor
hand, a dealer acts as a principal and buys securities Irom or sells
securities to cuslomers. The dealer's profit Is tho dll1eronco botwoon
the prices tor whIch the socuritles aro bought and Gold, The doalor
normally will not dlscloso the 100 or commission chargod for ser
vIces rendered. The law requires that the customor rocolvo a wrItten
·connrmatlon" of each securities transaction. This conllrmallon dIs
closos whether tho securllles firm Is acllng as a daa/or (a principal
for Its own account)' or as a broker (an agont lor the cuslomer). 1/ tholatter, the confirmation must also dlscloso Ihe broker's componsa
tlon from all sources 8S well as other Inlormatlon about tho transac
tion.

Statutory Sancllons

Commission Investigations, usually conductod In prlvato, aro es
sentially fact·flndlng InqUIries. Tho lact~ devolopod by tho slall aro

:11
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consldor,,(j hy tho Commission to dotormlne whether there Is valid
ov!donca 01 a law 'VlolaLlon; whether acllon sholiid begin to deter
minD If a v'o!nllon actually occurred; nnd, II so, '......hether some sanc
tion shaul,! be Impo!,ed.

Whon facI3 sMw possit.lo fraud u athul loW violation, the laws
provld(l fio,:}faJ COl,lsns 01 (lc\lon \/lI'lctlthq Gommlsslon may pur
sun'

• cl/l~ i1. II- I', whullJ tho (;I'oIl,lIluslon may apply to an approprl
/I,' Il.:i, 'Jialrle' Court for all order prohibiting the acts or plac
tI.'o~ utlll!Jod to violate tho Illw or Commission rules, or request
cowt ordorad romodlos SUGh os dlsgorgoment or civil money
pnn,llIlou;

• Adllllnlsirativo romody, whuro the CommissIon may, after
hllarlngs, Issuo ordel1l to suspend or expel mombers from
oKchangos or over-the-counter dealers association; deny,
suspond, or revoke brokor·doaler registrations; or censure lor
n\lsconduct or bar Individuals (tomporarily or permanontly)
lrom any association with tho securities IndUStry.

Brokor-Doa//Jr Rovocalions

In lho cnso 01 exchange or association membors, registered bro
kEllli or doalors, or individuals who may associate with any such tlrm,
tt,o fldrnlnifilrailvil remedy Is fJanerally invoked. In these admlnlatra
tl"l1 ploc:oodlngo. the Commla61on Issues an order specifying Illegal
llclu or prlictle<3s allegodly committed and directs that a hearing bo

. hllid for Itlu purpl)se of taking ovlclence. At the hearing, counsel for
1116 Division of Enlorcement or a field office undertakes to establish
those facts supportIng thu charge. Respondents have full opportu~
nlty to cross-examine witnesses and to present evIdence In defense.
II the Commission ultimately finds that the respondents violated the
law, It may take remedial action In the form of statutory sanctions as
IndicatiJd abovo. The respondont has the right to seek Judicial rovlew
of thE) decision by the appropriate U.S. Court of Appeals, Remedial
action may ellectlvely bur a firm tram conducllng a securities busi
ness In intorstato commerce or on exchanges, or an IndivIdual trom
assocletlon with a registered firm, and may also Include lines.

Tho many instances in "'hlcn theso logal sanctions have boen In·
voked ;:lrosenl a lormldable rocord. Of groat signlficanco to tho In·
vosllng public is the delerlont eNect 01 tho very existence of the
Irj),lJQ pmhlbillons of tho law and tho Commission's powers of Inlles·
IItJall<'11 and an(orcollwnt. HlO~1l provl~lons altho Ia........ couplod wllh

T~

--
the dlsclosuro requirements appllC<lblo to now securIty ol/orlngs nnd
to other registered securities, tend.lo Inhibit fraudulent stock pr<)flH:
tlons and operatIons. They also Increase pUblic confldonce In snall/I
tios as an Invostmont medium. This facilitates financing through \110
pUblic sale of securlUes. whIch contributes to the economic £1ro\'(111
01 the nation.

Admlnlstratlvo PfOceedJngs

AI/lormal admlnlstrativo proceodlngs of tho Commission follow Its
Rules of Practice which conform to tho Administrative Proceduro Act.
These rulos ostabllsh procedural wduo process M saleguards to pro
tect the rlghls and Intorools of partlos to thoso proceedings. In
cluded are requirements tor tlmety nolleo or tho proceeding and lor
a sulflclent spoclRcatlon of the Issues or chargos Involved 10 enable
partJes to propare tholr cases adequately. All parllos, Including
counsol lor tho Interostod SEC division or oflice, may appoar at tho
hearing and prosent ovldenco and cross-examine wltnosses. In addi
tion, othor Interestad porsons may Intorvono or bo given IImltod
rights to participate. In soma cases, tho relevanllacts may bo stipu
lated Instead of conducllng an evldonllary hearing.

HearIngs are conductod before a hearing officer, normally an ad
mInistrative law judge appolntod by the Commission. Tho hearing of
ficer, Who Is Independent of tho Interested divisIon or office, rules on
the admIssibility of evidence and on other Issues arising during the
course of the hearing. At tho conclusion of thahearlng, partIcipants
may urge In writIng that the hearing ottlcor adopt specific IIndln{/s of
lact and conclusIons of law. The haanng officer then propares and
fUes an Initial decIsion (unless walvOd). stating conclu..!ilons based
on facts established by the ovldence and Including an ardor dlspos-.
lng oftha Issues, Coplos of the Inltlnl decision aro sorved on tho par.
ties and partIcIpants, who may soek Commission review. if rovlew 15
not sought and the Commission does not ardor rovlew on Its own
moUon, the Initial decIsion becomes IInal and tho hearing olficer's
ordor becomes effoctlvo.

If the Commission reviews the Inltlal decision. tho panles and par
ticipants may tile briefs and bo hqard In oral argumor.t before tho
Commlsslcn. On the basis 01 an Independont /ovlow ot:he record,
the SEC prepares and Issuos Its own decision. The Oftlco of Opin
Ions and Review aids tl16 Commission In .thls process. Tho laws pro.
vide that any porson or firm aggrieved by a decision of the
Commission may seal< ro·... lew ';)y tho appropriato U.S. Court of Ap.
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poals. 'Tho Initial decisions of hearlng oHIC(lrs as woll as the Com
mission decisions are mado public. Ultimately, the CommIssIon de
cisions (as woll as Initial decisions which have become final and are
of procodontiel significance) are printed and pUblished.

Tho Commission has only civil alJlhority. Howover, If fraud or other
willful 11m v\()IUII\)Jl Is Indlcate<.l, tht3 Com/nisslon may refer the facts
to mo DoprHlrnonl or Jusllce wllll a rocommendatlon for crtmlnal
prosacu\lol1 C', Ihe offondlng persons, Il1at Department, through ItS
lor.si U,f;, /-Itvrnays (who IroqlJQntly aro asslst\)d by Commission at
10 1"'°1 1 ), ill,t'f IJroltOnt IhiJ ovldonce 10 a foder&1 grand Jury and seek
I:Ir, Indll:\illilrll.

In IIj, It "o'nslit/ftll(JI) unrj enforCltn1ont a(;\lons, tho SEC cooporates
elns!)l., wlltl (Ithor todtlrol, st utl.i , lJnd loculll)w enforcement offlolals.

THE OFFICI::B'

Tlla Offico 01 tho Goneral ClIlInsol
Tlla Ollico of (lonoral Coull8ul avrv09 us Iha local point for han

dling rlllnppollnto find othor 1I11~l&llon brought by tho 'Commission,
olthor In I~Onf\llCII()n with tM \l~Otl(llIos Ipws or agalnstlhe Commls
111011 01 IIf~ fllilfl. TIll) Gonoml ~IUf1!1oI16 tho chief legal offlcer of lho
Gamrnl!if,lnfl.

\)Ut\fJll 01 ttlls oll1co Includq rf'lllosontlnuthe Commission In Judi
clol p/OGhUdings, handlIng mull ·cllvlsIOf1f\\ legal matters, actln\J In
dlsclpllnary procoedlnQs undor the Rulos of Practice, and providing
advlca and assistance to tho CO!1lmISI~lonl IHI operaUng divisions,
find olncus. Advlco conl;erns statutory Inlorpielatlon, rulemaking,
leglslal'lve matteln and olhor legal pro\.:1lflrns, public or private Inves
IIga\lol1li, find CongroBolol1al h~f.l,/I"ou IIlHJ Investigations. Tha Gon
eral C,:>lJf\:ip,1 dlracts 1H1lIl'lupll''1I~all all tllmtastod clvillttlgatlol1 andU6r~ 11I1I1,1)/,JlbIIl1l1tll II/ldol Ih~1 Ulmkn.jlllcy Code and all related IItl
11

'1
\1:'" 1\ nl,u ,UplI'.IlI'.ts tilt) GOlnmlslllon in all oases in the appal- .

1010 i~Il\JI'8, f1Ilng brlof~ end Ploliontinu oral arguments on behalf of
\t,1l Comrnlaslon. In privato litigation Involving the statutes the Com
mlslliofl Q(lmlnlstors, thIs ofllco reprascnts the SEC as a frland 01 tho
court on logal Issues of gonerallmportance.

The Commission's work Is primarily legal 10 nature. Occaslonal
questions 01 lugallty regarding tho Commission's own decisions or
legal doclslons aHccllng tho federal securities laws are handled by
mo General Counsel.

....

The CommIssion also recommends rovlslons In the statutos whIch
it admlnlstern. In additli;lI1, tho SEQ propares comments on proposod
legIslation which mIght affect lis work or when asked for its vlows by
Congressional committoos. The Otrlce of Ihe General Counsol. to
gother with tho division affoctod by such legIslation, prepares this
leglslatlva material.

The Office of the Chief Accountant· .
Tho Chief Accountant conSUl's with reprosontatlves of the account

Ing profession and tho standard·solting bodlas designated by ttlO
profosslon rogardlng tho promulgation of new or revised accounllno
and auditing standards. This Imploments a malor SEC obJectivQ to
Improve accounUng and auditJng standards and to maintain high
standards of professIonal conduct by tho Indepondonl accountnnts.

This offico also drafls rulos and rogulatlons prescribing requlro
ments for financial statoments. Many 01 tho occountlng rulos aro Oln·bodlod In Regulation SoX, adopted by tho Comrnl6slon. Ragulatlorl
S-X, together with tho gonerally accopted accounllng prlnclplos filL)'
mulgated by the profosslon's standard·solUng bodies and a nurn(J£l(
of opinions Issued as "Accounting Sorlos Roleasos" or "Financial
Reporting Releases," governs the form and content 01 most of tho ti·
nanclal statoments lIIed with the SE'C.

ThIs offIce administers statutes and rulos that requlro that aCGollP1
ants examining financial statements filed with Ihe SEC be Indepen
dent of their clients. This orfico also makos recommendations oncases arising under the Commission's Rules of Practico which
specify reasons an accountant may be donled tho priVilege of prLle
tieing before the CommIssion. Thesa roasons Includo lack of cllliran
ter or Integrity, lack 01 qualHicatlons to ropresont olhers, unothlcal I,r
unprofessional conduct, or the willful vlolaUon of (or tho willful 111dlnOand abol1lng of violation of) any Dr tho fodaralllElCutltloa laws, nllo6.
or regulations. The Chlof Accountant supervises the procedures fol·
lowed In accounting-Invostigations conductod by tho Commission
staff.

The Office of International Affairs

Tho Otflcs of International Affairs has primary fespor.slbilily for ne
gotiating and Implementing information sharing agreements. coordi
nating and providing onlercement and rogulatcry assislance 10 H'o
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SEC's forolgn CXluntcrparts, obtaining assistance Irom forolgn coun·
torparts, and dovoloplng loglslatlvo and other InitIatives to facilitate
Intornatlonal cooporatlon. Tho staff provldos special assistance in In
tornatlonal litigation maltors, such as 01l0clln9 seMee of proco:3s
'ubroad, gnlhoring foroign-basod evldenco through International can
vonlions, froozlng assots located abroad, and enlorclng Judgments
obtained hy tho Commission In the United States against foreIgn
parties. Tho stall also negotiates bllatorallnlormaUon-sharlng undor
standln,gs and agreements with foreign governmental authoritios to
lacliltate obtaining evldonco located abroad (or use In both Investi
gations and litigatIon. The stall also acts as consultants to the
Commission's othor divisions and olliccs In matters of ongoing Inter
r~iliional prolJrams and Inlllal\'I05.

Tho OllieD of Logislatlve Affairs

Tho Ottleo 01 LeglslaUvo Alfllirs Is rosponslble for coordinating the
log131atlvo offorts of tho Commission and communications between
tho Corr,mlsslon and Congress, Inclucllng preparation of Congres
slonol testimony, lhQ ollleG sorvos as 1I0ison with fAombers of Con
gross and Congrosslonal Commlttoes and slaft, responds to
CongroE>slonal roqufJsts, and disseminates Informallon about Com
mission leglslativo proposals and Commission acUons to Congross.
Tho Gl1ico also coordlnatos Information about leglslaUon In which
the Comm\&Slon has an Interest wllh tho OHlC13 01 Management and
Budgolllnd other governmont departments and agencies, and ra-
sponds to Inquiries from the pUblic about such legIslation and Com
mlsolon testimony boforo Congross. The Offlco monitors
Congrosslonel acllvlties of Intorest to tho Commission and dissemi
nates InformatIon about such actlvltlos to approprlato CommissIon
ol1lclnls.

The OHieo of the Inspector General

Tho Offlco oltho Inspector Goneral is rosponslble tor conducting
audits and Invostlgatlons at agoncy programs and operations, re
viewing oxlst\ng and proposed leg!slalloll and regulations relnted to
agor,tv proorams and oporallons to determino their Impact on the
economy. Tho ol1~ce rocommonds po:ic\os to promote economy and
olllclGf\cy and to provent fraud and abuso In agency programs and
~erullolls.Tho of lice also recommends ways to maintain relallon-
---_._-----------

ships botween the SEC and ledoral, stato and local govornmenl
agQncles nnd non-govornmont aQoncios rogardlng programs anel
operatlons Including tile Idontiflcatlon and Pros8cut!on of Individu i.l;;
Involvod In fraud and abuso.

The OfIi CO of Economic Analysis

The Oftice of Economic Analysis dcnls With tho economic and e~n
plrlcal Issues whIch ara inoxtrlcably assoclatod with the
Commission's regulatory activities. The otfico uGuaJly works closoly
with tho divisions responsible for rulo propoSills. Whother working
vlith ono ot tho operating divisions or sorvlng tho Commission Inde:.
pondantly, tho offico analyzos Impacts and bonollts at proposod
regulations and conducts studies on spocillc rulos.

More spocllically, tho ottice analyzos rule changos and engogc~ In
long-torm research and polley planning. To accomplish this, it build:.,
and maintains diverse computer data-basos, designs programs 10
access data, al1d dovelops and tosts altornative methodologlos. Tna
cltlco assesses the impact of securitlos market regulations on issu
ers (In palticular, small issuors), brokor·doalers, Invosto:s . .:Ind 11,1,
economy In general. One area it monitors Is Iha omorglng national
market structuro and rogulallon changes affoctlng tho ability 01 smal
businosses to ralso capital.

The Oftlco of Economic Analysis also analyzes potentially signifi.
cant developmonts in the markotplace. lis work Includes galhenno
and analyzing data on a wido rango 01 market acllvltles thul may roo
quire attontion by tho Commission. Examplos ara now typos of seCl.
rllies, actions by publicly hold ontitlos and their Impact on Investors,
and now or emerging trends In tho securitlos markets.

Rosults ot this work ilIO used Internally as part at tho process to
determino whethor Commission aellon is flllcessary and to kec,p
abroast 01 trends In tr,o milrkolplllCO. Occasionally, subject 10 ap
proval of the Commission, the rosearch 01 this ollieo Is pUblishor!.

,

The Office of Administrative Law JUdges

The aclwinlstra:I\JCl 'illY j.Jd;)es aro responsible for scr.edllljr.~ cr':)
conducting hearings on <leJrr.inis:ra\ivQ proceodings Instltutod by tli.)

Commission and aprwals ot proceedIngs Instituted oy othors. Opill
ions ane! ordors lo:'lIiling Irom these honrlngs aro proparod by ::k:--~
Oft~ce :Jt Opinions and Review.
--------



Tho Of lieD altho Executive Director

1110 Exocull"o Director dovelaps anel executos the overall manage
rnunt policies 911ho Commission for all lis oporating divisions and
otflces. 1110 Execulivo Dlroctor admlnlstors programs to implement
certain statutes, r09ulallons, and Exocutlve Ordors. Program func·
tJons Includo appointing program olflc'lUls; rov'lowlng and approving
program policies, proC',()dlHcS, find regl,.llal.lons; authorizing and
traosmlltlng roports; ond assuring approprlato rosourCQ require
monts to Imrlornont thO programs.

Tho Offico of Filings and Information Services

Tho Ollico of Filings and Information Sorvlces Is rosponslble for
the rocolpt nnd Inlttal hflndllng of all pUblic documonts filod with tho
Commission. ThO Offlco Is also rosp<lnsible for tho custody and can
lIol of 11\0 Commission's olOclal rocords; for tho development of
plnns and Imrlornontallon of IrlO Commission's racords manage·
mont program; for i1uthonlicallon of all documents produced tor ad·
mlnlslratlvo or Judicial procoedlnos; and lor maln\aJning liaison with
tl10 NalJonal Archives find Records AdmInistration and other goverr,.'
manlal agoncios wltn rospoct lO tho Commission's records and its
records managoment program.

Through the ottico's Public Reference Branch. the public may ob
tain a wldo range at Informallon from quartorly and annual reports,
reglstratlon statomonts, proxy material and other reports submlt1ed
by SEC liIers. All public documents ore avallabla for inspection In
the Public Reforence Room of tho Commission's headquarters oHlca
In WashIngton, D.C. and In lhe Northeast and Midwest regional of
ficas In Now York City and Chicago, 'respectlvely. Copies of docu
monts may be obtained for a nominal charge. Eslimates of Iho cost
of copying spocillc documents can be provided.

The Office of the Secretary

Tt.ls oUice ~chedulos Commission meetll~gs, prepares and main
tillrn racords of Corr.misslon actions, and ~oviGWS documenl.3 sub
mlttod to trw Commission for action. Spociflc activities Includo
revlowlng all olflclal ordors, reloases, and other documonts ap
provod by tho Commission or by the staH pursuant to delegated au
Ihority;"'publlshl:1g official documonts and releases of CommiSSIon

actions In tho Federal RegIster and I.ho SEC Dockot; monitoring
compllanco with tho Ro~ulalory Floxlblilly A~t of 1000; traCking com
pllanco with tho Governmonlln tho Sunshlno Act; and rocolvlng .
documents In admlnlstrutlvo procoedlngs, requests for con{idonllLlI
treatment, and commont lottors on rule proposClls.

This oHlce filso provides dlroct asslstanco to tho Investing public
through Its Consumor AHairs Oranch. II revlows complnlnts and In·
quirios from the pUblic concornlng antillos rcg\llatod by IhQ Commis
sion and provldos pUblic Information about Iheso ontltios as well as
Commission activilles. Tho Branch typically obtains written ra·,
sponses from firms montioned In complaints. Information suggestinfJ
a possible violation of fedoral securitlas laws Is roferred 10 appropri
ate CommIssion staff. When complaints concorn privata disputes boo
tween parties, Commission 8tatt altomptlnlormally to assist tho
partIes In resolving tho problem. Tho Commission Is not author/zed
to arbltrato private dlsputos or Intercodo on bOhalf 01 a privata party
to recover loss09 irom the purchaso or sale of securHlos or otl1er,
wlso act as a colloclJon ilgoncy for an Individual. In'lostors mlJst
(look financial Judgomonl Ihrouoll clvillilioalion or binclng ilfbitra·
lion. Lnws whict1 provlrJo in'Joslors wil.p il.lportnnt recovory rig hts It
1I1Oy havo boon dofraudod can bo used In prlvato laWSUits.

The otflco is also responsible lor oppratlon of libraries in the Com·
miSSion's headquartors and field olflces and malntenanco 01 agency
rec.ards concerning adminlstrallva proceedings. ~.

The Office of Public Affairs, Polley Evaluation and Research

The Officcot Public Affairs, Policy Evaluation and Research admin
isters Internal and externul Commission Informational programs, co·
ordinates Commission press relallons, tho lorolgn visitors and public
Informatlon programs and monllors press covorage 01 Issues related
to the Commission and securities Industry. Tho Qlliee also Is res[1on
siblo for providinG rosoarch support In regulatory find ontorccmenl
policy areas, providing Inlormatlon for speeches tor 1110 Cllalrr;1an
and Commissioners, and assisllng in planning and ccorcll:1<)t'lng sP'']·
clal Initiatives of the Commission.

'i r~,



Pu hlie Infonnation Regional and District Offices
United States Securities and Exchnnge CommIssion
450 Fifth Streot, N.W.
Washington D.C. 20549

REGION 1 NORTHEAST REGIONAL OFFICE
7 World Trado Canter
Suite 1300
New York, N.Y. 10048
212-748-8000
TrY: 212-748·0262

Invostor Complaints orflco 01 Consumor Affairs
(202) 942-7040 bla,

Roglon: Connocticut. Dolawaro, DistrIct of Colum-

Consumor Tolecommunicatlons (TTY-VOICE)
(or tho Deuf (202) 942-7065

Copios of Filod Public Roferonce Room
Documonts (202) 942-8090

Blank Forms and Publications (202) 942-4040

Maino, Maryland, Massachusetts, Uew
Hampshlro, Now Jorsoy, Now York,
Ponnsylvanla, Rhodo Island, Vormont,
VirginIa, and Wast Vlrolnla

Boston DIstrict OUlco
73 Tromont Slleot
Sullo 600
Boston, MA 02108·3912
617-424-5900
TTY: 617-424-5933

(Tha'Commlsslon cannot accept collect caJls.)

SEC Information L1no (202) 042·8088
Philadelphia District Orflce
The Curtis Center
Suita 1005 East
601 Walnut Stroet
Ph lIadolph la, PA 19100-3322
215-597·3100
ITY: 215·597·0687

, ...
-----------------



REGION:I MIDWEST REGIONAL OFFICE
Cllicorp Contor
500 W. MadlGon Street
Suita 1400
Chicago, IL 60661-2511
312·353·7390
TTY: 312·8C6-6256

REGION 2

REGION 4

...

SOUTHEAST REGIONAL OFFICE
1401 Brlckoll Avonuo
Suite 200
t,\iaml, FL 33131
305-536-4700

Region: Alabama, Florida, Goorgla, Louisiana,
MisGlsslppl, North Carolina,. Puerto Rico,Soulh Carolina, Tonnossoe, and VIrgin
1~lands

Atlanta District OlfJco
3,,7~ Lenox Hoad, N.E.
Sulto 1000
AlIanln, GA 30326-1232
404-842-7600
TrY: 404·842·7676

Rogion: Illinois, Indiana, Icwa, Kontucky, Michlg,ln,Minnesota, Missouri, Ohio, and Wisconsin

CENTRAL REGIONAL OFFICE
1801 Cali/ornla Stroot
Sullo 4000
Denver, CO 80202·2648
VolcornY: 303·391·6800

Region: Arkansas. Colorado, Kansas, Nebraska,Now Moxico, NorU) Dal<ota, Oklahoma,
South Dakola, Texas, Utah, and Wyoming

REGION 5

Fort Worth District Otflcl)
801 Chorry St,oot
Sulto 1000
Fort Worth, TX 76102
817-3:}4-3821

Sah LAke Dlltrtct Of lieD
SOO Kay Bank Tower 
50 South Main Streot
SullO 500
Box 79
Salt Lako City. UT IH 144-0402
801-524-5706

PACIFIC REGIONAL OFfiCE
5870 WILshiro Boulevard
Sulto 1100
Los Angolo~, CA 90D36-3648
213-965-3998
TTY: 213·525·3831
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The SEC's Exam Program fOf

Illvestment Advisers' .

Speech by Lori Ric11ards .
Director of OCIE
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Co=~e=e~ce o~ Coopli~~ce :3:Jues ;.~~ec~:=~
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~:<2~:~3::~~ ?==q~3=, ;3=::c~la=~y C~= ~~s;e~:~G~s ~~ ~~·,·es~=e~:

~~~i52=~. : ~~5 ~=~s2d :~ :ea=~ ~~~= :~e ~==~~~~e ~-- ~2S=

ye~=/s ?~~g=3=, :~~~ G~e o~ :~e ~ist~ss~G~ ~=~~=~ ~~s ~s~~~~~·;

::3.':':~':: I':--::::,".:.:J .3:':=.:~.:-2~:1 S=:C :::<~::':'::~::=~.If .~...~~::~: :.::-::: .... -:~"':2~

: C2~ ;i~2 you ~s :~3=,

cef~~~~ely ~:~e ~~=~~~~ ; - ...... , • ~ 1:: _--

J~e ~~i~g you s~cul= all al=eacy ~~c~, :5 :~a~ :~e SC~8e,

~~e ~~~~~e, :~e jeo~~ a~d ~~e ou~=o~e at t~e eXc=ina~:~n

-- =l~ :~i~gs ~hi~~ con~~i~ute :0 the ~ela~ive ~~i~ 0: ~~e exa~

expe~~ence -- depend noe on ou~ exa~ine~s, bue on you. The =os~

i=~o=~ane var~able in t~e ~hole process is enti:-ely in you:- hands
-- your own books and =ecords and cocpliance syseecs, =aincained,
updated and i~Dle=ented everY day of the year, ~oe suddenly
thought of in ~he days befor~ the SEC exaeiners a:-rive.

. ..;-,
r knc~ that the thoughe'of a visit frae au:- exaciners in

itself sticulates good corn~liance practices. This ef:ect is
intended -- when Congress gave the Co~ission the authority t8
conduce exams of invest=ent advisers in 1960, the Senate Report
stated tnat "the prospect of an unannounced visit of a Govern~ent

inspector is an efrective stimulus tor honesty and bookkeeping
ve:-acity." I'd stun=lit that there are lots of other, better,
reasons to oaintain absolute integrity and compliance, including
the delicate franchise advisers oaintain with their clients, but
whatever contributes to the aotivation, the result is ~hat's

impo:-tant.

I'd. like to updata you on saca a{ ~~e changes to the exao
prcgrac over the last year, and since this proqr~c was last held,
particularly ~~e new variable scope a{ our exarn~. I'd also like
to describe ~~a new sQIQction p=aces& ~e usa to decide who to
exa~ine, ~hich is partiCUlarly relevant to this group, and
finally, I'll desc:-ibe 500. ot ~~Q ca~pli~nce issues and proble~s
~e/re seeing vi~~ advisors. First, an overviAw of thQ ne~

oCrice. As you ~;ov, last soring C~ai~an Lavit~ created ~~e
Of~ica of Co~?lidncQ Inspections and £X~inatians to consoli~ate
a.ll o~ the S:C:C's eXd::tination activities.· 7h.=ough ou= gt:a.c~ ~n

~e~~~~~=~e~s ~~d i~ ~~e eleven ~egional ~~d dis~=ic~ o~~ices

rr-.;7 ,



~~~ouqhouc ~~e cou~~=y, ~e exa=i~e inves~=ent adv~Se~51

inves~=en~ co=~anies, ~=a~s:e= aqe~t5, jroxe=-~eale=~ a~G S~~:

=eg~la~a=y a=;ani:3~io~s.

;"'lo~q ·...·i':~i. :~e .c:"ed~ian 0:: :.~e nev O::i.~e c.J.=e .1 =~.;:::.J:2 :::
:ake a ~=es~ lao~ ac ou= ?=ocess a~d ~~~o~:~ies ~~~ ~x~=:~:~~

i :""1 ',,/ e s ~'= e ~:: .J. d ',/ ~ S 2:-S, a:1C .J. 1... :':J:: :. ..~ e e:;, ~.: : .:.. e s ..; ~ :.. :-: S ;::>2': ': . .:_-=-:: ~. -=
·..·2 I ::e:

• =~ea~~~g ==~e =~=SS-'~~sc:~l:~~=y ~x~=:~~~:~~ :~2~3

~X3=~ne =~l=~-=2~:s~a=2d e~~~=:2S;

•

•

C'o~""''''''' a.r' ··e --~ --., ,..::) ...... .--.~-.=:. -"''''5;5-::1-''--''-: •• '-? __ .__ .... "-.- l. :-...J _.. ..:> ...... o..J •• _ ,- __ ., :

a~c :~ ~~e a~spcs~~~~~ 0: exa=s; ~~d

:: ':'==s ar.d C:l

"1- - .... :1,--- ....
-~ - --_ ..

.. ~ --..., - -.. _..

: ~~ink ~e have and ~e a=e =ak~~g s~bs~an~:al ~=og=ess ~~~a~~s

~ode~:li~i~g ~~e exa~ ~~oq~a=_

During the last year or SO~ ~e've been ext=e=ely j~sf

evaluati:lg ~he prog~am. and we've ~ade some changes. G2~e~ally.

I ~hinJc ou=- guiding philosophy is that I./e need ~o =.J.xi~i~e· ou::
~esources by ensuring that we'=e targeting'our exaninations to
have the greatest possible effec~. As a result, exams are
inc=easingly becoming "=isk-based," that is, our exacin~rs a~e

Eocusing on the ~egist=ants within the industrf tha~ need ou~

attention the most, and als?, in each exac I./e do, ou~ exa~i:le=s

are focusing on the particuI~r areas of the registran~'s
ooerations that deserve our a.ttention the most. This is a shift
c;r us, al./ay crom conducting cyclical, comprehensive examinations
oE every par~ of the adviser's ope~ation, towards a more Eocused
review i~. perhaps, a handful of areas. We-think that exaniners
should spend ~ore time on the critical issues, and less tine on
the routine issues~

What are the critical issues and what are the routine
issues? Well, they aren't the sane tor all registrants.
~xaniners' focus will vary, depending on the type of regist=ant
they are examining. Generally, exaciners will spend Dora ti~e on
the areas ot the adviser's ooerations where deticiencies or
violations have been noted i~ the past, areas ot importance to
the adviser, and area5 I./hera internal controls appear to be weak,
and areas where Clients appear to be cost exposed to potential
conflic~s ot interest. I! I./Q havQ a sen~a G~at ena adviser has a
s~=ong ~ont=ol enviro~ent ~nd is rinding ~nd correc~ing proble~s

i~sel:. the scooe or our ex~ should re!lect ~~a~. 7he =o~e

confidenca ex~oiners havQ i:l ~ ~8qigtrant'~ ovn co=~li~nca and
i~te~:lal control gyste~, ~~e =o~BJ~~ey c~n I./aivo ~o~~ine

,
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~X~~:~a=:c~ ~~CCQ~u:es. ~n es~ence :~~S i5 an ~~~2~: :~ d~pl!J

~~ ~~~ ~~eld, ~~e c~~iss~on/s :~equent ~d=on~:icn ~~~~

c:::::pliance t=ro:e~$ionals are ::~e indust::-y':; _":i.:-:;t ~i:le 0::
de':~se." against. =::-aud and abuse. So, depending on these
:ac::::::-s, t~e ~xa= could be very nar::-o~ and foc~sed in sco=e or
qui~e inclusive and broad. . .

~~y have ~e changed the sco~e of ou::- exa=s?
are three reasons ~hy it ~akes sense to do so.

fi:st., and ~ost. prac~ically: Given the size c: :~e

indust.::-y, ~it~ over 22,000 regist.ered advisers, co::pared to
~he relative size of our exao stat:, ~e need ~o =ake =e~:~=

use of ou::- resources.

Second: ~e ought t.o recognize t.~e develoccen:: ~i::.h::l ::~e

~ndust.=y of inst.it.utionalized co=cliance s~5t.e=s. ~anv
advisers have crofessional, state~of-the-a~t int.ernal .
cc=pliance sys~e=s that a::-e accorded a high degree OC
inst.it.ut.ional support. in t.e::-~s of resOU::-ces and st.at:.
Conversely, o~~er coney ~anagers are still running on a
shoest.=ing and seem to be complying ~ith the la~ day-~o-d~y.

Our exams ought to take these variables into account, and ~e

ought to try to encourage good internal cocpllance syste~s.

finally:: r t.hink t.'1at our resources are best. utilized in
:inding fraud and serious compliance lapses. That ceans
:ocusing our attention on true risk areas and ~i~s.

,

Cf£STrAVAILABLE COpy

~odifying our exams, froc a one-size-fits-all app~~ach to a
variable scope approach is part of the shift towards what ~e call
"slJ.a::-t. exans." In impleI:1en£~ion, this is halo{ it ~orx.s -- once
the ::-egistrant is selected for examination, the examiner starts
~reparing for the exam. Advance preparation is essential Ear
effect.ive field ~ork.. Advance preparation includes research ~n

SRO records and other automated data libraries, revie\o{ of the
::-egist.rant's filings \o{ith the Cocmission, review at any custocer
cocplaints received~by the comcission, review of past inspection
history and reports, and fo~ulation ot the problem areas likely
to be found. I note tor our mutual benefit, that registrants can
often help·spqed the examination and eliminate any
cisunderstandings by quicxly providing the stat! ~i~~ the
dccu=ents they request, which include copies 0' the most cur:::ent
reports and other materials that explain t.~eir practices or place
t~e= in an appropriate context.

The scope of an examination is then deter:ined by t~o

variables: ~hat tha staf! knows about an entity betore t.hey
begin; and ~hat they learn while the examination is in progress.
An examination te~ could plan to cover only a limited area, and
then rapidly expand the scope a! their review as they discover
problems. Similarly, thQY could plan a comprehensive

I
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exacination, and then waive in-depth tes~i~s ;~oce~u~es as :~ey

.gai:1 'inc:::-easlnq confidence in the entity's i~te=:1al cont::-cls. _.,
othe~ words, the scope of an exa~ination is hiqhly va::-iaolc, a~c

la:::-gely depends on the exa~iners' professional j~dq=e:1t 0: :~e

advise:::-s' own internal controls.

The a:::-eas ~hich ~ight be reviewed include: :ili"qs and
reports; For~ ADV, brochure disclosure and delivery; CC:1t~acts;

custodv; books and :::-ecords; financial condition; i"t2~~al

controis; adviso~y' services; need for =egistrat~cn unce::- ot~e=
securities laws; , porttolio canagement; prohibited t::-ansactions;
limited partnerships; transactions with affiliates; broke:::-aqe an~

execution; wrap fee programs; marketing and perfor=ance
calculations; compensation and client fees; client ::-eferrals;
litigation and the catch-all, any other ano~alies 0:::- issues t~at

the examiners wish to resolve.

While ~e've not yet fully implemented this cus~ocized or
"smart exac" approach, we expect to do so within the cO::ling yea:-.

As I mentioned, in addition to changing the scone of our
exams, we've also ::lade some changes in how we go abou~ selec~:~g

advisers to exa~ine, the second aspect of the "s=ar~ eXec"
approach. Rather than using a purely cyclical approach, ~here

advisers are inspec~ed on a ·regular schedule despite whether ~hey

need it ~ore or less often than the cycle ~ould require, .e've
overlaid other considerations onto our cycle. As! =entioned aC
the outset, our goal is to focus our attention on the ~i~s .h~c~

need it the ~ost -- ~hich ~e define as those fir=s ?~esen~~~g ~~e

most risk t.o invest.ors. The question we pose is, "If a2.2. ·w'ent
awry with this adviser, ho~ cuch damage could it do to
investors?" .,:;\.

It is i~port.ant to note that an exacination based on risk
factors is not necessarily for cause. The staff :ay have ~o

indication of violations or other probleos at the reg:5trant.
Instead, ~he selection factors are intended to highliqht
circums~ances or activitiei that produce risk, not necessarily
violations. O~r first large scale application of a ~iSK factors
approach has been wi~~ respec~ to invest=ent advise~s.

As you k~ow, in ter=s of sheer·nll-he~5, ~~e :~ves~=e~~

adviser co~unity h~s r3pidly outgrown the Cc~issic~/s

exa~ination resources. This led to ~ len~~ening exa=i~aticn

cycle until in 1995, it had grown to ~ore th~n t~enty yea~s, an
absu~dly long ti=e betveen ex~s. Ac~ually/ ~~is Hcycle~ ~eall!'

=eanc no ex~ ~t all tor ~ost registrants. Using a risk !actcr5
approach, we've been abl. to cut that cycle in hal~ :or advl;ers
dee:ed ~o possess certain [actors indicating higher risk.

Yhe single :ost i:pobtant criteria in deter=ining risk. and
therefore pricrity ot ex~lnation tor advisers is access tQ

BEST AVAILABLE COpy
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cli~nt ~onev. Advisers ~ith discretionary autho=itv ove=
invest::ents, 0=. c:.Istcdy ax:' assets, or, quite si::ply, la=c;e
a~ounts of ::ondy under ::anageeeQt, pose the greatest =isk to
investo=s. Ox:' course, having disc=etion or custody or :~rse

a::ounts at coney under ::anagecent is pe=:ec~ly appro?=iate. and
::cst invest::ent advisers accocplish all three ~it~ c==~lete

safety ~or their clients. Nonetheless, risk otten 3cc==~~nies

discretionary authority, or access to large aeounts c: coney.
Approxi~ately 9,000 ceqistered invest::ent advisers :all :~ta :h:s
higher risk category.

To ensure better exa=inat~on oversight for these aev:se=s.
ve've divided our inspection prcgra:: into t~o pa=ts. Advisers
the highe= risk category are nc~ the responsibility 0: the
regional offices. The regional offices vill usually ccnd~ct

inspections of advisers vith discretion, custody, or non
discretionary ::anagement ot S100 ::illion or oore. 3y :oc~sing

resources on this group, all of these advisers are exa~i~ed, C~

average, once every eight to ~en years, signiticantly =o~e c:ten
than the previous t~enty y~ar cycle.

In addition, earlier this year, the comoission allocated
additional agency resources to our adviser exac progran. rlit~

the nev staff being wade available, ~e hope to reduce the
examination cycle for higher risk advisers to once every five
years. Thus, through an application of risk factors .hen
selecting registrants, and additional support vithin the agency,
the exa~ination cycle for higher risk advisers ~ill be reduced co
one quarter of" its previous length.

Of course, focusing r2sources on areas ot higher risk ~eans

that there viII be fe~er resources available for areas of lover
risk. The IJ,OOO registered advisers ~ho do not quali:y :or the
higher risk category are nov being" inspected in jain~ s.ee?
examinations. conducted ~ith state securities regulators. ~e've

conducted 8 such joint s ......eeps so far, and expect to conduct ::lany
wore through the remainder of 1996 and in 1997. Through this
progra::, the lo...... er;;>risk advisers ·,.;ill be examined, on averase,
approxi~ately ence every forty years, or for cause ~hen

appropriate. I note that t..Ilera is currently legislation pendir.g
in the Senate, the Securities Invest~ent Promotion Act, vhich
~ould call for States to assu=e a pri~ary role for regulating
these advisers, and L~e SEC supports ~~at concept.

We think ~~at this ne syst~ for ex~ining advisers
represents an appropriate eighting of resources tovards
providing protection for ~~ose investors vho need it ::lost.

I! vou're an invQst::lont advigQr, it's i~port~nt for you to
~no ...... th~t risk-based selection ~ill not replace cyclic~l
ex~=~~~~i8~9. Ra~~er, ~~cug~~:~l application a! ~~sk :~c~o=s

"d "i h th ;"--an- ..........."ld·w·ill assist exa::iners in eter:::.ln r.q 'wi 8 er a :::eg_.;o,-_ • '- -' ..~~- ,

[l-S 1
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be exa=ined =o~e :=e~~e~~~y ~h~~ allo~ed ~v ~~e cy=~e.

exaoination cycles still exist. and as noted, cur cycle
discretiona=y =anagers ~~ll be 5 yea=s.

.. '"

Ct,,;":S:.ce

:- c:-

.so, ever-yone 1n :::~i.s :-00::: :al.!.s '.. ithin :~e "r:.:..c;.--:e:::- :::-:"sJ:"
ca~egc:-y, and 1S likely :0 see cu:- exa=i.~e:::-s =uc~ ~G=e c~:e~ :~a~

in t:-.e ;:ast.

hhat ~ill dete==:ne ~he:~er- a higher- :-isk ae,'.:..se:::- .:..s
examined more often t~an every :ive years? Lots 0: :actc:-s,
including: the si:e ot the adviser; and the nur~e:- 0: clients;
the adviser'S business; :~e length af ti=e t~e aeVlser r:as =een
=egiste=ed; the adviser's ~rior examination history and r-esul:s;
its disciplinary histor-y; its custooer complaints; :"ts affiliated
persons; its advertising and perfor=ance claims; and info==ation
obtained tr-oo other- r-e~Jlator-s, inclUding, aoong other-5 , SrtOS and
state securities regulator-so

I'd like to focus for a oinute on just one of those factors:
the adviser's advertisina and oerformance claims. I don't need
to tell you ho~ ioportant it is to ensure that advertising and
pe=fo~ance figures are accurate and not cisleading. You're
already ·,.J'ell-a~are of that, it {s required by 1a.... . There are' SO:7le
advisers out there though, ~ho I think deserve to have thei=
per::or:::anceclai!:ls ver":'!ied by u.s, partiCUlarly advisers ,...ho
clai~ to have generated large short-te~ profits for clients that
are substantially in excess of their peer group. These-are the
advisers that are vinning frequently in selection contests, and
are rapidly graving their ~ney under management. Perfor~ance

clai~s are,'as you knov, one~af the oost important criteria used
by clients in selecting a ocney manager. With so ~uch riding on
~erfor=ance. there are g=eat teoptations to shade the truth .:..n
calc~lat.ing the n~ers. Not on~y is this not fair to clients
or to the other ooney wanagers, it's not legal.

So, beginning ~his Sll--er, ve'll be conducting examinations
of so~e of the oore successful =oney oanagers to focUS on their
per:or:::ance claims. I hope ~~at ~e'll find no~~ing out of order
in these exaos, and I'll consider then a success vhether ve do or
~e can't. I think that this is an area ~~at dese~es our
attention. ot cou:se, all advisers have alvays been subject to
our examin~tion~ and to a reviev or their pertorm~nce

calCUlations. In ~~e past, hcvever, va examined advisers through
a process at r-ando~ sQIQction among ~~Q 22,000 registered
adviser-so ~lo.... , ~'1a ..,ir~lingest adviser:5 ....ill be specific~llY

targated ~or'exaoination, and in addition, ....Q'll be p~ying alot
=0=0 attention to verifying par!or=ance claims in avery exam ....e ,
do. We'll also be ~orking closely .... ith tho NASD to ensure that
=utual ~und adverti~ing clai=s are ·~c=utini=ed carefully.
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I'd like to :ur~ to so~e of t~~ o~~er :~oic areas ~e're

foc~si~g en :~ o~r adviser eX~=5.

Under t~a broad :-ubric of "trading prac';:':ces," ~::'ere are
seve=al ~=eas ~~at ~he s~a!~ is paying par~ic~la= it~en~ion :~

this year.

~e conei~~e :0 look at alloc~ticn of :=~des a=cng advisory
clients. and ~het~er allecatien decisions see~ fair. or are
benefi';:ing cereain clients or accounts. Relatedly, ~e're also
looking at allcc:~~ion of bunc~ed orders. - Based un a recent ;";0

action letter. advisers are nc~ able to include propr~etarJ

accounts in bunc::'ed erders under certain conditions. 7::'e s::~::,

generally, has no problen ~ith an aeviser ~unching orders.
Ho~ever, because of the ~oter.tial for unfair allocatluns of
bunched trades, the staff ~ill usually take a close look at an
adviser's bunching procedures and practices.

We're also leoking at ho~ =uch individualized treat~ent an
adviser is providing, and looking at ~hether the co~on and
similar manage~ent of a large number of small accounts is really
an invest~ent coopany. To gain eccnooies of scale, advisers of
small accounts may make the services provided to all
participating clients as sioilar as possible, including the
invest~ent advice. OnC2 a client's assets ara assigned to a
particular investment Objective, the composition of one client's
account ~ill t~en be very similar or identical to every other
client ~ith that same objective. In these circumstances, the
staff is likely to ask some questions to evaluate ~hether these
accounts are, in fact, being managed like an investment company.

We're also locking Cl~\lY at soft-dollar arrangements, and
have found that advisers sometimes forget that commissions and
mark-up dollars belong to clients and not the adviser. 3ecause
the adviser has cont=ol over soft dollars and over disclosure of
soft dollar practices, ~e're seeing problems ~hen advisers use
this money fOr their ovn benefit. The staff continues to t=ke a
hard look at soft dollar expenditures.

ne'=e also looking at orinc:pal t=ansactions, and =aking
sure that L~e adviser obtains client consent before completing
t::'e transaction. rtecently, ~e found one adviser who exec~ted
over a,aoo orders ~or advisory clients on a principal basis or by
crossing clients' ordars with orders of oL~er brokerage
customers, ~iL~out notice to and consent of L~a clients, and
contrary to L~e adviser's disclosure in its ADV. T::.is adviser
had lots or o~~er probl~s too, and provided a real-lite ans~er
to the quosticn I described earlier, ~hich ex~iners al~ays ask,
"I r everything ·.'ent avry .iL'l this adviser, hoT,,{ :::.uch har::J could
it do to clian~s?"

[I·53
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Finally, ~e'~e' always looking for pe:son~l ~~adincr con~lic~s

of iwte~est, ~C~ just a~ong por~:olio canagers of cucual fu~es ~s

you ~ight assuce :ro~ recent press repor~s. Con!lic~s of !

ir.cerestin personal ~=aeing by aevisers at discretiona~

accounts are jus~ as possible, and are being ~evieved just as
carefully.

If you've noticed a thene here. it's that, consistent with
tte ~isk-based a~?~oach to exa:inations ~~at I've desc=ibed, ~~~

these things, ~e=:or=ance advertising, trade allocations, .
individualized treat=~nt to clients, principal trades, soft
dollars, personal trading, are all areas either where there have
been problens or entorcenent ac~ions in the past or where, i:
problems did occ~=, they could have a ser~ous i=pac~ on clients.

So, I've given you all the critical info~ation here abou~

our exa~s of investment advisers -- ~ho are ve going to examine?
vhen vill ve examine you? and vha~ viII ve be looking for vhen ~e

exaQine you? I ca~/t think you'd have any questions at all after
all this inforcation. I'll cooe full circle though by saying
that all ~hese things, the scooeithe nature, the deoth and the
outcome· of the exa= will depend on you and your hopefully
excellent, compliance systems.

Thank you.

* The SEC, as a catter ot policy, disclaims responsibility for
any privata publication· or atatatlQnt by any at its eI:1ployees.
The vievs expressed herein are those ot the author and do not
necessarily ratlect the vie~s or ~~e co=nission or ~~e statr 0:
the CO=.=lis&ion. ,
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UNITED STATES

SECURITIES AND EXCHANGE CO;\I.\lISSION
NORTHEAST REGIONAL OFFICE

7 WORLD TRADE CENTER
NEW '·OR>:.:-IT' 1000S

Date

f'v1r. XX,."'(XXx...."""'vrx."'\
XXXXXXX"'\:xxx.-x,"'(XXXX
XXXXXXX,.~~x,\.XXXXXX

XXXXXXXX. XX 12345

RE: The Increase In Value Funds

Dear Mr. XXXXXX:

You are hereby advised that pursuant to Section 31' (b) of the Investmem Company Act of [(}LJO
(the "Act") and Section 204 of the Investment Advisers Act of 1940 an examination of the
above-referenced Funds will commence on September 16. 1996.

In order to facilitate the examination. \ve request that the following documents or schedules be
prepared by the Funds, its investment adviser. principal underwriter or other appropriate persons
ur entities. The records required shoutd be available to the examin~ltion staff on the date the
examination commences.

Please provide the following items for A.LL Funds.

1.

.,

oJ.

Copy of the latest Form ADV, Parts I and II. Also a copy OLlllY brochure used instead of
or in conjunction with Part II of Fonn ADV andgin~n to clients or prospective c1iems.

Copies of No-Action Letters and/or Exemptive Orders tor th~ Funds.

Two copies each of the Funds':

a. Current prospectus

b. Currem Statement of .·\ddition;.ll Infom1atiol1

C. Laiest annual report

d. Lares.t SCl11hlllI1Ual report

,
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4. One Copy of each of the following tor the period September l. 1994 throw;h August 30.

1996 forthe Funds:

a. { Board of directors '/trustees' minutes

b. Ad Hoc and permanent comminee minutes

c. Stockholder minutes

d. Copies of all m3teri3ls presented [0 the boo.rd of directors/trustees prior to or

during board meetings held during the period September I. 1994 through .'\U!!ust

30. 1996.

5. A copy of the Funds' code ofcthics and list of access persons. On ~he Jist of access
persons. ple3se specify those individuals involved in porttolio man3gement. reseo.rch and

trading. For those individuals, please provide copies of their filings for the period
September I, 1994 through August 30. 1996. (Filings of other access persons may be

requested during the course of the examination.)

6. A copy of written policies and procedures adopted pursuant to Section 204A of the
Investment Advisers Act of 1940 and the Insider Trading and Securities Fraud
Enforcement Act of 1988. Also, please provide a copy of any written Chinese \V:llJ

policies and procedures, if any.

7. A list of all proprietary trading or investment accounts of the Adviser.

8. A list of advisory representatives subject to the reporting requirements of personal

securities transactions pursuant to Rule 204-2(a)(12) of the Advisers Act of 1940
including all officers, partners, directors. portfolio managers (debt and equity accounts),
traders (debt and equity securities) and research analysts (debt and equity securitit:s).

Please indicate the following:

a. Name:

b. PositionlTitJelDivision (i.e. equities. tixed income, foreign securities):

c. . Percent o\\mership of the Adviser's outstanding srock;

d. AfTiliations/positions with other corporations or partnerships and sh3.res or

interests held in each.

Ple:lse be prepared to provide all records of employee person:ll security transactions during the
period kept pursuant to Rule :204-:2(3.)( 12).

9. Copies of the following agreements/procedures for the Funds. where applic;Jbk:

a. Inol.:estment Advisory/iVlanagemenr Agreements ,
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b. Sub-advisory agreements. if any

c. A sample of a custodian agreement
i

d. A sample of a sub-custodian agreement. if any

e. A sample of a transfer agent agreement. if any

t A sample of 3 loan agreement. if any

g. Repurchase guidelines/procedures. including an approved 1iSL if any.
Please provide a sample copy of the board of directors ','trustees' nllI1utcs 3dopting

the guidelines/procedures.

h. A sample of rule l7e- I procedures. if any

1. A sample of rule 17a-7 procedures. if any

J. A sample of IOf-3 procedures. if any

k. Errors & Omissions policy. if any

l. Guidelines for valuation of restricted securities. if any

m. A sample of administrative agreements. if any

n. A sample of the distribution agreements. if any

o. A sample of 12b-1 Plans, ifany

p. Any other relevant procedures/agreements. ifany

10. Copies .ofthe following, as of August 30. 1996, for each investment company:

a. Daily net asset value computation sheet

b. Trial balance

Co List of all portfolio holdings (price make-up sheet) \t,.ith ticker symbol and
CUSIP.

11. The follo\\'ing records for each investmel1l company for the period September I. 1994

through :\lIl.!lIst ~O ]996.

a. 13 roker-uealer ledger

b. Pu~chases and sales journaluf portfolio trans<.1ctiol1s (a[so. provide Illese joumals
01'1 a 3.5 inch diskette in i\licrosofl Excel version 5.0 or helow) ,



,
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c. Security Ledger

d. Cash ~eceipLS and disbursemenLS journal

12. A list of all derivative products purchased by the Funds from Septembef 1. 1994 through
August 30, 1996. For examp!c.:, any structured notes, inverse floating rate securities.
securities with imbedded interest caps. swaps. currency linked securities. index linked
securities. t\vo-tiered index bonds. COFI notes, CMT floating rate notes. interest only or
principal only securities. PleJse include date of purchase and the broker or dealer from
whom the securities were purchased.

Also, please provide a list of the funds that owned in excess often percent orits toWI net
assets in any derivative product. as of August 30. 1996.

13. For each investment company, a schedule for each open futures, opiions, reverse
repurchase agreements, forward currency contracts aud when-issued security purchases.
as of August 30, 1996.

14. A list of all private placements purchased by each investment company for the period
September I. 1994 through August 30. 1996. Also. please provide the offering circular of
prospectus.

15. A list ofall securities purchased for each investment company, for the period September
I, 1994 through August 30. 1996, as part ofan initial public offering. Also, please
provide the offering circular or prospectus.

16. A list of securities, as ofAugust 30. 1996, that were in excess of five percent of each
investment companies' assets.

17. A list of issuers, as ofAugust 30. 1996, that each investment company o\vned in excess
of five percent or more of any of that issuer's outstanding class ofsecurities.

18. Copies of the most recent 13D. 13F and 13G filings tor each investment company and
investment adviser.

I
I
I
I
I
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20.

21.

For each investment company, ;} Jist of securities, as of Aw.!ust 30. 1996, that \Vcre
deemed to be "illiquid," as that term is defined in Guide 4 to Form N-IA.

If applicable, a list of all equity and debt undenvrirings. domestic and foreign. in which
any affiliates were lead manager. co-lead manager or member of any syndicate or selling
group. Please pro\'ide this intorm:ltion for the period SeD(ember 1, 1994 through AW.!l1st
30. 1906.

J3rokt:-rs' confirmations and order tickets of portfolio tr::msactions for the past I::? months.

P!e:.lSl.:: provide the folIo\\'ing books .:lnd records for the Adviser to the Funds:

,
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.1. Cash receipts and disbursements joumo.l from Septemher 1, 1994 through August
30. 199(j.

b. Trial balance and financial statements for the month ended August 30. 1996.

c. Audited Balance Sheet and Income Statement. ifany. as of the latest fiscal year
end.

23. Pkase provide the following trading records for the Adviser to the Funds:

a. Stock record or Securities Cross Reference Report of all clients securities

holdings as of December 31, 1995 and August 31. 1996 (including but not limited

to CJsh equivJlents. equity, debt. priVJrc placements. options. futures. and other

derivatives position);

b. A record of all securities held in client portfolios (aggregate position totals for all

securities) as of December 31, 1995 and August 31, 1996

c. The Adviser's tro.ding blotter orpurchase and sales joumal for the period.
preferably featuring the following fields of information in chronological order:

I. Trade date; 9. Fees:
') Buy of sell; 10. Accrued interest;
3. Number ofshares II. Net amount

or principal amount; to/from client
4. Security name; 12. Client name;
5. CUSIP number: 13. Client account
6. Price; number; and
7. Total commission; 14. Broker or dealer
S. Commission in cents name.

per share;

Please provide the above record in' Microsoft Excel version 5.0 or below. If this is not
possible. please provide a detailed \\Titren explanation signed by a partner/officer of the Adviser
:md notify the e:-;aminer in charge as soon as possible. Also. exclude. if possible trom the above
record o.ny transactions in co.sh or cash equivalents, maturities. calls. pay-do\'vTIs. expirations. or

reinvestment of mutual fund dividends or capital gain distributions.

J. A. list oftrJding errors that occurred in client or proprietary accounts during the
period featuring the transaction date, the security. the account and broker-dealer
ill\·olved. and a SlII11mJry of the error and its ultjmate disposition. including the

conditions of any tinanci.JI seu!ement;

e. .-\ lis! of cross transactions \\:hich took place Juring the period Scntembcr 1. 1994
(/lfl1ugh ..\U'lliSt 30. 1990. between client and/or proprietary or affiliated .JccOUnlS.

,
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14. A list of all broker-dealers affiliated with the Adviser.

25. A copy of the Adviser's organiutional chart. employee lis!. and a schedule or chart pfall
affiliated entities. I

26. With respect to any soft-dollar arrangcmenlS bctween the Funds. the Adviser and any
broker-dealer. please provide the foi/owing:

a. Copy of any writtcn agreements

b. Name and description of product. service or research obtained

c. Soli-dollar price or commission commitment rate (i.e. :2 to I) \vith respect to C.1ch
item

d. Total hard dollar cost of such item. ifknown

e. Total expected and actually directed commissions to pay for such service or
research for the period Januarv I. 1995 through August 30. 1996.

f Transactions used to generate soft-dollars for the period Januarv 1, 1995 through
August 30. 1996, for this commitment (i.e. Equities - exchange traded; OTC 
principal or agency; Fixed Income - principal or agency)

g. Allocation procedures for non-research items.

27. Any written trading department policies and procedures. including order entry and
allocation policies.

28. Any lists ofapproved broker-dealers currently in use by the Adviser's trading staff.

29. A list of any affiliated broker-dealers. if any, featuring their affiliation and a description
of their clearing arrangements.

Copies of any internal audit department reports. including findings and recommendations
tor the past 1~ months..

,

A copy of any affiliates' standard commission schedule currently in use. if any.

A copy of the Adviser' s brokerage allocation reports for the year ended December 3 I.
1995 and most current year to date: featuring name of firm. amount of agency
commissions. and principal values or imputed compensation for principal transactions.

A list of all securities ora public offering that were invested in by the Adviser's clienls or
proprietary accounts at that offering or in the aftermarket r!l::),[ tr:Ided :It a premium over
the public ofil:ring price whenever their secondary markets beg.:In ("!lot issues"). For any
IPOs, :IIs~. please provide the offering circular or prospectus.

30.

31.

~I-'_.

33.

I

I
I
I
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34. A list of all broker-dealers. affiliated or unaffiliated. that. to the Adviser's knowledge.
received order flow payments or rebates related to executing transactions for client

pOl1folios. ,
35. A list of any prior (with'jn 2.. months). current or potential litigation or arbitration. \vith a

brief description, in which the investment companies. the Adviser or any affiliate has
been oris presently a party to. If none. pJe:lSe provide a written statement to th:l.l effect.

36. If applicable, a Jist of securities that the Adviser or any affiliate underwrote or with
respect to which it panicipated in such securities; underwriting as underwriting manager
or member ofa syndicate or selling group during the period September I. J994 through
Au!!ust 30. 1996 that were purchased by any client portfolios and approximate date of

such unden.vriting.

37. A list of securities in which any affiliate was a market maker for the period September 1.
1994 through August 30. 1996.

38. A list of all creditors' comminees where the Adviser or any affiliate participated within

the period September I. 1994 through August 30. 1996,

39. A list of portfolio managers or other individuals making investment decisions for each

investment company.

40. A list of directors/trustees and omcers of each investment company. including a listing of
their functions with respect to any audit, investment or other committees.

41. A list of directors/trustees. partners and owners in excess of tive percent of the Adviser

and its parent companies.

42. A list ofdirectors/trustees. partners and owners in excess of five percent of the
investment companies' distributor and its parent companies.

43. A list of any other organizations that the individuals listed in response to items 41 and 42,
ore directors/trustees. officers. panners or who have owned in excess of five percent of
any issuers outstanding class of securities for the period September I. 1994 through
August 30. 1996.

44. Copies of any compliance procedures and reports prepared by the adviser tor the Funds.

45. Copies of the Funds' by-laws. articles of incorporation. and/or declaration of trust.

Other information may be requested during the course of the examination:

We also reque:st that you make avaibble lO the: inspection staffadeqU3te otlice fD.cilities to ensure
the conllJc:ntiaiity at-the examinatIOn

,
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Enclosed for your information is a copy ofSEC form 1661. "Supplemental Information for
Regulated Entities Directed to Supply Information Other Than Pursuant to a Commi:!sion
Subpoena" which discusses the authority for and uses of the requested information. Also.
enclosed is a copy of the "Inspection Infonnation Brochure" which provides a briefdescriplion
of the purpose of the examination-program. the inspection process and the methods employed by
the Commission for resolving problems disclosed during inspections.

If you have any questions regarding any of the above. please contact:

xxxxxxx X:XX:X,,'\X
(2 J2) XXX-XXX:'\

We appreciate your cooperation in this matter.

Sincerely,

Assistant Regional Director

Enclosures

,
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Mutual
Growth G';O/GGD-97-!57) .

:0 Rapid Indu~try

........... .:., ..

.................................................................................... ,; ...

GAO ~evlewed the Securlties dnd Exchange Comm~sslon's (SEC) regulation
and oversight of open-~nd investment companies, focusing on how SEC has
responded to rapld industry growth in carrying out its mutual fund
oversight through inspections, disclosure review, d~d o~her regulatory (
activities.

riA IN F'C1f\l;')
GAO noted that: (1) SEC has increased its inspeCtl0n staffing and
adjusted the focus of its inspections to keep up wlth the rapid growth
in the mutual func industry; (2) s:nce fiscal ,ear ifY) 1990, SEC has
more than doubled the n~T~er ava::able to cc ~utual fund Inspections;
(3) SEC used the increased staff ~o expand the scope of 1tS lnspections
to focus primarily on the activities of families of funds, called fund
complexes, that may present high risks to investo~s; (4) it also
expanded its coverage of invest~ent advlsers. and SEC 1nspectors spent
more time on each mutual rund inspection; (5) as d result. che number ot
mutual fund inspections ccmpleted each year has remalned reldtivel~

constant; (6) SEC still met its current goal of inspecting fund
complexes at least once every 5 years, and most had been inspected more
than once since FY 1992; (7) as inspections became more comprehensive.
the number of deficiencies thac inspectors found increased each year.
but few deficiencies were serious enough to be considered for potential
enforcement action; (8) SEC reported that the mutual fund industry had
generally been free of major scandal for the last 2 decades; (9) SEG
selectively reviews mutual funds' disclosure documents; (10) a large
part of the growth in the mutual fund industry has been in adding new
funds to already existing fund complexes; (II) as a result, although
each new mutual fund must subm~t disclosure documents, these documents
often contain disclosures that are very similar to those of other funds
within the same complex; r12) SEC officials told GAO that, by
selectively reviewing these documents, they have been able to review all
new or materially different disclosures, despite an almost 8-percent
~ncrease in the number of documents that SEC has received since FY 1994
and despite a relatively ccnstant staffing level in this function over
the same period; (13) SEC's other regulatory activities relating to
mutual funds include: (a) granting exemptions from various provisions.in
mutual fund laws and regulations, (b) developing and modifying rules to
implement these provisions, and (C) providing the indus'Cry, Congress.
and other government agencies with SEC interpretations of mutual fund
laws and regulations; (14) these activlties have allowed the mutual fund
industry to change dramatically 1n Sl=e and scope without substantially
amending existing laws; (IS) SEC staff devoted to ~hese regulatory actiO
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The Honorable John D. Dingell
Ranking Minorlty Member
Committee on Commerce
House of Representatlves

This reporc discusses our self-initlated reView of the Securities and
Exchange Commission's (SEC) regulation and oversight of investment
companies. 1 We initiated this review because rapid growth in open-end
investmenc companies, co~~cnly known as mutual tunds, had the
potential to outstrip SEC's ability to properly oversee the
industry.\l.In our Septer.~er 1995 report on bank mutual funds, we
noted that SEC had obtained accit:onal staff to oversee mutual funds,
but that continued ind~stry expanSion could cre~te new challenges for
SEC in meeting its 0verslght respons:bllit:es.\: '~ur obJecti~e for
this review w~s to determine how SEC has responced t~his rapid
industry growth in carrYlng out its mutual fund oversight through
inspections, disclosure review, and other regulatory activitles. We
are sending this report to you because it pertalns to matters under
your jurisdiction.

\1 The term "open-end" refers to the fact that shareholders may
redeem shares issued by the mutual fund on any day on which the fund
is open for business. Other ti~es of inves~ment companies include
closed-end funds, unit investment trusts, separate accounts of
insurance companies issuing variable annuities, and business
development companies. The distinguishing feature between closed-end
and open-end funds is that closed-end fund shares are not redeemable.
Instead, closed-end fund snares are generally traded on one of the
major stock exchanges or in the over- the-counter market. As used in
this report, the term Nmutual funds" refers to open-end investment
companies.

\2 Bank Mutual Funds:
(GAO/GGD-9S-210, Sept.

Sales Practices and Regulatory Issues
27, 1995).

I
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RESULTS IN BRIEF
----------------------------------- ------ Letter :1

SEC has increased its inspection staffing and adjusted the focus of
its inspections in response to the rapid growt.' in the mutual fund
industry. Since fiscal yea~ 1990, SEC has more than doubled the
number of its staff available to do mutual fund inspections. SEC
used the increased staff to expand the scope of its inspections to
focus primarily on the activlties of families of funds, called fund
complexes, that may present high risks to investors. It also
expanded its coverage of investment advisers, and SEC inspectors
spent more time on each mutual fund inspection. As a result, the
n~er of mutual fund lnspect~ons compl~ted eac~ year ~as remained
relatively constant. SEC still met its current goal ot inspecting
fund complexes at least once every 5 years, and most had been
inspected more than once since fiscal year 1992. As inspections
became more comprehenslve. the n~~er of de£ic~enc~es that inspectors
found ~ncreased each year, but few deficiencies were considered
serious enough to be referred :or Dotent~al ~n:orcement action. SEC
reported that the mutual fund incu~cry ~ad generally been free of
major scandal for the lase 2 decades.

SEC seleccively reviews rnucual funds' discjosure doc~T.ents. A large
part of t~e growth in the ~utual fund induscrv has been in adding new
funds to already existing func complexes. As' a result. although each
new mutual :und must St..:=::;;l':': cisc~osure cC'c~::':er:.:::s. :hese doc'..1:=1en:s
often ~Ontd~n disclosures :~at are ve~y s~~~:dr ~o those ot other
fundS wi:h~n :he ~ame ca~~le~. S£C of:i=~als :old us ~hat, by
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funds w~th~n the same complex. SEC officials told ~s that, by
selectively revlewirig these documents, they have been able to reVlew
all new or materially dirferent disclosures, desplt€ an almost
a-percent increase in the number of documents that SEC has received
since fiscal year 1994 and despite a relatively constant staffing
level in this function over the same period.

SEC's other regulatory activities relating to mutJal funds include
(11 granting exemptions f~om various provisions in ~utual fund laws
and regulations, (2) developing and modifying rules to implement
these provi~ions! and (3) providing the industry. Congress. and other
government agencies with SEC interpretations of mutual fund laws and
regulations. These ~ctivities have allowed the mutual fund industry
r.o·change drarnat~cal:1 in size and scope wlthout substantially
amending existing laws" SEC staff devoted to these regulatory
accivities increased nearly 45 percent from fiscal years 1990 to
1993. However, by 1996, this staffing had declined 14 percent from
its peak in 1993. Nonetheless, SEC reduced its backlog of pending
applications for exemptions in 1996. SEC officials said that the
National Securities ~arket: Improvement Mct of 1996 (P.L. 104-290)
will increase their rUlemak~ng workload by about 30 percent through
1997, and that this increased workload may delay progress on other
rulemaking initiatives.

BACKGROUND

----------------------------------------------~------------- Letter :2

Lower returns an alternative investments and a rapidly rising stack
market have contributed to mutual funds becoming an increasingly
popular and important investment vehicle. Ass~ts managed by mutual
funds have more than tripled since the end of fiscal year 1990 from
about S1 trillion to nearly S3.2 trillion by June 1996, exceeding
insured commercial bank deposits, which totaled about S2.6 trillion
in June 1996. As of April 1996, an estimated 63 million individuals,
making up about: 37 million households. owned mutual funds. At that
time, these fund-owning households repres~nted 37 percent of all U.S.
households, which was up from 31 percent in mid-1994. Much of this
growth in mutual fund o\.'nership has been attribu'ted to investors
buying mutual funds to save for retirement.

SEC regulates and supervises the operations of all mutual funds under
four· federal securities laws: the Investment Company Act of 1940
(Investment Company Act), the Investment Adv~sers Act of 1940
(Investment Advisers Act), the Securities Act of 1933 (1933 Act), and
the Securities Exchange Act of 1934 (1934 Act). Of these four acts.
only the Investment Company Act was written specifically to regulate
the formation and operation of mutual funds. The Inves~ment Company
Ac~ requires mutual funds ~o cegister With SEC and subjects their
activities to SEC reaulation. The ~ct also imcoses detailed
requ~remencs an ~he ~peration and structure ot-mutual funds.\3 The
core obJectives, of ehe act a~e to (lJensure that investors receive
adequate, accurate :nformation about the mutual fund; (2) protect the
physical integrity of the fund's assets; (3) prOhibit abusive Eorms
of self-aealing; (4) ~revent the issuance of securities chac have
~nequi~able or discr:~~natory pcovisions; and (51 ensure the fair
valuat~on of investor purchases and redemptions.

The Dther ~hree acts regulate ~utual :und activity in various ~ays.

The Investment AdVisers Ac: requires mutual funds' adv~sers to
reg~ster with SEC; imposes reporting requirements on those registered
investment aevisers; and orohibits the advisers from engaging in
fraudulent, eeceocive, or' ",anioulative oractices. \4 The 1933 Act
~ec~ires ~~at ~u~~al :~nc sh3r~s offe~e~ :0 :~e ~ublic be reaiSLe~ed
wl.t"h SEC_ :r. ,Jccl.:::on. SEC has adoDced :",-,les under chJ.s acc -and the
!nvest~ent Cc~pany~Ac= :~at ~equi~e· extensive di5c~osures in d ~utual
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Investment Company Act that requlre extenslve disclosures in a mut~al

fund's prospectus. The 1933 Act also regulates mutual fund
advertising. The 1934 Act, among other things, regulate3 how mutual
funds are sold. ThlS dCt requires that persons distributing mutual
fund shares or executing purchase or sale transactions in mutual fund
shares be registered with SEC as securities broker-dealers.\S

proker-dealers who sell mutual funds are regulated and examined by
both SEC and the National Association of Securities Dealers (NASDJ.
NASO, which is subject to SEC's oversight, was established pursuant
to the 1934 Act as a self-regulatory organi:ation for brokerage
firms, inclupinq those firms that engage in mutual fund distribution.
SEC and NASD regulate broker-dealers by periodically examining
broker-dealer operations on-site and investigatl~q customer
complaints. ~ASD has also established specific rules of conduct for
its members that, among other things. provide standards for
advertising and sales literature. inclUding filing requirements.
review procedures, approval and recordkeepinq obligations. and
general standards. In addition, NASD tests individuals to certify
their qualifications as registered representatives\6 and has primary
responsibility for regulating advertising and sales literature used
to solicit and sell mutual funds to investors.

On October 11. 1996, the National Securities Market Improvement Act
of 1996 (1996 Act) was signed into law. This legislation r.epresented
the most significant overhaul of the securities regulatory structure
in decades. Among other things. the 1996 Act divided responsibility
for regulation of the financial markets between the federal and state
governments. The 1996 Act amended the Investment Company Act to
promote more efficient management of mutual funds. protect investors,
and provide more effective and less burdensome regulation. The
amendments, in effect, made the regulation of mutual fund disclosures
and advertising the exclusive province of the federal government by
preempting state securities registration, merit review, and
prospectus disclosure requirements for investment companies. In
connection with investment company offerir.gs, states (1) can continue
to require companies to file, with the state, documents they file
with SEC ~nd can charge fe~s for such filings; and (2) will retain
jurisdiction over fraud and deceit and unlawful broker-dealer conduct
under applicable state law. The 1996 Act also amended the Investment
Advisers Act. including provisions that divided responsibility for
regulation of investment advisers between the states and SEC.

SEC's'oversight focuses on protecting mutual fund investors by
minimizing the risk to "investors from fraud. mismanagement, conflicts
of interest. and misleading or incomplete disclosure. SEC oversees
mutual funds primarily through (1) performing on-site inspections of
mutual funds' compliance with federal securities laws; (2) reviewing
disclosure documents that mutual funds are required to file with SEC;
and (J) enqag~ng in other regUlatory activities, such as rulemaking,
responding co requests for exemptions from ap~licable federal
secur~ties laws, and providing interpretat~ons of those laws .. In
addition. although not discussed in this report, SEC's enforcement
program is responsible for investigating and prosecuting violations
of securities laws related to mutual funds.

r~ the early 19905. SEC considered its oversight of the investment
~anagement industry. inclUding mutual funds, to be severely
u~derstaffed. SEC attributed its staffing shortage to the explosive
growth in che industry since 1983; the industry's use of increasingly
complex products, such as derivatives, which may be difficult both to
value and trade during falling markets;\7

and the use of more complex organizational structures. Believing
t~at inacequate staffing threatened ~ts abllity to protect investO~S,
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SEC rcallocaced posic~ons from ics other rcquldtcry programs co
lnVescment management oversight dnd obtained Jddic~onal positlons
through cangressional appropriations. Of SEC's SlX maJor regulatory
programs. its investment management program was the second smallest
in fiscal year 1990, comprising about 12 percent of SEC's total
authori=ed positions.\S By fiscal year 1996. the lnvestment
management program had become SEC's second largest regulatory
program. comprising almost 20 percent of SEC's total authori=ed
positions. (

\3 ihe Inv~s~ment Com~any Ac:'s requlrements .nc:ude rules on :he
composition and elect~cn of boards of directors. dlsclosure of
investment objectives and policies, and approval of lnvestment
advisory and underwritlng contracts. The act also imposes
limitations on transactions with affiliates. defines permisslble
capital structures and custodial arrangements. requires reports to
shareholders. and requires maintenance of records.

\4 Sanks are exempt from the registratlon requlrements of the
Investment Adv~se=s Act when their employees directly sell mutual
funds.

\5 Broker-dealers combine the functions of brokers and dealers.
Brokers are agents who handle public orders to buy and sell
securities. Dealers are principals who bUy and sell stocks and bonds
for their own accounts and at their own risk.

\6 A registered representative is a person who is associated with a
broker-dealer and who must acquire a background in the securities
business and pass relevant qualifications examinations that are
administered for the industry by NASD. The bioker-dealer must
register with SEC and be a member of a self-regulatory organization.
such as NASD or a stock exchange.

\7 Derivatives are financial products whose value is determined from
an underlying reference rate. index. or asset.> The underlying
includes stocks. bonds. commodities. interest rates, foreign currency
exchange rates. and indexes that reflect the colleccive value of
various financial products.

\8 In addition to Investment Manage~ent Regulation, SEC's five other
major regulatory programs are the following: Prevent~on and
Suppression of rraud, Full Disclosure. Supervis~on and Regulation of
Securities Markets. Program Direction, and Legal and Economic
Services.

OBJECTIVE, SCOPE, AND
METHODOLOGY___________________________ ~ --- Leeter :J

I
I
I
I
I
I
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Our objective was to determine how SEC has responded to the rapid
growth in mutual funds in carry~ng out three parts ot its mutual fund
oversight--inspeccions. review of disclosure doc~~ents. and ocher
regulatory accivlties. 70 determine the reCUlrements for SEC's
overslghc, we revlewed applicable secu=~tie; laws; SEC rules and
regulations lmplement~ng these laws; and relevant testimony,
co~mentary, and studies, including a 1992 S~C study on the ~egu1ation

of invest~ent companies.\9

To deter~ine how S~C carries out these responsibi!itie , we (1)
reviewed agency docu~ents that described SEC's ~utual und oversight
ac:ivlt~es, :ncludinq =ele~ant ~issLon stateme~cs. pol cies and

601'26
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proc~dures, ~=aining mater:als, staffing data, budget estimates, and
annual repor~s, and (2) interviewed SEC officials. We also rev~ewed

workload and performance data for these oversight activities.
including the number and results of inspections completed dur~ng

fiscal years 1992 through 1996, the number and type of disclosur~

documents SEC received and reviewed during fiscal years 1994 through
19~6, and the number of ap~lications for exemptions and requests for
no-action and interpretive letters that SEC processed during fiscal
years 1994 through 1996. We were unable to include and compare data
for all disclosure documents from previous fiscal years because of
changes in how SEC counted the filings received.

To deter~ir.e how frequently SEC has inspected mutual funds, we
compared the inspections completed =etween 'fiscal years 1992 and 1996
with a list of fund complexes SEC prepared for its field offices to
use in scheduling their fiscal year 1996 inspections. We
jUdgmentally selected for this analysis 5 of the 10 SEC field offices
that inspect investment companies. We selected the four field
offices--New York, Chicago, Soston, and Philadelphia--that are
responsible for inspecting the largest number of mutual funds, and
one field office--fort Worth--that is responsible for inspecting a'
smaller number of mutual funds. To obtain more information on how
SEC conducts and documents mutual fund inspections, we interviewed
SEC officials from the New York, 80S ton. and Philadelphia field
offices and reviewed selected inspection reports and workpaper files
at those locations.

We did our work between Harch 1996 and March 1997 at SEC in
Washington, D.C., and at SEC field offices in New York, Boston. and
Philadelphia. We did our work in accordance with generally accepted
government aUditing standards. SEC officials 'provided written
comments on a draft of this report, which are reprinted in appendix
I. Our evaluation of these comments is presented on page 29.

\9 ~rotecting Investors: A Half Century of Investment Company
Regulation, Division of Investment Management, United States
Securities and Exchange Commission, May 1992.

INCREASED STAffING BENEfITED
THE SEC INSPECTION PROGRAM

------------------------------------------------------------ Letter :4

Periodic, on-sit~ inspections are the cornerstone of SEC's oversrght
of mutual funds. Increasing its lnspection staff dur~ng the 1990s
allowed SEC to broaden its inspection oDjectives. Although SEC
frequent~y changed its objectives, it ~et its goal of inspecting fund
complexes at least once every 5 years. and ~ost of the complexes were
lnspected aoout once every 3 years. Despice SEC's increase in
staf:inq, t!1e :'oca1 nu=er of yearly i:'lvest:nenc company i.nspections
did noe increase because SEC used the staffing increase co ex~and its
coverage of ~nvesc:nent advisers and =ec3use inspectors spent more
time on ~acn investment comoanv ~nscect~on. The total number of
deficienc~es tnat inspector~ f~und increased each year. The
inspectors ~eferred an average of abou: 5 ?ercent of these
de£ic~encies :0 SEC's Division 0: Enf~~ce~ent for pocencial
enic=cemenc dC:~O~.

ON-S:~E r~SPECTrONS ~RE THE
CORNERSTO~E or SEC OVERSIGHT

---------------------------------------------------------- Letter :4.1
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3~'~' s .;,.n~;il~c:: .:.c::.:;-· ,J.r~ meant to ~nt1~nce .:.nv~stor protect .:..on b~c.ause
they provld~ a d:=ec: check of mutual funds' compliance with the
securities laws, including the accuracy of disclosures made to
investors. Rather than inspectlng indivldual mutual funds, SEC's
inspections primarlly focus on fund complexes, which are generally
groups of mutual funds--sometimes called fund families--that are
associated with co~on advlsers or underwriters. In most cases,
investors can. with a telephone call, switch between individual funds
within the same fund complex and change their investment strategles.
Fund complexesican be large. For example. as of June 1996. the
Fidelity fund complex. which was the largest complex, consisted of
over 200 funds and more than 5400 billion in assets.

The growth in the number of tunc complexes has not been as great as
the growth ~n'the number of individual mutual funds because many
existing fund complexes have expanded their complement of individual
funds to attract and serve diverse market segments. According to
data provided by SEC. between December 1991 and June 1996. the number
of individual mucual funds grew by about 75 percent. from 3.427 funds
to 5.996 funds. In comparison. the number of fund complexes grew by
40 percent, from 578 complexes in December 1991 to 812 complexes in
June 1996. \10 As of June 1996. the 50 largest fund complexes
accounted for about 74 percent of total complex assets.

Before May 1995. SEC's Division of Investment Management (Division of
1M) was responsible for conducting and coordinating inspections of
mutual funds as well as disclosure reviews and regulation. In an
effort to enhance its overall inspection efforts and promote a more
effective use of its inspection resources. SEC created the Office of
Compliance Inspections ar.d Examinations (OCIE), which began operating
on May 1, .1995, to consolidate its inspection programs for entities
over which it had regulatory authority. These entities include
investment companies, investment advisers, broker-dealers, and
self-regulatory organizations.\ll

OCIE conducts inspections to (ll evaluate mutual funds' compliance
with securities laws and regulations, (2) determine if funds are
operating in accordance with disclosures made to investors, and (3)
assess the effectiveness of funds' internal control systems.
Insoections of mutual funds and their related investment advisers are
car~ied out primarily by staff in 10 of SEC's 11 field offices.\12 If
a mutual [und's principal investment adviser is located outside of
the United States, responsibility for inspecting that fund is
assigned to headquarters, rather than a field office. Although acrE
provides detailed inspection manuals and general guidance on
s~lecting mutual funds for inspection,. the SEC field offices have
primary responsibility for selecting which mutual funds to inspect in
accordance with those guidelines.

The separation of the' inspection function from the Division of IM has
caused the Investment Com9an¥ Institute (ICI), the national trade
assoclation of che mutual fund lndustry. some concern about che
potent~al for inconsis~enc Qverslght of mutual funds. rCI officials
told us tha~ separat~ng the staff members who write and inter?ret the
law from those ~ho insgect companies for com91iance with che law
creates the potencial for differences ln how che laws are interpreted
and applied. SEC officials agreed that this potential exists but
told us chat staff members in the Division of IM and aC1E have worked
well together since the oversight functions were separated, and chat
both units have mace an effort to maintain ongoing communicat~on.

However, the SEC officials also said that the curren~ good working
relationship 8etl.een :he :wo unics is largely because the staff
members in aCIE who oversee mutual fund inspections a e esse tial1y
the same people who were responsible for doing these ns~ecc ons in
the Division of I~ before OCrE's creacion. SEC offic als sa d they

I
I
I
I
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1ntenC tor t~~se t~o un1ts to ~ork well toget~er regardless of ~no

the individuals are in each unit. However, according to some SEC
officials, as personnel changes occur in the future--in either the
Division of 1M or OCIE--maintaining good communications and
consistent oversight of mutual funds may become more difficult.

SEC generally does two types of inspections: ; routine and for cause.
Routine inspections result primarily from the' passage of/time. but
they are done more frequently if, (11 the inspection :staff believes
that a fund or its agents are engaged in riSKy activities or (2) the
fund has a his,tory of significant problems. Inspection staff do
for-cause inspec~ions when. for example. specific facts come to t~elr

attention that suggest somethi~g ~ay be wrong 3t a fund. ~o~~

insoections are rouc:ne. r~s~ec::ons either can be announce~ ~n

adv~nce or can be done on d s~rpr:se basis. According to SEC. the
first inspection of a fund and its service agents usually is done on
a surprise basis. Generally. for-cause inspections are also done on
a surprise basis or with short notice. However. for most SEC
inspections. inspectors notify the fund several weeks in advance of
the starting date for on-site work.

Before going on-sita to the offices of the fund complex, inspectors
are to obtain and review information from the complex about its
structure and operations and prepare an inspection plan. When they
arrive on-site, inspectors typically will meet with senior management
and do a walk-through of the offices. The inspectors will then begin
reviewing documents and interviewing other fund personnel as
necessary. During the on-site inspection, inspectors are to look for
patterns of activity and evidence that (1) the fund complex and its
agents are conducting their activities in compliance with the
securities laws, (2) potential conflicts of int~rest are being
identified and resolved to the benefit of shareholders. (3)
operations are being conducted consistent with disclosures made to
shareholders, and (4) internal control systems seem to be effect.l.ve.
Inspectors are usually on-site for 1 or 2 weeks, but they could be
on-site for up to 2 months when inspecting very large fund complexes.
Inspectors also usually review the activities of mutual funds'
advisers concurrent with their inspection of. the fund complex. After
inspectors complete on-site work, they generally spend' additional
time in the SEC field offices preparing the inspection report and
completing any follow-up work.

SEC inspectors also collect compliance-related data and investigate
particular industry-related issues. for example,' early in fiscal
year 1995, SEC was interested in obtaining information on the types
of controls that were in place to address personal trading by fund
personnel. At that time. SEC directed the inspection staff to obta1n
information on the content of funds' codes of ethics during their
inspections. The Investment Company Act permits fund personnel to
engage in personal trading in securities that are held or are to be
bought by a fund. as long as cne investment activit.l.es are not
fraudulent. manipulat.l.ve. or abusive. However. conflicts of interest
bee ween fund personnel ana shareholders can arise. for example.
whenever fund personnel w1th access co :..nfor:nat'ion about securities
and potential fund transact~ons buy and sell securities for their
personal accounts. To address conflicts of interest. the act
requires mutual funds--as well as c~eir :..nvestment advisers and
pri~c~pal u~derwriters--to adopt a code of ethics designed to prevent
abus:..ve personal trading. SEC found chat most funds inspected
appeared :0 have the controls necessary co identify abusive trading
pract1ces by fund personnel after t~e trading occurred .

•:lore recentl'l. SEC directed its inspectio:1 staff to do inspections
t~a:: :..:l~c;et ··soft-doLl.]!:'· ;:Jay~en::s·.3;.'lonq i:1vesc:;1ent c::J:=tpaniesr
:n,eS~~ent adv:sers. anc ==oke=-~ealers, A provlsion in the 19]; Act

,
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allows advlsers to recelve soft-dollar payments for directlng
cransactions to a speC::1C broker for executlon. These payments are
typically in the fo~ of lnve~t~ent research serVlces. SSC offic:~ls

tOld us that they were examlning whether advisers are using the
soft-dollar payments for expenses that are unrelated ~o research.
such as salaries. Such uses of soft-dollar payments would constitute
a conflict of interest that, if not disclosed. would violate the
Investment Advisers Act.

\10 S~C includes ocer.-~r.c :~ncs. closec-enc funds. separate ac~ounts

of insurance compa~:es. or S0~e combination of t~ese ~n its
definition of fund cc~olexes. :~C also considers single or
stand-alone funds to b~ fund comolexes. According to SEC. only a
small number of stand-alone fund~ remain.

\11 Responsibility for 1nspect:ng these entitles previously was
divided between SEC's D1vlslon of ~arket Regulation and DivlSlon of
IH.

\12 One SEC field office does not have investment company inspection
staff.

INCREASES IN INSPECTION
STAFFING ALLOWED SEC TO
BROADEN ITS INSPECTION
OBJECTIVES

---------------------------------------------------------- Letter :4.2

SEC allocated most of the increase in its investment management
industry oversight staffing during fiscal years 1990 through 1996 to
doing investment company and investment adviser inspections. Ouring
this period. SEC frequently changed the objectives of its investment
company inspection program in an effort to more efficiently use these
resources. Although many of these changes were in response to
'~ndustry growth, SEC broadened its inspection objectives in fiscal
year 1995 primarily because of the increase it had attained in
inspection staffing.

As shown in table 1, SEC's inspection staff years grew by 154 percent
during fiscal year 1990 through fiscal year 1996, with about 53
percent of that .growth occurr:nq durlng fiscal year 1993 through
fiscal year 1996.

Table 1

SEC r~spect :or. S tar': Years. :iscal Years
1990-96

:'"iscal year Nu.mber of staf: years
---------------------------------------- ----------------------------

----------------------------------------------------------------------

?.99';
1995
~Si9n

~~ =:::e~ :.:lge ':::1.J.r.qe, ~ 9-;:'(:' - -;.-:,c

?~!"cent.;i{;e c~ange.. : ~'.:1.3 - :'"':

137
:~8

189
216
262
290

154~

5J~

,
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SEC devoted ~ore sta:: to its lnspeccion proqr~m to increase both the
scope and frequency ot ~utual fund inspections. SEC reported that
its inspections of mutual funds are particularly important because
SEC, rather than a self-regulatory organizatlon, is responsible for
providing first-line oversight of the investment management industry.
An OCrE official told us that SEC's inspection program now has enough
staff for exarninlng =xisting investment companies.

With the availability of acditlonal inspection staf:, SEC Changed its
insp~ction objectives curing the :990s. During fiscal yea:"3 1991
through !~93. SEC's Lnspection pOJectlVe was to attain the J=eatest
doi~ar co~e:aqe w:th the limited n~~er of inspectlon stat: years
available. ~ltn this :n mlnd, SEC directed its inspection stat: to
concentrate on inspecting the lOa iargest fund complexes and all
money market funds. SEC also directed 1ts inspectlon staff to
inspect small and medi~~-sized fund complexes, if tlme was ava1lable
after this objectlve was achieved. SEC reported that the inspections
completed during t~ese fiscal years were limited ~n scope, tocus~ng

mainly on whether fund activit~es were consistent w~th the
information disclosed to investors and whether tunds accurately
valued their shares. SEC also reDorted that some activities, such as
fund marketing and shareholder se~vices, were rarely scrutinized.

SEC revisp.d its inspection objectives for fiscal year 1994 because a
large number of small and medium-sized fund complexes had never been
examined and others had not been examined for several years; Because
of the focus during fiscal years 1991 through 1993 on inspecting
large fund complexes and all money market funds, inspectors had only
been able to inspect about 200 sm~ll and medium-sized fund complexes.
SEC estimated that about 350 fund complexes had not been inspected
since 1990. and that many, especially those fund complexes connected
with banks, had been formed after 1990 and had never been inspected.
Consequently, for its fiscal year 1994 inspection program, SEC
headquarters directed the field offices to inspect all small and
medium-sized fund comrlexes that had not been inspected since 1990
and all new fund complexes formed during that year. Again, except
for fund complexes that had never been inspected, inspections were to
be limited in scope, with an emphasis on portfolio management
activities.

Refiecting the ~ncrease in inspection staffing as well as the
significantly 1ncreased use of mutual funds by Amer~can investors.
SEC broadened its inspection object1ves for fiscal year 1995.
Inspection staff were to begin d01ng comprehensive inspections of all
fund com~lexes. ,hese comprehensive inspections were to include all
fund actlvities and cover all funds :n a complex, not just certain
types of funds as had been the case before 1995. In addition.
inspec~ion s~af~ ~~~e :0 inspe~: :~e SO :argest complexes ~n a =-~·ear

cycle and inspect al: other .co~plexes on a 4-year cycie.

Responding to suggestlons from field of:ice staff members, SEC
rev~sed ~:s l~spectlc~ oD)ec:ives tor fiscal year :996.
Specifical:~', :nsceac ot =evlewlng t~e dC:~vltleS of all ~unds ~ithl~

a compl~x on a set sc~ecule, SEC ot:ic~als decided that a ~ore

e~f:c:ent use of i~s~ec:~on stat: ~oulc be to focus on t~ose

ac::vi:les and co~?leXe5 that ?reser.:ed ~lgher risks to investors.
Using :he :ollow:ng c::~:er.ia, S£C :':'-=ld artiees were to select :or
lns~ec:.ior. t~ose :~nc co~plexes ~l:h (i) a history of ccmpl:ance
problems r {2~ a SL:.GCer. ':'~c=ease ::-: ~::'e ~~~e( of lnvesto= co:nplai;:.ts,
(J) an dppea=a~ce en c~e of the ai~~slon of 1M's '·wat=h l~sts, ~\13
(~) .3 :"t2po,:-: 0: p:-c;cess.:...;;,g ?:"oole!7.s. 3nc :5) length 0: :':"::le .S:l..:1ce
135: ~~s~ec:~~. :~~~:~ ~~e ~:~lc =!~::PS ~e~e I]:ven ·~~sc=e~lO~ :n
sel.-=~:':'::9 :~::G ...:c;;;::;:::1.t:;-..:es :c:- :~si=ec~;.on, S:::C :.n-,S'C.:-·...:c-:ec ::Iem :0
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examine dll fund complexes at least orice e~ery years. ~n SEC
official told us that a 5-year inspect~or. cycle was chosen on the
basis of eeeCOacK from :ield office ~t~ff ~embers and experlence wlth
varying inspection cycles over the years. Together, these factors
indicated that a maximu~ of 5 years between inspectlons allowed for
the most cost-effective use of SEC's inspection staff. The offielal
also sa~d that 5 years is the most tfme allowed between inspections
but that if inspectors consldered a fund complex to present a greater
risk of having problems, it would ce inspeceed more frequently.

s~c did not Change lts inspectlon program obJectlves for fiscal rear
1997. However, SEC deferred rout~ne lnspect~ons :hrough the end of
March 19<::7, '...rhlle the f':'eld offices :ocused exclusi':ely on doing :he
fieldwork for the safe-collar stuoy. An SEC official told us that
for-cause lns¢ections cook precedence over the sott- dollar study
during th~s period. The official said that although using the
inspection staff to do the soft-dollar Study would likely result in
fewer ~nspec:ions being completed during fiscal year 1997, th~S would
not prevent SEC from meeting its overall goal of :nspecting fund
complexes at least once every 5 years_

\13 The Division of 1M develops several watch lists for part~cular

types of funds on the basis of charac:erist~cs that may indicate the
need for additional scrutiny by the Div~s~on of 1M and OCIE.

DESPITE CHANGING OBJECTIVES,
SEC INSPECTED MOST tUNO
COMPLEXES

---------------------------------------------------------- Letter :4.3

As SEC changed its Objectives between the ends of fiscal years 1990
and 1996, its field offices changed their inspection plans to meet
these objectives. Instead of focusing on the results of these
changing annual objectives, we determined the extent to whi~h SEC
inspected the total number of fund complexes existing during this
period.

To assess SEC's inspection coverage. we analyzed data on completed
inspections for 5 of the 10 SEC field offices responsible for
inspecting fund complexes.\14 These 5 field offices. which included
the 4 offices with the largest number of comolexes to inspect, were
responsible for inspectlng 547 of the 757 fU~d ~omplexes (about 72
percent) ir. SEC's database as of the beginning of fiscal year
1996.\15 .

As indicated in table :, our analys~s snowed that becween the
beginnlnq 0: :~scal year 1992 and :~e enc of :iscal year 1996, these
5 fiela o::lces comoletec lnSDectlons at ~93 of the 519 fund
comolexes ~cout ?5-cercent~ ~or which they were resoonsible.\16
Table 2 also display~ c~e last year ~n wh~~h these 493 fund complexes
had been ':'r.scec:ec. :or examole. of :~e :68 f~nd comolexes t~at :~e

New York ~~eic ~t~ice was :es;onslble ~oc ~~soec:i~a,· ~ were lJsc
inspec:ed :n ~~scal yea: :992: The ~ata show- Chat ~~e 5 field
offices last :"spectec ~C8 or :he 519 fund complexes (about 79
percent) oet-..een the :::ec;:'r.ni:-.c; .::>f flscal ::ear :994 and the end of
fiscal year ~996_

Taole :
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I ~~st Inspected for five SEC field
Offices. fiscal Years 1992-96

fund
ccrr.plexes at

end of Total fund
Field :iscal year complexes
office 1996 1992 1993 1994 1995 1996 inspected
------ ------------ ------------ ~--_.._------
Boston 82 0 19 16 25 18 78
Chicaq IS9 0 14 36 43 57 150

a
fort 30 0 6 3 10 8 29

Worth
New 166 4 26 44 63 23 160

'fork
E'hilad 80 3 11 23 22 17 76
elphia

Total
Percen
cage

519 7

1%
78

15%
122
20

163
31%

l
~l
4~

24% .
493
95%

--------------------------------------------------------------------------------
Note: Although sc~e :und complexes were inspected more than once
during these 5 fiscal years. the data shown for each fiscal year
reflect only the last year they were inspected. Therefore. the total
shown for the number of fund complexes inspected is not the total
number of inspections completed by these five field offices during
these fiscal years.

Source: GAO analysis.

We also found that the five field offices, on average, inspected fund
complexes ~ore frequently than every 5 years. For example, these
offices inspected about 52 percent of the 519 fund complexes for
which they were responsible more than once since the start of fiscal
year 1992 and inspected eac~ of the top SO complexes about 3 times.

\14 Completed inspections included both limited scope and
comprehensive inspections,

\15 Of the 547 fund comolexes, 460 (about 84 percent) included mucual
funds. Some of these f~nd comolexes were firsc established after
fiscal year 1992'. .

\16 We eli~~nated 6 fund complexes determined to be inactive and
another ~~ ~omplexes :~at were not ~nspected by these field offices
because :he~ were :~e responslblllty of another.field office.

NUMBS" OE INVC::SnlSNT COMPANY
INS?~C~:QNS ~AS ~OT

: ~C,,::_::'5::::J
______________________________________________________ ---- Letter :4.~

The increase ~n t~e ~~~er of SEC insoeccors has not led to an
i~c~ease ~~ :~e ~~~be~ of invest~ent ~o~pany i~s~ectio~s completed
each year. ~~is :oca: remalned relatively constant, with the
inspection ~:~:: dverac,:ng about 320 inspections a year since flsca~
,'ear l'?'?::.\:- .;C~Q::-c:r.g to an SEC off.l.c.:.al. the nu.-nber of .:.nvestmen:
~~~par.y :~~;~~::C~5 ~~5 ~o~ i~c=eased because SEC has used ~~e

:~c~eas~ .. :~sr~~::c~ 3t~:::~~ to expa~G its cove~aqe o~ ~nvest~en:
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.': i advisers _ Also, :'~~"pec:ors ::q:::e::-c- :;:O('? tl:-:e 0:1 each ~:1\.·~s'C~er:t

company i~spect~on ~ue :0 (1) a need :0 traln newly hired inspectors.
(2) a change in how ~n~pectors approac~ed ~utual fund inspections.
and (3) a change in how ~nspec:crs lnspected Eund a~~lnistrators.

Generally. inspectors are to be cross-cra1ned co inspect both
investment companies and investment advisers. Of the 10 field
offices/that do investment company and investment adviser
inspections, an SEC official sald that only 2 field offices do no:
extensively cross-tralr. their inspectors to do both types of
inspections. Because :~e same pool of inspectors lnspect both
investment companies anc investment advisers, :nere lS an ongoinq
trace-of! ':'n :~e r:.u--..::::€':- 0: ~~';es~:":Ienc corn~']:1:; ·;.::,C l:1·.'~.$~~er:t ·)C·: ~::::er

inspectlons completec. Thereto~e, althougn ene numoer ot investm~nt

company inspections dene eaCh year Slnce fiscal year 1992 has
remained relatively constant, averag1ng about 320 a year (see table
3), the number of investment ad"':ser lnspections completed has
increased from 614 in f:scal year 1992 to 1.446 in fiscal year 1996.
The 1996 Act transfers to the states ~egulatory cesponslbility for
investment advisers that ~anage ~ess than 525 ~llllon in assets. and
SEC expects the n~~er of invest~ent adVlser lnspectlons completed 1n
fiscal year 1997 to decrease partly because of the transition. SEC,
has projected that it will increase invest~ent advlser inspections 13
percent in fiscal year 1998.

Since fiscal year 1992. the average time SEC inspectors spent on each
investment company inspection more than dOUbled, from about 164 hours
in fiscal year 1992 to about 376 hours in fiscal year 1996. An SEC
official attributed the increase In inspection tlme pr1marily to the
use of senior inspectors to prov1de on-the-job tralning for the large
number of new inspectors that were hired beginning in Eiscal year
1994. The official said that it took longer to complete inspect~ons

because the new inspectors were lnexDerienced and were still being
trained during fiscal years 1995 and' 1996. During fiscal year 1997.
SEC expects senior inspectors to continue devoting considerable time
to on-the-job training of the 3B new lnspectors hired during 1996.
SEC reported that, by the end of fiscal year 1997, all inspectors
hired since fiscal year 1994 will have received classroom and'
on-the-job training and are expected to be able to function as fully
qualified investment company and 1nvestment adviser examiners.
Although all new inspectors are to be fully tralned, SEC is not
planning to increase the number of fund complexes inspected beyond
320 during fiscal year 1998. At that level, fund complexes would be
inspected at an average trequency of once every 3.1 years. SEC
reported that this inspection f~equency, combined wlth more frequent
inspectio~s of fund complexes that ?resent above ave~age r1sk
fac~ors, provides adequate i~spection oversight of mutual funds. An
SEC official said that lnspect1ng fund complexes any more frequently
would not be an efficient use of ~~sgection staff .

.;),not:-le:: reason fo:: the ::;c::ease ::: t:;;:e soent on ~ac~ :nsoect:cn '..as
a c~ange 1n SEC's approac~ to ~u:ual fund' inspections. 3~fore fiscal
year L994, SEC 'pri:::arily did li:::~ted-scope inspect~ons of the :00
largest fund complexes anc all money ;;:arket mutual funds. ~n fiscal
year 1995. SEC directed :'ts ::1spectors ::0 jo cor.:prenensi·:e
l:1spections of all fund types. SEC reoorted that t~ese inspec:~or.s

~ecuired mo~e ti~e ~o co~olece ~ecause insoec:ors here :0 ~eview al~

ac~ivities of funds in :h~ complex. ~n fi~~l ~ears 1996 and :997,
SEC directed its insoectors to use a r:sk-based aDo::oach :0 doi:1g
ins~~cclons. These ~nspec:~or.s =equi~ed :~spec:o~~ :0 focus v~ fu~d
activities that presented h:ghe:: r:sks :0 lnvestors. As a ::esult.
each inspection is cus::omi=ec, :0 some extent, according to the types
of act:v:'t:es of each fu:'.c ::;;:pl~x. ~::e3s:'n ..hich these ::isk-based
lnSp€c:~o~s ~ay ~CC~5 :~~~~=e ~o=:~~l:: ~a~age~e~c. s~c~ as broke~3qe

CO~LSS:Cr.S a~c p~:~c:~o: :~JGes: s~~es ~~ac::=es: :~:~=~a~ ~~nt~ois:
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classificatio:1, dive:siflC.:ltlon, anc approprlateness of investments;
and person.:ll securltles tr.:lnSactlons, including funds' code of
ethics.

SEC inspections of fund aC~lnlst:at~rs also contributed to the
increase in inspeCtlOn ti~e. A~~inlstrators perform many at a fund's
key functlons such as ikeeping the fund's books and records, filing
the necessary Deports with SEC, helping the fund establish and
maintain COmpliance procedure~ and internal controls, and calculatlng
the func's net asset value.\lS Some ad~inist:ators perform these
functions fo~ several fund co~plexes, WhlC~ different SEC field
offices may be responsible for ~nspecting. 8efore fiscal year 1995,
inspectors assessed t~~ adequacy and appro~rlateness of services that
a~~inistrators provld~a to funas as a part of their inspection of the
fund c~rnplex.' As a result, inspectlons of ad~inistrators usually
focused on only a limited n~~er of funds and did not always consider
all of the key functions. In fiscal year 1995, SEC began conductlng
more comprehensive inspections of a~~inist=ators that served more
than one fund complex. The inspections were to provide an adequate
test of all a~~inist=atc: s:ste~s used in se:rvlng multiple mutual
funds. These inspections involved larger inspection teams and, on.
average, took more time to perform than an inspection of a fund
complex. For example, during fiscal years 1995 and 1996, inspectors
spent an average of nearly 750 hours on each of the 28 inspections of
administrators that served more than one fund complex.

\17 The total number of inspections completed each year includes, in
addition to fund complexes, inspections of administrators, business
development companies. sponsors of unit invest~ent trusts, and
insurance company sponsors of ~arlable insurance products. Of the
1,613 inspections completed from the end of fiscal year 1992 to the
end of fiscal year 1996, 120 were inspections of these entities.

\18 Net asset value is the daily share price of a mutual fund. It is
based on the market value of assets held by the fund, less
liabilities, divided by the number of outstanding fund shares.

MORE DEFICIENCIES WERE
FOUND, BUT FEW WERE REFERRED
FOR ENFORCEMENT ACTION

---------------------------------------------------------- Letter :4.5

During fiscal years 1993 through 1996, the number of deficiencies
that SEC i~spec~ors :'ound inc:eased steadily. In fiscal year 1993,
inspectors founa 1,281 deficlencies; in fiscal year 1996, the
inspectors found 4, iI3 deficiencies. To some extent, this increase
re:2-ec~s t~e=~anges ~n the scc?e of SEC's inspections from primarily
doing annual, :.:.:n~;:ed scope .i.nspections of the 100 largest: fund
complexes ane all ~cney market funds t:o inspecting complexes on the
basis of :~e r.:.sks they pose as well as the length of time since last
inspected. ~r.o:~er :eason for the increase in the n~nber of
jeficienc.:.es ~as a change in SEC's syst:em for :epor:ing deficienc~es

aite::: fiscal year 1993. S!JeCl.':ically, instead of reporting each
~eficiency :centified at: a :~nd complex as one violation, inspectors
were to begin reporting any sysLe~ic deficiencies as having been

':ou:;d in eac:: :r:ci·.. lc:..:al fund ;';lth:n the co~plex. ror: example, if a
systemic p~:c:::q p:oble= was icentified at a fund cOmplex that had
~lX funds, t::e lnspec:o: ;.;ould ~eport that six deficiencies, not one,
~ad been icent:::ec.

:~~~~~ ~~spec:~~s ~~~d :~3t j ~~~C c:~plex ~JS ~ailed to cc~ply w"lth
::-:e ::iec:";=':'::-2S :3 .....·5, ::-.e ~e:':'c:e:-:c·:· :::ay =elate ~o_ any or a '"broad

, .
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range of issues. from recordkeeplnq ro misrepresentations or ot..'1er
sales ~pr8cc"-ce abuses. According to SSC. if the defic:enc:es found
are serious. SUC:l as when-investor funds or sec:l:,:ties are at risk.
the inspectors may refer C:le matter to the Divlslon of Enforcement.
which would cecide whether to pursue an lnvest:gatlOn and possible
enforcement aCtlcn. If deficlencies are not referred to the Divlslon
of Enforcement:, SEC sends a letter to the fund complex identifying
all the defic"-enc:cs ins?ectors found and requirlAq that they be
corrected. SE:C re~~e5tS that the fund complex respond to the
deficiency letter w1thin 30 days by informing SEC of wnat the complex
has done or plans to do to correct the problems :dent"-fied. If no
deficiencies are found. no further actlon 1S ta~en.

SEC reported "n 199~ that the mutual :~nd ind~5try had generally been
free of maJor'scandal for the last 2 deCades. \l9 ~s shown :n table 3.
during fiscal years 1992 through 1996, SEC referred deficiencles to
the Division of Snforcement in about 5 percent of the lnvestment
compdny inspectlo~5. SEC ad~ressed :~e majority of :hese
deficiencies by sendlng defic:ency l~:ters to t~e :una complexes.

7able 3

Disposition of Investme!1c CO::lpany
Inspec:ions. fiscal Years 1992-96

Disposit Toeal :0::
ion 1992 1993 1994 1995 1996 1992-96
-------- ---------- ---------- ---------- ---------- ---------- ======,.,.=::lIIIl:.-

Deficien 235 240 244 261 254 L 234

cy (74 ) (73) (78) (75 ) (82) (77)

letters
Enforcem 14 8 21 23 14 80
ent (~ ) (2) (7) (7 ) (5) [5)

referra
Is

No 65 74 37 53 37 266
action ( 21) (23) (12) (15 ) (12) (17)

Other 2 6 11 11 3 33
(1) (2) (4 ) (3) (1 ) ( 2)

Total 316
f 100)

328
(100)

313
(100)

348
(100 )

308
(100)

1,613
( 100)

--------------------------------------------------------------------------------
Not:e 1: In dcdi:::.on co disposlt:ons .~t fund complex ::.nspeccions,
invest~ent cowpany :nspections also 1~clude lns~ec~~o~s of
acr:ll.nlst:=at:crs, OUSlness development ;::;mpan"-es. spo•.scrs or --.:n.:.t
lnVestment crusts, and "nsurance company sponsors of ~ar:dDle

insurance proaucts. Of t~e 1.613 :nsp~cc:ons completed oec~een

fiscal years : 99:: and 1996. 120 ""ere ::lspec:"-ons of t~ese i!!lt:lti.es.

Note 2:

Source: SC:C.

~mong the reaso~s S~C a::~cials·c:~ec :or ~~s~ec::~~5 ~c: ?~od~ci~q

more enfo:-ce;r:er:t =-~:e:-=-als were :."1dl: ;,:) t.'1e ::1·.;e5~::;e::: ;:o::lpany .:;c:
i~poses detd:l~d. s~~sta~~ive ~~qc:~e~ents C~ t~e st=~c:~:e and
operat:"-ons of ::lu::L:.:l~ fL:~cs; (2) =::eql.:ent .:.ns!=lect"-ons by SC:C
lnspectors .:.nstill discioline i.:l funes' ooerat.:.ons; (3) ::he indusr::y
generally suppo:::s s:=cr.S regulac.:.cr. and ~tr.:.c:: cc~pl::.ance ~ith the
secur.::..ties laws; (-i) a se].:-:-eau':'atcr"'" o::-aan':'::.3::.:..a:-:. ~J';S:J. separatel'y
::eVlews f:..::":cs' sa:es :.:.:e=-;)t"',Jr~: d:-:C ",:; ~ ;arket .:~:":,c::.::...::~s :-tave

160f26
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gener~~l! b~e~ :avorable as ~ne ~~ouse=y has grown. An SEC oific~dl

also said ~ha( because vIolations of the [nvestment Company Act
t/P~cally do not involve fraUd or investot losses, these vlolat:ons
generally are not remedied through enforcement actions. However, ~he

Official noted that, although many of the violations were
"technlcal," they are still violations of the act Chat need to be
remedied, especially before the violation~ become a major problem
that coule cause investor losses.

\19 Personal :nvest~e~t ~etlvltles of !nvestment Company Personnel,
Reporc of t:-'e !)i'::s:";:; of [:~, sc:c. Sepe. 1994.

SEC SELEC.IVELY REVIEWED
DISC~OSURE DOCD~SNTS

------------------------------------------------------------ Let:er .~

SEC's res~onsibilitf for ensur:~g that mutual funds comply ~I:h '
applicable d~sclos~=e requl=e~er.ts has become parcicularly important
because of che increaslng n~~er of mutual fund investors. Many of
these investors may be inVestIng for the first time and may noe be
sophisticated in legal or financial rnat~ers. SEC's disclosure teview
staffing level has remained relatively constant during fiscal years
1990 through 1996. However, despIte receIving an increased nurr~er of
documents to review since 1994, SEC officials said that by
selectively revie~ing mutual funds' disclosure documents, staff
members have ~een able to review all new or materially different
disclosures.

SEC's disclosure review process is intended to ensure that (1)
disclosure documents filed by mutual funds are complete, (2) all
proposed actiVIties are legal, and (3) information contained in the
filings is not misleading to investors. Disclosure dooumencs filed
by mutual funds Include initIal registration statements, amendmencs
to registration scatemencs, ~roxy statements, and periodic reports.
Initial registration statemer.ts have three parts: (1) a prospectus,
which must be prOVided to every fund investor and includes
information about a fund's investment objec:ives and policies,
invescment r~sks, ana all fees and exoenses; (2) a statement of
additional ~nformation, which ccntain~ more detailed information on
all aspects of che fund and must be provided upon request to fund
investors; ana (3) other infor~ation reqUIred to be in the "
registration statement. inclUding coples of a fund's contraccs wieh
its various seryice providers. Amen~~ents to registration statements
are filed whenever im~ortant informac~on in a mutual fund's original.
effective registratIOn statement has changed. ~utual funds are also
required to annually :~le amen~~ents updating their financial
inior~at~on. ~OSt of the clsclosure jocuments chat 5ZC receives are
amendment':. ?roxv st3:e~ents are to =e filed "nen a ::lutual fund is
;:or.s~cer:ng an. eVe:lt :~.at requJ..res sr:areholder approval before' caking
aec:on, suc~ as changIng ~ts invesc~ent policies and objectives or
merging ..ith another fund. ?ericdic reports primarily contain
statistical ~ata a~out a ~utual :unc, s~ch as the fund1s assetSr
ex?enses, po~~:olic :~~~o7er, ar.d ~~~e ot :nvesc~encs.

All disclosu~e doc~~e,":s filea oy ~ut~al tunes are suoJecc :0 ~ev:ew

and CO:fl,o-:len\: t;y st.J:: ~:-. ,:;:.:C· s J~·.~:S.l.or. 0;: ::M. Howeve:.-. to :oC:us 0:1

those :ilings ~~at 3=e ~ost In ~eed of :eview, Division of 1M star:
membe1"s se.!.ec~i·:ely re'Jlt~'.-I :~e disclcsu~e documents SEC receives. rr.
fiscal vear 1'?96, S::C ~ece~'Jed a ~oc.Jl ot about 30. 000 disclosure
documents :::-Or:I all ::..:p:es 0: in\.~eSL::'1ent COi:1panleS" including ~ut:..:al
~~~ds, wn~c~ ~as an d~=OSt ~-pe=~ent ~~c=ease si~ce f~sc~l year ~~9~.

S~C 0::~C:2~S :c~~ ~5 :~~~ :o~~i~~ely ~ev~ewi~g dil at :~ese

1701":;6
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docurnencs is nec necessa~y because many of Chern cOntdln re~ec~clve

in forma tion. The of f icia Is a 1so sa ld tha c a comolece -t"eVlew wou ld be
an inefficient use of SEC's l~ml-ted resources. Inscead, SEC's
disclosure ~eVlew p~ocess is lncenced to ensure that SEC's reVleW
focuses on new informacion In dlsclosu~e documents as well as fi~ings

thac contain material changes.\20

SEC procedures specify that routine filings. presenclnq no novel
questions of law, need not be targeced for t"evlew. for example. many
initial regiscration statements :lled oy mucual funds Chat are
members of t,he same fund complex are simllar to prevlous filings by
ocher funds in the complex. ;hat is. even though certaln funds :.n a
co~~lex may have different investment obJectl,es and technlques,
tr.e~r prospectuses often cOntaln simllar disclosure information
regarding other aspects of the funds' operacions. such as p~oc~dures

for share purchase and redemptlOn and Che descrlptions of the
investment adviser, underwriters. transfer agent, and officers and
di rectors. In these instances, the funds' ini tial regls tra t 101'1

statemencs often include disclosures from previous fillngs that ~ad

already been subject to SEC reVlew and comment. 3ecause SEC
considers that reviewlng these cisciosures again would be redundan~.

it focuses its review on more su~stantive informaCion in the filing
by id~ntifying what informacion is new. SEC officials said that fund
counsel generally initiate requests for selective review and indicate
to SEC which parts of the filing have already been revlewed. SEC's
disclosure review staff can also identify situacions in which a
selective review can be done and are to alert fund counsel to that
option.

SEC also selectively reviews amen~~ents to registracion statements so
that only material changes routinely undergo ~taff review. Similar
to initial registration statements, many matters in an amer.~~er.t ~ay

already have been considered by staff members in processing other
filings by that fund. To focus SEC's disclosure review on
significant changes, mutual funa counsel represent to SEC whether
changes contained in an amen~~enc are considered material.
Amendments that contain only nonmaterial changes may become
automatically effective without SEC review. \21

I
I
I
I
I
I
I
I
I

Examples of nonmaterial changes include bringing a fund's financial
statements up-cD-date. changing the fund's phone numbers. and
increasing the number. or amount of securiCies proposed to be offered.
According to SEC officials, most amend~ents filed by reglscered
mutual funds contain nonmaterial changes and, therefore, are not
routinely reviewed. In concrast. they said that amend~ents

containing material changes are routlnely reviewed with a focus on
the disclosures that have changed.

Proxy statements and periodic reports also undergo a targeted review
by SEC. Spec~:~cally. proxy state~er.ts covering nonrouc~r.e ~atters.

suc~ as 3 xe~;e~, are :argeced :cr =ev:ew; although ~ore rout~0e

proxies, suc~ as the standard a~?roval ot a mutual Eur.d's auditors,
are not. Of the periodic reports recelved. SEC only reviews the
attac~~er.t to the second of t~O semlar.r.~al reports that ~OSt mut~al

tt..::-:cs f:'.!.e e\te~y year. The a:::dc:::::,e:1~ :$ ~he fund audi.tor' s =e~or:

0~ :ne ~u~~~l func's internal co~:=ols.

Table ~ shews SEC's coveraqe ot :~ves[~e~: company dlSclos~~e

doc~~ents for fiscal years 19~~ tr.r:~g~ 1996.\22 During this pe=~od,

S~C devoted an average oE ~~ sta:: fears to reviewing these
documents. Altho~gh the total percer.ta~e of disclosure doc~ments

revlewed over these years averased aoout 31 percent, the breakcown of
doc~~ents rev:ewed lndicates that S~C dedicated 'its disclosure sta:f
;:::J :-el:':e\.... :.:1~ :::o~e ::oc~::-:er.cs ~cs;: :':'~;o.?ly :::0 have new or ;nacerial':y
.J':'::·~:-er.: :"_::':~:'-:7la::on. For e:-:a~;:le, :::e cata snow that S::C :"eVle\..ea

IS of26
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I
' .. i a high percentage of initial ::egist::ac~on.and proxy statements each

year, reflecting the grea..cer possibility that these filings \-Iould
contain new or mater~ally different information. furthermore, SEC
revlewed at least 93 percent of the initial reqlstration statements
filed by ~utual funds for each of these years. rn contrast, SEC
reported that its staff members revlewed bet~een 12 and 15 percent of
the amend~ents SEC received each year, reflectlng the high nUmber of
these filings that would contain no~~aterial changes.

SEC Cove~~ge ot :~vest~e~t :0~~3ny

Disclosure Doct.:~ents, ciscal Years 1994
96

(fiscal year)

Disclosure document 1994 1995 [996

Initial registration statements

----------------------------------------------------------------------

I
I
I
I
I

filed
Reviewed\a
Percentage reviewed

Initial mutual fund registration statements

Filed
Reviewed
Percentage reviewed

Amendments

Filed
Reviewed
Percentage reviewed

Proxy statements

Filed
Reviewed
Percentage reviewed

Periodic reports

!Oiled
Re'JLeWeC
Pe::cer.:ase reviewed

Total disclosure documents\b

2,570
1,605

62'S

1".040
960
93%

16,388
2,008

12%

624
579
93'S

8,300
~, : SO

SO~

2,321
L 570

68%

819
755
93%

15,258
1,859

12%

711
595
84%

9,500
~, 750

50%

2,110
i.900

75%

811
761
94%

16,864
2,494

15%

10,000
S, Y10

SO',

I
Filed
Reviewed
Perce~t3qe reviewec

':~.28: 28,060
3, 774

31'l
9,96]"

;3~

I
\a ~he nuxbe~ of initlal ~eqls:~atio~ S~3~e~ents reviewed i~c~~ces

those s~b~it:ed by open-end (~ut~al fu~~sJ, closec-end, and u~it

invest~enc c~ust portfolios.

1901'26

I
I
I
I

\b 7he ~ot3~ number of disclosure
:nc~~~e~ ~~~ ~nit~dl ~egis~=3t:~n

s:aCec:e",::s. 3:-:d per~ocic ~epor::5.

cocu~ent5 :iled and-reviewed
st.ate;:".e~:s, .3~er.d.":1er:ts, pr::sy
7~e ~~~e= ~i ~nl~idl ~utuai ,
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':1 reqlstrat~an statements tiled and rev~ewed is included as ~ subset of
the inltial reglstration stateme~ts.

Source: SEC.

SEC officials told us that. because they already reVleW the most
important disclosures. additional staffing would not necessarily be
used to increase the n~~er of filings review~d eac~ year. Instead,
~~e officials sald they could use more resources to help them :n
related disclos~re ac::vitles. such as helplng ~~t~al funds i~prove

and simpllfy prospectus lang~aqe and performing lon9-~ange strateqlc
planninq. Nowever. S~C offic:als also said that a c~rrent rulemakl~q

proJect cc~ld sUbztantially ~ffect. at least for the short ter~.

SEC's ao~~~ti' to ~a1ntaln acequate reVleW coverage of disclosure
doct.:r.lents. S¢ecifically•.the proposed rule would substantially
revise the registration form and ?rospectus require~ents for ~ut~al

funes. Our~ng the initial l~ple~entatlon period 0: the proposed
rule. SEC does not plan :0 use :t" selective review procedures for
initial re~lstrati~n statements J: amen~~ents because it would need
to ensure :h3t ~ut~al funds are ::~plYlng with the new disclosure .
requirements.\23

\20 Material changes include disclosures that are slgnificantly
different from those disclosures preViously made by the investment
company in its most recent filing of the same kind.

\21 Rule 485 (b) [17 CfR230.485J per:nits amend:nents filed by
registered mutual funds that conCdln enumerated routine or
nonmaterial changes to become automatically effective on the date the
amend~ents are filed with SEC or on a later date, designated by the
fund. th~t does not exceed 30 days after the date on which the
amendment was filed.

\22 We were unable to include and compare data for all disclosure
documents from previous fiscal years because of changes in how SEC
counted the filings received.

\23 The selective review procedures would still be applicable 1n some
instances. for example. after SEC reviews a fund's revised
registration ~orm, all funds Within the same complex can request a
selec~ive =eVlew of sub$equent filings using the "evised form.

SEC'S OTHER REGULATORY
ACTIVIT:~S ~NABLSD 7~£ INDUST~:

TO EVOLVE WITnOUT :~JOR

~~GIS~T:VE C~ANGES______________________________________________________------ Let:er :6

SEC's Clv~s~on of r~ ~s also "espa~s~ble fer other =egulatory
ac~~vities, ~hic~ incl~de ~esponc:~q :0 =eq~es~s :0= exemptions ==om
:.~e =equ;.=e::1en::s or :.'1e ':-."""l'/esc:::e..-:: ::0.'7::Janv .:"c:, :-':....ile~.3king, and
prcv1d~~q :~:e~pretat:8~s of d~~~:~301~ l~ws and :ules c~~ough
issuing ~nte=?rec~ve 3nd II~o-ac::c~" :ec:ers.\24

Ac=o=d~~q :~ S~C O:::C:3~S# ~~eS~ ac::~~~:es 3~~ a 9:i~ary way of
allowinc the ~~dust=v·:o c=ow d~d ~~3nce ~h1~e con~i~ui~q to protec:
~nves:0;s. Ju=i~q t~scal'yedr5 !~~C :~~o~c~ 1993, s~af~ years for
t4~ese ::e(,:!u2.J~C':"j'" ac:i.vit:ies gre',-.: =:-. :1earl.y"'45 percen(~ However, ':rcr.l
:hr:;:o ~nc of :·':"sc..31 yea:- :9~J to :.-.e e::d or fiscal yea:" 1996, st a f:i.:1g
dec~~as~~ t; 3~~CS~ l~ ~e~=ent. s~c c!~~c:als said :~at this
~::...J::':':;":; ..:ec:-e2se -J,::-~:..;=-:r~(J :.=.r:;e.:...: :;.e·':..1L:se st3r: :7.e::l=:e::-s ~ften ?e!:"sL:e

I
I
I
I :::-eaE~C rap~c ...- ..._ . :~ :~e inves:~ent manage~en: ,

I
I
I
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i~dustry. 7hey;dlso sa1d chat additional staff could hel~ them keep
pace wit~ incustry developments and be ~ore proactiv~ in ,dentifying
and reacting to 1ndustry c~anges~

\24 A no-action letter is a request from lnvestment cornpan1es and
investment advisers that SEC staff react to a particular set of
circumstances or facts as outlined in the letter by tnc:c3t1ng
whether the Division of 1M would recommend taking an enforcement
action if thos~ ci=c~~stances ~ere to occ~=.

£X=::~PT:::'!E ORDERS =:NABLE SEC
TO ADA?, ITS REGULA7ION TO
INDUSTRY CHANG2S

Le t te: : 6. 1

The Investment Company Act and the Investment ~dVlsers Act allow SEC
to issue oreers granting exemptions from o~e or more prov,slc~S of
these act s, or from r~les iss ued by SEC under these act s . Congre~s
gave SEC this authority to prevent the acts from being unculy
restrictive. To grant an exemption, SEC must find that the exe~ption

is necessary or appropriate in the public interest, is conslstent
with investor protection, and is fairly intended by the policy and
provisions of the act. The exemptive order permits the applicant to
engage in the activity described in the application that would
otherwise be prohibited by the act. Exemptive orders apply only to
the applicanc. Ho~ever, if the exemption appears to have general
applicability, such as when a number of similar requests for
exemptive relief are made, SEC may decide to adopt d rule grant~ng

exemptions to all funds that can meet the conaitions.

According to SEC officials, SEC's authority to grant exemptions from
various provisions of the Investment Company Act and the Investment
Advisers Act has enabled it to adapt its regulation of investment
companies so that SEC is both receptive to new innovations and able
to keep pace with the general evolution of the investment management
industry. cor example, in the 1970s, SEC first allowed trading of
money market mutual funds through exemptive orders. These funds used
speciali=ed pricing methods that were. not contemplated by the
Investment Company Act. Also, SEC recently adopted a rule, follOWing
the issuance of numerous exemptive orders. that allows mutual funds
to sell mult~ple classes of shares with different fee structures. In
the 57 years since the Investment Company Act was enacted, it: .'1as
been amended significantly only twice~-in 1970 and again in 1996.

I
I
I
I
I
I
I
I

In a 1992 study of investment company regulation,\25 SEC repor~ed

that many responses to its 1990 request for co~~ents on reror~lng

investment companv reculat:on conLained comDlaints thdt the Drocess
for obtaininq ~n ~xe~?c:,e order took too l~nq. In 1995, SEC's
Off~ce at :nspector General (OIG) studied tne exempt:ve oreer
process, givi:1g 'par:i..c~lar attention co its timeliness ..7he OrG
found that. although the process was esseOltlally sou:ld, :rIa:;y outside
at~orr.eys ~e~e sL~ll iis5ac~sf~ed wi~~ how ~onq SEC :ook :0 ?~ocess

exempcive applications ~nen novel or complex issues ~ere involved.
The OIG :nade several recomrnendat1ons to i~prove the process,
inclUding a recom.:;;encat:on that, for aoolicat:ons wi th these :y?es of
issues, ;:he 0i ..... isior: :.J: :~ modi:y its g~iceli:le ::equi.:--:r.g i~i~i.a).
co~~e~ts O~ all dp?lica(io~s within ~5 days.\26

Although the Divls:on 0: IM's response to the aIG's report agreed to
adopt. :nast 0: the recom;:ceOldations, it did not agree that chang:ng
~his e~:s::~S ~5-day ~c:~eline :or novel or compl~x ap~1~c3t:o~s

wo~~d sr.u~:en ~h~ ~~0~~: ~: ~~~e 5Renc revlewinq :hose d~~l:=at:o~s.
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The Div~slon's response explal~ed that these applicat~ons qenerally
cake longer co review because ot the potential effect Slgnlficant

'changes to policy may have on the industry and investors.
Nonetheless. in its response. the DiViSion agreed to monltor the
progress of complex applicatlons more closely and continue to strive
to meet its 45-day initial co~~ent period (or all applications.

I

According to SEC data on all ~emptive applicat:ons processed during
fiscal years 1994 through 1996, SEC processed about 10 ?ercent more
applications in fiscal year 1996 than it processed in the preceCln; 2
fisc~l years. A1thouqn SEC reduced lts backlog at pendinq
applicatlons during fiscal year 1996. at the end of :hat fiica! Jear,
the nu~cer of applicat::ns not acted on ~lthln ,5 cays nad ~o~~ c~an

. doubl ec :" ro:.; the enc 0:: :':'sca 1 year 1995. According:o an sse
of:ic:al, ::-:e'1atcer :ncrease "'as due to a loss of scaf: :lear ::he end
of fiscal year 1996.

\25 Protec::ng Investors: A Hal: Cent~ry ot Invest~ent Co~pany

Requlaticr.. Dlvislon ot Invest::len: Marragement, Unlted States
Securities dnd Exchange Co~~ission. May 1992.

\26 To prevent a disproportionate amount of staff eime from belng
spent on routine applications. in part to increase productlon as well
as process applications within the 45-day t:me, frame. the OIG
suggested that the Divlsion Dr IM either provide a different
timetable for complex applications or set appropriate due dates tor
complex, individual applications.

SEC SHAPES MUTUAL fUND
REGULATION THROUGH
RULEMAKING

---------------------------------------------------------- Letter :6.2

SEC issues rules and regulations that implement the provisio~3 of the
securicies laws. Through rulemaking, SEC develops rules relating to
(1) the disclosure requirements' that are applicable to investment
companies and invest~ent adVIsers and (2) the Investment Company Act
and the Investment Advisers Act. Rulemaking involves constantly
revie~ing how well the various rules that S~C has adopted are
working. SEC often consults ~ith industry representatives and others
affected by the var~ous rules ana reviews their suggestiohs to modify
rules. for example, an SEC official told us that. in its ",ifor::s to
develop rule changes regarding tuna disclosure requirements, SEC (1)
sponsored foc:.:s groups with fund i:1Vest=s, (2) reviewed
industry-sponsored sur~eys on investors' views ot fund disclosures,
and (3) ~~c~~~2ced cc~~encs from ~~dividual investors on wavs ro
improve mutJa~ ~:'::1cs' rlsk disclost.:re In,April 1995. Of ab;t.:t ;. "00
cC::r'=.e~~ ~eC:~::-:: 3r:·: :-ccej.vec, accu:: 3,600 were from lI1div~du.31s.

When SEC rulemak:ng staff find that a particular rule does not appear
to ce ac~~ev:~~ i~5 oOJec:lve or lS oc=censome in ~elac:on :0 ~:s

bene~:'ts, t:-:e 5tat: :7:e::"~e=s dr'e :a p~ese!1t :~e problem ::0 SEC
CC~T.1SSloners. wno tnen ~ay Dansieer ~odifying the rule. S£C ~l~es

.levance pt.:olic not:ce of proposals :0 ado~t new or amenced r:.:les and
allews tlme :or ~ncerested members 0: :~e pt.:blic to co~~enC en tne
pro;:osals. ,~: che cc~c).L:sion 0:'" :.::e cc~'1tent: ;Je=ioc, statE ::;e~be:-~

:J.:-e [.:) ar..:il~,r::e :~e :::o.7'..::~er:t:s and p;-epa:-e d s~rrJTIar-y of t~eir 3:1.31ys.:.s
fo~ ::-:e CC:7...'":1':ss:or:e::"s :'? CO:lsi.de:- wht:rl cece:-mininq whet.~e:r any
modi:i=3t~O~s to ex~st:~q rules are warranLed. Proposals approved by
the C·.)>7"-111.::iS:Ci.c:"s tai.::e ~::ec: .35 ::~a~ ~:..:les, usual.!.y ~ ... :thi:: J.

s~eC::~L :~~c d:~~~ ~c~1:~3::o~ :~ :~~ :cce~31 ~eq~sLe~~

,
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In addi.::,:,ci:. '-:" SE:': =ecel'';~S seve:al °.lery .zi::-::la: :eqt.:ests foe an
exe~ption :=o~ a part~cu~ar provls10n, it mayccnsicer promulgat~ng a
rule to codify the exemptlon. To determine i: an exemptive rale is
needed, the rulemakinq staff are to consider ~hether the exemption
should also be applicable to other entlties. As previously
discussed, money market funds were first allowed to trade through a
series of exe~ptive orders beginning in the 1970s. These orders were
l~ter codified into a 1ule. According to SEC, the exemptions granted
and the subsequent rulemaking were critical to the evolution and
success of money market funds.

In ~ecent ~ea=3, ~~ch of the Di~islon ot :M's disclosure-orlented
rulemaking ~as :oc~sed on imprOVing ~utual fu~c ~r~spectuses. :0r
example, t~o ~a~or rule propos~ls focusec on ~a~:~g prospectuses ~or~

understandabl~ to 1nvestors. The first rule prcposal would update
and strea~line t~e tull prospectus that mutual funds are required to
prov~de investo~s. It also would improve the risk disclosures
required to be ~ude 1n the prospectus. The seco~d rule proposal
would allow investors to purchase shares of mutual :~nds solely on
the basis of :n~or~ation conta1ned in a s~~ary prospectus CoIled a
"fund pror':'le. "\27 The fund profile provides a sU::'J:'.ary of the
essential lnfo~~ation about a mutual fund by addressing nine item~ in
a question-anc-answer format. On March 10. 1997, SEC published these
proposed rules :n the Federal Register. .

A number of rule~aking efforts regarding the Investment Company Act
and the Investment Advisers Act were under way in the Division of IM
at the time of our review. Many of these efforts were mandated by
various provisions in the 1996 Act. For example. the 1996 ~ct

initially required SEC to issue rules by Apnl 9, 1997, that (ll
separate the regulation of invest~ent advisers bet~een the states and
SEC based on ass~t size and (2) exempt certain private investment
companies from SEC regulation. Congress subsequently amended the
1996 Act to provide a 90-day extension of the April 9 deadline for
separating investment adviser regulation. However, the rule
exemptin0 certain private investment companies from SEC regulation
was effect~ve Apr:l 9.

The 1996 Act also gave SEC additional authority in several areas that
will require othe~ rulemaking. For example. the 1996 Act (I) gave
SEC addit~onal rulemaking authority to define certain fund names as
materially deceptive or misleading, (2) expanded SEC's authority to
require funds to keep books and records, and (3) allo~ed SEC to
require investment c;mpanies to file information more :requently than
quarterly to keep :nformation in :nvestment companies' registration
statements current. According to an SEC of:ic:al, several of SEC's
ongoing rulemak~nq efforts, such as p~oposed rules on personal
trading, c~e ~se of :oreign custodians, and limits on purchasing
securities from an affiliated underwriter, have been delayed because
SEC's first pr~or1cy :s to complete the implementing rules for the
1996 .:;c::. ;:)0 ~ar=~ ~O, 1997, SEC published its ;:>ropcsed rule on ::..:nd
names in :~e :ec~~3~ ~egiscer&

SEC otfic:ais told ~s that SEC's rulemaking func::ion has been
affec::ed :n :he ~ast bv hiah staff turnover and, as a result, SEC has
had ~ore inexper~encec·staff in the rulemaki~g area t~an it desired.
In addi::~or., t~e Jirector of the Division of :M esti~ated that the
1996 Ac:: 1S li~eiy to 1ncrease the divis10n's ~or~load by about 30
pe::-::e:;: :..:: : 09:"

\27 The fur.c prc::ie s a sum:nary of the ~ong-:or::: pros ectus. SEC
incendec c~a( ~~e ~~~ ?~oii!e p~o~i~e ~~ves~o=s a~ eas -to-read
sU::l.~a=-~:: .::: "2'SSe~:::'d~ r.':or::1at:.:o~ 3COt:: ::-:'e :u~c, ~~clt,;d ng :he :~~c.'s
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in'Jest~er.t 00J~c:lves. c~sks. dnd :ees. Altr:oug" ~n'/eStOrS "Can cuy
shar-es afte::. ::-ead:ng only the :und profile. the pcotile must disclose
chat investors have the optlon to request a :ull pcospectus before
maklng an in~est~ent decision, funds are requir~d to prov~de

investors tne full prospectus when the :unds confirm inveStors'
purchases. SEC has had a pilot program that per~itted funds :0 use a
fund pro:.'ile s~nce July 31. 1995.

SEC ?rtOVIDES INrO~AL VIEWS
';~iC ~~iE???£:7';T:ONS Of
S E:C:iR I '1!::5 :"';',""S

------------------- ---- ~e~:e= :j.2

Tnrougn ~ssu~~g no-action and ~nterpret:ve letters, SEC staff ~e~~e::-s

in the Di~islon of 1M provide investment comoan~es. investment
advisers. Congress. dnd other gover~~er.t age~cles with their infcr~al
views dnd interp:::-etations about how the federal 'securities laws apply
to proposed :r~r.sactions that appear to raise cc~pliance ~ssues.

These letter:::, ·...r.~ch d're ava:..laole to the ouolic, reoresent the ','lew,;
of SEC of:ic~als ~ho are responslble for ad"ir.~ster:..~g the laws or: a
daily bas~s. SEC officials told us that the letters are an effecti':e
method of p~ovlding information about how the sec~r:ties laws a~e

likely to be lnterpreted and appliea,

SEC issues no-action letters in response to requests for its staff
members' views on whether they would recommend enforcement action :f
the particular facts and circumstances outlined in the request were
to occur. No-action letters do not make rulings on whether the
particular circ~"stances are legal or illegal--the letters only state
whether the Division of fM staff would or would not recommend an
enforcement action to the Commission under those specific
circumstances. Consequently, unlike exemptive orders. no-actlon
letters do not shield the requester from any liability that may
otherwise result if the circumstances outlined in the request were to
occur. In addition, SEC has reported that positions in no-action
letters are subject to reconsideration and should not be regarded ~s

precedents binding SEC.

I
I
I
I
I
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An SEC official told us that no-action letters promote voluntary
compliance with the securities laws because the letters lnform not
only the requester but others as well about the likely legality of a
par~icular proposed transaction. tor example, Division of fM staff
provided no-act~on assurances to a ~utual fund that wanted to include
in its prospectus performance ~nfor~atlon relating to another funa
that its po::-tfQlio manager had previously managed. The staff's
no-ac~ion assurances were based on scecific ceoresentat~ons made "0
the request il) that during the por~~olio manager's cenure in
managi~q che other fund. no other person had played a significant
par~ ~~ ac~:e~i~g :hac :und's pe~:or~ance ane {2) :hat the
pe~:or~a~~e ~:~fO:~3t:on woulc nee ~e ~resentcd :~ :~e ?rospec~~s ~

misleading ~ar.ner, nor would that ~nf~r~at~on :..~pece investors'
understanding o~ ::-equ~=ed prospectus infor~ation.

SEC ~ssues ~ncerp=etlve letters :n ::-esponse :0 cequests for its
staffs' views O~ ~~het~er the =eauesrer ~as inceroreted and appl~ec a
oar-cicular stacu=e or rule corr~c=lv to a oartic~~dr sec of faces or
~i~C~~st3~ces. ~cco~8i~g:0 an S~C~off:~:~l, i~te~~~ec:~e ~ette~s
di:fe~ f=o~ ~O-3c::on letters bec~use. =at~e= cha~ Sl~DLv s(ati~q ~:

would no::: :-~\':o;;".me:;c an entor·ceme::t a.c:.:.c~, t!;e ai·::s':'o~ ~f r:-1 ot;::'e'2s
that t~e st3~~:::e or =~le in 9ues:i~n ~e=~its ~~e 9~Opos~d

t=ansaC:10~. Aq31~, S2C oif:clals v~cw .:.nt~=~reti~e let:e~s as 3

means o~ :~:c~~:~~ ~~e ~~vest~e~: ~a~3~e~en: :~cus:=! ~bout ~ow :~2

Id\~s a=e <lc:~a:l~' ~e:~g appliec.
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~~~:d :ne :nvest~enc Co=pany Act requires Chat SEC.responc to
:eql;eStS for exemp::.ons. respond:.ng to requests Eor n'o-actlOn and
interpretive letters-is a discretionary role that SEC has had in
place ~or several decades. According to SEC data. che DivISion of rM
responded CO 2.643 requests ~or no-action and interpretive advice
during fiscal years :993 through 1996. Although the numoer of
no-action and interpretive responses increased each fiscal year
during 1993 through 1995--620. 674, and 747. respec~:.vely--the n~~er

decreased to 602, or about 19 percent, in fiscal year 1996. SEC
reported that this decline was a result of its staff havir.g spent
time during fiscal year i556 prOViding technlcal assistance co
Congress or. a nu~~er J~ prOViSions ot the 1996 Act dnd atner
legislation:

CONCLUSIONS
Ltlt::er :7

SEC has responded to the Challenges presented by·the ;rowth in the
mU:l;al fund industry :hrough :nCreaslng its inspect:on sta=::~q anc
adjusting the focus of :ts overslght actlvltles. The effec~s of
these responses cannot be separated from other factors, such as the
requirements of the :nvestment Company Act. industry support for
strict compliance ~ith securities laws, and favorable ~arket

conditions. that may have contributed to the industry remainlng
generally free of major scandal. However. the continuea
proliferation in the n~~er and type of funds. offered, the industry's
use of increasingly cc~plex products that may be difficult both to
value and to trade during falling markets. arid the increased reliance
by millions of Americans on mutual funds as a source of retirement
income make it imperat:.ve that SEC's efforts to protect mutual fund
investors agalnst abuse cont:.nue to be a prio~ity.

AGENCY COMMENTS AND OUR
EVALUATION

Letter : 8

We requested comments on a i:Ira it of this report" from. the Chalrman,
SEC. In response. the Chairman stated that the contents of our
report provide a detalled and accurate description of SEC's program
for inspecting and regulating mut~al funds. He also expressed
concern that, If the industry continues to grow at its current pace.
SEC will need additional resources to meet its oversight
responsibilities.

We agree that in~ustry ~rawth can influence the resources needed co
oversee the indus::ry. ~owever. :.n determining the extent to which an
lncrease in resources would be the most'effective response to rapid
industry growth. SEC ~ay also be guided by the results it achieves
from :he p~oq~am ~odls 3~d ~er:Q~~ance ~easurements :hac it is
ce~e~o?:~q ?Urs~ar.: :~ :~~ GQve~~~er.t Performance and ~esults Ac~ 0:
J. 993 :G?R..'\). In ,Jl;lv : 993. Concress oassed GPRA to i:norove the
erf~c:ency and er:ecc:veness of" :eder~l programs by establishing a
syscem co set goals :or program performance and to measure results.
G?~; ~irec:ec all :eder~l ager.c:es. including SEC. to develop oy
5e~tember :997 lor.q-=3r.~e s::ra~eq:c aoals and the measures thev Will
~s~ to ~au~e t~eir-prc~~ess ::cwa~d a~r.lev:ng these goals. G?RA
~equi~es :~at agenc~es ~e~ort 3nn~31ly to che President and :0

C0r.~ress on tneir ~er=o::nance and progress toward meeting t~ei=

;cals. ;~ese annual :epo:::s are :ntended to be used by Congress anc
SSC to assess what SEC is accomolishir.c with its mutual fund
overs:qr.t resc~r=es and wr.et~er· acdic~~nal resources are needed.

~5 or ~6 111251'" 12:21 PM
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-----------------------------------------------_---------- Letter :8.1

We are sending copies ~: thlS r~por~ to the S~C Chalrman dnd other
lncerested parties upon request. ThlS repor: was prepared under the
direction of Michael A. Burnett. Ass1stant Director, finanCl.3l
Institutions and Marxets Issues. MaJor concrlbutors to th1S report
are listed in appendix II. Please concact me on (202l 512-8678 1f
you have any questlons concerning this report.

Jean Gleason Stromberg
Director, financial InstHut':'ons and
~Iarkets Issues

(See figure in printed ecition.)Appendix
CO~~ENTS fROM THE S~CvRITIES AND
EXCHANGE COMMISSION

~~JOR CONTRIBUTORS TO TH:S REPORT
_________~_~__~~~~_=~~=~=====_~_====~=~~ __=~==~======= ==== ;ppendix ~T

GENERAL GOVERNMENT DIVISION,
WASHINGTON. D.C.

Michael A. Burnett. ASSlsCant Director
Frank J. Philippi. ~ssignment Manager
Suzanne Bright. Evaluator-in-Charge
Darleen A. Wall. Svaluator

oww End of document. ow.
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