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Mr. Pratip Kar

Executive Director
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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 of Indian 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
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Workshop: Quality Control and Consistency in Mutual Fund Inspections: ;
Insights from the U.S. SEC Inspecfion Process December 1997

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

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 of Indian 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.

1.1 Workshop Participants

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 SEBI’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 SEBI’s
request). A full list of participants is provided in Appendix A.

1.2 Workshop Content and Materials

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

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.

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.

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 SEBL. The findings of the
working groups are captured below in section 1.5 Recommendations.
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1.3 Trainers

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.

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.

1.4 Evaluations Results

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.

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

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

An excellent opportunity to share our experience of inspection with others and gain more
Jrom the other inspectors.

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

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.

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 formats
including a series 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. 4
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1.5 Recommendations

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 SEBI. 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 term “associate” is not clearly defined by SEBI 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 information 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 firms 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 cooperation 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
information 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 will look 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.

Price Waterhouse LLP v Page 3



Workshop on ‘Inspection of Mutual Funds’ - December 15, 1997

at the Taj Mahal Hotel, Gateway Room
{

Sr. Name of Particihpant Designation Name of Organisation
No. :
1. Mr. Santosh Parab Principal B. K. Khare & Co.
2. Mr. Sanjay Panse Partner M. P. Chitale & Co.
3. Mr. Sohan 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.
3. Mr. Naren Sheth Partner Mayra & Khatri
9. Mr. Vinayak Padwal Manager Kalyaniwala & Mistry
10. Mr. Atul B. Desai Partner -G. P. Kapadia & Co.
11. 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.




Name of Participant

Designation

Name of Organisation

No.

23. | Mr. Anupam Tandon Officer SEBI
24, Mr. Sudipto Bhattacharya | Officer SEBI
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 SEBI
3L Mr. Praveen Officer | SEBI
32. Ms. Anukriti Upadhyay Officer SEBI
33 Ms. Sonali Sen Officer SEBI
34, Mr. M.H. Saiyed Officer SEBI




Total Responses: 32

Workshop on “Inspection of Mutual Funds”
December 15, 1997

Participant Evaluation: Results

Question Category/ Category/ Category/
Percentage of Percentage of Percentage of
Respondents Respondents Respondents
1. | Overall, to what Very Satisfied Satisfied Not Satisfied
extent are you 78 16 6
satisfied with the
workshop you have
just completed?
Comments:
. 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 more 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 informative 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 | Very Relevant Somewhat - Not Relevant
the objectives of this | 75 Relevant 0
workshop relevant 25
to your role and
responsibilities?
Comments:

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 & Mutual Fund Regulation was aiso helpful.
Though I am not currently handling any work related to the topic of today’s workshop, I am
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 To a great extent | Somewhat Not at all
objectives met? 72 19 9
Comments: .

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 amount of knowledge.




4. | Please rank from 1 to 8 the following discussion topics. “1'" should represent the topic
most useful in assisting you better understand the subject matter and *8" should
represent the least{useful.

Topic Rank
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
2) Working Group II: Best Price and Execution 4
h) Working Group III: Front Running and Personal Trading )
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




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

Yes (in percentage)
97

No (in percentage)

-

J

List of topics that should be discussed during these workshops (no. of responses):

. 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)

e _  Valuation of Investments

. Investor Protection / Transparency

. Structure of the Inspection Process (4)

. Issues/Problems 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 of Trustees (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 of Inspections

.- 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

What form A series of half day One or two large Small working groups
should workshops, each workshops covering /committees devoted to
potential devoted to a single many topics improving procedulfes &
future- topic testing methodologies
workshops

follow ? 15 13 12
Other formats for future workshops:

. Series of half day workshops comprising of working groups/committees

. _Topic specific presentations and interactive sessions




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

Yes (in percentage)
94

No (in percentage)
6

Comments: -

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 of Inspection 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 of Inspectors be given a free-hand.

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

/

Investment Decisions (2) _
Inspectors should incorporate points pertaining to changes in market condistions, changes 1n

- 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
NAYV 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




7. Any additional comments on the workshop ? -

Comments:
¢
+ 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.
. AMFT contribution would have been of additional use.
. Good presentations were made.
. Discussion/Workshop 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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SEBI INSPECTION WORKSHOP

Quahty Control and Consistency in Mutual Fund Inspections:

Insights from the U.S. SEC Inspection Process

December 15, 1997
Hotel Taj Mahal Gateway Room

Sponsored by the USAID - Price Waterhouse FIRE Project



SEBI Inspection 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:

09:15-09:45  Welcome: Mr. Dennis Grubb, PW FIRE Project
Opening Remarks: Mr. Pratip Kar, Executive Director, SEBI

09:45-10:15  Why Inspect: Goals, Philosophy and Responsibilities
Lewis Mendelson, PW FIRE Project

10:15-10:45  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

10:45-11:00 . Break

11:00-12:15  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

12:15-12:45 Documentation Provided to the Board of Trustees
Ms. Sandhya Bhate, PW FIRE Project

12:45-1:45 Lunch



SEBI Inspection Workshop
Monday, December 15, 1997

1:45-3:30

3:30-3:45

3:45-3:50

3:50-4:05

4:05-4:30

4:30-4:55

- 4:55-5:20

5:20-5:30

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

Break -

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

Working Groups: Key Inspection Issues of Investment 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 Tradmg

Closing remarks and evaluations



. Why Inspect: Goals,
Philosophy and Responsibilities
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Quality Control and
Con51stency in Mutual Fund
+Inspections

Workshopfor SEBI Inspectors

Monday 15 December 1997

USAID/Price Waterhouse FIRE Project

Tt

INSPECTING MUTUAL
'FUNDS

® Efficient mutual fund inspections
- -~ focus |
— consistency
» techniques

» interpretations

» standardized methods, procedures and forms
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TEFFIC‘ IENTMUTUAL FUND
IN SPECTI.N S

— Structure
» traming_*

wreview

- To maintain a hlc,h level of comphance.amono
all AMC’s and throughout the mutual fund -
industry

— Through act1v1t1es of SEBI and 1ts Inspectors
» Deter
» Detect -
» Discourage violations - -
— By strengthening mtemal fund comphance
mechanisms, systems and procedures



PURPOSES OF "SEBiiﬂﬁSPECTIONs

N - N -'.
-\.d.-n

HTo prov1de SEBI 1601slat1ve and ;gle-makmo

— requiring more meaningfulidisclosures

=2 Help SEBI better

— to understand ,
» mutual fund and AMC operations
» industry practices and norms
» new products

— to discover industry trends



ALTERNATIVE’INSPECTION
| PHILOSOPHIES

— Method - - msp°ec e %ﬂu& tc\f:s“l;(
months of Iaunchr_Assur@]at compliance, systems
are in place and opeﬁ'ﬁ'u_a.l@%;h:h’t%ryone
including the trustees ﬁfi: is or her role.

ALTERNATIVE INSPECTION

m Largest Funds (Schemes)

- — Objective — assure that funds or AMCs that manage
the largest amounts of money and have the most
unit holders are inspected

— Method — Inspect largest funds first and regularly

LN
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ALTERNATIVE INSPECTION
" PHILOSOPHIES .

| Umque Eunds W

-~ Ob Jectxve & assure that funds that operatem the
most umquemanner (otlike UTI are sub_;ect to
different regulatory standards) fully meet those ™
SEBI standards: to which they. are subject or that the
standards that apply to them are adequate to protect
their unit holders. " o :

—~ Method - Inspect uniq ‘fun

ALTERN ATIVE IN SPE CTION
| PHILOS@PHIES

® Broad Based Inspectlons

- — Objective — Cover many small funds, increase
range and variety of inspections

— Method - Prioritize and inspect accordingly



ALTERNATIVE INSPECTION
'PHILOSOPHIES

~.

m Red Flags Susplcmus Pracuces

X2 .,,_..

— Obj jectlve == assur&that susplcxouspracﬁces that
raise red ﬂagsfare cover;ed Conduct a'fll - -
inspection of: ﬂms&funds*wn:h mvestment practices

or related prob"lé’xhs"é hlch couldeasxly be subject
to abuse s

— Method -- Pnonn}
Inspections

RED FLAGS

m weak internal controls
— lack of procedures
— poor documentation
— failure to segregate responsibilities b
— insufficient authority in compliance officer
— lack of trustee involvement
= lack of commitment by AMC

s’



RED FLAGS

m affiliated transactlons (unhsted unquoted
secuntles) :

m affiliated brokers

m high pOI‘thllO tumover ratxos
m back to back practlces’ o
m relationship with NBF“‘(;‘}@S?&"
® questionable gummteé§i¢=. - i;;:-zf'i' "

RED FLAGS

m unreasonable advertisements

m highest expense ratios per asset size class

& worst/ best performing funds (risk adjusted)
® sponsor or affiliate business problems

m unresolved difficulties uncovered in prior
Inspections

<



RED FLAGS

m transfer agent/registrar issues"

m custodial issues ‘.
® improbable valuation arid NAV calculation

m indications of frontrunning-'.

ALTERNATIVE INSPECTION
PHILOSOPHIES

m Risk Inspections — Focused, Limited Purpose
— Objective — Focused (smart) inspections, determine
an area of risk, focus inspections solelv on that risk
and closely related issues, inspect many funds, but
only as to the major issue raised.
— Method — ldentify risk, prioritize funds and mspect
accordinglyv.

»

i

.a:;f“g



RISK INSPECTIONS

m Provide a broad industry view of an.area of major
concern. Helpful in controlling an identified problem
or providing information which could form the basis

for a legislative or rule-making solution

' OPERATIONAL CHECKS

m_Segregation of functions (see organization chart)

& Compliance Manual

m Code of Ethics

m Compliance Officer

m AMC

m Controls over Service Providers

m Documentation (paper/computer trails)

m Employee trading limitations and reporting provisions



OPERATIONAL CHECKS

m Trustees Involvement
~Background, .-
— Information provided .
» Source n
» Quality andA‘dequacyr ) —

» Timeliness

» Frequency

Trustees Involvement

© — Alternative Sources of Objective Information
* — Relationship with Compliance Officer

— Availability of Third Party Verification/ Evaluation

— Understanding role of Trustees (interview)

. — Trustee'Iniuatives

e

o



Overview of US Securities and
Exchange Commission



.+ Qverview of the SEC

* Types of Inspections

“THE EAGLE IS
WATCHING”

THE SEC AND ITS

MUTUAL FUND
INDUSTRY
OVERSIGHT

Topics of Discussion

— Role
— Organization

+ Inspector Training and Resources i

— Routine and For Cause



Mission

“The U.S. Securities and Exchange Commission’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 play a 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 addreés Industry
Growth and Change?

« No-Action Letters

- A no-action letter is a request from 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 9 *

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
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Industry Role in Rule Making

* SEC consuits with Industry Representatives

* 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
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Office of Compliance Inspections &
Examinations

- Inspections of:
Investment Companies|
Investment Advisers
Transfer Agents
Broker-Dealers
SROs
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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 resulted in
Deficiency Letters

Approximately 5% of Inspections referred to _
Enforcement ‘ '
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Who does an Inspector deal with?

Training

Maintaining Quality Control and Consistency in the
Inspection Process

The Inspection Manual
On the Job Training
Team Leaders

» Formal Training

+ Talks from Industry Experts §¥&
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. * The Inspection Manual:

The Inspection Manual

* The Inspection Manual serves a vital function for
the Inspection Staff '

— Detailed guide providing the “road map” of an
[nspection

— 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

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
forms an important part of the work papers

— Checklists create accountability




On the Job Training

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

Team Leaders

+ 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 reguiation
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
y interpretations, changes in the industry and areas of
& particular interest




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

Talks from Industry Experts

Regional and District 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: t

— Derivative Instruments

— How a trade is processed and settled

— How does the NYSE work

Understanding these areas helps in the conduct of
better inspections

d



@ “Routine and For Cause Inspections”

L]

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

Routine Inspection

The SEC typically gives the firm advance notice
(5 days) of the date on which the inspection wiil.
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 evea

three years 8 8
. 8
aif
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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

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 of time

» Diligent notes on all Observations and Interviews
» Have a normal dialogue with firm 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”

et



Structure of the
Inspection Process
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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 T ',
during the Inspection Process |




The Role of the Inspectof

* Inspectors are Fact Finders

* Inspectors and the Inspection Program assists in
promoting an “investor friendly” environment

* Inspectors provide the link between the Rule
making body and the Industry i
Vi

N
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Which Mutual Funds to Inspéct?

* General Guidelines 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)
— 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

* 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 team of Inspectors
to the same fund
* Administrative

— Sign Out with contact phone and Address
— Take copies of filings with the SEC
on the Inspection




The First Contact

* Inspector contacts designated contact person
(listed on Form ADV)

— Request for delay of Inspection

* Standard 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
— The “Walk Through” - Tour of Offic
— Designation of contact person

Questions and Clarifications
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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



The Inspection

* Determine if the firm’s practices are operating in
accordance with disclosures made to Investors

* Compliance with the securities laws and
regulations o

. Adequacy. and Effectiveness of a 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 Firm’s Compliance Manual (Written policies)

* Interviews

— Portfolio Management
— Trading
— Accounting

— Compliance (
— Marketing - F u »
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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

— Do the persons that perform the functions understand
the procedures and control mechanisms in place

— Identify any discrepancies between verbal explanations
and written procedures ‘ ,
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Interviews . o 7

* Formal/Informal Interviews

— 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

~ Do the described procedures appear adequate when
dealing with day to day issues

— The magnitude of a potential deficiency




Sample Sizes

* How much 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
1ssyes

* Dialogue with Branch Chief

— Provides guidance through the Inspection Process

— Inspector keeps the Branch chief appraised of key
1ssues noted

* Dialogue with fellow Inspectors




Work Papers

Work 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



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

Valuable resource for next Inspection
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Closing Interview

* What to discuss during a Closing Interview

— Technical violations vs. Fraud
- Onsite Inspection completed
— Further contact or questions

— What to expect

— When to expect it
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Closing Interview & <

* The Pros of a Closing Interview

— Clarifies procedures/practices which may have been
misunderstood by the inspectors

— (1ves a chance for the firm to explain themselves

* The Cons of a Closing Interview

— The firm may argue and disagree with what may be a
potential deficiency

— The SEC chiefs may disagree with what the inspector
thinks is a deficiency



Inspection Report

* Intent to provide feed back to the firm 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
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Inspection Report

* Assistant Regional Director Rev1ew 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 Admlmstrator Rev1ew Third
Level Review

— Final Sign Off




Pt e

Inspection Report "2

§
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* Introduction s il

- An Overview of the Firm and its A ffiliates

* Summary Page of Deficiencies in pre-determined
categories

* Discussion of the Firm’s Deficiencies
— Cite the Regulation

- Details of the Deficiency including the time period that
the Deficiency was noted in

— Cause of Deficiency if known

— Any Explanations offered by the firm with regard to the
Deficiency






Deficiency Letter

* Attempl to send the Deficiency Letter to the Firm
within 90 days of the Inspection

* Deficiency Letter typically the same as

“Discussion of Deficiencies” in the Inspection
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

* Insignificant Deficiencies do not appear in the
Deficiency Letters

* No Quantitative Measure of what is considered
Insignificant/Material
— Based on the deficiency
— Number of times and period of time during which the |

(I
deficiency occurred -

— Determined on a case by case basis ~ -
~ If an invgstor suffers financial loss it is considered

material
— NAV - penny materiality



Closing an Inspection

* Create a File with the Inspection Rep}cgt and

e

Deficiency Letter
— For the Branch
— For the District Office Records
— Send a copy to Washington

* File the Work Papers in the Records Room

* Circulate the Report with the Deﬁcfency Letter to
all Branch Chiefs and Key individuals within the
the District Office

— Gives the Opportunity for all Branches to share
findings




— Firm mugt I€Spond to each deﬁciency noted in the
deﬁciency letter and inform the SEC what corrective

ontrols wil] be put in

place

— If Firm does not agree with the deﬁmency they refité
the deficj

%"ﬁ?&x



Follow Up' to the Response

* Response received by the Associate Regional
Director

* Reviewed by Branch Chief and Inspector

* If Response is Adequate - Filed
— With Branch records

— With Regional Records chpped to Inspectlon Repg
and Deficiency Letter

— Copy Provided to Washington

. ™
\\\\\\\
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Follow Up to the Response

* SEC Follow up if Response is not received within
30 days

- Extensions are granted on a case by case basis
* SEC Follow up if the Response 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 deficiency was
based on

— Agreement reached 8 S




SEC Tracking of Deficiencies

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

* The number of Deficiencies in each Category
inputted into a database that 1s common to all
Reglons

This Inforination is tabulated

— Utilized by the SEC for determining and publlshmg the
number of deﬁc1enc1es In any particular area

— Provides a resource for determining any focus areas -~
during an Inspection

~ Rule¢ making



Contidentiality of the Inspection

* 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 maintained by the SEC
in order to alleviate any concerns of the firm




When does an Enforcement Case
Become Public

[t an Inspection leads to potentially Serious
Violations, the Issues discovered are turned over
to the Enforcement Staff

Enforcement Staff will make an individual
determination about the seriousness of the issues
[I'the 195ues are considered serious, the assigned
SEC Lawyer will get in touch with the Firm
The Matter is not public until a settlement is
reached or a case is brought by the SEC




Conclusion

Structure assists in achieving your goals of an
effective inspection program | ‘ ‘ ‘

4
Structure limits questions | \\{m

Structure helps the Inspectors do their jobs

Structure gives you focus from beginning to end

Structure assures quality

|

. . |

Structure assures uniformity M
3




Documentation Provided to
the Board of Trustees



REVIEW OF
DOCUMENTATION
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 briefing was accurate,
complete and timely

* To verii"y the trustees’ involvement in the
strategic decisions made in the management
of funds

-




SAMPLE LIST OF REVIEW
ITEMS:

* Board minutes

* Quarterly/ monthly Board package

» Materials filed with SEBI

» Scheme/fund portfolio briefing packages
{ e 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
— Markéting
— Legal
» Appointment of trustees

S



SAMPLE BOARD
PROCEDURES

* Brokerage allocation
* Trade allocation

» Personal Securities Transactions/ Code of
Conduct '

¢ Diversification -

SAMPLE BOARD
PROCEDURES cont.

Interfund transactions
* Money market fund valuations
* Repurchase transaction guidelines

Securities lending guidelines
Counterparty credit review standards




MISCELLANEQOUS ITEMS

* Queries raised by the trustees
* Responses by the AMC
» Resolutions of the trustees

» e« Interviews to understand the process of

preparing the Board of Trustees package

Board Package Review

Conclusion

S

e



Overview of Key
Inspection Issues

« Personal Trading and Front Running
» Trade Allocation
» Best Price and Execution



PERSONAL TRADING
AND
FRONT RUNNING

NS

Lrice Materhouse “




SEBI Regulation

* Rights and Obligations of Trustees
~ 18 (8)
~ 18 (11)
— 18 (23)(b)
~ 18 (22) Code of Conduct

* Rights and Obligations of AMC
- 25(3)
~ 25 (9)
— 25 (16)
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Areas of Concern to-SFRB]

* Does the firm have reasonable organizational

structures and controls in place to contain the use’
of material non-public information

* Does the firm adequately monitor the personal
trades of its employees (and relatives)?

* Does the firm resolve any conflicts bétween
employee/relative and client trades appropriately?



Ab

Front running -

* A Practice whereby a person takes a position (o
capitalize on knowledge of an upcoming
transaction that is expected to influence the market

LExample : A person has knowledge of a upcoming buy
order for'a fund in a security that is thinly 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
making a profit as a result of possessing material non-
public information
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Access to Privileged Information

Access to privileged inside inforrnation can occur
several ways:

- Investment Banking and Underwriting activities
- Analysts’ contact with Corporate Insiders
- Firm 'sponsored LBO)s, Takeovers, etc.

- Firm sits on Creditors Committees of Bankrupt

Companies
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 may be sitting on the Board of Directors of
a company

* Also, formally request Affiliations/positions with
other corporations or partnerships as
interests held in each.




What Documents to-Request

* 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 equity

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)



- What Documents to Requests

* Chinese Wall Policies

— Internal policies that are designed to prevent the
dissemination of non-public information from one
department to another. Typically a wall exists between
the Investment Banking side of a firm and the
Investment Management side

* Insider Trading Policies

- Policies that are designed to educate an individual as to

- what is considered material non-public information and
what firm personnel must do when in possession of
such material non-public information



What Documents to Request

* Employee 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



What Documents to Request

Firm’s Trade Blotter/Deal Sheet (Chronological
Purchase and Sales Journal that shows trades
placed for all clients managed by the firm)

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 firm personnel.

Exception reports that list trades in conflict with
client trades



Process of Testing

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?

— 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

e

o,
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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 the
clients?

— Do research files indicate that the security was being
considered for client accounts?

— Does it appear that an investment opportunity has been
taken away from clients?




Process of Testiﬁg

* For employees that may have access to non-public
information

— Compare trading with news stories to detect if any trade
was based on inside information

— Compare personal trades against any restricted list
created by the underwriting affiliate




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 statement
representing they have reported all personal trades?

— Does the firm provide copies of its internal 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 approval of

personal trading, insider trading and Chinese Wall
policies



Process of Testing

* Board of Trustees review of personal 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 that all personal trades have
been reported

* Firms 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



TRADE
ALLOCATION




SEBI Regulation

* Rights and Obligations of the Trustees
~ 18 (5)
- 18 (8)

* Rights and Obligations of the AMC
— Code of Conduct ‘



Areas of Concern to-SEB]

* 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?

“

* Inallocating bunched orders, is the firm favoring
certain schemes over others? .

¢
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Areas of Concern to SEB]

* 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 of the trade
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What Documents to Request

Any Written Department Trading Policies
— Internal policy on how the tradmg desk should place
and document trades

Trade Blotter

Order Tickets and any Pre-trade allocation

documentation if maintained separate from order
tickets

Performance for a select time period of various
schemes managed by the firm
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What Documents to Request

* Alist 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 T R AN T TE N TR CTESE Y IR T T 7 T s e e o o oL



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 of IPOs 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 among its schemes? Does the methodology
seem fair?

— Ask the firm to provide reasons why certain schemes
were not allocated any IPOs
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Process of Testing

* For a sample of bunched orders review the order
tickets and ascertain when the allocation was
determined

— Time Stamps

— Interview firm personnel and 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. ...

— Inreviewing the performance of all schemes managed
by the firm pay particular attention to significant
deviance in performance of schemes managed in a

similar 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




Process of Testing

* Partially executed trades

- — Ifatrade is partially executed, how does the firm

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

— Does the methodology utilized seem fair and equitable
to all schemes?

— Is a employee 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
among brokerage and fund accounts?







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 SEBT

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 the
circumstances

Is the firm 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?



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
management process?



What Documents to Request

* 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 Documentation 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

— Interview trading personnel and ascertain whether the
firm negotiates a commission rate with brokers

— Review commission per share paid by different
schemes to ascertain whether certain schemes are
receiving a better commission rate than others



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 schemes 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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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

e Transactions with Associates
* Portfolio Review



Transactions With
Associates

Relevant Regulations

SEBI (Mutual Funds) Regulations, 1996:
» Regulation 2. ( ¢ ) - definition of associate
» Regulation 18. (6) - no unfair or undue

advantage should be given to any associate
in any manner detrimental to the interests of
the unitholders o

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

e
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Relevant Regulations cont.

SEBI (Mutual Funds) Regulations, 1996:

» Regulation 25 (7) - no more than 5% of
daily gross business with an associated
broker

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

Relevant Regulations cont.

SEBI Press Release Sept. 5, 1997

Ref No. PR 100/97

» No investments in unlisted securities of
associate/ group companies

 No investments in privately placed
securities of associate/ group companies

» Aggregate investments in group companies
not to exceed 25%

(Y

e
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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,
firms, etc) )

List of sponsors and their other interests
List of glirectors of the AMC and their OthCI:
interests

List of trustees and their other interests




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

4
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Limitations

» Accuracy and completeness of the lists
identifying all associates

« Identification of counterparties to a
transaction

* Fraud potential

Transactions with Associates

Conclusion




PORTFOLIO REVIEW

RELEVANT REGULATIONS/
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




Purpose

» Investment regulations provide for the
protection of unsophisticated investors

* The Offer document represents th¢ promises
made to potential investors

* Internal policies represent prudent norms
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
e Databases used for routine monitoring -

@



Types of Restrictions

e Regulatory
* Offer document
* Internal policies and procedures

Examples of Regulatory
Restrictions

* Investments only in investment grade rated
debt - else approval by board of AMC

* 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

g
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Examples of Offer Document
Restrictions

* industry limits (definition)

» No more than 5% of net assets shall be in
the securities of a single issuer (cost/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 of securities
 Debt instruments only of the top three tiers

* Portfolio limits for illiquid securities
(definition) .
* Derivative trading




Testing process
» Sampling: period, point in time
* Identify all restrictions
* Independently verify compliance

» validate the databases used for rouiine
testing

» Review reports submitted to SEBI

 I/C: 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




Portfolio Review

Conclusion




SAMPLE COMPLIANCE REVIEW PROCEDURES.
1. FUND PORTFOLIO INVESTMENT ACTIVITES.

A. Investment Decisions

I.  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?
¢. 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 portfoho manager for | prior 12 months.
3. If the fund utilizes a sub-advisor , review contracts/agreements and note any

discrepancies.
B. Transactions in Portfolio Securities

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 of fund’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 of order 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 bétween the fund and the “unknown “ broker-dealer.
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 con31stent

|
l
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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. s 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 to bank custodian, providing
settlement instructions?
b. Are original signatures provided to bank on every instruction?

C. Flind 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. ‘
a. Have the Market Value Impact on NAV Report, and Pricing Exception Report ,
been initialled by the portfolio manager and retrned to Fund Accounting each day?
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



MUTUAL FUND INSPECTION

ACCOUNTING AND
VALUATIONS

PRINCIPAL INSPECTION
OBJECTIVES

e Compliance with Regulations and
Prospectus Terms

W Transactions are properly authorized and
recorded

m Reasonabie assurance for compliance with
investment objectives and poiicies

m Fund’s ownership of and accounting control
over its assets -

g



OBJECTIVES

e Compliance with Regulations and
Prospectus Terms

m Investments are correctly accounted and
properly valued

m Income and gains (losses) are properly
accounted

m Investments are not encumbered

INTERNAL CONTROLS

@ Adequacy of internal controls to assure
m reliability of financial reporting
m efficiency and effectiveness of operations
m efficiency of pricing process
m compliance with rules and reguiations

@ Size of Sample for test checks depends upon
inspectors confidence on the fund’s internal
controls. Sizing is judgmental



AREAS OF CONCERN

e Material Weaknesses in Internal Controls
o Maintenance of Proper Books of Accounts
e Segregation of Assets

® Recording of Corporate Actions

e Fair Valuation of Securities )

® Reconciliation with Custodian Records

e Recording and Reconciliation of Capital
Account Transactions -

REVIEW OF
DOCUMENTATION

e Board Approvals for:
m internal control procedures and accounting policies

m constitution of valuation committees and terms of
reference

m fair valuation procedures
m ratification of fair valuation

e Offer Documents for valuation terms and
procedures

m Valuation dates and Pricing methodology
m Valuation policies, if any



. REVIEW OF

DOCUMENTATION

e Minutes of the AMC

® Minutes of Valuation Committee
e Portfolio Holding Statements

® Custodian Reports

@ Confirmation of Balances

PROCESS OF TESTING

@ Test of Custody Securities
m Confirmations from Custodian

m Security Count Reports from Custodian’s
auditors

m Physicai Count of a representative sample

m Reconciliation with portfolio holding
statements



PROCESS OF, TESTING

® Tests of Portfolio Transactions

m select a representative sample of transactions
m obtain brokers notes and delivery instructions

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

B examine whether these have been properly
recorded ;

'

m test the prices with independent published sources
m check corresponding entries in bank statements

w check delays in booking of trades /delays in
settiements

PROCESS OF TESTING

® Tests of Income accrued/received
m Obtain Interest/Dividend schedules
m select an interim period

m test income earned for either the entire

portfolio or a representative sample of
securities '

®m consult independent sources for
dates/rates; dates, ratesto agree with
General Ledger

{n



PROCESS OF TESTING

@ Tests of Income accrued/received

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

m check whether excess received is properly
accounted . '

m review portfolio statements for non-income
_producing securities

PROCESS OF TESTING

@ Test of NAV

m Test on the first date of inspection, last date
and select a few dates in the interim

m compare balances with investment ledger
m reconcile balances to the general ledger

m trace a sample of corporate actions
accounted to independent sources



PROCESS OF TESTING -
Testing of NAV

m trace market price used to independent
sources

—check alerts for fair valuation when market
quotes are not availabie

—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 “x” no. days , for further tests
- highlight securities sold at a price that is

significantly higher than the most recent
vaiuation

PROCESS OF TESTING

@ Net Asset Value - Fair Valuation
W inspector is not an appraiser

m review board package for
methods/procedures

m review valuation committee minutes

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

m review the sale proceeds to the value used
several days before sale



PROCESS OF TESTING

@ Net Asset Value - Fair Valuation

minspect the underlying documentation to
ensure reasonableness of procedures

m review the procedures used to assess
credit risk 2

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

W47



MUTUAL FUND INSPECTION

CAPITAL ACCOUNTS

PRINCIPAL INSPECTION
OBJECTIVES

@ Number of Units and their Value are properly
stated ' '

® 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

P



REVIEW OF ,
DOCUMENTATION

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

e Review Contractual responsibilities of Transfer
Agents to test controls

m Accounting and Arithmetical controls
m System access controls
m cash control procedures

o Review the internal controls for:
m Sales, Redemptions, Reinvestments
m Cancellation of units, cheque writing

PROCESS OF TESTING

® Testing of Sale & Repurchase

m select a sample of applications. Trace them from
receipt to processing and to allotment

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

m conform with Prospectus for eligibility

m test the details on application agree with unitholder
account statements



PROCESS OF TESTING

m Check all rejections have the Management explicit
approval

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

m reconcile the balances with general ledger

m check corresponding entries in bank: statements

m 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

SV



MUTUAL FUND INSPECTION

CLIENT SERVICING

CUSTOMER COMPLAINTS

@ Check SOP for recording & redressal

@ Obtain aging reports

@ Review Offer Document for service
standards

e Randomly select sample correspondence
and do an indepth check
m check for proper recording and data entry
m check for non-inclusions in aging reports



H
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Working Group Findings

* Transactions with Associates
e Best Price and Execution
* Front Running and Personal Trading



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?

-
4~
L -

Q‘gﬁ In what areas of regulation related to this area would you like

'\\z
@ further clarifications/interpretation by SEBI?
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Best Price and Execution

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

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

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

e



Front Running and
Personal Trading

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?

(WAL
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niroduction

The U.S. Securltios ard Exchange Commission's misslon Is to ad-
rinlster faderal securitios laws that seek to provide pratection for In-
vestors. The purpose of those laws Is 1o ensure that the securltios
markels are falr and honest and to provide the means 1o enlorceo the

securitles laws through sanctions where necessary. Laws admlnls-
terod by the Commisslon ars the:

« Securities Act of 1833;

« Securities Exchange Act of 1934;

« Public Utility Holding Company Act of 1835;

» Trust Indenture Act of 1939;

+ Invastment Company Act of 1940; and

« Investient Advisars Act of 1840.
. Tha Commisslon also serves as advisor ta federal courts In corpo-
rate reorganization proceedings under Chapter 11 of the Bankruptcy
Reform Act of 1878 and, In cases begun prlor to Octobor 1,1879,
Chapter X ol tha National Bankruptcy Act. The Commission roports
annually to Congress on administration of the securilies laws.

Under the Securities Exchange Act of 1934, Congross created the
Securitles and Exchange Commisslon (SEC). The SEC Is an Inde~
pendent, nonpartisan, quasi-judiclal regulatory agency.

The Cormrmisslon Is composed of five members: a Chalrman and
four Commlssioners. Commisslon members dare appolnted by the
President, with |he advice and consent of the Senate, for five-year
terms. Tha Chajnman Is designated by the President. Terms are stag-
gered; ane axplres on June 5th of overy year. Not more than three
members may be of the same political party.

Under the direction of the Chairman and Commissioners, the staff
ensures that publicly held entities, broker-dealers In sccuritlog, In-
vestmont companies and advisers, and other particlpants in the se-
curities markels comply with federal securitles laws. These laws
were designed lo facilitate Informed Investment analysos and decl-
sions by the Investing public, primarily by ensuring adequate disclo-
sure of material (slgnificant) Information. Conformance with fodoral
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secariles laws and roglations does not imply merit. If Informatlon
cisenlial to ntrmed investment analysis is properly disclosed, the
Commilssicn carrol b ihe sale of sccurities which analysls may

£10w 1C DL of fuestionatle value, It is the Investor, not the Commis-

£00, vnC tasl make the Liimale Jjudgrment of the worlh: of securities
chlered fo: sale.

The Commisslon’s stall Is composed ol lawyors, accountants, fi-

nancial analysts and oxaminers, engincers, investlgators, ocono-
mists, and othor professlonals. The staff Is divided Into divisions and
offices (Including twolve reglonal and district offices), sach directed
by officlals appolnted-by the Chalrman,

This brochura describes the work of the SEC by discussing the
laws It adminlstors, tha organization of tha Commlssion, the ways In

which It carrles out ts stalutory mandates, and the sanctions it can
bring to bear 1o wnfurce toderal socurities lays.

e Mt ra e -« WY o

ecurities Act of 1933

Thls *truth In securltles” law has twa baslc objectives:

» To raquire that Investors be provided with matorial Information
concerning securltles offered tor public sale; and

+ To prevent misrspresentatlon, docalt, and othor fraud In the
sale of securitles.

A primary means of accamplishing these objoctives Is disclosure
of financlal Informatlon by registering offors and salas of socurltles.
Securltles transactions subject {o reglsiration are most offarings of
debt and equity securities Issued by corporations, limlted partnor-
ships, trusts and other Issuers. Federal and certain other govern-
menl debt securilies are not. Certaln socurities and transactions

quallfy for exomptions from roglstration pravislons; those exemp-
tions are discussed balow.

PURPOSE QF REGISTRATION

Reglstration Is Intended to provide adequate and accurate disclo-
sure of material facts conceming the company and the securitles it
proposes 1o sell. Thus, Investors may make a roallstic appralsal of
the morlts of the securitles and then oxercise Informed judgment In
determlining whether or not to purchase them.

Reglstratlon requires, but does nol guarantee, the accuracy of the
facts represented In the registration staternont and prospectus. How-
aver, the law does prohibilt false and misleading statements under
penalty of fine, imprisonment, or both. And, Investors who purchase
securjlies and sulfer losses have Imporiant recovery rights under the
law it ihey can prove that there was Incomplete or Inaccurate disclo-
sure of materlal lacts In the reglstration statement or prospoctus. It
sucP misstatemeits are proven, the following could be liable for In-
vestor losses sustalned In the securltics purchase: the Issulng com-
pany, Its responsible directors and officers, the underv/riters,
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sortroliing irtcreste e elor of the securlics and otters. Theso
“SPts must be gusoies ner anpropnote fuseral of slate count (not
tefore e Comuminsinn which bas ro power to awand damages),
Registra: on of secanlies docs not preclade the sale of sicok I
nsky, pooly managed, o unprofitat.c caripeanrdes. Nos does the
SOIMITISSICT ai3prove of dIsapHiove secuntes on theic mernts, s
unlavitul (¢ reprosest othersdso in the gale of secufities. The only
standard which must ho mel wher, reglstering stcurllns is adequate
anc accurale disclosuro of raquirod materlal fid]s concorning the
company and the decintiiey it proposns to sa)l The taliness of the
terms, the issubig < ompatty's prospocts for puccess ul operatlon,
and other factnig allecling the merlts of Invosting In the securities
{whether price, promators’ or undervritors’ prolils, or otherwise)

nave no bearing on ths quustion of whether or not sccurit

: ies may beé
_registered.

THE REGISTRATION PROCESS

To faclitate roglstration by different types of companias, the Com-
mission has speclal farms. These vary in thelr disclosura require-
ments but generally provide essential facts while minimizing the

_.burden and expenss of complying with the law. In general, roglstra-
tion forms call for disclosura of Information such as:

« Description of the registrant’s properties and business;

« Description ot the sl {nmc;anl provisians of the security to be
offered for saje and ls ralationship to the registrant's othor '
capital sucurlties; '

» Informatun about the managoment of tha registrant; and

s Financiol slatements cerlified by Independent public
accauntants, : .

Reglstrallon stalsmenlts and prospectuses on securities become
public Immadiataly upon filing with the Commission. After the regis-
Iratlon statement Is filed, securities may be offered orally or by cer-
taln summaries of the Information In the registration statement as
rermittad by Commission rules. Howaever, it is unlawlful to sell the
sccurities untif the effective date. The act provides that most regls-
tration statements shall bacome elfective on the 20th day after filing
(or on tha 20th day atter filing the last amendment). At lis discretion,
the Commission may advance the effective date If deerned appropri-
ale considering the intorests of investors and the public, the ad-

™~

equacy of publicly availablo Information, and the easo with which the
facls about tho new offering can be disseminated and undorstood.

Reglstratlon statements are subject to examination {or compllsince
vilth disclosure requiremonts. It a stalament appears (o be matorially
Incompiete or inaccurate, the registrant usually Is Informad by lettor
and given an opportuntty 1o file correcting or claritying amandments.

However, the Commlssion may conclude that materal dellclencies
in some reglstration statements appoar to stem from & dellberate at-
tempt to canceal or mislead, or that the deficlencies do not lend
themselves to carmrectlion through the Informal letter process. In
these cases, the Gommission may clecide that it Is in the public Inter-
st to conduct a heuring) ta develop the tacts by evidence and detor-
mine if a “stop ordar” should be Issued ta refuse or suspend
effectiveness of the statement. The Commlssion may Issua stop or-
ders after tho sale of securitles has besn commenced or comploted.
A stop order Is not a petmanent bar to the elfectiveness ol the ragls-
tration statemant or ta the sale of the securitles. If amendmonts are
filed correcting the statement In accordance with the stop order do-
cislon, the order must be lifted and tho statament declarad sliactive.

Although losses which may have been sullered In the purchase of
securliles are not restored to investors by tho stop order, the Com-
misslon’s arder precludes future public sales. Also, the decislon and
the evidenco on which It Is based may serva to notily Investors of
their rights and ald them in thair own recovery sults.

EXEMPTIONS FROM REGISTRATION

In general, registration requirements apply to securitles of both da-
mastlc and foreign lssuers, and ta securltles of forelgn governments
(or their Instrumentalities) sold In domestic securlties markets. There
arg, howevor, certaln exomptlons. Among thase are;

s Private offerings to a limited number of persans or Insthtutions
who have accoss ta the kind of Information that reglstratlon
would disclose and who do not propose to tedistribute the
sacuiitios;

« Offerings restricled to resldents of tha state In which the lssu-
Ing company Is organized and dolng business;

« Securitles of munlclpal, state, faderal, and other governmental
Instrumentalitlas as well as charlitable Instititlons and banks:
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o Ghienings 10 eaces I tentain speciied amoaurts made in
COmpharen i i piaisns of the Comimlssion; and
s Offerrngs o sa) cusines s irveslmen! companies’ mage in
ancorcans: with rls and regulalicns ol tho Comimnission.
Whether or nctit e se: gt es are excnint from rogisication, anli-
fread provis ory spply 1o all saley o' secarilies involvira intersiele
coennerce of b mai's. N
Among the upecial exomplions from tno ro
the “small Issiie exemption” was
ar ad to small businoss. The law
ties under $5 mitlon ma
ject to conditlons tho C
Tne Commission's Rag
dian companlios 1o mak
avallablo for offerings u
companies licensod by
Commlsslon’s Raguil

gistration requirement,
edopled by Congress primanly as
provides that offerings of securi-
y he exempt from the jufl registratlon, sub-
ommission prescribes to protect Investors,
ulatlon A permits certain domestic and Cana-
o exampt offarlngs. A similar regulatlion is
ndor $6 million by small business investment
the Small Business Administration. The
ation D pormils cortaln companles to make ex-
empt offerings under $1 milllon with only minirnal federal rastric-
tiors; more extenslve disclasure requirements and other conditions
apply for offerings txcouding that amount,
Exomplions are avallabh: yher cerlaln spec
mot. These conditions Include the pri

the appropriate SEC rayginnal olfics and the usq ol an olfering clrcu-
lar containing coilain basis wlormation in tho salo of the sccurities,
For a more complute distussiop of heswe and gther speclal provi-
slons adoptod by thg Cemmigsion to lacilllale capital formation by
small business, pleasa laquost g popy of the small business packet
availabla from tho Otfice of Puhlle Atlales, Pollcy Evaluation and Re~’
search or the pubils refarenca roomas of the Carnmisslon,

iffect conditions are
or filing ot a notification with
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ecurities I'xchange
Act of 1934

By this Act, Congress oxtanded the “disclosure™ doctrine of Inves-
tor protectlon to securities listed and registered for public trading on
our natlonal sacurities exchangos. Thirty years later, the Socurities
Act Amendments of 1964 extonded disclosuro and reporting provi-
slons to equity securlties In the over-the-counter market. This In-
cluded hundreds of companles with assots exceoding $1 mlllion and

shareholders numbering 500 or more. Today, securitlas of thou-

sands of companiss are traded over-the-countar. The Act scoks to
ensure falr and orderly securities markets by prohibiting certain

types of activitios and by selting forth rules regarding tho oporation
of Ihe markets and participants.

CORPORATE REPORTING

Companles seeking to have thelr socurites registered and listed
for public trading on an exchange must file a reglstration appllication
with the exchange and the SEC. If thoy meet the size test described
above, companies whose eqully socuritles are traded ovar-the-
counter must file a similar registratlon form. Commisslon rules pra-
scribe the nature and content of thete reglistration statements and
requlre certified financlal statoments. These are gonerally compa-
rable o, but less extensive than, the disclosures required In Seocurl-
ties Act reglstratlion statements. Following the rogistration of their
securities, companies must file annual and other perlodic reports to
update Information contalned I the original filing. In addition, issu-
ers must send certain reports to requesting sharsholders. Roports
may be read at the Cammission’s public reference rooms, copled
there al nominal cost, or oblained al reasonablo rates from a copy-
Ing sarvice under contract 1o the Cormmisslon.

&

11




%

BETEY

 AJQQ I1gVIIVAY 1S58

. s a8 8 s

PROXY SOLICITATIONS

ANOINEr prov siun ol thie 1aw goverrs sohaling proxies (votes)
frony Folders ol regististad wecurities, hoth Yisley and ovar-the-
codntar. for the olociken o' direciars yndzae lor gppraval ol other cor-
porale aclon. Soliciatieny, whetlhor Ly managemont or ininosity

groups, must disclosa al maerial facts concerning matters on which
nolders are asked to volo. Holders also must be glven an opportu-
nity 1o vole *yes” or "no” an oach metter. Wheie a contest {or control
of cerporate managenient Is Involved, the rulps requirg disclosure of
tho names and Intarests ol all "participants® |n the proxy contest,
Thus, holders are onot:led to vote inteliigently qan corpnrate actions
requlring their approval. The C«':mmlsbltﬂ\‘s rifun rﬁqulru that pro-
posed proxy matuilol i Hied I ndvonee o Lnismination by the
Commission tor oomytianag whn o disclostire requirements. In ad-

dition, the rujeg puymn shureholdurs to submit proposals for a vote
at the annual moelings.

TENDER QOFFER SOLICITATIONS

In 1068, Congross amended the Exchange Act to extend its report-
ing and dlsclosure provisions to situations whers control of a com-
pany I8 sought through a tonder offer or other planned stock
acquisiion of over ton percent of a company's aquity securlties.
Commonly callod the Williams Act, this amendment was further
amandaed In 1870 to reduco the stock acquisition threshold to five
percent. These amsndments, and Commisslon rules under the act,
require disclosute o) por}lnent information by anyone seeking 1o ac-
quire ovar fivk ‘mruunl ol 8 company's socurlnles by direct purchase
or by tender allar. This disclasurg [s alsd (aqu‘(ed by anyane solicit-
Ing shareholdbis fo uccept dr reject a tender offer. Thus, as with the
proxy rules, publ‘c inveslors holding stock In these corporations
may make tnate informed declslons on takeover bids. Disclosure
provislons ara supplemented by certain other provisions to help en-
sure Inveslor promctlon In tonder offers.

12

INSIDER TRADING

Insider tradlng prehibltions are doslgnea to cuarb misuso ol mate-
rial contidential information not available to the ganarai publiz. Ex-
amples of such misuse are buying or solling securlties to make

- profits or avold lossos based on malerial nonpublic Information — or

by telling others of the information so that they may buy or sall secu-
ritles — befora such Information Is generally availablo 1o all share-
holdars. The Commission has brought numaerous clvil actions In
federal court agalnst persons whose use of material nonpublic infor-
mation constituted fraud under the securitles Jaws. Additionally, the
Commisslon supported leglslatlon to Increaso the ponaitlas that can
be imposed by the courts on those found gulity of Insider trading.
The Insider Trading Sanctlons Act, slgned Into law on August 10,
1884, allows Imposing fines up to thres timas the prolit gained or
loss avolded by use of malerlal non-public Information.

Sectlon 16 of the Exchange Act requires that all aHficers and direc-
tors of a company and beneficlal owners of more than ton percont of
its reglstered equity securltles must {ile an initlal report with the
Commisslon, and with the exchange on which the stock may be
listed, showling thelr holdings of each of the company's equlty secu-
ritles. Tharoaftar, they must file reports for any month during which
there was any change in those holdings. In addition, the taw pro-
vides that profits oblalned by them from purchases and salos or
sales and purchases of such equity securities within any six-month
perlod may be recavered by the company or by any security holder
an its bohalf. This recovery right must be asserted In the appropriate
U.S. District Court. Such "Inslders” are also prohiblted from making
short sales of thelr company's equity securitles,

MARGIN TRADING

Margin trading In securlties alsa falls under certaln provisions of
the acl. The Board of Governors of the Federal Reservo Systom Is
authorlzed to get limitations on thu amount of credit which may bo
extanded for the purpose of purchasing or carrylng securitles. (The
Federal Reserve perlodically revigws these limitations.) The objoctive
is to restrict excessive use of the nation's credit in the securitios
markels. While the credit restrictions are set by the Board, investiga-
tion and enforcemant Is tho responsibllity of the SEC.

13
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TRADING Ahip SALES PRACTICES

Secusilics Wading and salpg practices on (he oxchanges and |n the
over-the counlg; Markels are subject to provisions dosigned 19 pro-
ect e Inarests of investors and the pJblic. These Frovislons seek
to curb mis‘.mpussemamms and deceit, market manipulalion, and
other frautiulant acs and praclicgs, They also sirive to eslablish ang
maintain just gpng equilablg principles of tradg conducive to main-
laining opan, talk, and ardorly markots. C

These Provisions-of the jaw establish the general fegulatory pat-

regulatians for jig lrnpmmanmuan. Thus, the Cornmission has
adoptad regulationg which, among nther thinga:
« Deflna acts or practioss whicgh canstiluty a “manipulatve or
deceptive daviio-of contrivance® Prohiblted by the statute;
+» Regulate shost salllng, tabllizing transactlons, grid simitar
matters;
» Regulaty hypothesatjon (uao oi Custamers’ socurltiog as
collateral Inans); and

¢ Provide sulogunds witfy respoct to the linanctal ros ponsibliity
of brokers any daalors,

REGISTRATION aF EXOHANGES AND OTHERS

As amended, thg 1834 At raquiroes loglstraticgi with the Commls-»

slon of;
* “Nationa! socyritiog oxchanges” (those having e substantial
securiios tmdln‘r{ volume);
« Brokers and dy;, ate who condygt secdrtlps businoss In
Intarstate cammoig; .
s Transfer aynnly;
+ Clearlng agonciog;
» Government and municipal brokerg and dealers; and
* Securitles Infaimation processars, .
To obtain Isgistration, exchanges mual shaw thay thay are orga-
nlzed to comply with tig proviglons of the statuto as wall ag the fules
and regulations of the Cammission, The reglstpring gxohanges must

!, @&so show that thelr rilay canaln just and ac]m}uate 'vaistons to

: " T et . e e

ansuro fair donlingy wyf (g oot nvostony.

-

_ Teach thelr fing| form afier d!scusslon5 betwson rg

14

Each exchangq ls a sell-regulatory organization, its ryfes must pro-
vide for thg expulsion, 3uspenslon, and pther disciplining of mem-
ber broker.doalors for conduct inconsisiont with just and 8quitablo
principles of tradg. The law intends that oxchangas shall have tull
Opporunity to esfablsih sa!!-mgulalory measuras ensuring lalr goal-
Ing and investor protection, However, |t O0mpowars the SEC (by or-
dor, rule, or fegulatlon) 1o approva Propased rylg changes of
oxcthanges Goncarning varigys aclivitipg g
essary lo effect thg Statutory objactlva, Exchange rules and rey|-
slons, proposed by exchangas or by the Commiesion, par

The registration of brokers and dealors 8nga

executing securities lransactions |s an Imponant part ol tho regua-
tory plan of the act. Broker-dealers must apply
the Cammission and amend registrations to show significant
changaes In financial conditions or other Imporntant lacts, A
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ublic Utility Holding
Company Act ol 1935

Interstate holding ‘cumpanios angagjod, through subsidiarles, In
the aloctric ulilty businnss or in tha ratall glsgrittlon of natural or
manufactured gas are spbject lo regulation undor this act. Today, 14
systams are ragistarad [heso syslems musl yeglstar with the Com-
misslon and file Initlai ond pitindic reporta. Ratalled Information con-

ceming the organizatlon, financial slrucjure, and pporations of the

°hofdlng company anl ils subsldiarfies Is contalned in thesn reports,
However, if a holding company or its subsldlary maels certain speci-
ficatlons, the Commlasslon may exempt it from part or all of the dutles
and obligatlons otherwise Irmposed by statule. Holding companies
are subject lo SEC legulations on maltars such as strugture of the

system, acquisitians, combingtions, and lssub gnd splus of securl-
ties.

INTEGRATION AND YIMPLIFICATION

Theo maat impontant provisions of the act wore the requiremants for
physlical Integrallon and corporate simplificalion of holding campany
systems. Integration standards restrict a holding company's opera-
tions to an “Integrated utillty system.” Such a system Is defined as
onet

» Capabla ol economical operation as a single coordinated
system,

» Confined 10 a single area or region In one or more states; and

« Nol so large that it negates the advantages of localized
management, olficiunt operation, and offective regulation.

The capltal shiucture and continued existence of any company In a
holding compiatiy systom mypst not unnacassarlly complicate the
corporate gttueture of the system or distribufa voting power Inequita-
bly among sdcutity halders of the systam).

-

The Commisslon may determina what action, If any, must bo taken
by roegistarad holding companies and their subsidiaries to comply
vith act requirements. The SEC may apply to federal courls for
orders compelling compliance with {;ommission directives.

Voluntary rearganizatlon plans for many divestments of nonretaln-
able subsidlaries and proportles, rocapitalizations, dissolulions of
companles, and other adjustments inay be usod to sallsty act
requirements. The SEC may approva voluntary plans it linds to be
falr and equitable 1o all affected persons and to be NOCossary 1o
further the objectives of the act. If the company roquesls, the
Commlsslon will apply to a federal district court for an ordar
approving the plan and directing its enforcament. All Intorosted
persans, Including state commlsslons and other governmeantal

agoncles, have full opportunlity to bo heard In procoedings bolore
the Commisslon and before the fedoral courts.

ACQIUISITIONS

To be authorized by the SEG, the acquisition of securities and util-
Ity assets by holding companles and thelr subsidlaries must mest
the followlng standards:

e The acqu’snlon must not tend toward Interlocking relatlons or
concentrating control to an extent detrimeantal 1o Investors or

- the publig Interest;

« Any conslderation pald for the acqulsitlon (Including fees,
commisslons, and other remuneration) must not be unreason-
able;

» The acqulsition must not complicate the caphal structure of the
holding company system or have a detrimental sffect on 8ys-
tem tunctlions; and ~

« The acquisition must tend toward economlcal, efficlent davel-
opment of an Integrated public utility system.

ISSUANCE AND SALE OF SECURITIES

Proposed security Issues by any holding company must be ana-
lyzed and ovaluated by the staff, and approved by the Commission,

to ensure that the Issues meet the following tests undar prescribed
standards of the law:
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« Thy security rust be reascnaby adapted to the securiry
struciare o' theissuer and of cther companies in the same
haltiing company sysiem; ;

o The seaurily must be reasonably adapted to the earning power
ortne compary

» The propoaed Luno mast b recessary and appropniate 1o the

eccnomir il end #'ficlart operation of the company's business;

o The leos. Lomn ssions, and other rumuneration paid In
connectiun with ihe lssie must not he unreasonable; and

« The teras and canditions of the Issuo or sale of tho socurlty
must r.at e detimantal to the publlc or investor Interest,

OTHER REGULATORY PROVISIONS

Other provisions of the act concern regulating dividend payments
(In clrcumstances where payments might resull In corporale
abuses); inter-company loans; sollcitation of proxies, consents, and
other authorlzatlons; and inslder trading. "Upstream” loans fiom
subsidlaries to their paronts and ‘upsiream” or “cross-stream” loans
from public utllity companles to any holding company in the same
holding company system require Commisslap approval. The act also
requires that al} sojvices performed for any cpmpany in a holding
company system by a sefvios company in thgl system be rendered.
at a fair and equltably aflocatod cost.

16

The Commisslon may detarmina what action, If any, must be taken
by rogistered holding companles and their subsidlarles to comply
with act requirements. The SEC may apply 1o federal courts {or
orders compalling compllance with Commisslon diractives.

Voluntary reorganization plans for many divestmants of nonselaln-
able subsidiaries and propenries, recapitalizations, dissolttlons of
companles, and other adjustments may be used to sallsfy act
requirements. The SEC may approve voluntary plans It linds to be
falr and equllable to all affocted persons and to be necessary to
further the objectives of the act. If the company raquests, the
Cammisslon will apply to a federal district court for an order
approving the plan and directing Its enforcement. All interested
persons, Including state commissions and other governmental

agencles, have full opportunity to be hoard in proceodings before
the Commisslon and before the federal courts,

ACQUISITIONS

To be authorlzed by the SEC, tho acquisitlon of securities and utll- ,
Ity assets by holdling companles and thelr subslidiarles must moet
the following standards:

« The acquisition must not tend toward Interiacking relations or
concentrating control to an extent detrimental to Investors or
the public interast;

« Any conslderatlon pald for the acquisition (including fees,
commisslons, and other remuneration) must not bae unreason-
able;

« The acqulsition must not complicate the capltal structuro of the
holding company system ar have a detrimental afioct on sys.
tem funclions; and

» The acquisition must tond 1oward economical, efticiont devel-
opment of an integrated public utility system.

ISSUANCE AND SALE OF SECURITIES

Proposed security Issues by any holding company must be ana-
lyzed and evaluated by tha stafl, and approved by the Commisslon,

to ensure that the Issues meot the following tests under prescribed
standards of the law: ’
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» The securily must Le reasonaoly adaploid 1o the seourity
sitdcture af tic issuei and of othar comparies in the sar-e
holding compeny vysiom: -

« Tho security m it be ruasonably adapiec 1o the naming power
ol the conipany,

¢« Th6 propoced e au quil ho nucossary gnd approgriate 1o the
ocoromical and slivient oparation of the company’s business;

+ The tees, comnidssions, and other romunoration pald in
connoctlon with the issue must net be unfonacnable; and

« The tarms and conditions of the Issue or sale of tha sesurity
rmust not be’ det:lmental i the pubhc ar investar ndarest.

OTHER REGUN 2T 0 PO RIONT

Othoer pravisione of 1ha n2l roncern regulathi) dividend payments
(In clrcumstincoa whoro payments might rosull In corporate
abuses), Intor-company lonns; sollcltation ol proxles, consents, and
other autharizations; and Insidor trading. *Upsiream” loans from
subsldiarias 1o thelr parents and "upstrecam” or *cross-siream” foans
from public utliity companles to any holding company in the same
holding company system require Commission approval. The act also
requires |hat all servicos porformed for any company in a holding

company system by a service company in that system be rendered
at a lalr and aquitably allocated cost.

18

A& rust Indenture
Act of 1939

This act applies to bonds, debentures, notes, and simliar debt 80-
curltles offerad for pubilc sale and Issued under trust indenlures with
mora than $7.5 milllon of securlties oulstanding at any one time.
Even though such securitlas may be reglstered undor the Securitias
Act, they may not be offored for sule 1o tho public uniess the trust In-
denture confonms to statutory standards of this act. Deslgned to
safeguard tha rights and Interoests of the purchasars, the ac! aiso:

» Prohlblts the Indenture trustes from conliicting Intarasts which

might Interfere with exercising Its dutles on behalf of the sec-
urities purchasors;

«» Requires the trustoe to be a co
comblined capltal and surplus; i

» Imposes high standards of conduct and responsibility on the
{rustea,

« Precludes, In the event of default, prelerential collection of
centaln claims owing 1o the trustee by the lssuar;

« Provides that the Issuer supply to the vrusteo evidohice of com-
pliance with Indenture terms and condltions (such as Lthose
relating to the release or substitution of mortgagod property,

Issue of new securities, or satlsfaction of the Indenture); and
« Requlras the trustec to provide reports and notices o sacurity
holders,

Other provislons of the act

rporation with minlmum

prohibit impalring the security holdars'
right to sue individually for principal and Interpst, except under ceor-

taln clrcumstances. It also requlres malntalning a llst of security

holders for thelr use in communicating with each othor regarding
thelr rights as security holders.

Appllcations for qualification of trust Indentu

the SEC's Divislon of Corporalion Finance for
law and the Commission's rules.

res are examined by
compliance with the

1.
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In 1947 the Cornmisston sent a leglslative proposal to Congress
whick would modcrrize procedures under the act to meet the
public’'s noeds in view of novel debt instruments and modam financ-

Ing techniques. This legislative proposal was adopted and enacted
into law In 1890.

20

nvestment Company ~
Act of 1940 |

The Public Utliity Holding Company Act of 1935 roquired Congress
to direct the SEC to study the aclivities of Invastment companlaes and
fnvestment advisers. The study results were sont to Congross in a
series of reports flled In 1938,1839, and 1840, causing the creation
of the Investment Advisers Act of 1940 and the Investment Company

Act of 1840. The leglslation was nupportod by both tho Commission
and the Industry.

Activitles of companies engagad primarlly In Investing, ralnvesting,
and trading In securities, and whose own securlties aro ollered to
the invesling public, are subject to certain statulary prohibitions end
to Commisslon regulatian under this act. Also, public offerings of In-
vestment company securities must be raeglstored under the Securl-
tles Act of 1933. )

Invgstors must understand, howaever, thal the Commisslon does
not supervise the Investment aclivitios of these companlos and that
regulation by the Commisslon does not Imply salety of Investment.

In addhion ta the reglstration requiremant for such companles, the
law requlres thoy disclose thelr {inanclal condition and investment
policles to providae Investors complete information about tholr activi-
lles. This act also:

« Prohlbits such companles from substantially changing the na-
ture of thelr business or Investment policies without stock
holder approval;

i
« Bars persons guilty of securltles fraud from sarving as oficors
and directors;

« Pravents underwrlters, investiment bankers, or brokers from
constituting more than a minority of the directors ot such
companlos;

« Requires that management contracts (and any materlal
changes) be submitted to security holders far their approval;




ment officials who hava bngagod In personal
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¢ Fronibits vanuucilon., botwoon suzh companies ana thelr
direciurs, olllcers, or alllllatod companilos or porsons, except
vit.en approved by the SEC:

+ Forbilds suck comp
ur.der specifiod co

» Froniblts pyramidi
o! their socuritles.

Other pravisions of this act Involve advisory fees, not conforming
1o an adylsor’s fiduclary duty, sales and repurchases of securitles {s-
suad by Investment companies, exchange offers; and othar actlvities
of Investment companies, Including special provisions for periadic
payment plans and face-amount certlficalo companles.

Regarding raotganization plans of Investment companles, the
Commisslon Is antharzed 1o Institute court procesdings to prohlbit
plans that do ho| appoat to ba talr and equllablg to socurlty holders.
The Commission nay also Instltute count gotlon 10 remove manage-

misconduct constitut-

anies to issue senlor securities oxcept
nditions and upan specifled terms; and
g 0! such companles and cross-ownership

ing a breach «f liduciary duty,

Investment companles must not only reglster securities under the

Securltles Ari, but also must file periodlc reports and are subject to
the Comminnlon's proxy and *insider” trading rules.

nvestment Advisers
Act of 1940

This law establishes a pattern of regulating Investmont advisors. In
Some respects, It has provisions slimliar to Securllies Exchange Act
provislons governing the conduct of brokers and dealors. With cer-
taln excoplions, this acl requiras thal persons or firms componsated
for advising others about securitios Investment must raglistor with the
Commisslon and conform to statutory standards designed ta protect
Investors,

The Commission may deny, suspend, of revoke Investmant ad-
viser registratlons If, after notice and hearlng, it finds that grounds
for a statutory disqualification exist and thal tha acllon is In the pub-
lic interest. Grounds for disquallfication include conviction for certaln
linancial crimes or securities law vialations, Injunctions bassd on
such aativities, conviction for violating tho mall fraud statute, willfully
filing false reports with the Commission, and willtully violating the
Advisers Act, the Securities Act, tha Socuritlos Exchange Act, the In-
vestment Company Act, or the rules of the Municipal Securitles
Rulemaking Board. In addition to the administrative sanclion of de-
nlal, suspension, or revocation, the Commission may obtaln Injunc-
tions prohibliting further violations of this law. The SEC may also
fecommend criminal prosecution by the Department of Justice for
fraudulent misconduct or willful viotation of the law or Commisslon
rules.

The law contains antifraud provisions and empowers the Commils-
slon to adopt rules defining fraudulent, deceptive, or manipulative
acls and practices. It also requires that Investment advisers:

» Disclose the nature of their Interest In transactions oxoculed
for their clients;

« Malntaln books and records according to Commission rules:
and ™~

» Make books and records avallablo to the Commission for
inspeactions.

|
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orporate Reorganization rganization of

the Commission

Reorganlzatlon procoadings In the U.S. Coyrts under Chapter 11 The Commisslon carries out Its work, In both Washington head-

of the Bankruptey Ceite are begun by a deblor, voluntarily, or by its quarters and tha fleld offices around the country, through divislons
creditors. Federal bankiuptey law aliows a tloltor In reorganization and offices charged with specific responsibilitios under the securities
to continue aperating imdor Iha court's pratection while it attempts laws. Additlonally, there are olfices rosponsible for the smooth and
to rehabliltate lls business and wark oul u pran to pay Its debls. If a effactive administratlan of the Commisslon ltsall. Ovorall responslbil-

dabtar corporation ias publicly |ssued socuritles outstanding, the Ity for carrying out the SEC's misslon rests with th Commisslonors.
- foorganization proci

183 may ralse many Issups {hat materlally affect
the rights of publlc Invostors,

Chapter 11 of tha Bankrupicy Cods authorizos the SEG 1o appear THE COMMISSIONERS
In any reorganization caso apd to present |ts vipws i any lssue. Al-
though Chapter 11 4pplies i all types of butiness 1garganizations,

The Securlties Exchange Act of 1934 formally created the Securl-
the Commisslon genarally lirmits its participatinn ta proceedings in- .

.

. P ; tles and Exchange Commission on Juno 6,1934. (The Securlties Act
volving significant publi- rvastor intomst - proterllng public inves- of 1933 was adminlstered by the Federal Trade Commisslon until
tors holding the ttakit 1 2 swianilas and atialpatipg in legal and + creatlon of the SEC.) Amang other provislons, thls acl sef forth the
policy issuen | oucari tu publly Investon, The SEC also continues compositlon of the Commission, which romalns unchanged today.
to addraun matiers of tudiiional Commisslon expertise and Interest ‘A dellberative colleglal body, tho Commission meats numerous
relating fo aoGuitien. Where appropriate, it comments on the ad- times monthly to debate and declde upon ragulatory lssues. Like
equacy ot raorganlzation plan disclosure stalemonts and particl- other regulatory agencles, the Commisslon has two types of meot-
pates where thoro Is a Commlssion law enfarcemant Interest. Ings. Under the Government In the Sunshine Act, mestings must bo
Undar Chapter 11, tho dablor, official committess, and Institutional open to the public and to membars of the press. However, If neces-
creditors negollate the terms of a reorganization plan. The court can sary to protect the Commisslon's abllity to conduct Investigations
confirm a reorganization plan if It Is accepled by creditors for: and/or protact the rights of Individuals and entitles which may be the
+ At loast twa-thirds of the amounts of allowed claims; subject of Commission Inquirles, meetings may bo closed.
» More than ona-half the number of allowed claims; and Commisslon meetings ara generally held to dellberata on and re-
* Al least twa-thirds In amount of the allowed sharcholder inter- solve Issuss the stalf brings before the Commissloners. Issues may
ust, , : be Interpretations of federal securlties laws, amendments to existing
The principal saleguard for public investors Is the requirement that rules under the laws, naw rules (often 1o reflect changed conditions
a disclosyre statemont contalning adequate Information be transmit- In the marketplace), actlons to enforce the laws or o disclpiine
ted by the daeblor nr plan proponent In conneclion with soliciting those subject to direct regulation, laglslation to be proposed by tha
votes on tha plan. In addition, reorganization plans involving publicly : Commission, and matters conceming adminlstration of the Commls-
held debt usunlly |rovida for [ssuing new securities to creditors and slon ltself. Matters not requiring Joint deliberation may bo resolved
shareholdprs wjilch may bo exempt from reglstralion under Section . by procec ires set forth In the Code of Federal Regulations.
3 of thie Senyitles 4t of 1033,

s
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_requirements of the law an

Resolution of the: issues brought belore the Commussion may take
the form al now rules o amendments 1o existing ones, enforcement
actions, or disc.plinay acllons. The most common activity is

rulemaxing. Huler aking is generally thi res Jit of staff recommenda-
Hons mada 10 the Gommisalonars.

THE COIMISSION STAFF

e alull Is organized into divislons and oflices with spacilic areas
of responsibllity for varlous segmonts of the federal securltles laws.

Divisions sorving under tho Cammission aro Enforcement, Corpor-
atlon Finance, Market Regulation, and Investment Management. The
Office of General Counsol sorvos as tho chlef source of general legal
advice for the Commission. As such, It Is respansible for appslate
and other iitigatlon as well as certain other lsgal matlers.

The offices Include those of Chlet Accountant, International Affairs,
Leglsiative AHalrs, Economic Analysis, Adminlstrative Law Judges,
Secretary and Inspector General. :

-Other offices provide administration and carry aut certaln neces-
sary functions for the Commission. Thesa |nclude the offices of Ex-
ecutive Direclar, CGoamplroller, Fllings and Information Services,
Administrative and Pursonnel Management, Information Technology,
and Public Affairs, Policy Evaluation and Rasoarch,

THE DIVISION
The Divislon of Gorporation Finanue

Corporation Fihance has the ovarall respansibliity of ensuring that
disclosure requiramenis uro ot by pubilcly held companles regls-
tered with tha Commiaslon. Its work Incluifes reviewling reglistration
slatoments for nev/ saaulies, praxy matinlagl and anpual reports the
Commissian raquirey tom publicly held uarmpanles, documents
cancerning tendar olfers, and margers anyd acqulsitions in general,

This diviston rum‘ers administrative Intorprotations of the Socuri-
ties Act, tha Secur [8s Exchange Act and rafjulations thereunder to
the public, progpecliva reglstrants, and athers. I} |s also rasponsible
for certain slaiuﬁm qnd 1egulgtians pertahying to smail buslnessas
and for the Trust Indonture Act of 1939, Applications for qualification
of trust Indenturag ara examined tor compllance with the applicable

d the Cominlssion's rutos, Corporalion

-

6

Finance works closely with the Office of the Chlel Accountant in

drafing rules and regulations which prescribe requirements for {i-
nancial stalements,

The Division of Market Regulation

Market Regulation Is responsibla for oversight of activity In the
secondary markets — reglstration and regulation of broker-dealers,
oversight of the self-regulalory organizations {such as the natlon's
stock exchanges), and oversight of other particlpants in the second-
ary markets (such as transfer agents and clearing organizations).

Financlal responsibility of these enlitias, trading and sales prac-
lices, policies affecting operation of the socuritias markols, and sur-
velilance fall under the purviow of this division. In addilan, it carrles
out activitles almed at achloving the goal of a natlonal market sys-
tern set forth In the Saecuritias Act Amendments of 1975. Market
Regulation develops and presents markel structure Issues o the
Commissloners for their consideratlon. The division also oversees

the Securities Investor Protection Corporatlon and the Municipa] Se-
curities Rulemaking Board.

The Division of Investment Management

Investment Management has basic responsibllity for the Invest-
ment Company Act of 1940 and the Investment Advisers Act ol 1940.

In 1985, it assumed tesponsibllity for adminlstoring the Publlc Utlifty
Holding Company Act of 1935.

The division staff ensures compllance with regulatlons regarding

- the ragistration, financlal responsibliity, sales practices, and adver-

tising of mutual funds and of Investment advisers. Now products of-
ferad by these entities also are reviewed by staf In this division.
They also process Investment company registration statements,
proxy statements, and periodic reports under the Socuritles Act.
The division’s Office of Public Utility Regulation oversees the activ-
ities of the twelve active registered holding company systems, en-
suring that their corporate structures and. tinancings are parmissible
according to certaln tests set up In the Holding Company Act. The
stalf analyze legal, financlal, accaunting, engineering, and other Is-
sues arising under tha Act. The olfice participates in hearlngs to de-
velop the factual records whare necessary, files briefls and
participates In oral arguments befare the Commission, and makes

27
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recommendations regaroing the Comrnlssion's indings and depi-
-~ slons in cases which enisu Ir. ndministration of tha law. Al hearings

are conduclei in accordance with the Comimission's Rules of Prac-
lice.

The Division of Enforcement

Enforcemunt Is chargad with enforcing fedoral securities laws. The
divislon’s responsibililies Include investigaling possible violations of
federal securltios laws and recommending appropriate remedies for
consideration by the Commisslon. Possible violations may come to
fight through tha division’s own Inquirles, through refarals from
othar divislons of the Cominission, from outslde sources such as the
soll-regulatory organizatons, or by other means, Including roview of
Investor comptalnta and Inquirles.

Whon posslibla vialgligns of fedaral securltiss laws warrant further
investigation by thq slall, the Commmisslon Is consuited b.efore pro-
ceeding. The Commission's docislons may result in Issuing sub-
paenas, forrnal nrders of Investigation, or other means of proc_taedlng
with actions Al the concluslon of investigations, the Commission
may authorizu Ihe stalf to seek Injunctions or other court ordareq
remedies, Inulitute administrative proceedings In the case of entitles

directly regulated by the Commisslon, or pursue other aclion as ap-
propriate.

ACTIVITIES OF DIVISIONS

The Commisslon’s wark Is remedial, not punitive. its primary activi-
ties are to ensure Investor protection thraugh full disclosure of mate-
rlal Information and to snsure that the securitles markets are falr and
honast In compliance with loderal sacurilies laws and rules under
those laws. Interpiutations, counseling, rulsmaking, and similar ac-
tivities are all almed al ansuring compliance with the law.

The Commisslan, howevel, daas have clvil authority o enforce
fedoral securities lawe an does g0 whon it has reasan to believe
that the laws hawp beca, o b some cnaes arg about 10 ha, violaled.

The Commission algn v ks closely with crimiral authorties in mat-
ters of mutual Inlaryst

23

Finance works closely with the Office of the Chief Accountant in

drafting rules and regulations which prescribe roquirements for fi-
nancial stalements,

The Division of Market Regulation

Market Reguiation is responsible for aversight of activity In the
secondary markets — reglstration and regulalion of broker-dealars,
oversight of the salf-regulatory organizalions {such as (ho natlon’s
stock exchanges), and oversight of other participants in the sccond-
ary markets (such as transfer agents and clearing organizatlons).

Flnancial responsibliity of these entltles, trading and sales prac-
tices, policies affecting operation of the securities markots, and sur-
velllance fall under the purview of this division. In addition, it carrias
out activities aimed at achleving the goal of & natlonal market sys-
tem set forth In the Securlities Act Amendments of 1875. Market
Regulation develops and presents market structure Issues to the
Commissioners for thelr consideration. The division also ovorscos

the Securitles inveslor Protection Corporation and the Municipal Se-
curitles Rulemaking Board. ‘

The Division of Investment Management

Investment Management has basic tesponslibliity for \he Invest-
ment Company Act of 1840 and the Investment Advisers Act of 1940.

In 1985, It assumad responsibility for administering the Public Ulility
Holding Company Act of 1935.

Tha divislon staff ensures complia
the reglstration, financial responsibi
lising of mutual funds and of Invest
fered by these entities also are rev
They also process Investment company registration slatomants,
praxy statements, and periodic (6pons under the Securitles Acl,

The division's Office of Publlc Utility Regulatlon oversees tha activ-
lles of the twelve active reglstered holding company sysloms, an-
suring that their corporate structures and financings are permissible
accotding 1o certaln tests sat up in the Holding Company Act. The
staff analyze legal, financial, accounting, engineering, and olher is-
Sues arising under the Act. The office panicipates in hearings to de-
velop the factual records where necessary, files briets and
Patticipates in oral arguments before the Cornmission, and makes

nce with regulations regarding
lity, sales practicos, and adver-
ment advisers. New praducls of-
swed by stalf In this division.

.
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recommendation s re:yrching the Commisslon’s findings and deci-

sl0ns Ir casos whiet i ic adminlstration of the law ANl hearings
are conducted i wiviganar witn the Commiss.on's Rulcs of Prac-
{'ce.

The Division at Enlorcement

Enforcement In chargad veith ontorcing fedural securltios laws. The

- division’s raspousibilitles Inciudo invastigating possible violations of

federal securlties laws and tacommending appjupriate remedles for
consldaralion by the Commisslon Possible violatlons may come to
light through tho divislon's cwn Inquides, througti rofotrals from
olher divislons of tho Camimisslon, from ouls'ys apurces such as the
solf-regulatory organizations, of by other moana, Including roview of
Investor complalrts and (nquingy.

When posslble vialations of {sderal securltles laws watrant further
investigation by the steft, the Commisslon Is coiisulted before pro-
ceeding. The Commission's declislons may result In Issulng sub-
poenas, formal ordars of Investigation, or othor means of proceeding
with actions. At the concluslon of investigatians, the Coinmission
may authorize the stalt to seek Injuncilons or athar coun ordered
remedies, Institute adminigtrative procapdings ia the case of entitles

directly ragulated by tha Cormmiselon. or freatn othdr action as ap-
propriate.

ACTIVITIES OF DIVISIONS

The Commiaslon's work Is remodial, not punitive. Its primary activi-
ties are 10 unsure Investor protection through tull disclosure of mate-
rial information and to ensura that the securities markets are fair and
honest In compllance with federal securlties laws and rules under
those laws. Interprelations, counseling, rulemaking, and simllar ac-
tivities are all-almod at ensuring compilance with the law.

The Commisslon, hawever, does have clvil authority to enforce
federal securitias laws and does so when it has reason to believe
that the laws have been, or In some cases are about to be, violated.

The Commission also works closely with criminal authorities In mat-
ters of mutual Interest,

28

Interpretation and Guldance

On the basls of responslibliitles and powers assigned under foderal
securitles laws, each divislon provides guidance and counseling to
reglstrants, prospective registrants, the public, and others. This In-
formatlon Is provided to help determine the application of the law
and Its regulations and to ald in complylng with the law. For ex-
ample, thls advice might Include an Informal expresslon of oplnion
about whether the offaring of a parlicular sacurity Is subject to the
reglstration requirements of the law and, if so, advice on compllance
with disclosure requirements of tha applicable reglstration form.
Thess Interprelations of the rules and laws help ensurs conformity
on the part of the registrants. Also, most divislona occaslonally lssue
“no action® letters which Indicate whether the division would recom-

mend Commlssion action on mattors regarding reglstrants In certaln
clrcumstances.

Rulemeking

One of the most commo
rulemaking. : '

The Commission's objective of requiring regulated antitles 1o pro-
vide effective disclosure, with a minimum of burden and expense,
calls for constant review of practical aperations of the rules and reg-
Istration forms adopted. It experlence shows that a panlcular re-
quirement fails to achieve Its objective, or If a rule appears unduly
burdensome In relation to the resulting benefits, tho staff presents
the problem ta the Commisslon. The Commission then conslders
moditying the rule or other requirement. Basod on tholr particular
area of expertise, the divislons and olflcas are otten asked to con-
tribute specific analyses.

Many suggestions for rule modification follow extenslve consulla-
tion with Industry representatlves and others atfacted. The Commls-
slon normally glves advance public notice of proposals to adopt new
or amended rules. or reglstration forms and affords the opportunity
for Interested members of the public to camment on them.

The Commission decides, generally In open meelings, whether or
nol the naw rules or amendments to existing rules are warranted
Proposals approved by the Commisslon become mandatory, usually
within a speclitc time perlod after publication in tho Fedoral Reglstor.

n aclivities engaged in by the divislons Is
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Investigations

Under the lawy It administers, the Commlssion has a duty to inves-
tigato camplalnts and ¢ ther Indications of passible law violallons in,
socuritles transactons. Most arlse under tho Seciirities Act and the
Securlies Exchange Al (Fraud prohibitionu of the Securities Act
aro simllar to those centaned I the Securitlos Exchange Act.) In-
vestigation and any sutisequent enforcament work Is conducted prl-
marlly by the Cammisslon's field offices and the Divislon of
Enforcement. -

Mosl of thn Commission's Investigations are conducted privately.
Facts aro duviloped to the fullest extent possible through Informal
Inquiry, inturviewing wilnessaes, examining brokerags rocords and
other documonts, raviewing trading data, and simllar means. The
Commisslon Is empowerod to Issuo subpoenas roquiring sworn tes-
timony and the production of books, records, and other documents
pentinent 1o the subject matter under Investigation. in the eveant of re-

fusal 10 respond to a subpoena, the Commission may apply to a fed- -

eral court for an order compelling obedienco.,

inquirles and complalnts by Investors and the general public are
primary sources of loads for dotecting law violations in securitias
transactlons. Another source I3 Inspections hy tleld offices and In-
vestment Managainont or Markel Regulation of tho books and
records of regulatud pirsons and organjzations 1o detprming
whother tholr businass practices canform to {he prescribad rules.

Sull another megns |9 conducling Inquirles Into markat fluctuations
In panicular storks vii'sh da not a

ket trends or frain bl deve
pany.

investigations lrpguusntly contern tho salo vethout rugistration of
securltles subjecl ta tha reglstration fequiremnnt of the Securitles
Act. Misrepresentatian or omisslon of malterinl facts concerning se-
curitles offered lor salg, whallior or not registration Is requlred, is an-
other common suhjsct of hvesligauan. The antiraud provisions of
the law also apply lo the puichass of secutitinn, whethor Involving
outright misreptasentations or the withholding or omission of perti-
nent facts to whlch thu sallgr was entitied. Fal axample, It Is unlawful
In cenaln slualions (o plrchase secutitles lrom another person
vhile withholding materinl Ipformation which would Indicate that the
securitles have a valuc n.abstantlally greater 1han that at which they
are bolng acquited. T ns o provisions apply naut only (o transactions
between brokery and dualars apd thelr cuslomars but also to the
reacquisition of securiilus by an Issulng company or Is “insiders.”

lopments alfeciing the Issuing com-

-

ppear to resull lrom ganeral mar-

Other types of inquiries relate to manlpulating market prices of se-
curities; mlsapproprlating or filegally hypothecating customers'
funds or securities: conducting e securities business while Insolvent;
broker-dealers buying or selling securllies from or to customars at
prices not reasonably related 1o current market prices; and broker-
dealers violating thelr responsibllities to treat customers fairly,

A common type of violation Involves the broker-dealer who gains
the customer's trust and then takes undisclosed prollts In securlties
transactions with or for the customer over and above the agreed
commisslon. For exampla, tho broker-dealer may have purchased
securitlos Irom customars at prices far below, or sold socurltlgs to
custamers at prices far above, thelr current markotl prices. In most of
these cases, the broker-dealer rlsks no loss; the purchases from
customers are meade only If simultancous sales can be made at ™
prices substantially higher than thoso pald 1o the customers. Con-
versely, sales to customers are made only It simultaneous pur-
chases can be made at prices substantlally lowor than those
charged the customer. Another type of violation Involves firms on-
gaglng In large-scale in-and-out transactlons for the customer's ac-
count (called “churning®) to generate Increased commissions,
usually without reqard to any resulting bonalit lo the customor.

There Is a fundamental distinction betvoen a broker and a dealar.
The broker serves as the customer's agent [n buying or seliing secu-
ritles for the customer. The broker owes the customar the highost (I
duclary responsibllity and may charge only such agoncy
commisslon as has been agreed to by the customor. On the othor
hand, a dealer acts as a principal and buys securities from or sells
securltles to customers, The dealer's prolit Is the ditleronco batwoen
the prices for which the securities aro bought and sold, The dealar
normally wiil not disclose the fee or commisslon charged for ser-
vices rendered. The law requlres that the customer recelve a written
“confirmation® of each securitles transaction. This conlirmatlon dis-
closes whether the securlties flrm Is actlng as a dealer (a princlpal
for Ita own account) or as a broker (an agont for the customer). If the
latter, the confirmallon must also disclose the broker's compensa-

tlon from all sources as well as other information about the transac-
tion.

Statutory Sanctions

Commisslon Investigations, usually conducted In privato, aro as-
sentlally fact-tinding Inquiries. The facts developed by tho statt aro

a
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consldored by tho Commisstan to determina whethar there is valld
evidonce of a law Violation; whether actlon should begln to deter-
mine If a vlolatlon actually occurred; and, 1t so, whether some sanc-
tlon should be Imposed.

When facts show possitila fraud ¢.r othir 1aw violation, the laws
provide sovaral cotrses ol aclion witlch thyg (Zommission may pur-
sU!

o Loy wede 1 whote the Goaunluslon may apply to an appropri-

to v, distrlet Court for an order prohlblting the acts or prac-

i on alleg)od to violate tho law or Gommisslon rules, or request
count otdorod remodlas such as disgargament or clvil monsy
punalllen;
Administrative romedy, whare the Commission may, after
hoarings, Issue orders to suspend or expel members from
axchanges or over-the-counter dealers assoclation; deny,
suspond, or revoko brokor-doaler registrations; or censure for
misconduct or bar individuals (tlemporarily ar permanently)
from any association with the sacurities Industry.

Brokor-Doalsr Rovocations

In tha caso of exchange or assoclation members, registered bro-
korg or dealars, or individuals who may assoclate with any such firm,
tho adminlstralive remedy [s generally invoked. In these adminlstra-
live proceesdings, the Commisslon [ssues an order specilying lllegal
actu or practices allegadly cammitted and directs that a hearing be

“haold for tne purpose of taking evidence. At the hearing, counsal for
the Divigion of Enforcemaent or a fleld office undertakes to establish
those facts supporting the charge. Respondents have full opportu-
nlty to cross-examine witnesses and to present evldence In defense.
if the Commission ultimalely finds that the respondents violated the
law, It may take remedial action In the form of statutory sanctiops as
Indicatud above. The respondent has the right to seek judicial review
of the declislon by the appropriate U.S. Court of Appeals. Remaedial
action may elfectively bar a lirm from conducling a securities busi-
ness in intorstate commerce or on exchanges, or an Individual from
assoclation with a raglsterod flrm, and may also Includs fines.

The many inslances in whicnh theso lagal sanctlons have been In-
voked prosent a formicabla record. Of groal signlt‘!canco to the In-
vesling public is the deterrant elfect of the very existence of tha
lrgud prohibitions of tho law and the Commission's powers af inves-
tilation and anforcament. Thoeda provislons of the law, coupled with

. ficer, who Is independent

to other registered sacurities, tend to lnhibit fraudulent stack prom:

tlang and operations. They also Increase publlc confldencs In saauyl-

ties as an Investment madium. This tacll

public sale of securlties, which contribt
of the nation.

Itates financing through the
res 1o the econamic growlh

Adminlstrative Proceedings

All formal adminlistrative proceedings of the Commissian follow its

Rules of Practice which conform to the Administrative Procedure Act.

These rulos astablish procedural “dua process” saleguards to pro-
tect the rights and Interests of parilas 1o these proceedings. In-
cluded are requirements for timely nolice of the procesding and for
a sufficlent specification of the Issues or charges Involved to enable
parties to propara thelr cases adequalaly. All parties, Including
counsel for tho Interested SEC divislon or office, may appoar at tho
hearing and present evidence and cross-examine whnesses. In addi-
tlon, other Interestod porsons may Intervene ar bo given limited
rights to participate. in some cases, the relovant facts may be stlpu-
lated Instead of conducting an evidentiary hearing.

Hearings are conducted before a hearing officer, normally an ad-
minlstrative law judge appolnted by the Cammisslon. Theo hearing of-

of the Interested divislon or office, rulas on
the admissibllity of evidence and on other (ssuss arlsing during the

course of the hearing. At the concluslon of the hearing, participants
may urge In writing that the hearing officer adopt specific findings of
lact and conclusions of law. The hearing officer then prepares and
files an Initial decislon (unlass walvod), stating concluslons based
on facts established by the evidence and Including an order dispos-
Ing of the Issues. Coples of the Inltial declslon aroe se/ved on tha par-
ties and panicipants, who may ssek Commisslan revlew. if review is
not sought and the Commisslan does not ardor roview on Its own
motlon, the Initlal decision becomes tinal and the hearing officer's
order becomes effsctive.

If tha Commisslon reviows the lnitial doclslon, the panles and par-
ticlpants may file brlefs and be heard In oral argumerit beloro tho
Commlssicn, On the basls of an Independent tovlew of the recard,
the SEC prepares and Issuos Its own declislon. The Office of Oplp-
lons and Revlew alds the Cammisslon In this pracess. The laws pro-
vide that any person or firm aggrleved by a declsion of the
Commission may seek reviaw Sy tho appropriate U.S. Court of Ap-

the disclosure requirements applicable to now securlty olforings and
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s. Tho Inltlal daclslons of hearing otficers as waell as the Com-
Eﬂsélon decisions are mado public. Uitimately, the Commlsslondde-
cislons (as well as Initlal declslons which have become flnal and are
of precedentlal gigniicance) are printed and published. th‘

The Gommisslon has only civll authorty. Howover, If fraud or othe
villitul Tnw violation Is indlcated, the Commission may refer thfs t:?cts
to the Depm{mem of Jusllca with a recoinmendatlon for crim nf'x] "
progsacuilon of the oftanding persons. That Depantment, througl; :
local U 6. AMtarneys (who trequantly are asslstad by Commlssdon ak-
lornny ), ey prasant the ovidoncs 1o a federal grand Jury and see

ndigAmonl.
un“: llus‘I:.-.'z»elh_;mlcm and anforcamant aclions, the SEC coope;a‘tels
closuly whih olhor fodarat, stots, and locul law enforcement ofticlals.

THE OFFICES
The Oftice af tha Qeneral CCuunsel

Oftice of General Counsul serves us the local point for han-
dIlTr\';]eall appollato and othor Iigation brought by the Com nélssl?‘r\llg_
oithor in connection with the agauities Jaws or against the omr e

-glon at lis stalt, The General Counsel is the _thel legal officer of the
Camrlsglan. :
lmllau ol this office Includg raprosonting the Commisslon in Juldl-
clal protoeedings, handling mulil-divisiopal legal matte_rs,dacﬁng:d‘n
disclplinary proceedings under the Rules of Practice, an prc;v ng
advice and assistance to the Commisslon, \ts;‘ operating divis ons,
and olflcus, Advice cancerns statutary Intarpretation, rulemaking,
leglslative matters and other legal proplams, public or pdvaLe lrév:ns-
tigations, and Gungroaslonal hepfinga knd \rwoallgall_ons. T ‘e .
eral Gounsel ditacts and superviges all uontested clvil lmgalt or(;e'\lr‘\l.
|EC Huu-uuslhill!l:m under thy Hunkniptey Coda and alll r';aat: i
gutian W oateg reprassits ihe Gommission in all cases In e hp?' "’
lale couns, Aling bricls and presenting oral arguments on be %
the Commission. In private litigatlion Involving the statutes the ?rtr;\
misslon adminlstors, this oHlce represents the SEC as a (riend of the
n logal Issues of general Importance.
COTul::aoCom%wlsslon's work Is primarily fegal lp nfnure. Occaslonal
questlons of legallty regarding the Comml;smn s own decls{;?nds tc,.)r
legal daclslons aflecting the federal secunt]es laws are handled by
the General Counsel.

The Commission also recommends rovisions In the slatutes which
It administers. In additipn, the SEC propares comments on proposed
legistation which might affect its work or when asked for its views by
Congresslonal committees. The Otlice of the Ganeral Counsel, to-

gether with the dlvision affectod by such leglslation, preparos this
legislative material.

The Otfice of the Chief Accountant

.

The Chlel Accountant cansults with representatives of the accounl
Ing protesslon and the standard-setting bodles daosignated by tho
profession regarding the promulgation of new or revised accounting
and auditing standards. This Imploments a major SEC objectiva to
Improve accounting and auditing standards and to maintain high
standards of professlonal conduct by tho Independent accountants.

This office also drafts rules and rogulatlans prescriblng requiro-
ments for financial statoments. Many of tho accounling rulos are am-
bodled In Regulation §-X, adopted by the Camrnisslon. Regulation
S-X, together with the generally accoptod accounting princlplos frio-
mulgated by the professlon’s standard-sotting bodles and a numoar
ot opinlons Issued as *Accounting Serlos Releases® or *Flnancial
Reporting Releases,” governs the form and content ol most of tho 1i-
nancial statements flled with the SEC.

This offlce administers statutes and rutes that require that accour!
ants examining financlal statements filed with the SEC be indepen-
dent of thelr clients, This affice also makos recommandations on
cases arlsing under the Commission's Rules of Practice which
specify reasans an accountant may be denled tho privilege of prac:
ticing before the Commission, These reasons Includo lack of charao
ter of Intagrity, lack of qualifications to ropresent others, unethicul ur
unprofessional conduct, or the wiliful violation of {or the wiflful alding
and aboetting of violatian of) any of the tederal securitios laws, rullos,

or regulations. The Chlef Accountant supervises the procedures faol-
lowed In accounling Investigations conducted by the Commisslon
staff.

The Office of International Afiairs

1

The Ofice of Internatlonal AHalrs has primary respdnslbillry for ne-
gotlating and Implamenting information sharing agreements, coord!.
nating and providing enfcrcement and regulalcry assistance to tte




SEC's forelgn counterparts, obtalning assistance from forelgn coun-
torpans, and dovoloping faglislative and other inltiatives to facllitate
Internatlonal cooperation. The staff provides special agsistance in in-
tornational iitigatlon matters, such as etfecting service ol process
abroad, gathoring forelgn-based evidonce through International con-
vonlions, fraozing assets located abroad, and enlorcing judgments
obtalned by the Commission in the United States against foreign
partios. The slalf also negoliates bilateral information-sharing under-
standings and agreements with forelgn governmantal authorities to
{aclitate oblalning evlidence located ahroad for use In both Investi-
gatlons and litigation. The staff also acts as consultants to the
Commisslon's othor divislons and offices In matters of angoing Inter-
rational programs and Initlatives.

The Otlfice of Legislative Affairs

The Oftice of Legislalive Affalrs Is rosponsible for coordinating the
laglisiative efforts of the Commission and communlcations between
the Cornmisslon and Congress, Including preparation of Congres-
slonal tostimony, Tho olfice serves as llaison with Members of Con-
gress and Congrasstonal Cammittees and staff, responds to
Congresslonal requests, and dissemlinates Informatlon about Com-
misslon legislative proposals and Commisslon actions to Congrass.
The Office also coordinates Information about legisiation In which
the Commisslon has an Interest with the Office of Management and
Budget and other government departments and agencles, and re-
sponds to Inquides from the publlc about such legisiation and Com-
missalon tostimony belore Congrass. The Otfica monitars
Congresslonal activities of Interest to the Commission and disseml-

nates Information about such activities to apprapriate Commission
officlals.

Tha Office of the Inspector General

The Offlce of the Inspector General is responsible for conducting
audits and Investigations of agency programs and operations, re-
viewlng exlsting and propossed leg!siation and regulations related to
agoncy programs and operallons 1o delermine their impact on the
economy. The office rocommonds po'icies to promote economy and
officioncy and to prevent fraud and abuse In agency programs and
Sborations. The oftice also recomrends ways to maintain relation-

ships botween the SEC and federal, stale and lacal gavernment
agencles and non-governmeant agenclos rogarding programs and

operations Including the ldentification and prosaecultlon of individua s
Involved In fraud and abuso. . ‘

-

The Office of Economic Analysis

The Office of Economic Analysis deals with the economic and em-
pirical Issues which ars inextricably assoclatod with the
Commission's regulatory activitles. Tha office usually works closely
w!th the divislons responsible for rule proposals. Whather warking
with one of the operating dlvislons or sorving the Cammisslan inde-
pendently, the office analyzos impacts and benefils of proposed
regulations and conducts studles on spocific rules.

More speclilcally, the office analyzos rule changes and engages in
Iong-tor'm research and policy planning. To accomplish this, it bullds
and maintalns diverse computer data-bases, designs programs to.
access data, and develops and tests altgernalive meathadologies. Tha
olflce assesses the impact of securities market regulations on issu

ars (In particular, small issuors), broker-dealers, lnvestors. and il-6,
economy In general. One area it monitars {s
market structure and ragul

busingsses 10 ralse capital

the omerglng national
atlon changaos atfecting the abllity of smal

The Office of Economic Analysis also analyzes potentially signifi-
cant developments in the markotplace. Its work Includes gathering
and analyzing data on a wide rango aof market acllvities that may re-
qglre attention by the Commission. Exarnplos are new types of socu.
rities, actions by publicly hold entities and thalr Impac! on investors
and new or emerglng trends In the securitlas markels. ‘

Rosu{ts of this work aro used Intarnally as part of the process to
determine whether Commission action is nacessary and to keep
abroast of tronds In the markotplace. Occaslonally, subject to ap-
proval of the Comnussion, the rosearch of this offico Is published.

The Office of Administrative Law Judges

The ac?n*.iqlstranva ‘aw judges are responslble for scheduling ard
condu;ung nearings on adminisirative proceodings Institutsd by tha
Commnsslon and appaals of proceedings Instituted oy othars. Opin
tons and ordors 1esuiti

ng trom these hoarlngs aro prapared by *ne--—
Office of Opinions and Revigw. ° ’
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The Oflice of tho Executive Director

The Exacutlvo Director develaps and exccutes the overall manage-
ment policles p! tho Commission for all ts oporating dlvislons and
offices. Tho Executivo Directer administers programs to imptement
certaln stalules, ragulations, and Executlve Orders. Program func-
tians include appolnting program offlcials; roviewing and approving
program golicies, procedures, and requlations; authorizing and
transmiiting reports; and assurlng appropriate resource require-
ments to Implomont tho programs.

The Office of Filings and Information Services

The Oltico of Fllings and Informatlon Services Is responsible for
the receipt and Initlal handling ot all public documents filed with the
Commisslon. The Offico Is also responsible for the custody and con-
tol of tho Commission's otficlal records; tor the development of
plans and implarmaontatlon of tho Commission's records manage-
mant program, for authonticallon ot all documents produced for ad-
ministrative or Judicial proceedings; and for malntalning llalson with
the Natlonal Archives and Records Adminlistration and other goverr-
menlal agencios witn respoct 10 the Commission's records and its
records management program. :

Through tho office’s Public Reference Branch, the public may ob-
taln a wide range of Information from quarterly and annual reports,
registration statemants, proxy materlal and other reports submitted
by SEC filers. All public documents are available for inspection in
the Public Reforence Room of the Commission's headquarters offica
In Washington, D.C. and In the Mortheast and Midwest reglonal of-
ficas in New York Clty and Chicago, Yespectively. Copiss of docu-
ments may be oblalned for a nominal charge. Estimates of the cost
of copytng spocllic documents can be provided.

The Office of the Secretary

Thls offlce schedulos Commission meetings, prepares and maln-
talns rocords ol Commission actlons, and :oviews documents sub-
mittad to tho Commisslon for actlon, Specific acllvities Include
raviewlng all officlal ordors, teleases, and other documents ap-
provad by the Commission or by the staff pursuant to delegated au-
Ihority “publishing olfficial documents and releases of Commission

actlons In the Federal Reglster and the SEC Docket; m
compllance with the Reyulatory Flexibility Az
pllance with the Governmont in the Sunshine
documents in administratlve procoedings, re
treatment, and comment letters on rule prop

This office also provides diroct assistan
through Its Consumer Affairs Branch. It r
quiries from the public concerning entit}

slon and provides public Information about these ontities as vrelf as
Commisslion activities. Tha Branch typlcally obtains written ra-.
sponses from firms mentioned in complaints. Infarmation suggesting
a possible violatlon of federal securitles laws |s rolerred to appropri:
ate Commisslan staff. When complalnts concern private disputes be-
tween parties, Commisslan staft attempt Inlormally o assist the
partles In resolving the problem. The Commission Is not authorized
to arbitrata private disputes or Intercedo on bonalf of a private party
lo recover lossea from the purchase or sale of securitios or other,
wlso act as a colleclion agency for an individual. Investers must
seok linancial judgoment through civil liligation or hinclng arbitia-

ion. Laws which provide investors with important recavery rights if
they have been defraudod can bo used In private lawsuits,

The office is also responsible lor oporation of libraries in the Com-
mission's headquartors and licld offices and maintenance of agency
records concerning adminlstrative proceedings. _

onitoring

t of 1980; tracking com-
Act; and recelving
quests for conlidontlal
osals,

co to the Invesling public
ovlows complalats and In-
os regulatod by the Commis-

The Office of Public Affairs, Policy Evaluation and Reseéfch

The Office of Public Affalrs, Pollcy Evaluation and Research admin-
isters Intarnal and external Commission Informatlonal programs, co-
ordinates Commisslon press relations, the forelgn visltors and public
Information programs and monitors press covorage of Issuos related
to the Commisslon and sscuritles Industry. Tha Ottice also Is respon-
siblo for providing research support in regulatory and onforcement
policy areas, providing Intormation for speaches for the Chalrman

and Commissioners, and assistlng in planning and ccardinating
clal initiatives of the Cammission.

spa-




Public Information Regional and District Offices

Unlited States Securities and Exchange Commilssion

REGION 1 NORTHEAST REGIONAL OFFICE
450 Fifth Street, N.W. 7 World Trado Canter .
Washlngton D.C. 20549 - _ Suite 1300

r

New York, N.Y. 10048
212-748-8000
TTY: 212-748-8262

LN

Invostor Complalints Offico of Consumer Affalrs

Region: Connecticut, Deolawaro, District of Colum-
(202) 942-7040 bla,
) _ Malne, Maryland, Mnssachuseus, MNew
Consumar Telecommunications (TTY-VOICE) Hampshira, Now Jorsoy, Now York,
for the Deaf (202) 942.7065

Ponnsylvania, Rhoda Island, Vermont,
Virginla, and Waest Virglnia

Boston District Oﬁllco

. ‘ 73 Tremont Street .

Copies of Filed Public Reference Room Sulte 600

Documents (202) 942-8030 : . Boston, MA 02108-3912
' 617-424-5900

Blank Forms and Publications (202) 942-4040

TTY: 617-424-5833
SEC Information Line (202) 842-8088 Philadelphla Diatrict Office
The Cunls Center
(The:Commission cannot accept collect calls.) v Sulte 1005 East
601 Walnut Strost
Phlladelphia, PA 18106-3322
215-587-3100
TTY: 215.597-0687




REGION 2

REGION 3

REGION 4

SOUTHEAST REGIONAL OFFICE
1401 Brickell Avenue

Suite 200

Miaml, FL 33131

305-536-4700

Reglon: Alabama, Florlda, Georgla, Loulsiana,
MisslssIppl, North Carollna, Puarto Rico,

South Carolina, Tonnessos, and Virgin
Islands

Atlanta Dlatrict Oftice
3475 Lanox Road, N.E.
Sulto 1000

Allanta, GA 30326-1232
404-842-7600

TTY: 404-842-7676

MIDWEST REGIONAL OFFICE
Clticorp Contor

500 V. Madlson Street

Suito 1400

Chicago, IL 60661-2511

- 312-353.7390

TTY: 312.886-6256

Ragion: lliinols, Indiana, Icwa, Kentucky, Michigan,
Minnesota, Missouri, Ohlo, and Wisconsin

CENTRAL REGIONAL OFFICE
1801 Californla Stroet

Suite 4800

Denver, CO 80202-2648
Volce/TTY: 303-391-6800

Reglan; Arkansas, Colorado, Kansas, Nebraska,
Now Moxico, Norh Dakota, Oklahoma,
South Dakala, Texas, Utah, and Wyoming

4?2

REGION 5

Fort Worth District Offlce
801 Cherry Sireot

Sulte 1800

Fort Wonh, TX 78102
817-334-3521

Salt Lake District Otlico
500 Koy Bank Tower

50 Sauth Malin Streot
Sulte 500

Box 78

Salt Lako City, UT 84144-0402
801-524-5708

PACIFIC REGIONAL OFFICE
5870 Wilishire Boulevard
Sulte 1100

Los Angolos, CA 80036-3648
213-865-39948 ’

TTY: 213-525-3631

Reglon: Alaska, Arizona, Callfornla, Guam, Hawall

Idaho, Mantana, Nevada, Oragon, and
Washlngton

San Frenclsco D!strct Otflce

44 Montgomery Streat .
Suite 1100

San Franclsco, CA 94104 -
415-705-2500 )
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LORI RICEARDS

"The SEC‘3 Ixaz Progran for Iavaestlent Advisers:
A Mors Targatasd Approack’

Address to tze Advisora’ :IZducation Group, I:zc.
CozZeresnce oa Coaplilance Issues AfZeczizg
Inovesgtzent Advisors of Jiscretioszary Aczzuzss
Juze L4, 19958
jced Afcter zlad to zZ2 hers z 3 Tn2 3zZC7s
natLsn prc icularly cur insce I Lnvestment
ars. I owa 3 learn froz zhe = Izz lasct
S Drsgranz, oI the Zdiscussicn as 2cTuallly
4 tHow =a Surviva an SZC Ixazinazticnl.t I wnow ozhas
ATCSIY 2x2aminaTicns Can sozenizes e sTres I Zzn’T Thinx
ver had any Lnjurles or Zfacalities e T T=2assurancea
¥au 15 ThaT, vou zay not 2njcyY Lo cu will
live through i=.
dne thing vou saculd all alresady xnow, Ls thac tha scooe,
zhe zature, the dezth and the ouzcome of the exa=minacisn
-— 211 Things which contribute o the relacive gain of the exanx
axper:ience -- depend not on our exaziners, but on you. The =osc
izporczant variable in the whole process is entirely in your hands
-— your own books and records and cozmplliance systezs, zaintained,

not suddcenly

arrive.

updated and ioplemented every day of the vear,
thought of in the days before the SEC examiners
: A\ N . .
I Xnow that the thought-of a visit from our examiners Lin
itself stinmulates good compliance practices. This effect Lis
intanded -- when Congress gave the Commission the authority to
canduct exams of investIent advisers in 1960, the Senate Report
stated that "the prospect of an unannounced visit of a Government
inspector is an effective stimulus for honesty and bookkeeping
veracity." I’d summit that there are lots of other, better,
reasons te maintain absolute integrity and compliance,
the delicate franchise advisers maintain with their clients,
whatever contributes to the motivation, the result is what’s

impartant.

including
buc

I’d. like to updata you on some of the changes to the exan
progran over the last year, and since this program was last held,
particularly the new variable scope of our exans. I‘d also like
to describe thae naew saelaction process we usa to decide who t2
exanine, which is particularly relevant to this group, and
finally, I’11l describe soma of tha compliance issues and problens
wa’ra saeing with advisors. First, an ovaerview of tha new

"afZice. As you know, last spring cChalirman Lavit: created the
OfZice of Compliance Inspections and Examinations to consoli@ata
all of the SEC’s examination activities. Through oux stafl :in
meadguarters and in the eleven regicnal and district offices

=SS LOSORPIE PEREES DARE TS M 0F
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Throughout the country, we exazine lnvestzent advisers,
investzentc =panlies, Transier agents, DdroXer-dealers and salf.
regulazory organizatlons. ‘

{

Along with the creation of the new office caze a = 2 =2
caxe a Fresh loox at our process and pricriiies far axa Miatet
invesTzent advisers, and all ¢ Ine entities we Lnspecs R Snloleter
=he otner cricrities of the 2Ziicae, we’re: ’

. LnSre2asing Training Do our exazZinarcs

N 2isciplinasy 2xazinazizn T2235 Tz

arad entlilas;

. doing all we can TO =2nsur2 CONSLST2NCY Ln ITo2 2ToIoiach

and in the disceositisn o exazx an

. focusing cur resources ci Zirms and cn The ara2s wizTnin

Zirms that need Qur actiention The zosc.

During the last vear or s, wWe’ve Dbeen extrezely >bDusy
evaluating the program, and we’ve made some changes. Generally,
I think our guiding philosopny is that we need to zaximlze our
resources by ensuring that we’re targeting our examinations to
have the greatest possible effect. As a result, exams are
increasingly becoming "risk-based," that is, our examiners are
focusing on the registrants within the industry that need our
attention the most, and also, in each exam we do, our examiners
are focusing on the particular areas of the registrant’s
operatiocns that deserve our attention the most. This is a shift
for us, away from conducting cyclical, comprehensive examinations
of every part of the adviser’s operation, towards a nore focused
review in, perhaps, a handful of areas. We-think that examiners
should spend more time on the critical issues, and less tizme on

che routine issuesas

what are the critical issues and what are the routine
issues? Well, they aren’t the same for all registrants.
Sxaniners’ focus will vary, depending on the type of registrant
they are examining. Ganerally, examiners will spend nore tine on
the areas of the adviser’s operations where deficiencies or
violations have been noted in the past, areas of importance toO
the adviser, and areas where internal controls appear to be weak,
and areas where clients appear to be nost exposad to potential
conflicts of interest. If wa have a sensa that the adviser has a
strong control environment and is finding and correcting problens
the scope of our exa=n should raflect that. The =ore

itsel”,
confidenca examiners hava in a registrant’s own cozpliance and
internal control system, the =ore they can waive routine

-
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2X22inavich ccodures. IN essence this 1s an eficrt o asply,
in the field, the Cczz=ission’s Zrequent ads-oniticn thaz a
czzoliance professionals are the industry’s M"first line of
defense” against fraud and abuse. So, depending on these
faczcrs, the exam could ke very narrow and focused in scoge, or
gquite inclusive and broad.

why have we changed the scoge of our exazs? I Zhink Theare
are three reasons why it zakes sense ta do so.

Firsz, and zost practically: Given the size cf the

industry, with over 22,000 registered advisers, ccmpared 2o

the relative size of our exam staff, we need to zake Zezzar

use of our resources.

Seczcnd: ~e ought to reccgnize the developzent within tne

industry of instituticnalized cozpliance systezs. Many

advisers nave professional, state-of-the-art internal
czpliance systems that are accorded a high degree of
institutional support in teras of resources and stafs.
Conversely, other money =zanagers are still running on a
shoestring and seem to be complying with the law day-to-dav.
Qur exams ought to take these variables into account, and we
ought to try to encourage good internal compliance systeacs.

finallv: I think that our resources are best utilized in
£finding fraud and serious compliance lapses. That zeans
focusing our attention on true risk areas and firzs.

Modifying our exams, from a one-size~fits-all approach o a
variable scope approach is part of the shift towards what we call
"smart exams." In implemenfation, this is how it works -- cnce
the registrant is selected for examination, the examiner starcs
preparing for the exam. Advance preparation is essential for
effectiva field work. -Advanca preparation includes research in
SRO records and other automated data libraries, review of the
registrant’s filings with the Commission, review of any custower
ccmplaints recsived by thae Commission, raview of past inspection
nistory and reports, and formulation of the problem areas likely
~o be found. I nota for our mutual benefit, that registrants can
often help spaaed tha examination and eliminata any
aisunderstandings by quickly providing the staff with the
docuzents thay request, which include copies of tha most current
report3 and other matarials that explain their practicas or place
then in an appropriate context. :

The scopa of an axamination is then datermined by two
variables: what the staff knows about an entity before they
begin; and what they learn whila the examination is in prograss.
An examination team could plan to cover only a limited area, and
then rapidly expand the scope of their raview as they discover
problems. Similarly, thay could plan a comprehensivae

. “ -9
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examination, and then waive in-depth tes.-.g croccedures as thevy

gain increasing confidence in the entity‘s internal contreols. In
other wvords, the scope ¢f an examination is highly var:iazle, and
largely depends on the exaniners’ professional judgment of the
advisers’ own internal controls.

The areas which might be reviewed include: <filincs and
reports; Ferm ADV, brochure disclosure and delLve:{, ccntracts;
custody; books and records; financial condition; internal
controls; advisory services; need for registrat:icn under other
securities laws; ' portfolio management; prchibited transactions;
limited partnerships; transactions with affiliates; brokerage anc

execution; wrap fee programs; marketing and perfiorzance
calculations; compensation and client fees; client referrals;
litigation and the catca-all, any other anozalies or issues tnat
the examiners wish to resolve.

While we’ve not yet fully implemented this customized or
"smart exam" approach, we expect to do so within the coaing vyear.

As I nmentioned, in addition to changing the scove of our
exams, we’ve also made some changes in how we go about selecting
advisers to examine, the second aspect of the "szDart exan”
approach. Rather than usinq a purely cyclical appreach, where
advisers are inspected on a regular schedule despite -nethe* they
need it zore or less often than the cycle would reguire, we’ve

overlaid other considerations onto our cycle. As I mentioned &t
the outset, our goal is to focus our attantion on the firzs whicn
need it the most -- which we define as those firms presenting ne
most risk to investors. The question we pose is, "IfZ all went

to

awry with this adviser, how nuch damage could it do
investors?" N

It is important to note that an examination based on risk
factors ls not necessarily for cause. The staff zay have no
indication of violations or other problems at the reglstranc.
Instead, the selection factors are intended to highlight
circumstances or activities that produce risk, not necessa
violaticns. Our first large scale application of a risk £
approach has been with respect to investzent advisers.

As you know, in terms of sheer nuzkters, the i“ves::en:
adviser comzmunity has rapidly outgrown the Cczz=issicn
examination resources. This led to a lengthening exa“‘“at*Cﬂ
cycle until in 1995, it had grown to more than twenty years, an
absurdly long tize between exans. Actually, this "cycle” really
zeant no exam at all for most registrants. Using a risk factors
approach; we’ve baen able to cut that cycle in half for advisers

deemed to possess certain factors indicating nigner risk.

The single =most important criteria in deter=mining risk. and
therefore pricrity of exaninaCion for advisers ls agcess Lo
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3

cliesnt nonev. Advisers with discretionary authority
investzents, or custcdy of assets, or, quite sizpl{,
amounts of :oné? under Zanagement, pose the greatest
investors. OQf course, having discretion or custcdy o
aznounts of Zoney under nanagezent is perfectly appros
mocstT investzenc advise:s accozoplish all three with ¢
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safety ‘c* their clients. Nonetheless, risk af%en ac
discretionary authority, or access to large amounts o
Approximately 9,000 registered investzent advisers
higher risk category.
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To ensure better examination cversight for these advisers,

we’ve divided our Iinspection progranm into tWo parts. Acvisers .o

the higher risk category are ncw the respon51bll;:y QI the

regional offices. The regional offices will usually
custody, or

inspections of advisers with discretion, Q
3y focu

&
<
C
-
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discretionary management of $100 million or more.
resources on this group, all of thesa advisers are exa
average, once every eight to ten vears, significantly
than the previous twenty yesar cycle.

Q -
r

arlier this year, the Commissicn allccated
Wit

In addition,
additicnal agency resources to our adviser exam prograno.
the new staff being made availlable, we hope to reduce the
examination cycle for higher risk advisers to once every five
years. Thus, through an application of risk factors w~nen
selecting registrants, and additional support within the agency,

the examination cycle for higher risk advisers will be reduced to
cne quarter of its previous length. -

Of course, focusing resources on areas of higher risk zeans
lowver

that there will be fewer resources available for areas of
risk. The 13,000 registered advisers who do not gqualify Zor tn
higher risk cateqory are now being inspected in joint sweep
examinations. conducted with state securities regulators. We’'ve
conducted 8 such jcint sweeps so far, and expect to conduct zany

more through the remainder of 1996 and in 1997. Through this
progran, the lower“risk advisers will be examined, on average,
approxizately once every forty vears, or for cause when
apprepriate. I nota that there is currently legislation pending
in the Senata, tha Securities Investment Promoticn Act, which
would call for States to assume a primary role for requlac;nq
these advisers, and the SEC supports that concept.

We think that this new system for examining advisers
waighting of rescurces towards

fepresents an appropriate
providing protaction for those investors who need it zost.
If vou‘ra an investzant adviser, it‘s important for you to
Xnow that risk- based selection will not replace cyclical
exazinaticnas. Rather, thcughtiul applicaticn of risx :ac:afs 4
wi1ll assist ekazminers in determ=ining whether a registrant sacu-
f
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be exazined more Ireguently than allowed by the cvwcle. <cuzs:de
exanmination cycles still exist, and as noted, cur cvcle fcr
ionary =zanagers will be 5 vears.

discrez

So, everyone in t
categcry, and is likel
in the past.

wWhat will deter=ine whether a higher risk adviser is
exarcined more often than every £five years? Lots of faczors,
including: the size of the adviser; and the number of clients;
the adviser’s business; the length of tize the adviser has teern
registered; the adviser’s prior examination history and resulcs;
its disciplinary history; its customer complaints; its affiliated
persons; 1ts advertising and performance claizms; and inforzation
among others, SROs and

obtained from other regulaters, including,
state securities regulators.

I'd like to focus for a zinute on just one of those factors:
the adviser’s advertising and performance claims. I don‘t need
to tell you how lmportant it 1s to ensure that advertising and
performance figures are accurate and not misleading. VYou‘re

already well-aware of that, it‘s required by law. There are some

advisers out there though, who I think deserve to have their
particularly advisers «who

perforzance claims verified by us,
clain to have generated large short-term profits for clients that
are substantially in excess of their peer group. These-are the
advisers that are winning frequently in selection contests, and
are rapldly growing their =zpney under management. Performance
claims are, as you know, one’of the most important criteria used
by clients in selecting a mconey manager. With so much riding on
perfermance, there are great temptations to shade the truth in
calculating the numbers. Not only is this not fair to clients
"‘or to the other zcney zmanagers, it’s not legal.

So, beginning this sucmer, we’ll be conducting examinations
of scme of the mora successful =oney managers to focus on thelr
I hope that we’ll find nothing out of crder
I’1]l consider them a success whether we do or
deserves our

perforzance clairms.

in these exams, and
think that this is an area that

we don‘t. I ch
attention. Of course, all advisars have always baen subject o
our exaninations and to a review of their performance
calculations. In the past, however, wa exanined advisers through

a process of randon salaction azmong tha 22,000 ragistaered
advisers. YNow, the winningest advisers will be speciZically
targeted for-examination, and in addition, wa’ll be paying alot

zmora attention to verifying perforzmancs claims in every exaz we ’

do. Wwe’ll also be working closely with the NASD to ensure that
zutual fund advertising claims are -scrutinized carefully.

’

30

| .eEST AVAN ARLE COPY 132

}

e

-
AN



curn Lo scoze o
r adviser exaz

£
-
S

I’'d like to
focusing cn i ¢
0f "tradlng practices," th

is paving particular atze

Under ere are
several ar nTion =2
this vear.

tha b
ea by

We continue %o lcok at alleocaticn of trades azmong advisory
fair, or are

clients, and whether allccaticn decisions seen
benefiting certain clients or accounts. Relatedly, we’re also
looking at allccation of bunched orders. Based on a recent nc- -
action letter, advisers are ncw able to include proprietary

accounts 1in bunched crders under cerzailn conditicns. The staif,
generally, has no problem with an adviser bunching orders. )
However, because of the poterntial for unfair allocaticns of

bunched trades, the staff will usually take a close look at an

adviser’s bunching procedures and practices.

: We‘re also looking at how zmuch individualized treatment an
adviser 1s providing, and locking at whether the common and
similar management of a large number of small accounts is really
an investment company. To gain eccnomies of scale, advisers of
small accounts zay zake the services provided to all
participating clients as similar as possible, including the

investment advice. Once a client’s assets ara assigned to a
particular investment objective, the composition of one client’s
other

account «will then be very similar or identical to every
client with that same objective. In these circumstances, the

staff is likely to ask some questions to evaluate whether these
accounts are, in fact, being managed like an investment company.
soft-dollar arrangements, and

forget that commissions and
3decause

We’re also locking clggély at
have found that advisers sometimes
mark-up dollars belong to clients and not the adviser. i
the adviser has control over soft dollars and over disclosure ol
. soft dollar practices, we’re seeing problems when advisers use
this money for their own benefit. The staff continues to take 2
hard look at soft dollar expenditures.

we’re also looking at principal trapnsactiong, and :akigq
that the advisar obtains client consent before conmpleting
Recently, we found one adviser who execgted
over 8,000 orders for advisory clients on a principal basis or by
crossing clients’ orders with orders of other brokerage
customers, without notice to and consent of the clients, and
contrary to the adviser’s disclosure in its ADV. This adviser

had lots of other problems too, and provided a real-life answer
to the questicn I daescribed earlier, which exa=miners always ask,
"I everything went awry with this advisar( how much harm could

it do to cliants?™

sure
the transaction.
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Finally, ve’rCe always locking for personal trading conflic=s
rtfolio zanagers of =utual funds as

of ipnteresg, nct just among ports
vou night assuze from recent press reports. Conflicts of ¢
trading by advisers of discreticnary

interest 'in perscnal
accounts are just as possible, and are being reviewed just as

carefully.

If vou’ve noticed a theme here, 1t‘s that, consistent with
"the risk-pbased agproach to examinaticns that I‘ve described, a
these things, performance advertising, trade allocations,
individualized treatzent to cllents, principal trades, soft
dollars, personal trading, are all areas either where there have
been problems or enforcement actions in the past or where,

th i
problems did occur, izpact on clien

-
-

n

they could have a serious iz

So, I’ve given you all the critical information here about

our exams of investzment advisers -- who are we going to examine?

when will we examine you? and what will we be looking for when we

examine you? I can’t think you’‘d have any questions at all after
I‘11 come full circle though by saying

all this information.
that all these things, the scope, the pature, the depth and the

outcome - of the exam will depend on you and your hopefully
excellent, compliance systems.

Thank you.

A

The SEC, as a mattar of policy, disclaizms responsibility for
enployees.

any privata publication or statament by any of its
and do not

The views expressed herein are those of the author .
necessarily raflect tha views of the Commissicn or the staff o-

the Cczmissdon.
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The SEC Document Request List
for Mutual Fund Inspections



UNITED STATES
"SECURITIES AND EXCHANGE COMMISSION
NORTHEAST REGIONAL OFFICE

IN REPLYING PLEASL QUOTT

7 WORLD TRADE CENTER
NEW YORK, NY 1004%

Date

M. XXOOOOKEXX
),0.0.0,0.9.0.6,0.0.0,0.0.0.0.0.0,¢
)0.0,0.0.9.0,9.0,0.0,0.0,0.0,0,0:¢
XXXXXXKNOXX 12345

RE: The Increase In Value Funds

Dear Mr. XXXXXX:

You are hereby advised that pursuant to Section 3t (b) of the Investment Company Act of 1940
(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. we request that the following documents or schedules be
prepared by the Funds, its investment adviser. principal underwriter or other appropriate persons
or entities. The records required should be available to the examination staff on the date the

examination commences.

Please provide the following items for ALL Funds.

Copy of the latest Form ADV. Parts I and II. Also a copy of any brochure used instead of
or in conjunction with Part [l of Form ADV and given to clients or prospective clients.

Copies of’ No-Action Letters and’or Exemptive Orders tor the Funds.

1o

Two copies each of the Funds™:

[UP]

a. Current prospectus
b, Current Statement of Additional Information
c. Latest annual report

d. Latest semi-annual report

~



One Copy of each of the following for the period September 1, 1994 throuch August 50,
1996 for the Funds:

a. ¢ Board of directors /trustees” minutes {

b. Ad Hoc and permanent committee minutes

c. ‘ Stockhoider minutes

d. Copies ot all materials presented to the board of directors/trustees prior to or
during board meetings held during the period September 1. 1994 through August
30. 1996.

A copy of the Funds’ code of ethics and list of access persons. On the list of access
persons, please specify those individuais involved in portfolio management. research and
trading. For those individuals, please provide copies of their filings for the period
September 1, 1994 through August 30. 1996. (Filings of other access persons may be

requested during the course of the examination.)

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 Wall

policies and procedures, if any.
A list of all proprietary trading or investment accounts of the Adviser.

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 securities).

Please indicate the following;:

a. Name:

b. Position/Title/Division (i.e. equities. tixed income. foreign securitics).

C. - Percent ownership of the Adviser’s outstanding stock;‘

d. | Affiliations/positions with other corporations or partnerships and shares or

interests held in each.

Please be prepared to provide all records of employee personal security transactions during the
period kept pursuant to Rule 204-2(a)(12).

9.

Copies of the following agreements/procedures for the Funds. where applicable:

a. [nvestment Advisory/Management Agreements



g}

p-

Sub-advisory agreements, if any
A sample of a custodian agreement
{
A sample of a sub-custodian agreement. if any
A sample of a transfer agent agreement. if any

A sample of a loan agreement. if any

Repurchase guidelines/procedures. including an approved list. if any.
Please provide a sample copy of the board of directors /trustees” minutes adopting

the guidelines/procedures.

A sample of rule 17e-1 procedures. if any

A sample of rule 17a-7 procedures. if any

A sample of 10f-3 procedures. if any

Errors & Omissions policy, if any

Guidelines for valuation ot’restricu:‘d securities, if any
A sample of administrative agreements, if any

A sample of the distribution agreeinents. if any

A sample of 12b-1 Plans, if any

- Any other relevant procedures/agreements, if any

Copies of the following, as of August 30. 1996, for each investment company:

ad.

b.

The following records for each investment company for the period Se

Daily net asset value computation sheet

Trial balance ‘

- List of all portfolio holdings (price make-up sheet) with ticker symbol and

CUSIP.

ptember 1. 1994

through August 30. 1996.

a.

b.

Broker-dealer ledger

Purchases and sales journal of portfolio transactions (also. provide these journals
om a 3.5 inch diskette in Microsoft Excel version 5.0 or below)

25
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14.

15.

16.

1-

c. Security Ledger

d. Cash receipts and disbursements journal

¢
5

A list of all derivative products purchased by the Funds from Septembef 1. 1994 through
August 30, 1996. For example, any structured notes, inverse floating rate securities.
securities with imbedded interest caps. swaps. currency linked securities. index linked
securities, two-tiered index bonds, COFI notes, CMT floating rate notes. interest only or
principal only securities. Please inciude date of purchase and the broker or dealer from

whom the secunties were purchased.

Also, please provide a list of the funds that owned in excess of ten percent of its total net
assets in any derivative product. as of August 30. 1996.

For each investment company, a schedule for each open futures, options, reverse
repurchase agreements. forward currency contracts and when-issued security purchases,

as of August 30, 1996.

A list of all private placements purchased by each investment company for tbe périOd
September 1, 1994 through August 30, 1996. Also. please provide the offering circular of

prospectus.

A list of all securities purchased for each investment company, for the period September
1. 1994 through August 30. 1996, as part of an initial public offering. Also, please
provide the offering circular or prospectus.

A list of securities, as of August 30, 1996, that were in excess of five percent of each

investment companies’ assets.

A list of issuers, as of August 30. 1996, that each investment company owned in excess
of five percent or more of any of that issuer’s outstanding class of securities.

Copies of the most recent 13D. 13F and 13G filings for each investment company and

investment adviser.

For each investment company, a list of securities, as of August 30. 1996, that were
deemed to be “illiquid,” as that term is defined in Guide 4 to Form N-1A.

If applicable. a list of all equity and debt underwritings. domestic and foreign. in which
any affiliates were lead manager. co-lead manager or member of any syndicate or selling
group. Please provide this information for the period September 1. 1994 through August

30. 1996.

Brokers™ confirmations and order tickets of portfolio transactions for the past 12 months.
Please provide the following books and records for the Adviser to the Funds:

f



t
(V%)

Please

n

Cash receipts and disbursements journal from September [, 1994 through August
30. 19906.

Trial balance and financial statements for the month ended August 30. 1996.

Audited Balance Sheet and Income Statement, if any. as of the latest fiscal vear

end.

provide the following trading records for the Adviser to the Funds:

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 cash equivalents. equity, debt, private placements. options. futures. and other

derivatives position);

A record of all securitics held in client portfolios (aggregate position totals for all
securities) as of December 31, 1995 and August 31, 1996

The Adviser’s trading blotter or purchase and sales journal for the period.
preferably featuring the following fields of information in chronological order:

1. Trade date; .9 Fees;
2. Buy of sell; 10. Accrued interest;
3. Number of shares 11. 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
3. Commission in cents . name.
per share; ’

Please érovide the above record in Microsoft Excel version 5.0 or below. If this is not
possible. please provide a detailed written explanation signed by a partner/officer of the Adviser
and notify the examiner in charge as soon as possible. Also. exclude. if possible from the above
record any transactions in cash or cash equivalents, maturities. calls, pay-downs, expirations, or

reinvestment o

d.

o

f mutual fund dividends or capital gain distributions.

A list of trading errors that occurred in client or proprietary accounts during the
period featuring the transaction date, the security. the account and broker-dealer
involved. and a summary of the error and its ultimate disposition. including the

conditions of any financial settlement;

A list of cross transactions which took place during the period September 1. 1994
through August 30,1996, between client and/or proprietary or affiliated accounts.

-

!
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A list of all broker-dealers affiliated with the Adviser.

A copy of the Adviser’s organizational chart. employee list. and a schedule or chart of all
affiliated entities. d

With respect 10 any soft-dollar arrangements between the Funds. the Adviser and any
broker-dealer, please provide the following:

a. Copy of any written agreements

b. Name and description of product, service or research obtained

c. Soft-dollar price or commission commitment rate (i.e. 2 to 1) with respect to each
item ’

d. Total hard dollar cost of such item. if known

e. Total expected and actually directed commissions to pay for such service or
research for the period January |. 1995 through August 30. 1996.

f. Transactions used to generate soft-dollars for the period January 1, 19935 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. )

Any written trading department policies and procedures. including order entry and
allocation policies.

Any lists of approved broker-dealers currently in use by the Adviser’s trading staff.

A list of any attiliated broker-dealers. if any, featuring their affiliation and a description
of their clearing arrangements.

A copy of any aftiliates” standard commission schedule currently in use. if any.

A copy of the Adviser’s brokerage allocation reports for the year ended December 31.
1995 and most current vear to date: featuring name of firm, amount of agency
commissions. and principal values or imputed compensation for principal transactions.

Copies of any internal audit department reports. including findings and recommendations
tor the past 12 months. -

A list of all securities of a public offering that were invested in by the Adviser’s clients or
proprietary accounts at that offering or in the aftermarket that traded at a premium over
the public offering price whenever their secondary markets began (“hot issues™). Forany
IPOs. also. please provide the offering circular or prospectus. '



35.

37.

40.

41.

14

43.

~

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

portfolios. : {

A list of any prior (within 24 months), current or potential litigation or arbitration. with a
brief description, in which the investment companies, the Adviser or any atfiliate has
been or is presently a party to. [f none. please provide a written statement to that effect.

If applicable, a list of securities that the Adviser or any affiliate underwrote or with
respect to which it participated in such securities; underwriting as underwriting manager
or member of a syndicate or selling group during the period September |. 1994 through
August 30. 1996 that were purchased by any client portfolios and approximate date of

such underwriting.

A list of securities in which any affiliate was a market maker for the period September 1.

1994 through August 30. 1996.

A list of all creditors’ committees where the Adviser or any affiliate participated within
the period September 1. 1994 through August 30, 1996.

A list of portfolio managers or other individuals making investment decisions for each
investment company. '

A list of directors/trustees and officers of each investment company. including a listing of
their functions with respect to any audit, investment or other commuttees.

A list of directors/trustees. partners and owners in excess of five percent of the Adviser
and its parent companies.

A list of directors/trustees, partners and owners in excess of five percent of the
investment companies’ distributor and its parent companies. )

A list of any other organizations that the individuals listed in response to items 41 and 42,
are directors/trustees. officers, partners or who have owned in excess of five percent of
any issuers outstanding class of securities for the period September 1. 1994 through

August 30. 1996.

Copies of any compliance procedures and reports prepared by the adviser for the Funds.

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 request that vou make available to the inspection staff adequate otfice facilities to ensure

the conridentiaiity of the examination.



Enclosed for your information is a copy of SEC form 1661, “Supplemental Information for
Regulated Entities Directed to Supply Information Other Than Pursuant to a Commission
Subpoena™ which discusses the authority for and uses of the requested information. Also.
enclosed is a copy of the “Inspection Information Brochure™ which provides a brief description
of the purpose vf 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:

OGO XXXXXX
(212) XXX-XXXX

We appreciate your cooperation in this matter.

Sincerely,

Assistant Regional Director

Enclosures

07
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Inspectlons

5/28/97



‘ Mutual Funds:

Growth (Letter Report,

SEC Adjusteq Its Oversight in Regponse to Rapid Industry
& GAO/GGD-97-67) .

GARO reviewed the Securities and Exchange Commission’'s (SEC) regulation
and oversight of open-end investment companies, focusing on how SEC has
responced to rapid industry growth in carrying out its mucual fund
oversight through inspections, disclosure review, ancd other requlatory ¢
activities.

NAIN FCINGS ' )
GAC noted that: (l) SEC has increased its inspect:an staffing and

adjusted the focus of its inspections to keep up with the rapid growth
in the mutual fund industry; (2) since fiscal year (FY¥) 1990, SEC has
more than doubled the number available to cc mutual fund inspections;
(3) SEC used the increased staff fo expand the scope of its inspections
to focus primarily on the activities of families of funds, called fund
complexes, that may present high risks to investors; (4) it also
expanded its coverage of investment advisers, and SEC inspectors spent )
more time on each mutual fund inspection: (5) as a result, the number ot
mutual fund inspections cempleted each year has remained relatively
constant; (6) SEC still met its current goal of inspecting fund
complexes at least once every S years, and most had been inspected more
than once since FY 1992; (7) as inspections became more comprehensive,
the number of deficiencies that 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) SEC
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; (l1l) as a result, although
each new mutual fund must submit disclosure documents, these documents
often contain disclosures that are very similar to those of other funds

within the same complex; (12) SEC officials told
selectively reviewing these documents, they have
new or materially different disclosures, despite

GAQ that, by

been able to review all
an almost 8-percent
received since FY 1994

increase in the number of documents that SEC has
and despite a relatlvely constant 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 industry, Congress,

and other government agencies with SEC interpretations of mutual fund

laws and regulations; (14) these activities have aliowed the mutual fund
industry to change dramatically in size and scope without substant;ally

amending existing laws: (15) SEC staff devoted to these regulatory acti® -

——————————————————————————— indexing Terms
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Report to Congressional Committees

May 1997

MUTUAL FUNDS - SEC ADJUSTED ITS
OVERSIGHT IN RESPONSE TO RAPID
INDUSTRY GROWTH

GAQ/GGD~-97-67

SEC Adjusced Its Mutual Fund Oversight

{233490)

Abbreviations
ABBREV

GPRA - Government Performance and Results Act of 1993
ICI - Investment Company Institute

IM - Investment Management

NASD - National Association of Securities Dealers

OCIE - Office of Compliance Inspections and Examinations
OIG - Office of Inspector General .

SEC - Securities and Exchange Commission
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The Honorable Alfonse M. D'Amato

Chairman

The Honorable Paul S. Sarbanes
Ranxing MinoriZy Memper

Committee on Banking, Housing, and
Urpan Affairs

United States Senate

The Honorable Thomas J. 2liley, Jr.
Chasrman R
The Honorable Jonn™ 2. 2ingell
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The Honorabie John D. Oingell

Ranking Minority Member -
Committee on Commerce
House of Representatives

This report discusses our self-initiated review of the Securities and
Exchange Commission‘'s (SEC) regulation and oversight of investment
companies.’ We initiated this review because rapid growth 1n open-end
investment companies, commcnly known as mutual funds, had the
potential to outstrip SEC's ability to properly oversee the
industry.\1 .In our September 1995 report on bank mutual funds, we
noted that SEC had obtained acditional staff to oversee mutual funds,
but that continuecd industry expansion could create new challenges for
SEC in meeting its oversight respons:bilit:es.\l Jur objective Ior
this review was to determine how SEC has responded towthis rapid
industry growth in carrying out its mutual fund oversight through
inspections, disclosure review, and other regulatory activities.
are sending this report to you because it pertalns to matters under

your jurisdiction.

We

\l 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 types of investment 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 shares are generally traded on one of the
major stock exchanges or in the over- the-counter market. As used in
this report, the term "mutual funds" refers to open-end investment

companies.

\2 Bank Mutual Funds: Sales Practices and Regulatory Issues
(GAO/GGD-95-210, Sept. 27, 1995).

RESULTS IN BRIEF

SEC has increased its inspection staffing and adjusted the focus of
its -inspections in response to the rapid growth in the mutual fund
industry. Since fiscal year 1990, SEC has more than doubled the
number of its staff available to do mutual fund inspections. SEC
used the increased staff Zo expand the scope of its inspections to
focus primarily on the activities 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 inspectiecn. As a result, the
number of mutual fund inspections completed =ach year has remained
relatively constant. 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 fiscal year 1992. As inspections
became more comprehensive, the number of deficiencies that inspectors
found increased each year, but few deficiencies were considered -
serious enough to be referred for potential enforcement action. SEC
reported that the murtual funcd industry had generally been free of
major scandal for the last 2 decades. .

SzC selectively reviews mutual funds' disclosure documents. A large
part of the growth in the mutual fund industry has been in adding new
funds to already existing fund complexes. As a result, although each
new mutual fund must sukmit disclosure documents, these documents
often contain disclosures =nat are very s:milar to those of other
funds within the Same compiex. SEC offic:als zold us thac, by

[4
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funds within the same complex. SEC officials told us that, by-
selectively reviewing these documents, they have been able to review
all new or materially different disclosures, despite an almost
8-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 mucdal funds include
{1) granting exemptions from various provisions in mutual fund laws
and regulations, (2) developing and modifying rules to implement
these provisions, and (3) providing the industry, Congress, and other
government agencies with SEC interpretations of mutual fund laws and
regulations. These activities have allowed the nutual fund industry
zo-change dramatically in size and scope without substantially
amending existing laws. SEC staff devoted to these regulatory
acrivities 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 Market Improvement Act of 1996 (P.L. 104-290)
will increase their rulemaking workload by about 30 percent through
1997, and that this increased workload may delay progress on other

rulemaking initiatives.

BACKGROUND
————————— mmmmm—m—w————= Letter :2

Lower returns on alternative investments and a rapidly rising stock
market have contributed to mutual funds becoming an increasingly
popular and important investment vehicle. Assets managed by mutual
funds have more than tripled since the end of fiscal year 1990 from
about $1 trillion to nearly $3.2 trillion by June 1996, exceeding
insured commercial bank deposits, which totaled about $2.6 trillion
in June 1996. As of April 1996, an estimated 63 million individuals,
making up about 37 million households, owned mutial funds. At that
time, these fund-owning households represented 37 percent of all U.S.
households, which was up from 31 percent in mid-1994. Much of this
growth in mutual fund ownership has been attributed to investors
buying muctual 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 Advisers 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 Zfunds. The Investment Company
Act requires mutual funds to register with SEC and subjects their
activities to SEC requlation. The act also imposes detailed
requirements on the operation and structure of mutual funds.\3 The
core objectives, of the act are to (l) ensure that investors receive
adequate, accurate information about the mutual fund: (2) protect the
physical integrity of the fund's assets:; (3) prohibit abusive forms

of self-cealing; (4) orevent the issuance of securities that have
inequitable or discriminatory provisions; and (5) ensure the fair -
valuation of ilnvestor purchases and redemptions.

The other three acts regulate murual fund activity in various ways.
The Investment Advisers AcI requires mutual funds' advisers to

register with SEC; imposes reporting requirements on those registered

investment advisers; and prohibits the advisers from engaging in

fraudulent, deceptive, or manipulative practzices.\4 The 1933 Act

requires that mutual func shares offerec to the public be registered

with SEC. In accdit:ion, SEC has adopted rules uncer this act and Che

Investment Cocmpany*Act that require extensive disclosures in a autuai
!
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- Investment Company AcCt that require extensive disclosures in a metual

" ‘fund's prospectus. The 1933 Act also requlates mutual fund
advertising. The 1934 Act, among other things, regulates hdw mutual
funds are sold. This act 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.\5

Broker-dealers who sell mutual funds are requlated and examined by
both SEC and the National Association of Securities Dealers (NASD}.
NASD, which is subject to SEC's oversight, was established pursuant
to the 1934 Act as a self-requlatory organization for brokerage
firms, including those firms that engage in mutual fund distribution.
SEC and NASD requlate broker-dealers by periodically examining
broker-desler operations on-site and investigating customer
complaints. MASD 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 recordkeeping obligations, and
general standards. In addition, NASD tests individuals to certify
their qualifications as registered representatives\é and has primary
responsibility for requlating advertising and sales literature used
to solicit and sell mutual funds to investors.

On October 11, 1596, the National Securities Market Improvement AcCtC
of 1996 (1996 Act) was signed into law. This legislation represented
the most significant overhaul of the securities regulatory structure
in decades. Among other things, the 1996 Act divided responsibility
for requlation 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 offerirgs, states (l) can continue
to require companies to file, with the state, documents they file
with SEC and can charge fees 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
requlation 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 (3) engaging in other regqulatory activities, such as rulemaking,
responding to requests for exemptions from apolicable federal
securities laws, and providing interpretations 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.

In the early 1990s, SEC considered its oversight of the investment
management industry, including mutual funds, to be severely
understaffed. SEC attiributed its staffing shortage to the explosive
growth in the 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

Believing

and the use of more complex organizational structures.
investors,

that lnacequate staffing threatened irs ability to protect

-
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- SEC reallocated positions from its other regulatory programs Co
-] investment management aversight and obtained addit:onal positions
through cangressional appropriations. Of SEC's six major requlatory
programs, its investment management program was the second smallest
in fiscal year 1990, comprising about 12 percent cf SEC's total
authorized positions.\8 By fiscal year 1996, the :investment
management program had become SEC's second largest regulatory /
program, comprising almost 20 percent of SEC's total authori:zed
positions. ‘

\3 The Investment Compgany AC:'s requirements .nclude rules on the

composition and electicn of boards of directors, aisclosure of

investment objJectives and policies, and approval of investment

advisory and underwriting contracts. The act also imposes

limitations on transactions with affiliates, defines permissible

capital structures and custodial arrangements, requires reports to
- shareholders, and requires maintenance of records.

\4 Banks are exempt from the registration reguirements of the
Investment Advisers 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.

\é 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 broker-dealer must
register with SEC and be a member of a self-regqulatory 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 collective value of
various financial products.

\8 In addition to Investment Management Regulation, SEC's five other
major regulatory programs are the following: revention and :
Suppression of Fraud, Full Disclosure, Supervision and Regulation of
Securities Markets, Program Direction, and Legal and Economic

Services.

OBJECTIVE, SCOPE, AND

METHODOLOGY
e m e m— A ———————————— ~~= Lacter :3

Our objective was to determine how SEC has responded to the rapid
growth in mutual funds in carrying out three parts of its mutual fund
oversight--inspections, review of disclosure documents, and other -
requlatory activities. To determine the reguirements for SEC's
oversight, we reviewed applicable securities laws; SEC rules and
regulations implementing these laws; and relevant tesIimony,
commentary, and studies, including a 1992 SEC study cn the requlation
of investment companies.\9

reviewed agency documents that described SEC's mutual fund oversight

activities, :ncluding relevant mission statements, policies and
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procédures, training mater:als, staffing data, budget estimates, and
annual reports., and (2) interviewed SEC officials. We also rewviewed
workload and performance data for these oversight activities,

‘including the number and results of inspections completed during

fiscal years 1992 through 1996, the number and type of disclosure
documents SEC received and reviewed during fiscal years 1994 through
19%6, and the number of applications 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 determine how frequently SEZC has inspected mutual funds, we
compared the inspections completed between 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 S of the 10 SEC field offices
that inspect investment companies. We selected the four field
offices~-New York, Chicago, Boston, 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, Boston, and Philadelphia field
offices and reviewed selected inspection reports and workpaper files

at those locations.

We did our work between March 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 Protecting 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

on-site inspections are the cornerstone of SEC's oversight

Increasing its inspeczion staff during the 1990s
Although SEC

Periodic,
of mutual funds.
allowed SEC to broaden its inspection objectives.

frequently changed its objectives,

inspected apout once every 3 years. Despite SEC's increase in
starfing, the Total number of yearly investment company inspections

did not increase because SEC used the staffing increase to expand its

coverage of investment advisers anc tecause inspectors spent more
time on eacn investment company :.nspection. The total number of
dericiencies rthat inspectors Zound increased each year. The
inspectors referred an average of about 5 percent of these
ceficiencies 0 SEC's Division of ZInfcrcement for potential
enrercement aciion.

ON~SITZ INSPECTIONS ARE

TH
CORNERSTCONE OF SEC QVERSIGHT
Letter :d.

it met its goal of inspecting fund
complexes at least once every S vears, and most of the complexes were

f
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ernance invescor protect.on pecause
they provide a direct check of mutial funds' compliance with the
securities laws, including the accuracy of disclosures made to
investors. Rather than inspecting individual mutual funds, SEC's
inspections primarily focus on fund complexes, which are generally
groups of mutual funds--sometimes called fund families--that are
associated with common advisers or underwriters. In most cases,
investors can, with a telephone call, switch between individual funds
within the same fund complex and change their investment strategies.
Fund complexes;can 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 $400 billion in assects.

SE22's inspecTticns Are meant to

S

The growth in the number of func complexes has not been as great a&as
the growth in’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 muctual 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 ccmplexes 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
IM) 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 and 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-requlatory organizations.\1ll1l

OCIE conducts inspections to (1) 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.
Inspections of mutual funds and their related investment advisers are
carried out primarily by staff in 10 of SEC's 11 field offices.\12 If
a mutual fund'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 OCIE
provides detailed inspection manuals and general guidance on
selecting mutual funds Zor-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 Company Institute (ICI), the national trade
the

association of the mugual fund industry, some concern about
potential for inconsistent oversight of mutual funds. ICI officials
told us chat separating the staff members who write and interpret the
law from those who inspect companies for compliance with the law
creates the potential for differences in how the laws are interpreted
and applied. SEC orfficials agreed that this potential exists but
told us that staff members in the Division of IM and OCIE have worked
well together since the oversight functions were separated, and that
both units have made an effort to maintain ongoing communication.
However, the SEC oificials also said that the current good working
relationship between the two units is largely because the staff
members in OCIE who oversee mutual fund inspections are essentially

the same people who were responsible for doing these inspections in
SEC officials said they

the Division of IM before OCIE's creation.
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1ntend for these LwWO units to work well togethér regardless of wno
the individuals are in each unit. However, according to some SEC
officials, as personnel changes occur in the future--in either the
Division of IM 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 (1) the inspection staff believes
that a fund or its agents are engaged in risky activities or (2) the
fund has a history of significant problems. Inspection staff do
for-cause inspections when, for example, specific facts come to their
ing may be wrong at a fund. Most

attention that suggest something =
cine Insgecz:ons either can be announcec .n

inspections are roucine.
advance or cah be done on a surprise tasis. 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.

-
-
-

L

Before going on-site 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
inspectors typically will meet with senior management

arrive on-site,
The inspectors will then begin

and do a walk-through of the offices.
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 interest 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 effective.
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 obtain
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
boucght by a fund, as long as the investment activities are not
fraudulent, manipulative, or abusive. However, conflicts of iaterest
petween fund personnel and shareholders can arise, for example,
whenever Zfund personnel with access to information about securities
and potential fund transac:t:ons buy and sell securities for their
To address conflicts of interest, the act

requires mutual funds--as well as their investment advisers and

principal underwriters--to acdopt a code of. ethics designed to prevent
SEC found that most funds inspected

trading

personal accounts.

abusive personal trading.
appeared o have the controls necessary to identify abusive

oractices by fund personnel arfter the trading occurred.

ted its inspection staff to do inspections
invesctment companies,
A provision in the 1934 Ac

tlore recently, SE
that target "soft
invesiment acvise

irec
1lar” payments-among
anc croker-cealers.
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allows advisaers to receive soft-dollar payments for directing
transactions to a spec:fic broker for execution. These payments are-.
typically in the form of investment research services. SEC offic:ials
told us that they were examining whether advisers are using the
soft-dollar payments for expenses that are unrelated no research,
such as salaries. Such uses aof soft-dollar payments would constitute
a confligt of interest that, if not disclosed, would violate the
Investment Advisers Acrt. ;

\1Q SEC includes open-end funds, closec-enc funds,
of .insurance companies, or snme ccmbination of these .n iCts
cdefinition of fund compliexes. 3SEC also considers single or
stand-alone finds to be fund complexes. According to SEC,
small number of stand~alone funds remain.

separate accounts

only a

\1l Responsibility for inspeci:ing these entities previously was i
divided between SEC's Division of Market Regulation and Division of

IM.

\12 One SEC field office does rot have investment company inspection
staff.

INCREASES IN INSPECTION
" STAFFING ALLOWED SEC TO
BROADEN ITS INSPECTION

OBJECTIVES
_____________________________________________ am—mm—e—w—=-== 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. DOuring
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
industry 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:ng during fiscal year 1993 through
fiscal year 1996.

Table 1

SEC iInspect:on Staff Years, Fiscal Years 3
1520-96
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Source: SEC.

SEC devoted more staZf to its inspection program to increase both the
scope and frequency of mutual fund inspections. S&C reported that
its inspecticns of mutual funds are particularly impor:zant because
SEC, rather than a self-regulatory organization, is responsible for
providing first-line oversight of the investment management industry.
An OCIE official told us that SEC's inspection program now has enough
staff for examining =xisting investment compan:es. ’

With the availability of acditional inspection staff, SZC changed its
inspection objectives curing the 1990s. During fiscal years 1991
througn 1893, SEC*'s inspection pojective was to attain the jreatest
dollar coverage with the limited number of inspection stati years
available. With this :in mind, $EC directed its inspection staff to
concentrate on inspecting the 100 largest fund complexes and all
money market funds. SEC also directed its inspection staff to
inspect small and medium-sized fund complexes, if time was available
after this objective was achieved. SEC reported that the inspections
completed during these fiscal years were limited in sccpe, focusing
mainly on whether fund activities were consistent with the :
information disclosed to investors and whether funds accurately
valued their shares. SEC also reported that some activities, such as
fund marketing and shareholder services, were rarely scrutinized.

SEC revised 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 small 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 complexes that had not been inspected since 1390
and all new fund complexes formed during that year. Again, except
for fund complexes that had never been inspected, inspections were LO
be limited in scope, with an emphasis on portfolio management

activities.

Reflecting the increase in inspecrion staffing as well as the
significantly increased use of mutual funds by American investors,
SEC broadened its inspection objectives for fiscal year 1995.
Inspection starf were to begin doing comprehensive inspections of all
These comprehensive inspections were to include all
not just certain

been the case before 1%95. In addition,
0 inspect the S0 largest complexes on a I-year

cther .complexes on a {-year cycle.

fund complexes.
fund activities and cover all funds in a complex,
types of funds as had
inspection starf were
cyclile and :inspect all

Responding to suqgestions from field office staff members, SEC
revised 1rs inspecticn opjectives for fiscal year 1996.
Specifically, instead of reviewing the activities of all Zunas withi:

a complex on a set schedule, SEC offic:als decided that a more
efficient use of insgection staff would be to focus on those
activiz:ies and complexes that presented higher risks To :avestoIs.
€isld offices were to select for
with (1) a history of ccmpliance
aumber of investor comglaints,
IM's "wacrch lists,"\13

Using the following criteria, SEC
those Zunc ccmplexes
a sudden increase in
nce cn cne of the 21

em

inspection
problems,
{3) an apge

£ ) ot oty e

sion of
!5} length of time since
were given Jiscrerion In
SZC .nsgructea them IO
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lexamine all fund complexes at least orce every 3 vears. An SEC
official told us that a S-year inspection cycle was chosen on the
basis of feecback frem field office staff members and experlence with
varying insgection cycles over the years. Together, these factors
indicated that a maximum of 5 years between inspections allowed {or

the most cost-effective use of SEC's inspection sctaff. The official

also said that 5 years is the most time allowed between inspections

but that if inspectars considered a fund complex to present a greater
risk of having problems, it would te inspecied more freguently.

SEC did not change its inspection program objlectives for fiscal year
1997. However, SEC deferred routine inspections zhrough the end of
March 19¢7, wnhile the fileld offices Zocused exclusively on doing the
fieldwork Zor the soft-collar stuay. An SEC official told us that
for-cause inspections took precedence over the soft- dollar study
during this pericd. The official said that although using the
inspection staff to do the soft-dollar study would likely result in
fewer inspections being completed during fiscal year 1997, this would
not prevent SEC from meeting its overall coal of inspecting fund

complexes at least once every 5 years.

\13 The Division of IM develops several watch lists for particular
types of funds on the basis of characterist:ics that may indicate the
need for additional scrutiny by the Division of IM and OCIE.

DESPITE CHANGING OBJECTIVES,
SEC INSPECTED MOST FUND
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 which 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 S 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 complexes to inspect, were
responsible for inspecting 547 of the 757 fund complexes (about 72

percent) in SEC's database as of the beginning of fiscal year

1996.\1¢

As indicated in table 2, our analysis showed that between the

the end of fiscal vear 1996, these

beginning oI Iiscal vyear 1992 and :h

5 field orfI:ices complerec inspections of 493 of the 519 fund
complexes .about 33 percent! for which they were responsible.\16

Table 2 aiso displays the last year in which these 493 fund complexes
had been inscected. for example, of zhe 168 fund complexes that o
New York Iieic orfZice was responsible for inspecting, § were lasc
inspected 1n I:iscal year 1992. The zata show that the 5 field -
offices last inspected 40§ of the 519 fund complexes (about 79
percent) between the beginning of fiscal year 1994 and the end of

fiscal year 1996.
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Last Inspected for Five SEC Field
Offices, Fiscal Years 1992-96

Fund
cemplexes at

end of . Total fund
Field fiscal year complexes
office 1996 1992 1993 1994 1995 1996 inspected
Boston 2 G 19 16 25 18 78
Chicag 159 0 14 36 43 57 150
o
fort 30 0 8 3 10 8 29
Worth ’
New 168 4 26 44 63 23 160

York :

Philad 80 3 11 23 22 17 76
elphia
Total 519 7 78 122 163 123 493
Percen -- 1% 15% 24% 31% 24% . 95%
tage

Note: Although scme fund complexes were inspected more than once
during these 5 fiscal years, the data shown for each fiscal year
reflect only the last vear 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 more 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 each of the top 50 complexes about 3 times.

\14 Completed inspections included both limited scope and
comprehensive inspections.

\15 Of thé 547 fund complexes, 160 (about 84 percent) included mutual

funds. Some Oof these fund complexes were first established after

fiscal year 1992.

elim:nated 6 fund complexes determined to be inactive and

\16 We
another I2Z complexes that were not inspected by these field offices
because they were thne responsibility of another field office.

NVESTMENT COMPANY

HAS NOT
__________________________________________________________ Letter :4.4
The increass :n the number of SEC inspectors has not led to an
increase in Ine number of investment company inspections completed
@ach year. This tota. remained relatively constant, with the
inspection s averaging about 320 inspections a year since fiscal
year 1992.\17 Accor to an SEC official, the number of investment
Sompany Lnsceol os not increased because SZIC has used the

b ot stafling To expancd its coverage of investment

nCcrease oo

r
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more time on each .nvasiment

advisers. Also, incpectors spent”
company ihspection ~ue =0 (1} a need ¢ train newly hired inspectors,
(2) a change in how inspectors approached mutual fund inspections,
and (3) a change in how inspectcrs inspected fund administrators.

Generally, inspectors are to be cross-trained to inspect both
investment companies and investment advisers. Of the 10 field °*
offices ;that do investment comoany and investment adviser
inspections, an SEC cfficial sa:cd that only 2 field offices do not
extensively cross-train their inspectors to do both tyges of
inspections. Because the sam col of inspeciors :inspect both
investment companies and investment advisers, there 1s an ongoing
tracde-off in Znle numzer sf investment company nd iavesiment acviser
inspections completec Therefore, althougn nhe numoer of investment
company inspecftlions dene each year since fiscal year 1992 has
remained relatively constant, averag:ng about 320 a year (see table
3}, the number of investment adviser inspections completed has
increased from 614 in fiscal year 1992 to 1,446 in fiscal year 1996
The 1996 Act transfers to the states requlatory responsibility for
investment advisers that manage :ess than $25 million in assets, and
SEC expects the number of investment adviser inspections completed in
fiscal year 1997 to decrease partly because of the transition SEC,
has projected that it will increase investment adviser inspections 13

percent in fiscal year 1998.

the average time SEC inspectors spent on each
from about 164 hours
An SEC

Since fiscal year 1992,
investment company inspection more than doubled,
in fiscal year 1992 to about 376 hours in fiscal year 1996.
official attributed the increase in inspection time primarily to the
use of senior inspectors to provide on-the-job training for the large
number of new inspectors that were hired beginning in fiscal year
1994. The official said that it took longer to complete inspections
because the new inspectors were inexperienced 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 38 new inspectors 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 anc investment adviser examiners.
Although all new inspectors are to be fully trained, 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 frequency of once every 3.l years. SEC
reported that this inspection frequency, combined with more frequent
inspections of fund complexes that present above average risk
factors, provides adeqguate inspection oversight of mutual funds. An
SEC official said that inspecting fund complexes any more frequently
would not be an efficient use of inscection stafi.

inspecticnh was

1nCfease in time spent on 2ach
Sefore Ifiscal

ual fund inspections.
ted-scope inspeczions of the .00
oney

Another reason for the N
a change :n SEC's approach <o =us
year 1994, SEC primarily did "nz
largest fund complexes and all market mutual funds. In Ziscail
SEC directed its ins,ec‘a:s zo do cemprenensive
inspections of all fund types. SEC reported that these inspeczions
required more Cime Lo complete cecause inspectors were o review all
funds in the comglex. In Zfiscal vears 1396 and 1997,
use a risk-based approach o doing
2d inspectors to focus on fund
0 1avestors. As a result,
according to the types

year 1995,

accivities of
SEZC directed its inspectors o
inspections. These Inspeciions reaq
activities that presented higher risks

each inspection is customizec, :to some extent,
of activities of each func complex. Areas in which these risk-based
inspections may focus incluce gortioslic management, sSuch as trokerage
COmMMLSSICNS aNG CrinCilpal Trades: sales pracIices: .Lnternalil <ontroisg
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anc appropriateness of investments;

.
.
} classification, diversification,
. including funds' code of

and personal securitles transactions,
ethics.

SEC inspections of fund administrators also contributed to the
increase in inspection time. Administrators perform many of a fund's
key functions such as jkeeping the fund’'s books and records, filing
the necessary peports with SEC, helping the fund establish and
maintain cempliance procecdures and internal controls, and calculating
che fund's net asset value.\1Z Scme administrators perform these
functions for several fund complexes, which different SEC field
offices may be responsible for inspecting. Before fiscal year 1995,
inspectzors assessed the adequacy and approgriateness of services that

acdninistrators provicdea to funds as a part of their inspection of the
fund complex.’ As a result, inspections of administrators usually
focused on only a limited number of funds and did not always consider
all of the key functions. In fiscal year 1995, SEC began conducting
more comprehensive inspections of administrators that served more
than one fund complex. The inspections were to provide an adequate
test of all administratcr systems used in serving multiple mutual
These inspections involved larger lnspection teams and, on,

funds.
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 2B 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 investment trusts, and
insurance cempany sponsors of variable 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 héld 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

1993 through 1996, the number of deficiencies
found increased steadily. In fiscal year 1993,
inspectors Zound 1,281 deficiencies; in fiscal year 1996, the
ilnspectors found 4,713 deficiencies. To some extent, this increase

reflects the changes in the sccpe of SEC's inspections from primarily
largest fund

During fiscal years
that SEC inspeczors

doing annual, l:mited scope inspections of the 100
cempiexes and all mcney market funds to inspecting complexes on the
basis of tne risks they pose as well as the length of time since last
1nspected. Another reason for the increase in the number of
deficienc:es was a change in SEC's system for reporting deficiencies
after fiscal vear 1993. Spec:ifically, instead of reporting each
deficiency icentified at a fund complex as one violation, inspectors
were to begin reporting any systemic deficiencies as having been
“found in eacn individual fund within the complex. For example, if a
syvstemlc pricing problem was icentified at a fund complex that had
s1x funds, e inspecIor would report that six deficiencles, not one,

T
had been 1i1cen

-

mplex has failed to ceomply with

when insceciors f:ind that i fung com
The securiIi2?s laws, the ceficlency may relate to any of a-broad
4 2y oA
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range of issues, from recordkeeping to misrepresentations or other
sales practice abuses. According to SEC, if the ceficiencies found

are serious, such as when investor funds or securities are at risk,

the inspectors may refer the matter to the Division of Enforcement,

which would cecide whether to pursue an invest:gation and possible
enforcement acticn. If deficiencies are not referred to the Division i
of Enforcement, SEC sends a letter to the fund complex icdentifying

all the deficiencies inspectors found and requir:ng that they be

corrected. SiIC reguests that the fund complex respond to the
deficiency letter within 30 days by ;nforman SEC of wnat the complex

has done or plans to do to correc:t the problems :dentified. If no
deficiencies are

found, no further action L1s taren.

SEC reportec in 1994 that the mutual fund industry had generally been
free of major’scandal for the last 2 cdecades.\19 As shown in table 3,
during fiscal years 1992 through 1996, SEC referred deficiencies O
the Division of Enforcement in about 5 percent of the investment
company inspecticns. SEC addressec the majority of these
deficiencies by sending deficiency lecters to the fund complexes.

-

Table 3

Disposition of Investment Company
Inspections, Fiscal Years 1992-26

Disposit
ion 1992 1993 1954 | 1995 1996 1992-96
Deficien 235 240 244 261 254 1,234
cY (74) (73) {78) (75) (82) (77)
lecters
Enforcem 14 8 21 23 14 80
ent (4) {2) (M (7} (s) {s)
referra
ls
No 65 74 37 S3 37 2696
action (21) (23) (12} (15) (12} (17}
Other 2 6 11 11 -3 33 .
' {1 (2) (4) (3) (1) (2} ’
Total 328 313 348 308 1,613
(100) (100) (1C0) (100) {100)
Note 1: In acddition to dispositions of fund complex inspections,

include inspect:ions of

investcment company :nspections also
companies, Sgonscrs of unit

adminlistracers, pusiness development
investment Irusts, anc insurance company sponsors of var.able
Qf the 1,613 :inscections compleatad Detween

ar

insurance proauc: s.

fiscal years :997 anc 1996, 120 were rhese entities.

iaspeczions of
due o rouncing.

Note 2: Percent tczals mav not acdd zo 100

Source: S&eC.

Among the reasons SZC officials’citec for inspections net producin
more eniorcement reierrals were that (i) the Invesiment Zoﬂoany Act
imposes deta:led, substantive reguirements on The structure and
operations c¢f mutueal funds; (2) ::equenc inspect:ions by SEC
inspectors instill discipline in funds' operaticns; (3) the industry
generally supports streong regulact:en and strict cempl:iance with the
securities laws; {4) a self-regulatory organ:zaz:cn, JASD, secarately
reviews funds' sales literature; anc .S market concitiens have
7
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generally been Zavorable as the imaustry has grown. An SEC official
alsa saic that because violations of rhe [avestment Company AcCt

. typically do not invelve fraud or investor losses, these violations

generally are not remedied through enforcement actions. However, tne
official noted that, although many of the violations were
"technical,” they are still violations of the act that need to be

remedied, especially before the violationg become a major problem
that could cause investor losses.

\19 Personal Investment Activities of Investment Company Perscnnel,
Report of the Divis: of I¥, 52C, Sept. 1994.

.

SEC SELECTIVELY REVIEWED
DISCLOSURE DOCUMENTS
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SEC's responsibility for ensuring that mutual funds comply with .
applicable disclosure requirements has become particularly important
because of the increasing number of mutual fund investors. Many of
these investors may ke investing for the first time and may not be
sophisticated in legal or financial matters. SEC's disclosure review
staffing level has remained relatively constanc during fiscal years
1990 through 1996. However, despite receiving an increased number of
documents tc¢ review since 1994, SEC officials said that by
selectively reviewing mutual funds’' disclosure documents, staff

members have been 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 documents filed
by mutual funds include initial registration statements, amendments
to registration statements, proxy statements, and periodic reports.
Initial registration statemencs have three parts: (1) a prospectus,
which must be provided to every fund investor and includes
information about a fund's invescment objectives and policies,
investment risks, and all fees and expenses; (2) a statement of
additional :nformation, which contains more detailed information on
all aspects of the fund and must be provided upon request to fund
investors; and (3) other information required to be in the
registration statement, including copies of a fund's contracts with
its various serwice providers. Amencments to registration statements
are filed whenever imporrtant informat.on in a mutual fund's original,
effective registration statement has changed. Mutual funds are also
required to annually Zile amendmencs updating their financial
information. Most of the disclosure documents that 35EC receives are
amencdments. ProXy statements are to e filed wnen a muctual fupd is
consicering an.event that requires shareholder approval before taking
4Cction, SUSh 35 changlng its investment policies and cbjectives or
merging with another fund. Pericdic reports primarily contain
statistical ZJata acout a mutual fund, such as the fund's assecrs,
expenses, portiolic turnover, and tvpe of investments. -

iled oy aucual funds are subject o review

and comment Ty staii in 3EC's Division of IM. However, to focus on
those Ifilings that are most in need of review, Division of IM stafs
members selectively review the disclosure documents SEC receives. In
fiscal year 1996, SZC received a total of about 30,000 disclosure
documents Irem all types of investment companies, including mutuzal
funds, wh:ich was an almost 9-gercent iacrease since fiscal year 18%4.
SEC officials zecid s =nas tomplerely reviewing ail of zhese '
170r 26 11/25/97 12:21 PM



information. The officials also said that a complete review would be
an inefficient use of SEC's lim:Ted resources. I[nstead, SEC's

disclosure review process is intenced to ensure that SEC's review
1n disclosure documents as well as filings

{ ) cQocuments is nct necessary because many of them contain regetitive
f .

1
)

focuses on new information
that contain material changes.\20

] )
SEC procedures specify that routine filings, presenting no novel

questions of law, need not be targeted for review. For example,
initial registration scatemencs f:iled by mutual funds that are

members of the same fund comgplex arce similar to previous filings by
other funds in the complex. That is, even though certain funds :in a

complex may have different investment objectives and techaiques,

the.r prospectuses often contain sinailar disciosure information

regarding othér aspects of the funds' orerations, such as procedures
for share purchase and recdempt:ion and the descriptions of the
investment adviser, underwriters, transfer agent, and officers and
. directors. In these instances, the funds' initial registration
statements often include disclosures from previous filings that
already been subject to SEC rev:ew and comment. Because SEC
considers that reviewling these cisclosures again would be redundant,
it focuses its review on more substantive information in the filing
§ by identifying what information is new. SEC officials said that fund
v counsel generally initiate requests for selective review and indicate
to SEC which parts of the filing have already been reviewed. SEC's
isclosure review staff can also identify situations in which a
selective review can be done and are to alert fund counsel to that

option.

man

had

SEC also selectively reviews amendments to registration statements so
that only material changes routinely undergo staff review. Similar
to initial registration statements, many matters in an amendment may
already have been considered by staff members in processing other
filings by that fund. To focus SEC's disclosure review on
significant changes, mutual fund counsel represent to SEC whether
changes contained in an amencnent are considered material.
Amendments that contain only nonmaterial changes may become
automatically effective without SEC review.\21

Examples of nonmaterial changes include bringing a fund's financial
statements up-to-date, changing the fund's phone numbers, and
increasing the number. or amount of securities proposed to be offered.
According to SEC officials, most amendments filed by registered
mutual funds contain nonmaterial changes and, therefore, are not
routinely reviewed. In contrast, they said that amendments

; containing material changes are routinely reviewed with a focus on

i the disclosures that have chanced.

eports also undergo a targeted review
drements covering nonroutine matters,
Icr review; although more rout:ine

;.:p: al of a mutual fund's auditors,

Proxy statements and periodic
by SEC. Scec:ifically, proxy s
such as a merger, are zargeced

proxies, such as the standard a ov

are not. Of cthe periodic reports recerved, SEC only reviews the
attachment to the second of two semiannual reports that most mucual
funds file every vear. The attachment s the fund auditor's report
on the mutual funa’'s ilnternal contrelis.

Table + shows SEZC's coverage of .nvesimenl company disclosure
documents for Iiscal years 1994 utnrcoch 1996.\22 During this period,
SZC devoted an average of s34 staif years to reviewing these
cdocuments. Although the total gercentage of disclosure documents
reviewed over these years averagecd about 31 percent, the breakaown of
documents reviewed indicates that SEC dedicated izs disclosure staff
To reviewing those Jocuments most Likxely o have new or materiaily
Jifferent rnicrmacion. for examcle, tne data show that SZC reviewea
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a high percentage of initial registracion-and proxy statements each
year, reflecting the greater possibility that these filings would
contaln new or materially different information. Ffurthermore, SEC
reviewed at least 93 percent of the initial registration statements
filed by mutual funds for each of these years. [n contrast, SEC
reported that its staff members reviewed between 12 and 15 percent of
the amendments SEC received each year, reflecting the high number ot
these filings that would contain nonmaterial changes.

Table 4
SEC Coverace of Investment Zomgany
" Disclosure Documents, fiscal Years 1994-
96

(fiscal year)

Disclosure document 1994 1995 19396
Initial registration statements

Filed 2,570 2,321 2,410
Reviewed\a 1, 605 1,570 1,500
Percentage reviewed 62% 68% 75%
* Initial mutual fund registration statements

Filed I,040 819 611
Reviewed 960 755 761
Percentage reviewed 93% 93% 94%
Amendments

Filed 16,388 15,258 . 16,864
Reviewed 2,008 1,859 2,494
Percentage reviewed . 12 12% 15%
Proxy statements

Filed 624 711 750
Reviewed 579 595 662
Percentage zeviewed 93s g84% 89%
Periodic reports

Filed ) 8,200 9,500 10,000
Reviewed . 5,130 4,750 <,200
Percentage reviewed - s0% 50% 30%
Total disclosure documents\b

Filed 27,382 28,060 30,32s
Reviewed 3,342 3,774 3,965

30% 313 333

Percentage reviewed

\a The number of initial registration sctatements reviewed incluces
those submitted by open-end (mutual funds), closed-end, and ualc
investment trust portiollios. .

number of disclosure cocuments filed and-reviewed

\b The total
tncludes the initilal registration staltements, amendmnents, pProxy
statements, and periodic reports. The numser of iaitial mutual func
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.

“reqxscrat;on statements filed and reviewed is included as a subset of
che initial registraticn statements.

Source: SEC.

SEC officials told us that, because they already review the most
important disclosures, additional staffing would not necessarily be
used to increase the number of filings reviewad each year. Insceac,
the officials said they could use more resources to help them in
related disclosure acs:ivities, such as helping mutual funds improve
and simplify prospectus language and performing long-range strategic
planning. However, SZT offic:als also said that & current rulemaking
projecsc could substancially affect, at least for the short term,
SEC's aopility ©C malntain aceguate review coverage of disclosure
documents. Sdecifically, .the proposed rule would substantially
revise the registration form and crospectus requirements for muczal
funds. During the initial implementation period of the proposed
rule, SEC does not plan o use :ir selective review procedures Ior
initial registration statements or amendments because it would need
to ensure that mutual funds are ccmplying with the new disclosure
reguirements.\23

\20 Material changes include disclosures that are significantly
different from those disclosures previously made by the investment
company in its most recent filing of the same kind.

\21 Rule 485(b) (17 CFR230.485) permits amendments filed by
registered mutual funds that contain enumeracted routine or
nonmaterial changes to become automatically effective on the date the
amendments are filed with SEC or on a later date, designated by the
fund, that 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 in some
instances. For example, after SEC reviews a fund's revised
registration form, all funds within the same complex can request &
selective review of subsequent filings using the revised form.

SEC'S OTHER REGULATORY

ACTIVITIZS EINABLED THE INDUSTAY
TO EVOLVE WITHOUT MAJOR
LEGISLATIVE CHANGES . -
____________________________________________________________ Letzer :®
SEC's Civision of IM .s also resconsible feor other regulatory
acc.vities, which include responcing zo reqguests for exemptions from
the requ:rements of zhe Iavestment Company act, rulemaking, and
providing interpretat:icns of applicaple laws and rules through
iLssuing intergretive and letzers.\Z4 -
Accorcing te 3EC offic:a are a primary way of
allowing the : stry zo le continuing to protect
nvestors. DJuring fiscsa 1993, staff years for
these regulatory activic 5 percent. However, Zrem
the end of Iiscal year ! iscal year 1996, stafiing
imest s o s said that this
@ sccurs 3fs memters often pursue
eaE=2a oV invescment managenmnent

f
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inqustry. Theyialso said that additional staff could helc them keep
pace with industry developments and be more proactiwve in 'dentl‘ylng
and reacting to industry changess

\24 A no-action letter is a request from investment companies and
investment advisers that SEC staff react to a particular set of
circumstances or facts as outlined in the lerter by incicating
whether the Division of IM would recommend taking an enforcement
action if those circumstances were Lo occur.

ZXEMPTIVE ORDZAS ENABLE SEC
TO ADAPT ITS REGULATION TO

INDUSTRY CHANGES
Letter :6.1

The Investment Company Act and the Investment Advisers Act allow SEC
to issue orcers granting exemptions from one or more provisicas of
these acts, or from rules issued by SEC uncer these acts. Congress
gave SEC this authority to prevent the acts from being unculy
restrictive. To grant an exemption, SEC must find that the exemption
is necessary or appropriate in the public interest, is consistent
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 applicant. However, 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 a rule granting
exemptions to all funds that can meet the conditions.

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 requlation 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. For example, in the 1970s, SEC first allowed trading of
money market mutual funds through exemptive orders. These funds used
specialized 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 multiple classes of shares with different fee strucctures.
the 57 years since thé Investment Company ACt was enacted, Lt has
been amended significantly only twice--in 1970 and again in 1996.

in

In a 1992 study of investment company regulation,\25 SEC reported

that many responses to its 1990 request for comments on refcraing

investment ccmpany reguiation concained complaints that the process
" for obtaining an =axempi:ive order took too long. In 1995, SZC°s

Office of Inspector General (OIG) studied the exemptive order
process, giving particular attention to its timeliness. _The OIG
found that, although the process was essentially sound, many outside
attorneys were stliil Jissatisfied with how iong SEC took o process

exemptive appllications wnen novel or complex issues were invoived. -
The OIG made several recommendations to improve the process,

including a recommencaticn that, Z“or applications with these types of
issues, the Division oI IM modify its guiceline requiring initial
comments on ail applications within 45 davs.\26

Although the Division of IM's response to the OIG's report agreed to
adopt most oI the recomn nda:ions, it did not agree that changing

this existing +S-day guicdeline for novel or complex aggi:cations

would snorien nhe amount 2I Iime spent reviewing those apciicaticens.

S
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The Div:ision's response explained that these applications generally
rake longer to review because of the potential effect significant
‘changes to policy may have on the industry and investors.
Nonetheless, in its response, the Division agreed (0 monitor the
progress of complex applications more closely and continue to strive
o meet its 45-day initial comment period for all applicat:ions.

i

According to SEC data on all eixemptive applications processed during

fiscal years 1994 through 1996, SEC processed about 10 percent more

applicacions in fiscal year 1996 than it processed in the preceding 2

Fiscal years. Althougn SEC reduced irs sacklog of pending

applications during fiscal year 1996, at the end of tnat fiscal year,

the number of applicati-ns not acted on within <5 days nac more cthan
. doublec Zrcm the enc of fiscal year 1995. According to an SEC

officral, the'latrer increase was due to a loss of staff near the 2nd
_of fiscal year 1996.

\25 Protecrzing Investors: A Half Century of Investment Company
Requlacicn, Division of Investment Management, United States

Securities and Exchange Commission, May 1992.

\26 To prevent a disproportionate amount of staff time from being
spent on routine applications, in part to increase production as well
as process applications within the 45-~day time.frame, the OIG
suggested that the Division of IM either provide a different

timetable for complex applications or set appropriate due dates for
complex, 1lndividual applications.

SEC SHAPES MUTUAL FUND
REGULATION THROUGH
RULEMAKING

———————————— Letter :6.2

SEC issues rules and requlations that implement the provisions of the
securities laws. Through rulemaking, SEC develops rules relating to
(1) the disclosure requirements that are applicable to investment
companies ancd investment advisers and (2) the Investment Company ACt
and the Investment Advisers Act. Rulemaking involves constantly
reviewing how well the various rules that SEC has adopted are
working. SEC often consults with industry representatives and others
affected by the various rules and reviews their suggestions to modify
rules. For =xample, an SEC official told us that, in Its efforts Lo
develop rule changes regarding fund disclosure requirements, SEC (1)
sponsored focus groups with fund investers, (2) reviewed
industrv-sponsored surveys on investors' views of fund disclosures,
and (3) enccuraged cemments Zrom individual investors on ways O
improve mutual funds’' risk disclosure :im-April 1995. Of abour 2,700
L receivea, abcut 2,600 were from individuals.

comment L2020

When SEC rulemakzng staf?f find that a particular rule does not aprear
to ke achieving its objective or is burdensome in relation o 1tS
benefits, the staif memcers are o gresent the problem to SEC
Commyssioners, wno then may consicer modifvying the rule. SEC gives -
advance gubliz notice of propesals to adept new or amended rules and
allews time for interested members of the public to comment cn the
progosals. At the cenclusion 9f the comment period, stafi members

are to analvze the comments and prepare a summary of their analysis
for zhe Commissicners 0 consider when determining whether any
fizations TO existing rules are warranted. Proposals approved Dy
iss.coners take 2ffect as final rules, usually within a
2r puzlization in the feceral Register.

22026
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In adaition., .f SZIC recelves several very similar requests for an
exemption from a particular provision, it may .ccnsider promulgating a
rule to codify the exemption. To determine if an exemptive rule !s
needed, the rulemaking staff are to consider whether the exemption
should also be applicable to other entities. As previously
discussed, money market funds were first allowed to trade through a
series of exemptive orders beginning in the 1970s. These orders were
later codified into a gule. According to SEC, the exemptions granted
and the subsequent rulemaking were critical to the evolution and

_success of money market funds.

In recent ears, much of the Division of IM's discl
rulemaking has Zocused on improving muctual funa £ro
example, Iwo maj;or rule proposals focusec on making prospecrtuses more
understandablié o investors. The first rule prcposal would update
and streamline the full prospectus that mutual funds are required toO
provide investors. It also would improve the risk disclosures
required to be mace in the prospectus. The second rule proposal
would allow investors to purchase shares of mutual funds solely on
the basis of information contained in a summary prospectus called a
“fund profile."\27 The fund profile provides a summary of the
essential information about a mutual fund by addressing nine items in
a guestion-and-answer format. On March 10, 1997, SEC published these

proposed rules in the Federal Register.

osure-oriented
s

c
rospectuses. I0r

A number of rulemaking efforts regarding the Investment Company ACtT
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 Act
initially required SEC to issue rules by April 9, 1997, that (1)}
separate the regulation of investment advisers between the states and
SEC based on asset size and (2) exempt certain private investment
companies from SEC requlation. 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
exempting certain private investment companies from SEC regulation

was effective April 9.

The 1996 Act also gave SEC additional authority in several areas that
will require other rulemaking. For example, the 1996 Act (1) gave
SEC additional 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) allowed SEC to
require investment companies to file information more ZIrequently than

quarterly to keep information in investment companies’ registration

statements current. According to an SEC official, several of SEC's

ongoing rulemaking erfforts, such as proposed rules on personal
trading, the use of foreign custodians, and limits on purchasing
securities Irom an affiliated underwriter, have been delayed because
SEC’'s first priority is to complete the implemencing rules for the
1996 Act. OCOn Marzhn 10, 1997, SEC cublished its propesed rule on Zund
names in the federal Reglster. -

ds that SEC's rulemaking function has been
by high staff turncver and, as a result, SEC has
ncad staff in the rulemaking area than it desired.

SEC offic:rais 1
affected :n the o
. .

5]
mn

UL MO

had more :nexcer

In acddition, the Jirector of the Division of IM estimaced that the

1996 Aact is likely to increase the division's worklocad by about 30
TaaT

'
3

percent

\27 The
intendec

summany

= prospectus. SEC
an easy-to-read
including the _fund's
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SEC issues no-action letters in response to requests for its scaf*l
views on whether they would recommend enforcement action
the particular facts and circumstances outlined in the request Wer
ion letters do not make rulings on whether the

members'

to occur.

No-act
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SEC officials told us that the letters are an effective
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particular circumstances are legal or illegal--the letters only state
whether the Division of IM staff would or would not recommend ar

enforcement action to the Commission under those specific
unlike exemptive orders,

circumstances.

Consequently,

no-action

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 as
precedents binding SEC. -

An SEC official

told us that no-act

ion letters promote voluntary

compliance with the securities laws because the letters inform not
only the requester but others as well about the likely legality of a

particular proposed transaction.

provided no-action assurances to a mutual fund that wanted to
in its prospectus performance information relating to another
olio manager had previously managed.

thart its portio

For example

.

Division of IM

starff
incluce
funa

The staff's

no-action assurances were based on specific representations made is

T

that during the portZolic manager's tenure in

the request (1}
managing the other fund, no other person had played a significant
part in achiaving at fund's perfcrmance anc {2) zhat the

periorn: ;SfO’“at;“n woula nct oe gresented 1 the “fospec:us o3
misleadin manner, nor would that information impece investors'
understanding of required prospectus informatcion.
SEC issues :nterpret:ve letters :n response -0 requests for ics
staffs' views cn whether the requester has interpreted and agpliec a
particular statuce or rule correctly o a particular set of facts or
circumstances. According to an SEC official, interpretive letters
differ from no-action letters because, rather than simpiy stating it
would no: recommencd an enforcement acticn, the Division of I[M agre=2s
that the statute or rule in guesticn permits the proposed
transaccion Again, SEC officials view int2rpretive lectters as 2
means of Iin ming the investment management indusiry about how che
laws are ilv ze:ng appiliec.
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#hile the Investment Company Act requires that SEC.respona to
requests for exempilons, responding to requests for nb-action and
interpretive letters-is a discretionary role that SEC has had in
place for several cecades. According to SEC data,
responded to 2,643 requests for no-action and interpretive advice
during fiscal years 1993 through 1996. Although the number of
no-action and interpretive responses increased each fiscal year

during 1993 through 1995--620, 674, and 747, respectively--the number

decreased to 602, or about 19 percent, in fiscal year 1996. SEC
reported that this decline was a result of its staff having spent
time during fiscal year 1596 providing technical assistance to
Congress on & number 2f provisions of the 1996 Act and other

legislation.

CONCLUSIONS

SEC has responded to the challenges presented by-the growth in the
mutual fund industry through increasing its inspection stafiing and
adjusting the focus ol its oversight activities. The effectis ot
these responses cannot be separated from other factors, such as the
feauirements of the Investment Company Act, industry support for

ict compliance with securities laws, and favorable market
cond;tlons, that may have contributed to the industry remaining
generally free of major scandal. However, the continued
proliferation in the number and type of funds. offered, the industry's
use of increasingly cemplex products that may be difficult both to
value and to trade during falling markets, and the increased rellance
by millions of Americans on mutual funds as a source of retirement
income make it imperative that SEC's efforts to protect mutual fund
investors agalnst abuse continue to be a priority.

AGENCY COMMENTS AND OUR
EVALUATION

We reguested comments on a draft of this report: from the Chairman,
SEC. In response, the Chairman stated that the contents of our
report provide a detailed and accurate description of SEC's program
for inspecting and requlating mutual 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 industry growth can influence the resources needed CO
oversee the industry. However, in determining the extent to which an
increase in resources would be the most effective response to rapid
industry growch, SEC mayv also be guided by the results it achieves
from the program goals ind performance measurements that it 1s
cdeveloping pursuant Io zne Government Performance and Results Act
3 !GPRA). In July 1293, Congress passed GPRA to improve the
icrency ancd erflectiveness of federal programs by es;abllshing a
system to set goals fcr program gerformance and to measure results.
GPRA girected all fecerzl agencies, including SEC, to develoo Dy

or

2 - - D
September 1997 long-range strateg:ic goals and the measures they will
use tO jauge their progress tcward achieving these goals. GPRA
requires zhat agencies report annually to the President and 0
Congress on thelr ceriormance anc progress toward meeting their
Jcals These annual reports are. intenced to be used by Congress anc
SEC zo assess what SEC is accomplishing with its mutual Zund
oversignt rescurces and whether acditional resources are needed.
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We are sending copies 2¢ this report to the 52C Chairman and other

interested parties upon reguest. This report was prepared under the
direction of Michael A. Burnett, Assistant Director, Financial

Institutions and Markets Issues. Major contributors o this report

are listed in appendix II. Please contact me on (202) 512-8678 1if ¢
you have any questions concerning this report.

-

Jean Gleason Stromberg
Director, Financial Institutions and
Markets Issues

{(See figure in printed ecition.)Appendix I
COMMENTS FROM THE SECURITIES AND -
EXCHANGE COMMISSION

AR MM T RN Y IR S EOCSSooSNsSsTmsossoSsssssamSssss=sSsss=s=s Letler
MAJOR CONTRIBUTORS TO THIS REPORT
o e X M S R SN E S S CESamcSSoT¥aImzaRssss=sssSssosssz=s A0PendlX Ir

GENERAL GOVERNMENT DIVISION,
WASHINGTON, D.C.

rank J. Philippi, Assignment Manager
Suzanne Bright, Evaluator-in-Charge
Darleen A. Wall, Evaluator

*** £nd of document. ***

{
I Michael A. Burnett, Assistant Director
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