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Preface 

'Ihe Federal securities laws OCIministered by the Securities and 
Exchange o:mnission were designed to protect the interests of investors 
and of the general ptblic . 'Ihese laws require that those ...no deal wi th 
the p.Jblic observe high standards of conduct. 'Ihe o:mnission has pro­
mulgated rules under the securities laws to assist in carrying out its 
regulatory and enforcenent resFOnsibil ities. 

The manual was canpiled by staff manbers of the regional offices 
along with staff menbers of the Division of Investment Managenent for 
the guidance of the staff engaged in investment canpany examinations . 
The manual does not cover all FOssible or probable situations that may 
arise. It does, however, set forth a wide range of areas and procedures 
with ...nich the examiner should be familia,. 

It must be emphasized that the procedures detailed in the manual 
should be carried out only ...nere a;:propriate. If, during an examination, 
an examiner uncovers matters of particular significance, he/she should 
reFOrt them pranptly to his/her immediate superviror ...no will then give 
sp'cific instructions as to further proce:lures to be followed. 

An examiner must have sufficient knowledge, alertness and imagina­
tion to recognize "danger signals" and "red flags" ...nich may disclose 
weak sFOts in a firm and FOssible violations of the securities laws. 
He/she must alro FOssess the ability to follow through and develop all 
facts necessary to sllpFOrt violations. The manual has been designe:l 
to FOint out many danger areas, close scrutiny of >hich may be prcx:luc­
tive of significant information leOCling to a recai"endation for enforce­
ment action or a referral to self-regulatory bcx:lies or state and local 
goverrrnental agencies . . 

'Ihe manual includes discussions of various Federal securities 
laws and o:mnission !egulations as they awly to investment canpany 
activities. The discussions are not intende:l for use as definitive 
statements of law but are include:l only to assist the examiner in 
understanding generally the sp'cific requirenents involve:l. In summary, 
the manual provides ·canprehensive and imp:>rtant guidelines to the 
examiner ro that he/she will be alert in recognizing p:>ssible violations 
of the securities laws am rules thereunder, am will be able to uncover 
and develop p'rtinent and significant information fran an examination 
of the books and records and operations on ...nich to base a recatuiema­
tion for further action. 

It should be clearly understocx:l that this manual should be use:l 
only as a guide. It does not necessarily contain official p:>sitions 
or inte~retations of the Commission or any of the Divisions of the 
Commlsslon. 

( iv) 
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FA 1. SA • D AND GENERAL I NSTRlJCrrOOS 

1. lE. IU PI' IOO Of' AN INVES'll'l ENI' COI PANY 

1.'he definition o f an investment canpany for purpr so ' 'es ':t. 
pliny Act of 1940 ("Act") is contained in Section 3(a) E the t. 

3(b) , 3 (c ), am 6 (c) describe sfecific exceptions fran t definiti l: 

exenptions fran the Irovisions of the Act • 

An important distinction beb.een an investment pa y am other fo .~ 
of ente rprise is that an investment canpany is p:- imaril e. a: Ed in, r 
p:-oposes to en:.Jage Irimarily in, the business o f i nvesting, rei v sti , !' 

tra:Hn:.J in securities, other than through =ntrolled stirid iaries . 

\~en canpanies are en:.Jaged in the business of inve. tirg, tra:H 
h::>ld ing securities, but, in crldition, are ergaged in 0 ,r tiviti 
detailed analysis is required to determine Mlethe r or not s 'h 
the definition of an investment canpany. 1/ The p.irp:>se of s a an •. 
is to determine Mlether or not the Irimary activities of the CO'\f:"ul}' 
of an investment canp3.ny. Many factors must be =nsidered but , in , 
a major determinant is Mlether or not a stDstantial portion of a co ''P' n ' s 
assets consist of securities. 

In making soch an analysis, it is important to note the disti 
beb.een the IrOlTisions of the awlicable statutory definition . 'Ih 
important are contained in Sections 3(a) (1) am 3(a) (3 ) as mooifie:3 
Sections 3(b)(1) am 3(b)(2). y 

y 

The fertinent p:-OIT isions of Section 3 (a) are as fol ow'S : 

Sec. 3. (a) ~en used in this title "investme nt 
canp3.ny" means any issuer Mlich --

(1) is or holds itself out as beiN] eN]aged 
primarily, or Ir0POses to engage primarily, 
in the business of investing, reinvesting , 
or traliNJ in securities; (lrlderlining alded 
for emPhasis) . • • 

See Apfemix I-A, "The Incrlvertent Investment Conp:my" for detail s as 
to the awlications of Section 3 in soch cases. 

Section 3 (a) (2) defihes a face amOlmt certificate canpany to be an 
investment canpany. Inasnoch as there are only 5 active face ClnOlrlt 
certificate canpanies registered, we are devotin:.J relatively little 
discussion in this manual to soch canp3.nies • 
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(3) i s e r>:jagErl or (Xoposed to er>:jage in the busi­
ness of investing, reinves ting, owning, holding, 
or tra::1ing in securitie s, ard owns or t;:rop::>ses 
to acqui re investment securities having a vallE 
exceedir>:j 40 per centum of the value of such 
iss oor' 5 total assets (exclusive of G:Jverrrnent 
securities am cash items) on an unconoolidat.ed 
basi s . ( tnderlinir>:j a::ldErl for empoasis) 

As used in this section" investment securities" 
includes all securities except (A) Goverrment 
securities, (6) securities issued by employees' 
securities canpanies, and (C) securities issued 
by maj ority-a..nErl soosidiaries of the owner which 
are not invesbnent canpanies. 

Sec. 3(a)(1) describes the orthodox investment canpany. 'Ib meet this 
de finition, a canpa.ny' 5 pr-imary activity must be in the business of investi oo , 
reinves tin:j, or tra::lin:j in securities. Note that the definition uses the J 

term "securities," \o.f)ich has a rather brocrl meanin:J arrl is ciefine:1 in 
Section 2(a)( 36) as follows: 

"Security" rreans any not, stock, treasury stock, 
bond, debenture, evidence of irdebtedness, certi­
ficate of interest or participation in any profit­
sharin:J agreenent, collateral trust certificate, 
preorganization certificate or st.i:>scription, trans­
ferable share, investment contract, voting-trust 
certificate, certificate of defDsit for a security, 
fractional undivided interest ,in oil, gas, or other 
mineral rights, or, in general, any interest or 
instrunent canrronly known as a "security," or any 
certificate of interest or participation in, tern­
PJrary or interim certificate for, receipt for, 
guarantee of, or warrant or right to sooscribe to 
or purchase, any of the foregoin:j. 

'!he term encanpasses corporate stocks and bonds, certificates of deposit 
and other short-term investments, pranissory notes, guarantees of indebte<l­
ness, investment contracts, votin'3 trust certificates, aoo many other forms 
of evidences of interest, sane of W1ich need rot even be in lNritin::J. 

On the other harrl, Section 3 (a)(3) states that if forty per cent of the 
vallE of a cantany's total assets consist of "investment securities" as 
definErl, the canpany may be an investment canpany. '!he fDrtfolio need not 
be active ~ '!he term "investment securities" is used here arrl means all 
securities except Government securities, securities issued by employee s' 
securities canpanies and securities issued by majority-a..nErl soosidiaries 
of the owner that are not investmentcanpanies. Note the use of the ""ros 
"holdin:j" and "ownin:j" which are not used in 3(a)(1). 

• 

• 

• 
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PIIRT I. BACKGROUND AND GENERAL INSTRUCTIONS 

1. mSCRIPrION OF AN INVES'lMENl' CQoIPANY 

'l"he definition of an investment canpany for puq::osp.s of t he Inves tme nt 
Ci::rnpany Act of 1940 ("Act") is containe:l in Section 3(a) o f the Act. Sections 
3(b), 3(c), and 6(c) describe specific exceptions from the definition or 
exenptions frcm the provisions of the Act. 

M imp:1rtant d istinction be~en an invesbnent canpany and other forms 
of enterprise is that an investment ccmpany is primarily eng"'1e:l in, or 
proroses to enJage IX'irnarily in, the business of investing , reinvesting, or 
trading in securities, other than through controlle:l stbsidiaries. 

When canpanies are ell3aged in the business of investiIl31 tra1lnj, o r 
oolding securities, but, in a1dition, are engaged in other activities, a 
detaile:l analysis is require:l to determine ..nether or not such ccmpany meets 
the definition of an investment ccmpany. 1/ '!he p.lq:ose of such an analysis 
is to determine ..nether or not the primary activities of the ccmpany are those 
of an investment canpany. Many factors must be considererl but, in most cases, 
a major determinant is W1ether or rot a stDstantial [:Ortion of a canpany 's 
assets consist of securities. 

In making such an analysis, it is imp::lrtant 'to oote the distinctions 
between the provisions of the awlicab1e statutory definitions. '!he most 
imp:>rtant are containe:l in Sections 3(a) (1) and 3 (a) (3) as modifie:l by 
Sections 3(b)(1) and 3(b) (2). £/ 

y 

'!he pertinent provisions of Section 3 (a) are as fo1ows: 

Sec. 3. (a) \'hen used in this title "investment 
canpany" means any issLer which --

(1) is or holds itself out as being eng"'1e:l 
primarily, or prOfOses to eng"'1e primarily, 
in the business of investing, reinvesting , 
or trading in securlties, (underllnlng adde:l 
for anphasis) • . • 

see Ap~n:H.x I-A, "'!he Incdvertent Inves bnent Canpany" for details as 
to the awlications of Section 3 in such cases. 

Section 3 (a) (2) defines a face amount certificate ccmpany to be an 
irivestment ccmpany. InaS1\uch as there are only 5 ac tive face amornt 
certificate ccmpanies registere:l, we are devoting relatively little 
discussion in this manual to such canpanies. 
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(3) i s ergaged or (Xop:>sed to ergage in the bus i­
ness of investing, reinvesting , owning, holding , 
or trGding in securities , are owns or [XofOses 
to acquire investment securities hav irg a val ue 
exceedirg 40 per centcun of the value of s uch 
issuer ' s total asse t s (exclusive of Q)verrrnent 
securities arrl cash items ) on an unconsolidated 
basis . (underlining a:lded for emphasis) 

As used in this section" investment securities" 
includes all securities except (A) Q)verment 
securi ties , (8) securities i ssued by employees ' 
securities canpanies, arrl (C) securities issued 
by major ity-owned s ubsidiaries of the owner which 
are not i nves tment canpanies . 

. ~c. 3(a) (1) describes the orthodox investment canpany. 'Ib meet th is 
de~lnltl,?n, a canpany ' s (Ximary activ ity must be in the business of investirg , 
reInves tIng, or tra:l ing in securities . Note that the definition uses t he 
term "securities , II which has a rather breed meaning and is ciefined in 
Section 2(a)(36) as follows: 

"Securityll means any not, stock , treasury stock, 
borrl , debenture, evidence of irrlebtedness , certi­
f icate of interest or participation in any profit­
sharirg agree1lent, collateral trust certificate, 
preorgan ization certificate or st.Dscription , trans­
fer able share, investment contract, votirg-trust 
certificate , certificate of dep:>sit for a security, 
fractional undivided interest in oil, gas, or other 
mineral rights, or, in general, any interest or 
instrunent ccrruronly kn(}\o,tl as a "security," or any 
certificate of interes t or participation in, tern­
p:>rary o r interim certificate for, receipt for, 
guarantee of, or warrant or right to subscribe to 
or purchase, any of the foregoing. 

'!he term encanpasses corp:>rate stocks arrl borrls, certificates of de;:osit 
arrl other short-term investments, pranissory notes, guarantees of irrlebted­
ness , investment contracts , votin:J trust certificates, and many other forms 
of evidences of interest, sane of Itlich need not even be in writing. 

()) the other harrl, Section 3(a) (3) states that if forty per cent of the 
valLe of a canpany' 5 total assets consist of "investment securities" as 
defined, the canpany may be an investment canpany . '!he ;:ortfolio need rot 
be active . '!he term" investment securities" is used here am means all 
securities except Government secur ities , securities issued by employees' 
secur it ies canpanies arrl securities issued by majority-owned slbsidiaries 
of the owner that are not investmentcanpanies. N:>te the use of the ""tUS 
"holding" and "own in<] " which are not used in 3 (a) (1). 

• 

• 

• 

• 
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Section 3 (b) (1) is designed to exclule th::lse canpani£s which have a s lb­
stantial po~tion of thei~ assets in securities but which M e frima~ily e ng'"lal 
in other activities. Section 3 (b) (2 ) has SimilM purposes but requires a 
Conmission order . Section 3 (b)(l) read s as follows: 

N:ltwi thstard ing paragra!t> (3) of stbsection (a), 
none of the fOllowing perrons is an investment 
canpany within the meaning of this title: 

(1) Any issuer frimarily eng'"lal, directly or 
throu:jh a whollyownal stbsidiary or stbsidiaries, 
in a business or businesses other than tha t of 
inves tirg, reinvestirY3, owni.n:J, holding, or trirl­
ing in secur i te 5 • • . • 

'!he most important factor in the determination of whether or not a 
canpal)y is frimarily eng'"lal in a business other than that of an investment 
canprany is the ratio of securities to total assets . Another irTq;ortant 
factor may be the ratio of security incane to operatirq revenlE:. 

In making a financial analysis fOr the purpose of determining whether 
or not a canpany is an investment canpany as defined, the term "vallE" as 
it a~ars in various .Parts of Section 3 should be given the meanin;J 
intendal by Sectio n 2(a) (41) .tlich reads in part as follows: 

"ValLE , " with respect to assets of registere:3 
investment canpanies . . . means -

(A) as used in Sections 3, 5, and 12 of this 
title, (i) with ~es!",ct to securities ownal at 
the end of the last frecaling fiscal quarter for 
which market qt.X>tations are readily available, 
the market value at the end of such quarter; 
(ii) with res!",ct to other securities and assets 
ownal at the end of the last frecaling fiscal 
quarter, fair value at the end of such quarter, 
as determined in gco:l faith by the boarrl of 
directors, and (iii) with reS!"'ct to securities 
and other assets acquired after the end of the 
last freceding fiscal quar ter, the cost 
thereof. . . . 



-4-

2. OlAMCTERISTICS a: VARIOLE '1'YPES a: INVES'IMOO' CCMPANIES 

A. Class i f ica tion and Subcl assi ficat ion of Investment Companies 

'!he Classification and slbclassificatio n of investment canpanies are 
sp;>cifical ly set forth in sect ions 4 and 5 of the Act which r ea:l as follows: 

Classification of Investment Gompanies 

sec. 4. l'br the F'll"FOses of this tiUe, invest­
rrent canpanies are dividal into three r;rincipal 
classes, definal as follows: 

(1) "Face-anount certificate canpany" means an 
investment canpany which is e",a;;al or r;roFOses 
to e",age in the business of issui", face-«nount 
certificates of the installment tYP", or which 
has been e",aged in such business and has any 
such certificate outstandi",. 

(2) ttunit investment trust" rreans an invest:ment 
canpany ,,*>ich (A) is organized under a trust 
irrlenture, contract of custodianship or ~enCYI 
or similar instrunent, (B) does not have a board 
of directors, and (C) issues only raleenable 
securities, each of \ohich represents an lJ'ldividErl 
interest in a mit of sIEcified securities; rut 
does not inclt.rle a voting trust. 

(3) "ManacJement canpany" means any investment 
canpany other than face-anotnt certificate 
catlJ?03.ny or a mit investment trust. 

SUbclassification of Managenent Gompanies 

sec. 5(a) . l'br the F'll"FOse of this tiUe, 
manC¥:jement canpanies are dividej into o{:en-errl 
and close-end ccrnpanies, definal as foll"",,: 

(1) "<:pe n-end canpany· means a managenent 
canpany which is offeri"3 for. sale or t:"'s ,?ut­
standi", any raleemable secunty of whlCh lt 
is the issuer. 

(2) "Closed-end canpany· means any management 
canpany o ther than op;>n-end ccrnpany. 

• 

• 

• 

• 
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Sec . 5(b). flanagenent canpanies ar e furthe r 
divida'3 into (Uversified canpa.nies an:i oon­
diversified canpclOie s, defined as follows: 

(1) "Diversfied canpanyn means a manag-enent 
canpany wtlich meets the follCMirq requirBl'ents: 
At least 75 per centun of the value of its 
total assets is representa:l by cash am cash 
i terns (inclliling: receivables), Govermlent securi­
ties, secur ities of other investment cO'lpmies, 
arrl other secur ities for the purp:>ses of this 
calculation limited in resFect of anyone issuer 
to an anount not greater in value than 5 ~r 
centun of the value of the total assets of soch 
manC¥jenent canpany and to not more than 10 per 
centum of the outstanding voting securities 
of such i ssuer. 

(2) "Non-diversifiEd o::mpany" means any manage­
rrent canp3ny other than a diversified canpany. 

Sec . 5(c). A registere:l diversifie:l canpany 
which at the tUne of its qualification as such 
meets the requirements of p"rag ra\i1 (1) am 
am sli:lsection (b) shall rot l ose its status 
as a diversified company because of any sUb­
sequent discrepancy beo..een the value of its 
various investments am the requirenents of 
said p"ragra\i1 , so lorq as any soch discre-
pancy existing immaHately after its acquisition 
of any security or other IXo~rty is neither 
\o.holly nor p"rtly the result of soch acquisition. 

Open-Em Canpanies (Mutual Funds) 

Open-em investment canpanies or mutual funds are mana:jenent canp3.nies 
which are offering or have outstarrlirg redeenable securities. Thus, share­
oolders of an open-em investment canpany have the right to obtain fran the 
canp3.ny , up:>n pro~r terrler of their shares, their frop::lrtionate share o f 
the canpany's net assets or the cash equivalent. A man~enent canpany is 
one which does not have a fixed fOrtfolio and is not iss uirg or has not 
isst.ed fac~anount certificates. Shares of open-em invesbnent canpanies 
can be purchase:l by investors directly fran the ftnds or its rept"esentative, 
or fran retailiN:3 dealers \oklo in turn purchase the shares fran princip3l 
t.mderwriters for the resfective investment canpanies. S1ares can aloo be 
purchared directly fran the pt"incipal underwriter. '!he investment canpanies 
are not:mally formed, pronated , underwritten, arrl managro by external organi­
zations that are sep"rately owne:l am operate:l . '!he controllirq entity is 
usually the investment crlviser (rometirnes designatro as the managenent canpany) . 
In return for its services, the investment crlviser receives a fee, which is 
uswlly a sfecific t=ercentage of the investJnent canpany's net asset val~ • 
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C. Load and NO-Load FW1ds 

Investment canpan ies v.hich impose a sales charge or load for the FUrchase 
of their shares ar e referred to as "load" fU1ds. other funds v.hich do not 
imp:>se a sales loa:) on the p.1!'chase of their shares are called nne-Iced" 
funds. Broker deale rs, .no sell shares of load fU1ds, can receive a portion 
of the sales load in the form of a concession. Because no-load funds do not 
afford an intermediary the opportmity to participate in a sales charge , no­
load funds are generally sold to the p..blic without the inteITTlediary service 
of retailing dealer s . The mos t conm::m method for p:anoting and selling the 
shares of there canpanies is through newspa{:Er crlvertisenents . 

D. Closed-End Companies 

Closed-end invesbnent canpmies are rnancr:1anent investment canpanies 
v.hich do not have outstanding and are not p..blicly offering, redeanable 
secur ities. Shares of thse canpanies are trcrlErl in the same way as shares 
of oreratirg or Wustrial oorcerns. Scrne are listed on stock excp.anges 
am others are trcrle:3 on the over-the-CO\.nter market. Since these shares 
are not rooeernable; the pr-ice at \rIhich the shares are tredErl does not 
always bear a relationship to their net asset valLE r:er share. r-hst of the 
time, these shares trade at a discount or below the current net asset value . 

E. Small Business Investment Companies 

sane closed-em investment canpanies are licensed under the Snall 
Business Investl'lent Act of 1958 .nich is ",ministered by the Snall ElJsiness 
Administration. '!he function of these canpanies is mainly to furnish capital 
to snail businesses. An essential feature of small business investment c~ 
panies is that they can borrow rooney fran the ~l 9.Jsiness Administration , 
uSlBlly at favorable rates , "*tich in turn is loaned to snall businesses at 
relatively high rates. Many small business investment canpanies play an 
active role in the managenent ard affairs of the canpanies ~ore securities 
t hey hold. Significantly, their investment portfolios consist mainly of high 
risk securities \>.hich are not readily marketable arrl usually are "restricted" 
as to resale. y 

Because of the fact that many of the security holdings of small business 
investJnent canpanies reprerent affiliated interests therein, any transaction 
involving the fU1d and its "portfolio" affiliate must canply with Section 
17 (al of the Act and RIle 17a-6 thereunder. fur exanple, if invesment can­
J;Sny A owned 5 per centun or more of the outstarrli.n:.J voting securities of 
COOpany 8, 8 would be designated a portfolio affiliate of A. If 8 wanted to 
borrow additional monies fran A by issuing a slbordinated debenture, su:h 
transaction would necessitate an application nor exemptive relief unless it 
was sjOecifically exenpted under RIle 17a-6 of the Act. 

y See l\pjOendix I-G-l, Investment COOpany Act 1E1ease lb . 5847 - Restric ted 
Securities . 

• 

• 
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• 
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F. Variable Annuities 

A variable annuity is an annuity contract develo~, by the life 
insurance industry. D.Jring the P'ly-in reriod, fixed monthly payments, 
after certain charges, are invested in a FOrtfolio of securities . 11 The 
risk of investment is borne by the annuitant and not the insurance-canpany. 
After the pay-in reriod, the PJrchaser receives a variable monthly annuity 
for the remainder of his life or other elected pay-out reriod. The amOlIDt 
of this monthly annuity payment is derendent on the increase or decrease in 
value of the amount invested in the FOrtfolio of securities. Historically, 
insurance canP'lnies have been subject to regulation by various state 
insurance departmeJ').ts. Ibwever, since the variable annuitant bears the 
investment risk, the Supreme COurt, in 1959, held that insurance canpanies 
issuing variable annuities were investment canpanies and thus also subject 
to Federal securities regulations. SEC v. Variable Annuity Life Insurance 
Corrpany , 359 U.S. 65 (1959) • . Y 

G. Unit Investment Trusts 

(hit investment trusts are investment can:panies issuirg or havi.n:.3 
issued redeemable undivided interests in units of srecified securities. 1\ 
fixed trust issues shares representing units of a fixed p:>rtfolio of securi­
ties. A second type of unit investment trust has, as its assets, shares 
of one srecific canpany, usually shares issued by an oren-end investment 
canpany. Unit trusts are organized under a trust indenture, custodian 
contract or similar instrunent, arrl do not have a board of directors. 

H. Face~unt Certificate Companies 

Face-amount certificate canpanies isslE, prop:Jse to isslE, or have 
outstanding debt certificates of the installment tYre, ·obligating the 
canpanies to pay, at a future srecified date, fixed suns (the face-anomt) 
to investors. The rates of return on the certificates are low and usually 
predetermined. They may be PJrchased by single P'lyments or a series of 
installment P'lyments. The assets of these canP'lnies usually include a 
diversified FOrtfolio of marketable investment securities. 

Usually, these canpanies are initially capital i2led throll3h the issue 
of a limited anoun t of equity securities such as canrnon stock. They then 
issue debt securities to the general public in the form of face ,""ount 
certificates ..nich pay a stated (usually low) rate of interest. The pro­
ceeds fran the sale of the certificates are then invested in a FOrtfolio 
of securities. The major FOrtion of earnings fran the investments, after 
payment of interest on the certificates, are eventually reali2led by the 
canpany's equity investors. Certificate holders sanetime particiP'lte 
in these earnings, usually in a small way, throll3h various pie-designated 
arrangements ..nereby a srecified FOrtion of earnings during a financially 
successful reriod is distributed to them. 

Some COntracts are sold as single payment plans with the P'll"ut reriod 
e ither being deferred or canmencing immediately. 

~I See !'prendix II-B, Variable Annuity Insrection Oltline. 
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3. IIPPLICABJ:E STh'IUl'ES AND REX;UIA TIONS 

A. Investment Company Act of 1940 

The Act am the RIles am legulations theretnder ge>rern most as,,",cts 
of investment cCl'lpany activities. The Act is a highly detaila:l statute 
designa:l to protect the interests of investors am the ptblic. In addition 
to a requiranent that such canpanies register with the Conmission, the 1",,,, 
requires disclosure of their financial condition am investment p:>licies to 
afford investors full am canplete information about their activities; 
prohibits, among other things, such canpanies fran changing the nature of 
their business or their investment p:>licies without the awroval of the 
stockholders; bars ,,",rsons guilty of security frauds fran serving as 
officers, directors or anployees; prevents underwriters, investment bankers 
or brokers fran constituting JOC>re than a minority of the directors, of such 
canpanies; requires managanent contracts (am material changes therein) to 
be stiJrnitted to security holders for their awroval; prohibits transactions 
between such canpanies am their directors, officers, or affiliated canpanies 
or ,,",rsons, except on awroval by the Commission as being fair and involvinq 
no (7,1erreaching; forbids the issuance of senior securities by such canpanies 
except tnder s,,",cified conditions am up:>n specified terms; and prohibits 
pyraniding of such canpanies am =ssownership of their securities. 

Other pr(7,1isions relate to sales am repurchases of securities issued 
by investment canpanies , exchange offers, and other activities of investment 
canpanies, including sl'E'cial pre>risions for I'E'riodic payment plans am fac~ 
amount certificate canpanies. 

B. Investment Advisers Act of 1940 

The Investment Advisers Act of 1940 ("Advisers Act"), enacted as a 
canpanion to the Act, regulates those ..no receive canl'E'nsation for advising 
others with respect to investments in securities or are in the business of 
issuing analyses or rep:>rts concerning securities. Investment advisers to 
investment canpanies are slbject to its pre>risions. The Advisers Act 
requires registration with the Commission, prohibits fraudulent practices, 
and anp:>wers the Commission to discipline violators of the statute am of 
its rules. 

C. The Securities Act of 1933 

The Securities Act of 1933("Securities Act"), the first of the Federal 
securities statutes, is essentially a disclosure statute . Its primary 
effect is on the initial distribution of securities. Its chief purp:>se is 
to provide purchasers of securities being offerErl by issuers and others, 
with information material to informErl investment decisions. '!he Act 
requires registration of securities offerErl to the p..blic. After the 
offering is canpleted, the Act does not require that the registration 
statement be continuously amendErl to reflect current conditions. 

• 

• 

• 
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F. Variable Annuities 

A variable annuity is an annuity contract develope<i by the life 
ins urance industry. lAIrin:j the Ply-in period, fixed monthly Plyments, 
after certain charges, are invested in a lDrtfolio of securities. y 'Ihe 
risk of investment is borne by the annuitant and not the insurance canPlny. 
After the Ply-in reriod, the purchaser receives a variable monthly annuity 
for the ranainder of his life or other elected Ply-out period. 'Ihe ""aunt 
of this monthly annLii ty Plyment is dependent on the increase or decrease in 
value of the amount invested in the lDrtfolio of securities. Historically, 
insurance canPlnies have been sUbject to regUlation by various state 
insurance departments. ~ver, since the variable annuitant bears the 
investment risk, the &!prane (burt, in 1959, held that insurance canpanies 
issuing variable annuities \\ere investment canpanies arrl thus als:> sLiJject 
to Federal securities regUlations. SEC v. Variable Annuity Life Insurance 
Ccrnpany, 359 U.S. 65 (1959) • . Y 

G. Unit Investment Trusts 

lhit investment trusts are investment canpanies issuirg or having 
issued redeemable undivided interests in mits of specified securities. " 
fixed trust issues shares representing units of a fixed jXlrtfolio of securi­
ties. A secord tYI,:e of mit invesbnent trust has, as its assets, shares 
of one srecific canpany, usually shares issued bY an oren-end investment 
canp3.ny. Unit trusts are organized lmder a trust irrlenture, custOO.ian 
contract or similar instrlITlent, arrl do not have a bc:Iard of directors. 

H. Face~unt Certificate Companies 

Face-amotmt certificate canp3nies iSSIE, pro{X)se to issLE, or have 
outstanding debt certificates of the installment type, ·obligating the 
canpanies to Ply, at a future sredfied date, fixed sums (the face-anornt) 
to investors. 'Ihe rates of return on the certificates are 10.< and usually 
predetermined. 'Ihey may be purchased by single Plyments or a series of 
installment Plyments. 'Ihe assets of these canpanies usually include a 
diversified lDrtfolio of marketable investment securities. 

Us ually, these can ... nies are initially capitali2ed through the issue 
of a limited amount of equity securities such as ccmron stock. 'Ihey then 
issue debt securities to the general public in the form of face <mount 
certificates which Ply a stated (usually 10.<) rate of interest. 'Ihe pro­
ceeds from the sale of the certificates are then invested in a lDrtfolio 
of securities. 'Ihe major lDrtion of earnin:js fran the investments, after 
payment of interest on the certificates, are eventually reali2ed bY the 
company's equity investors. Oertificate holders sometime participate 
in the"" earnin:js , usually in a snall way, through various pre-designated 
arrangements whereby a srecified p:>rtion of earnin:js dur ing a financially 
successfUl reriod is distributed to them. 

Sane (bntrac ts a r e rold as single ... yment plans with the Pll~>ut period 
e i ther be i"9 deferred or canmenc i"9 irnmed iately . 

~/ See Appe ndix II-B , Var iable Annuity Ins;:ec tion OJtline . 
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3. APPLICIIBLE S'l7\'IUrES AND RffiUIATIONS 

A. Investment Company Act of 1940 

The }let am the Mes am Regulations therell1Cler gC>Jern most asoects 
of investment cCl'lp3ny activities . '!he}let i s a highly deta ilal statute 
designal to protec t the interests of investors am the public . In aldition 
to a requir ement that s uch comp3nies register with the Gammission, the law 
requi res d i sclosure of their financial comition and inves tment p:>licies to 
afford investors full and complete information about their activities; 
prohibits, among other things, such comp3nies from changing the nature of 
their bus iness or the ir investment p:>licies without the approval of the 
stockholder s ; bars peroons guilty of security frauls from serving as 
officers , directors or employees; prevents underwriters, investment banr.ers 
or brokers from cons tituting more than a minority of the directors , of such 
comp3nies; r equires management contracts (and material changes therein) to 
be submittal to security holders for their approval; prohibits transactions 
between such canpanies am their directors, officers, or affiliated canpanies 
or peroons , except on approval by the Gammission as being fair and involvirq 
no overreachir¥ji forbids the issuance of senior securities by su::h canpanies 
except lI1Cler specifial comitions and up:>n specifial terms; and prohibits 
pyraniding of such companies am crossownership of their securities. 

Other [Xovisions relate to sales and repurchases of securities issued 
by investment canpanies, exchange offers, arrl other activities of investment 
canp3nies , i ncluding special provisions for periodic p3yment plans am face­
amotnlt certificate canpanies. 

B. Inves tment Advisers Act of 1940 

The Investment Mvisers Act of 1940 ("Pdvisers Act"), enacted as a 
canp3nion to the }let, r egulates those who receive compensation for alvising 
others with resf:ect to investments in securities or are in the business of 
issuiTlj analyses or refOrts concerning securities. Investment advisers to 
investment canp:mies are st.i:>jec t to its provisions. 'The Mvisers Act 
requires registration with the Crnunission , prohibits fraLrlulent pr-actices , 
am emp:>""rs t he Commiss ion to discipline violators of the statute and of 
its rules . 

C. The Securities Act of 1933 

The Securities }let of 1933 ("Securities }let"), the first of the Federal 
securities s tatutes, i s essential ly a disclosure statute. Its primary 
effect i s on the initial d i s tribution of securities . Its chief purp:>se is 
to provide purchasers o f securities being offeral by i ssuers and others, 
wi th i nformation mate rial to informal investment dec i sions. '!he }let 
requires regis trati.on o f securities offeral to the ptblic. After the 
offe ring i s completed , the }let does no t require that the registration 
sta tement be contim.ously arnerde::l to reflect c urrent coooitions. 

• 

• 

• 
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Since closed-eoo investment canpanies usually do not continuously i 3sue 
securities, they may not cane into contact with the Securities Act after 
their initial pcblic offering, unless they decide to raise additional capital 
by issuing new shares to the public or \J1less controlling persons of those 
canpanies wish to distribute rome or all of their personal holdings to 
the p..blic. lhler certain circumstances, closed-eoo investlTlent canpanies 
may alro be affected by the Securities Act in connection with their trans-­
actions in p:>rtfolio securities ..... ich may be restricted as to resale • .!I 

~n--eoo investment canpanies, which continuously offer their shares to 
the p..blic (mutual ftnds) , are in continuous contact with the Securities 
Act. '!bey file a Securities Act registration statanent on the awropriate 
form aOO are obligated to currently maintain the information required to 
be rep:>rted' at least with respect to all material itans. 2/ 'lhey do this by 
filing amerdrnents to their registration statanent. l'lneooments filed prior to 
the date that a registration becanes effective are numbered consecutively 
with the designation "Pre-Effective l'lneooment lb. .. 'lhose amerdments 
filed after a registration statanent becanes effective are also consecutively 
numbered but are designated as "Post-Effective l'lnerdrnents". 'lhe financial 
statanents that awear in the prospectus, which is an imp:>rtsnt part of the 
registration, are required by Section 10(a)(3) of the Securities Act to be 
as of a date not more than sixteen months prior to their use, if a prospectus 
is used more than nine months after the effective date of the registration 
statanent. Consequently, reg i stration statEments of open--eoo investment 
canpanies ..... ich are offering shares are ameooed at least once annually, 
usually wi thin four months after the end of their fiscal year. 

D. Securities Exchange Act of 1934 

'!be Securities Exchange Act of 1934 ("Exchange Act") slJRllanented the 
Securities Act by establishing a systan of controls over both the exchange 
aOO the over-the-co\J1ter trading markets for securities. l'lnorg the provisions 
that bear most directly on the investment canpany industry are those which 
establish administrative mechanisns in connection wi th the sale of investment 
canp3ny shares to protect the public fran dishonest or irresp:>nsible dealers. 

'!be Exchange Act requires the registration of most brokers aOO dealers 
with the Ccmnission aOO enp:>wers the Ccmnission to exclule persons and firms 
subject to specified disqualifications fran most segments of the securities 
business and to take other remedial action against them • 

'!be Exchange Act also sets forth, pursuant to Section 14 aOO the rules 
thereunder, certain imp:>rtant requirements for the solicitation of proxies in 

See Appendix I-G-l, Investment Canp3ny Act !lelease lb. 5847 - Restricted 
Securitiese 

See Part I, Section 4 of this manual - Investment Canpany Filings with 
the Ccmniss ion. 
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connection with shareoolder meetings inclLrling shareoolder meetings held by 
investment companies. 

4 . INVE5'IMENl' CCMPANY FILING:; wrm 'ffiE CCMMI55ION 

RegisterErl investment canpanies are requirErl to file a nunber of reports 
and other materials wi th the Conmission. Copies of su::h forms and reports 
can be foll1d in CCH. InclulErl ,,"ong these foms are the following : 

A. Form N-8A Notification of Registration 

fbrm N-BA is the initial Investment Conpany Act registration fom filErl 
by investment canpanies. l4>on receipt of the canpletErl fom by the Conmission, 
a canpany becanes a registerErl investment canpany pursuant to Section 8(a) of 
the Act. '!he form is r elatively short but is requirErl to be follOlo<!d by a 
longer, more detailErl reg istration statement. 

B. Forms N-l and N-2 

Managenent canpanies shall file a registration statement on fbrm N-l or 
N-2 within three months after the filing of notification of registration under 
Section 8(a) of the Act. ProvidErl, that if the fiscal }"ar of the canpanyends 
within the 3-!TOnth period, its registration statement may be filErl within 3 
months after the end of su::h fiscal }"ar. 

fbrm N-l shall be used as the registration statement to be filErl, pur­
suant to Section 8 (b) of the Act, by open-end managenent investment canpanies 
other than canpanies >hich issue periodic payment plan certificates or >hich 
are sp:moors or deIDsitors of canpanies issuirg soch certificates. '!h i s form 
shall aloo be used for registration lI1der the Securities Act of of the 
securities offerErl by open-end managenent investment canpanies. 

fbrm ~2 shall be used as the registration statement to be filErl, pur­
suant to Section 8 (b) of the Act, by closErl-end managenent investment ccm­
panies other than canpanies >hich issue periodic payment plan certificates 
or >hich are SfOnoors or depositors of canpanies issuing such certificates . 
'!his form aloo shall be used for the registration under the Securities Act 
of the securities offerErl by closErl- end managenent investment canpanie s. 

fbrms N-l and N-2 have replacErl fbrms N-8B- l, and 5-4 aixl 5-5. 1/ 9.Jch 
replacanent has lessenErl the burden of reporting requirenents for managenent 

See Appendix 1-£-3, Investment Conpany Act Ielease N:). 10378, IntegratErl 
Ieporting l'¥stan for Investment Conpanies. 

• 

• 

• 
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C01\panies. However, the annual up:late [roce:lure is awlicable .to all manage­
ment canpanies, incluling closed-em. 1llus, rearonably current information 
concernir<J the or:erations of all managanent investment canpanies is on file 
with the Cl:mmission am available for ptillic insr:ection. 

C. Forms N- 8s-2, N-8B-3 am N- 8B-4 

Iler:em ir<J on whether an investment canpany is a un i t investment trust, 
unincoq:orated managanent investment canpany or a face amount certificate 
canpany, such canpanies will alro have to f ile a registration statement 
wi thin 3 rronths after the filir<J of a notification lnder Section 8 (a) of thu 
Pet. Such canpanies may file their registration statenents within 3 rronths­
after the em of the fiscal year if their fiscal year ems within 3 rronths 
after the filing of the notification of registration. 1lle forms vary sane­
what accotd ir<J to the tyr:e of investment canpany as follows: 

1. Form N- 8B-2: Registration Statement of U1it 
Investment Trusts which are CUrrently Issuir<J 
Securities. 

2. Form N-8B-3: Registration Statenent of Unincor­
!Drated Managenent Investment Ccrnpanies CUrrently 
Issuir<J Periodic Plan Certificates. 

3. Form N-8B-4: Registration Statement of Face 
Amount Certificate Ccrnpanies. 

D. Form N-S 

Form N-S is used for both Securities Pet am Investment Ccrnpany Pet 
registration requiranents by investment canpanies which are licensed by the 
Small fusiness Administration as Small fusiness Investment Ccrnpanies. 

E. Form S-6 

Form S-6 is used for both Securities Pet am Investment Ccrnpany Pet 
registration requiranents for unit investment trusts. 

F. Form N-lR 

Form N-IR, annual re!Drt of registered managenent investment canpanies, 
is require:l to be file:l wi thin 120 days after the close of the canpany's 
fiscal year em. Form N-IR has been drafted as a totally canputerizecl 
form (except for exhibits lbich must be file:] if the form itens are reSlDme:l 
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to in a certain manner). A system for detectiN3 p:)ssible violations via the • 
canputer is in place and should serve as a useful tool to the ins!>"ction 
process. Copies of Form N-IR are available on microfiche and can be ordered 
via the canputer terminal in }Qur office. See page 18 for further information 
relatiN3 to orderiN3 of Corunission files and rep:)rts. 

G. Form N-IQ 

Form N-IQ is required to be filed with the Corunission quarterly by 
all registered mana:Jernent investment canpanies. 'The form requires informa­
tion as to chaN3es in a nunber of areas but principally ch~es in the 
purchase and sale of 'p:)rtfolio securities. 

H. Reports to Shareholders 

~tailed financial rep:)rts are required to be transnitted to shareholders 
of registered investment canpanies at least semi-annually by Section 30(d) of 
the Act. Copies o f these are required to be filed with the Coruniss ion. 

I. Proxy S taternents 

A proxy is a !l).er of attorney granted by shareholders for the s!>"cific 
purp:)se of authoriziN3 another (usually mana:Jernent) to vote their stock. 
ControlliN3 !>"rsons of investment canpahies regularly solicit shareholder 
proxies prior to shareholder meetiN3s. SUch solicitations must canply with 
Section 20(a) of the Act and Section 14 of the Ex~e Act and the reSP"c­
tive rules thereunder. !\rnON3 other thiN3s, persons solicitiN3 proxies are 
required to make a:lequate disclosures as to matters to be voted Up:)n at the 
shareholder meetiN3s. '!hese solicitations and disclosures awear in a 
proxy statement I>hich is sent to investment canpany shareholders. 'The 
preliminary and definitive proxy materials are required to be filed with 
the Corunission. 

J. Form N-8F 

This form shall be used as the aWl ication for an order of the Corunission 
pursuant to Section 8 (f) of the Act in cases I>here the awlicant (a) has dis­
tributed substantially all of its assets to its shareholders, and has effected, 
or is in the process of effectiN3, a windiN3-up of its affairs; or (b) has 
never ma:le a public offeriN3 of its securities, has not more than one hU'ldred 
securityholders for the purp:)ses of Section 3 (c) (I) of the Act and the rules 
thereunder, and does not prop:)se to make a public offeriN3 or eN3a:Je in bus i- • 
ness of any kind; or (c) has (1) rold substantially all of its assets to 
another registered investment canpany, or (2) merged into or ccnrolidated with 
another registered investment canpany. 

• 

• 
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K. Sales Lite rature and Advertising 

'!he Secur ities l\ct severely restricts the type of advertising an 
isslEr or its underwriter can use in offering the issuer's securities to 
investors. Virtually all open-end investment canpanies and unit trusts are 
continuously offering their shares to the public and are, therefore, subject 
to these restrictions. Most of the restrictions awly only until the investor 
receives a statutory prosl"'ctus. Y '!heir purpose is to make thE! statutory 
prosl"'ctus the p: imary selling docunent rel ied upon by investors. 

(1) Review of Sales Literature and Advertising Materials 

Registered Ol"'n-end investment canpanies, unit investment trusts and 
face amount certificate oanpanies and their underwriters must file their 
advertising materials with the Ccrnrnission pursuant to Section 24(b) of the 
l\ct. '!he staff does not formally review these filings nor does it normally 
give interpretive opinions on the awrop:iateness of sales literature. 2/ 
Underwriters that are menbers of the National Association of Securlties­
D?alers (NASD) must alro submit the investment canpany advertising they 
use to the ""SD for review. Neither of these reviewing processes, h,"",ver, 
are meant to substitute a thorough indel"'ndent review of all advertising 
materials during the course of an insl"'ction. 

'!he eX<I'liner should request all advertising materials used during the 
l"'riod under examination and determine how each of the materials was dis­
seminated . Advertisements that reached l"'rrons ..tlo had not p:eviously or 
simul taneously received a statutory prosl"'ctus should be revie...,cj for e<:m­
pI iance wi th the sunmary prosl"'ctus requirements of au e 4 34d, the tanl>­
stone advertisement requirements of aue 134 or the generic advertisements 
requirements of aue 135a. '!hese and all other advertisements should then 
be revie...,cj for materially false or misleading statements using aue 156 
of the Securities l\ct as one of the guidelines in making that review. 

(2) Inspection of Advertising Materials 

Advertising representations may be the only information the investor 
has to consider before making the decision whether or not to invest. '!here­
fore a careful review of advertising material during an insl"'ction is crucial 
to the fulfillment of the Ccrnrnission's responsibility to investors • 

Generic advertisements are not deemed to be an offer of a security 
for sale for purposes of Section 5 of the Securities Act. 

Investment Conpany l\ct Release N:>. 10621 (March 8, 1979). '!his 
policy does not awly to staff review of statutory prOSl"'ctuses. 
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2 ) Is the r e canp1iance with the special s tardarrls fo und in 
RUe s 434d, 134 or 135a of the Securities Ac t I>hich may be 
awlicab1e to a particular pi ece of sales literature? 

'!hi s will deperd on whether or not the <rlverti s i"'J reaches a menber of 
t he, public before he or she has received a peospectus . '!he peospectus i s 
i nterde:l to be the peimary se lling docunent used to peano te the sale of 
inves tment canpany securities. '!herefore, materials received by the public 
before they receive a peospectus are stbject to special restrictions. &tch 
mate rial can be divide:l into three general categories: an anitting prospectus, 
a tombs tone <rlvertisenent ard a generic <rlvertisenent. 

a. An Omitting Prospectus , define:l in RUe 434d under the 
Securities Act, is an <rlvertisenent I>hich (1) awears 
in a bona fide newsp3.p?:r or ma;azine or on raj io or 
television, (2) contains only information found in the 
current statutory prospectus (although peecise tracking 
of the language used in the Section 10 (a) peospectus is 
not required) ard (3) states fran I>han a more canplete 
peospectus may be obtained. '!hus, for exanple, yield 
statistics may awear in this type of <rl if identical 
information is fomd in the peospectus ard the <rl is 
not otherwise misle<rling. RUe 434d also permits an 
anitting pl'ospectus to be used before a canpany's reg is­
tration statement becanes effective if it contains 
specified disclosure on this pee-effective status. Un! ire 
other forms of <rlvertising, rep:-esentations permitte:l by 
RUe 434d are deemed to be a p:-ospectus, ard therefore, 
are stbject to liability under Section 10(b) of the 
Securities Act. 

b. A Tanbstone Advertisement is defined in RUe 134 of the 
Securities Act ard is designed to give investors ftnda:­
mental information about a particular investment canpany 
which will assist a rotential investor in deciding whether 
or not to request a p:-ospectus. '!hese <rl s typically are 
the type of investment canpany advertisenents found in the 
Wall Street Journal. Because a tanbstone <rlvertisenent 
is not included wi thin the definition of a peospectus 
mder Section 2(10) of the Securities Act ard therefore is 
not stbject to the statutory liability under Section 10(b) 
of the Securities Act, the rule specifically restricts I>hat 
information can be include:l in this kird of <rlvertisenent. 
RUe 134 permits a brief description of su::h things as 
the nane of the iss~r, the offering ard how a statutory 
prospectus on the fU1d may be obtained. R?<rl the rule for 
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S{:Ecific categories of information \okiich may be p:esented 
in this type of a:l . 'Itlnbstone a:lvertisements can be 
placed in mass advertising medilJTls (newsp::t~rs, magazines, 
televis io n, r~io) or be sent directly to JDtential 
investors. 

c. A Generic Advertiserrent is slbject to the requirenents of 
RIle 135a of t he securities Act. An eXi'IIlple is an industry 
ad d iscussirg invesbnent canpanies in general arrl ro one 
canpany in particular. Li~ a tanbstone a:lvertisement, it 
is not by definition a p'osp!ctus an:l is restricted by 
rul e on \o.hat infonnation it may contain. A generic ajver­
tisement may contain general information about invesbnent 
canpanies am invite investor inquiries for further infor­
mation about tBrticular categories or investment ccrnpanies . 

3) Is the awropriate material being file'! with the Ccmnission in 
accordance with section 24(b) of the Act? 

0pen-en::1 investment canpanies, unit investment trUsts aM face amoun t 
certificate canpanies W10 are registered with the O::mmission arrl their Lt1der­
writer must file all a:lvertising material within 10 days after it i s used . 
Onitting prosp!ctuses under Me 434d of the securities Act are exclu:le'! 
fran this fil irg requirenent because the Co:nmission receives then lnder 
parallel prosp!ctus filing requirements. 

5. FURroSE AND FLl'lCTIONS CF CCMPLIANCE EXAMINATIONS 

Canpliance exaninations (or inst:ec tions) of investment canpanies are 
comoct.ed pr-irnarily to aocertain 'ttlether or not pt"'actices an:1 pt"'OCe:1.ures 
are bein;:l corrlucted by the canp3nies in canpl iance with the various Federal 
securities la\¥S. Exaninations sooul.d rot be confused with alrlits, which 
are corduc:ted primarily for the p.Ir>X'se of certifying that a canpany's 
financial statements pt"esent fairly the financial oomition, results of 
operations, arrl charges in net assets of the canpany . A1 tl'ollJh there is 
sane overlapping as to pt"'ocedures am d:>jectives, the fmctions aoo ocope 
of al.lHts by iooepeooent aCCOlD'ltants ard canpliance eX.3Tlinations are 
basically different. 

see Ppp!ndix I-6-4, Investment Canpany Act ""lease l'b. 10447, ""view 
accorded routine p:>st- effective anerrlments aoo proxies of investment 
canp:mies. 

• 

• 

• 
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The use of test-checks, scanning, interviews, actual ooservation of 
operational procErlures, aoo the extraction am analysis of infonnation 
fran bcx:>k:s and records are anorg the rnet.}'x:)ds used duri.nj exaninations to 
seek in::] ications of tossib1e trob1an areas beirg encountered by investJnent 
canpanies . Certain matters may warrant canplete covercge arC others may 
require only a p'rfLD1ctory rE!ITiew. Although a reasonable arrount of standar­
dization is desirable, the conduct of an examination depends in large mea­
sure on the exercise of initiative and scuM judgrrent on the part of the 
examiners. 

'!here are tw:> ~irnary types of exaninations -- "cause" and "routine. II 
A cause exanination results fran the receipt. of infonnation t;hat an invest­
!Tent canpany may be ergc:girg in tractices in violation of the Federal 
securities laws or may be experiencing financial or other difficulties. 
Such eXClTlmations nomally take J:recedence Oller routine exaninations. 'Ihe 
rource of soch information may be a canpliant fran a find shareoolder, the 
general public, the inlustry or a referral fran the main office of the 
C'anmission. '1l1e cause exanination may be directed at certain limitffi areas 
of critical interest, soch as p:>rtfolio tra:HIlJ, financial oorrlition, trans­
actions witb affiliated perrons, books arrl records, custodyarranganents, 
etc. All exaninations Wlich are not for cause fall into the "routine" 
category . 

6. ffiEPARZ\TION AND PlANNING - S=S'lED PROCEIllRES 

A. Obtain and Review Files 

Pr ior to the · excrnination, all available Ccrmnission re~rts arrl files 
relating to the investment canFSny and affil iated p'rsons should be 
obtained and rE!lTiewed. Files p'rtaining to affiliated investment advisers 
and broker-dealers (incllrling the p:incipli trlderwriter) should be avail­
able at the lEgional Office. The registration and corresp:>ndence files 
of the canFSny should be requested directly fran the Ccmnission's Office 
of Rep:>rts and Information Services. Be sure to inlicate the Cl::Inpany's 
"811 dash" designation an::) "2 dash" nlJTlbers on the t'equest form. 

'!he "811 dash" designation is used in reference to an investment can­
FSny's fil ings tnder the Act. These files inclu:le the canpany's registration 
statenent tnder the Act, proxy materials, rep:>rts to shareholders, N-lR 
rep:>rts, and N-1Q rep:>rts. ' 

The "2 dash" designation is used in reference to an investment canpany l s 
filings under the Securities Act. These files contain the canpany's Securi­
ties Act registration statenents inclu:ling the p:osp'ctus. It is 

There are usually three sw-categories of fil ings lnder both the "Bll 
dash" designation am the "2 dash" designation. 'lhese are sLb-designated ~s 
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the "dash 1", "dash 2" arrl "dash 3" files. The "dash 1" files contain 
registration statements arrl anen:lments thereto, the "dash 2" files contain 
requiral reFQrts arrl other filin;Js, arrl the "dash 3" files contain corre­
sFQrrlence. 

Hardcopy filin;Js are usually retainal in the Central Jecords Section 
for three years arrl then transferral to the Federal Jecords Center. Such 
filings are normally available to only the staff at the h::rne office. relivery 
of these files wi thin the h::rne office of the O:.rnmission normally requires 
fran 24-72 hours. Experience dictates, hOlo.ever, that an exaniner should 
make a request for files as soon as pt"acticable. 

A micrographics pt"ogran has been inau:juratal by the Canmission ..nich will 
eventuallyencanpass the majority of the filings ma:'le with the Canmission. 
Many of the forms arrl reFQrts currently filal under the Act are available in 
microfiche. A progran has been implanental ..nereby files arrl reFQrts on 
microfiche may be requestal via the canputer terminal in }Our office. If}Ou 
are unable to request the desiral reFQrts arrl records by the canputer, it is 
su:jgestal that }Ou contact the Office of JeFQrts arrl Infonnation Services 
(Central Jecords or Microfiche) for further assistance. Fbr a listing of 
the various forms arrl reFQrts filal under the Investment Chnpany Act, see 
Apperrlix I-l3-7. 

If durin;J the review of an investment canpany's filin;Js, it is notal 
that a canpany is not filin;J requiral reFQrts or is chronically late in 
filing such reFQrts the exaniners' attention should be directal to deter­
mining the reasons therefor. 

Fran the Chnputer terminal, it can be determinal ..nether the investme nt 
canpany has receival or has perrling any aWlications for exanption fran 
the Act. Such awlications are categorized with an "812" pt"efix. An exaniner 
should review exanptive orders arrl ascertain canpliance therewith. If an 
awlication is still perrlin;J, it is su:jgestal that the exaniner call the 
Division to determine the current status of such awlication. 

Finally, the examiner should review the rep?rt of any previous examina­
tion of the investment ~y to be inspected arrl note the past deficiencies. 
Any pa§t deficiencies wh1ch have not been corrected should be so irrlicated 
in the examiner's rep?rt. 

B. Prepare Block Diagram of Investment Ca11pally Canplex 

In most cases, the investment canpany schedulal for exanination is part 
of a "canplex" containing an investment adviser, a pt"incipti underwriter, a 
unit investment trust, arrl other investment canpanies. The investment canpany 
may also be associatal with affiliatal rolding canpanies arrl/or broker-dealers. 
A block diagran of the canplex srould be pt"eparal before the exanination 
canmences, using the data available in the O:.rnmission's files arrl reFQrts. 

• 

• 

• 
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C. Prepare Draft COpy of Facing Pages to the Examination Report 

'lhe facing pages to the exanination rep:>rt .!I should be p:-epared at 
this time to the extent that infonnation is available . 'lhis gives the 
exaniners a ntrnber of items of basic information in rea:lily available form. 
'lhis information inclules the names am a:ldresses of the investment canpany, 
its investment a:lviser, principal underwriter, am custodian; the classifi­
cation am slD-classification of the investment canpany; am nanes of 
officers am directors am their affiliations. --

D. Assign Responsibilities 

imen an investment canpany exanination is to be comucted by t\OoO or 
more exaniners, one exaniner should be designated as the lea:ler. 'lhe 
"exaniner in charge" should be resp:>nsible for \OoOrk assigrments, fo11oortg 
the Exanina tion OJtline, am preparing the exanination rep:>rt. In order 
to do this he should hold, review (am understam) all \OoOrk papers; am 
be kept informed as to all phases of the inspection. He should also be 
present at all of the imp:>rtant discussions held ooncerning the exanination. 

At this time, areas to be covered by each exaniner should be assigned 
by the exaniner in charge. It is sLggested that the assigrments be ma:le 
to conform to the categories set forth in the "Investment Canpany Exanina­
tion OJtline" I'hich sets forth the ares to be revie'-"<l during exaninations. 
'lhe items in the OJtline are grouped into four categories as fo110101S: ij 

1. Financial Analysis 

2. Investment Activities 

3.. Management Functions 

4. sales am Liquidations of Investment Canpany's Shares 

It cannot be emphasized too strortgly that an investment canpany exanina­
tion i s a team effort. Attempts at "gramstam ing" or other efforts by 
exauiners at tryirtg to achieve irrlividual recognition by not fully consul tirtg 
t he exarniner in charge of all material develcpnents during the exanination 
should be firmly discouraged. Also, an exaniner is expected to have the 
ability to \OoOrk "",11 with others. A great deal of cooperation is involved 
in performirtg the various tasks required to be accanplished during the exanina­
tion, am in the exchartge of information or materials Ioohich may have a bearing 
on more than one area of review • 

. .!/ See J\ppemix I-D, ' Facing Pages for Inspection Rep:>rts . 

ij See J\ppemix I-£, Investment Canpany Exanination OJtl ine • 
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II<:1.ever, adhering too strictly to a stnx:tural exanination approach may 
imp3ct negatively on the creativity of exaniners. If an exaniner feels that a 
certain matter warrants further review am analysis, the exaniner in charge 
should be apprised . This will enable the exaniner in charge to consider the 
imp:>rtance and p:>tential consequences of soch efforts, and allow a reassign­
ment of tasks to purSlJ'! soch matters. 

E. Sul:mit Notification of Ccmrencement to Division of Investment 
Management 

At, or just prior to , the start of an exanination slbmit a "l'Otification 
of Conmencanent" to the Division of Investment Managanent using Form L-2117. Y 

F. Prep3re a List of Information and Materials to be Requested 

A list should be prep3ral of info=tion and materials Iobich should be 
requestal to be furnishal by the investment canp3ny during the exanination. 
The request should be male as ooon as p:>ssible after the start of the exanina­
tion. All itans should be requested throlXjh the princip3l executive officer 
(or his designatal representative) of the investment canfSnY, including that 
information requiral to be furnishal by the Custodian or Transfer hjent. Listed 
below is a slXjgestal list o f itans and materials to be requestal. 

Suggested List of Items to be R!guested of Investment Crntpanies Be ing 
Exaninal: 

y 

1. Copies of: 

A. Current prosp?ctus 

B. Latest proxy statanents 

C. La test annual report to shareholders 

D. Latest semi-annual report to shareholders 

E. All sales literature and alvertising materials 

F. Jldvioory contract , distributor'S contract, custcrlian 
agreements and any other p?rtinent agreanents and 
contracts 

See App?ndix I-C, Form L-2117, l'Otification of Conmencanent of Investment 
COmp3ny Exanination. 

• 

• 

• 
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G. Most recent month-em pric irq sheet (inclLrl irq lis t 
of securities am valuations) 

H. OJrrent am canplete fid elity bom, am re la ted cqreements 

I. ~BltE-back" or atxlitors r efDrt to mana:jement of the internal 
operations am control 

J. Bank statements am reconciliations fo r both cas h am 
securities as of most recent month-em 

2 . Lists of: 

A. Directors, officers, employees of investment canpany. 
With regard to officers am directors, lis t their 
functions with re5p'!ct to any atxlit, investment or 
other fund a:mmittees. 

B. Directors, officers, and shareholders of investment 
«:lviser (an:l parent canpanies) 

C. Directors, officers, am shareholders of principal 
underwriter (an:l parent canpanies) 

D. Employees of investment adviser an:l pr incipal under­
writer (by number an:l type) 

E. States >.here the fund is authorized to sell it shares 

3. Fran Custodian: 

A. List of assets held as of most recent month-em 

4. Fran Transfer Agent: 

As of most recent month-em 

A. Number of shares outstamirq 

B. Number of shareholders of record 

C. Li s t of shar eholders ownirq 1% or more of Oompany's 
stock. 

5. Access to : 

A. lboks a m records 

B. Director s minute s of the fund ( s) an:l investment adviser 
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c. COnmittee minutes 

D. Q:xle of P.thics arrl pr-ocEdures , arrl o:rnpl~ance manual 
(if any) 

E. GJidelines to valuation of restrictEd securities 
(if any) 

F. Yerox fac ilities (see section 31(b) regarding registrant's 
requi r enent to furnish records arrl corrl i tions the r eon) 

G. Pricing sheet arrl net asset vallE o:rnputation as of most 
recent aud it date or date selectEd 

7. G:NERAL NarES CN EXAMINIITIrn ffiCCEIl.JRES 

A. C~ncinq the Examination 

Q?on entering the pr-enises of an investment ccm ... ny unanoorncEd, the 
"examiner in charge" should Ulentify himself arrl ask to see the pr-inciP'l 
executive officer. After intraltx:ing himself arrl the other manbers of the 
team to the pr-inci ... l executive officer (or his designatEd repr-esentative), 
the " examiner in charge" should submit the list of requestEd items. At the 
same time, the examiners, as requirEd by the Privacy Act of 1974, should 
inform each irrlivUlual, begiruling with the pcinciP'l executive, ..nan they 

• 

ask to supply information of the authority for roliciting su::h information • 
arrl ..nether disclosure of stx:h information is marrlatory or voluntary, the 
pr-inciP'l uses of the information, the routine uses of the information arrl 
the effect s of not pr-ovUling the requestEd information. Fbrm SEC 1661 titlEd 
"Notice EI.lrsuant to the Privacy Act of 1974 For An Inspection of I1>rrons arrl 
Entities IEgulatEd by the COnmission ••• " arrl Fbrm SEC 1660 titlEd "lbutine 
Uses of Information Furnishe:l to the Securities arrl Exchange COnmission" 
should be given to p'rrons supplying requestEd information to satisfy the 
notification requirenents of the Privacy Act. It is slXjgestEd that acknowl-
Edgment of receipt of Forms SEC 1661 arrl 1660 be obtainEd fran irrlivUluals 
supplying infoIl1lation during an examination arrl that corresp:>rrlence arrl con-
versations with those irrlivUluals subsequent to the examination mare reference 
to the notification. Qxxj judgment is necessary in roliciting information arrl 
giving the Privacy Act Notice bearing in mirrl that the Privacy Act is d esigned 
to protect irrlivUlual s . 

Having given the pcinciP'l executive a Privacy Act Notice arrl the list 
of reqtEsted items, the exanination can contimE. . 

'!he examiner in charge then should ask that officials of the pr-inciP'l 
LI'rlerwriter I invesbnent irlviser, custcxHan, plan a:jent, transfer .;gent, ard 
service agent be made aware of the inspection, arrl that rey officials arrl 
p'rtinent records be made available to the examiners. 

• 
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The principal executive officer (or his designated r epresentative) 
should be asked to provide a tour/review of the fund's op?rations. "!his 
..auld include introduc ing the examiners to the p!ople who are resIDnsible 
for the key op?rati.ons of the fund along with an overview or brief 
description of their resp'ctive rluties. "!his tour . will serve as a basis 
for understanding the registrant's flow of op?rations arxl enable the 
examiners to pinp::>int those executives Woo have the resIDnsibility for 
and are directly involved in the major asp?cts of the op?rations: 

1. Investment decisions. 

2. Execution of transactions in IDrtfolio securities. 

3. Calculation of net asset value (accounting). 

4. Processing of sales and redemptions of investment 
company's shares. 

5. sales arxl pranotional activities. 

The Cotimission's authority for examining the accounts, books arxl 
other records of registered investment c<;>npanies and those of their invest­
Ir'It2nt crlvisers, principal uriderwriters am deIUsitors, which are necessary 
to record such p?rrons transactions with such registered canpanies, is 
contained in Section 31( b) of the !\ct. Al. trough the staff has statutory 
authority regarding access to investment canpany records, the exaniner · 
normally will tirxl that a relaxed, but professional, courteous awroach 
greatly aids the working relationship with the registrant and their willing­
ness to cOOp?rate in supplying docunents arxl information in resIDnse to 
requests. 

B. Use of the Examination Outline 

The • Investment Conpany Examination OJtl ine" 1/ sets forth the areas to 
be revie~ during insp?ctions. "!he items in the futline are grouped into 
four categories as follows: 

1. Financial Analysis (!\ccounting) 

2. Investment !\ctivj.ties 

3. Mana:jement Functions 

4. sales arxl Liquidations of Investment Conpany's Shares 

See App?rxlices 1-0 arxl I-E, relating to Facing Pages for Investment 
CoJlpany Exanination I1eIDrts arxl Investment Conpany Insp?ction OJtl ine 
(Examination Outline), resp'ctively. 



-24-

Many of the items in the OJtline are self-explanatory ard may not require 
further d iscussion as to the manner in which su::h reviews should be merle . 
Other items are best revie""", by preparirg IoOrkparers ard maJd"J detailed 
analyses. Part II of this manual oontains instroctions , discussions, arrl 
suggested procedures for coooucting investlnent canpany exaninations . 'Ib more 
easily follow these prcocedures ard discussions, Part II has been stru::tured 
to parallel the Ex3Tlination OJtline. Please remember that the Exanination 
OJtline is only a guide. Ibrefully, it will sel:Ve as a "steppi"J stone" in 
pursuirq other matters of suspicion not covered in the Exanination OJtline . 

Iecoros of the reg istrant used by eX3Tliners should be used and hardled 
in a manner su::h that they are returned to the registrant exactly as 
received. Dxuments am copies retained by the eX3Tliners for their IoOrk­
parers should not be marked on or defaced, except to the extent that the date 
am SOurce of the document should be written on the back. It is helpful to 
have document folders in which to keep am protect documents for IoOrkparers. 

DJri"J the exanination, the eX3Tliner in charge should collect all IoOrk­
parers as they are turned in. lie should review these and make sure that he 
urderstams each one. He should enter as mu::h information as fOssible in the 
"Exanination Qltl ine" arrl maintain notes on all irnp::>rtant discussions, incllrl­
irg a list of persons intel:Vi~. lie should maintain a list of all re=ros 
inspected and any deficiencies noted. If prcoblem areas are encomtered, he 
should have these foll~ up and obtain as mu::h rertinent information and 
documentation as fOssible. '!he OJtline should contain rencil written carnrents 
on each item listed. '!he carnrents should irrlicate whether or not the item 
was revie~ during the examination, the extent of the review, reference to 
\ooOrkpap;!rs or other exhibits, description of deficiencies noted, arrl any 
other canments. 

c. Expressions of Conclusions During Examinations 

lklless expressly authorized, interpretations should not be given and 
conclusions should not be exprcessed with resrect to any problems ..tlich 
require legal or fOlicy determinations. Matters su::h as bookkeepirg defi­
ciencies may be discussed, but it should be made clear in doirg so that no 
definitive determination with resrect thereto will be made durirg the eX3Tlina-­
tion. Pequests for legal or fOlicy determinations should be stbmitted by the 
canpany in writirg to the JEgional Administrator or to the Division of 
Invesbnent Management . Areas of fOssible violations should be pursued, of 
course, but only for the purfOses of obtainirg further information. '!he 
exaniner in charge soould be aware of all soch matters, an:] he, in turn, • 
should imna:liately contact his superior at the Iegional Office when any ques-
tions arise as to any serious violations or areas of possible sensitivity. 

D. Disruption of Investment Company's Operations During Examinations 

Ex3Tliners should make every effort to minimize the disruption of the 
orerations of the canpany urder eX3Tlination. If a needed recoro is beirg 
used by canpany personnel, it is usually fOssible to go to another step of 
the exanination involvinJ records not in use, until the needoo records are 
available . 

• 

• 

• 
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SOme !11ases of the exanination can best be corxlucted at the Regional 
Office after certain basic information is obtainoo at the investment canpany1 s 
offices. SOme of these are: 

1. Ileview of iXlrtfolio transaction executions 

2. Ileview of valuations of iXlrtfolio securities 

3. Mfil iations of Board of Directors 

4. <DniXlsition of Investment Rlrtfolio 

5. capital Structure 

6. Circular arxl Cross ONnership 

E. Examinations of Related Invest:nent Canpanies 

Often, t~ or more investment canpanies to be exaninerl will be lnder 
the same or related managE!1lent, arxl the operations of such canpanies will 
involve the use of ccmron or closely related perronnel, facilities arxl p:-o­
cErlures. '!his often occurs, for exanple, in cases W"iere open-errl cxrnpanies 
have ~ same investment crlviser or p:-incip:tl underwriter, or 'tIihere an CJi:en­
erxl canpany's investment a:lviser or pdncipal tnderwriter is the deiXlsitor 
of a ..... it investment trust Iotlich invests certificate holders' payments in 
shar es of the open-erxl canpany. In such cases it will ordinarily be iXlssible 
to canbine the review of certain !>,ocedures for all canpanies being exanined , 
su::h as t.h;:)se involvirg investment decisions , sales , liquidations, detennina­
tion of net asset vallE, arxl ro forth. In many cases the exanination of all 
related canpanies can be COITered in a single canbined reiXlrt. '!he metlxxl 
for exanining a canplex of fmds will be determineil by the exaniner in 
charge . '!he decision of dividing the assignnents among the exaoination 
team mE!1lbers by f ..... ctions , canpanies or a canbination thereof will deperxl on 
each particular situation. 

F. Period of Time to be Covered by the Examination 

Exaninations should ordinarily be concentrated on a period of opera­
tions of approximately one year !>,eceding the date of exanination. Test 
checks employed with respect to particular matters may cOlIer a larger or 
shorter period. '!he length of the period arxl the extent of the sampling 
soould be sufficient to afforn reasonable assurance that the facts obtained 
supJXlrt the conclusions reached as to canpliance with applicable standards. 
When problE!1ls are noted or suspected, it may be approp:- iate to review pr0-
cedures arxl operations asrociated with su:::h !>,oblE!1ls for periods p:-eceiling 
the past year . 

G. Use of Copies of Statutes and Rules as Checklists arxl Reference 
Guides 
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D.rr ing the exaninations, max;"lllTl use should be made of plblished 
statutes arrl regulations as checklists or reference guides. This practice 
has many advantages incllrlirg the fact that soch materials are p.blic arxl 
may be freely displayed during the exanination . FUrthermore, soch materials 
are readily accessible arxl are usually in rearonably current form . 

PART II . INVESTMENT COMPANY E:XAMrNATlOO P= 

FINANCIAL I\N!\LYSIS 

1 . =rING REURI:S CF TIlE lNVES'lMENl' CCMPANY 

Section 31( a) of the Act requires every registered investment compmy, 
every under.d"'iter, broker, dealer or invesbnent aiviser \oohich is a majority­
o,...nErl slbsidiary of the invesbnent canpany , am fNery investment adviser 
not a majority-owned slilsid iary and every de!I>sitor or an investment can­
!l'ffiy and every principli trlderwriter of any investment compmy to maintain 
ard preserve accounts, books am other docunents constituting its financial 
record. 

section 31( b) requires that all records maintained pursuant to section 
31(a) be slilject to examination by the staff of the Q:rnmission. 

Section 3l( c) autrorizes the Q:rnmission to [rOTIulgate rules arxl regula­
tions concerning the maintenance of books and records and the ..,eparation of 
financial statements. 

Rlle 3la-l under the Act describes trose records >.hich are required to 
be maintaine::I by registere:1 invesbnent canpanies, certain majority-c::wled 
stbsidiaries thereof, arrl other ~rS)ns having transactions with investment 
ccmpmies. Paragrap, (a) Ulder the Me requires that the acoounts , books, 
and other docunents relating to the investment ccmpmy's business, which 
constitute the record foming the basis for financial statements and aulitor 
certificates required to be filed with the Q:rnmission, be maintained arxl kept 
current. Paragrap, (b) of the !W.e itemizes the records that must be main­
tained arxl specifies the information that they srould reflect. Paragrap,s 
(c), (d), (e), and (f) describe the accounts, books, records , and doclJT\ents 
that are required to be maintained by certain other related perrons. 

!W.e 3la-2 describes trose records .n ich are required to be ..,eserved 
by registered investment canpanies, certain majority-owned sl.bsidiaries 
thereof, am other t=eroons having transactions with registered invesbnent 
ccmpmies. '!he!W.e specifies the periods for which various records srould 
be ..,eserved, and the form (i .e . microfilm, etc . ) in ..nich they may be stored . 

Me 31a-3 states that if records required to be maintained arxl preserved 
pursuant to !W.es 31a-l arxl 31a-2 are maintained or ..,eserved by others than 
the fersons required to maintain or }reserve soch records , a writt en a:Jt'ee­
rrent is necessary. Where a bank or menber of a national securities exchar"¥3e 
acts as custodian , transfer a:Jent, or dividerrl disbursing a:Jent , soch bank 
or excharge member must agree in writirg to make any records relatirg to 
soch serv ice available U!I>n request and to ..,eserve records required by RIle 

• 

• 

• 
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31a-l so as to conform with Me 31a-2. Parties other than banks or exchange 
manbers performirq custodian, transfer cgent, or dividerrl di&>ursirq services 
must agree in wr itirq that the related records are the froperty of the per­
son required to maintain and freserve soch records arrl will be surrerrlered 
franpUy upon request. 

At the outset of the eX<Il\ination, the eX<Il\iners should inquire where and 
by whan the required ledgers, journals, arrl other records are maintained. 
Where open-errl ocmpanies are involved, the basic records soch as the journals, 
subsidiary ledgers, arrl general ledger will usually be maintained at or near 
the location where the daily net asset value calculations are made. 

The eX<Il\ination should include a review of the bcoks and records which 
are required to be maintained by Me 31a-l to insure that they reflect all 
of the information required by the Me. o,ficiencies, if any, should be 
noted includirq the failure to keep the required bcoks arrl records current. 
Minor deficiencies which are corrected frior to the canpletion of the 
inspection should be noted as havirq been corrected. 

The review of bcoks arrl records can be facilitated by the eX<Il\iners if 
they, durirq other phases of the eX<Il\ination, check for canpl iance with the 
requiranents of Me 31a-l each time that they use a record in connection 
with the review of a particular activity or for the extraction of informa­
tion. 'Ibwards the canpletion of the eX<Il\ination they should collaborate 
and after determinirq which records have not been ex«nined, make a special 
review of those. In sc:me cases however, particularly when nunerous bcok­
keepirq problans are noted or suspected , an irrleperrlent review of all required 
records may be considered awrofriate. 

The eX<Il\ination should also include a review of the investment ocmpany's 
practices in connection with the freservation of records, arrl a determination 
should be made as to canpliance with the frovisions of, Me 31a-2. 

If records required to be maintained and preserved pursuant to RIles 
31a-l and 31a-2 are frepared and maintained by others, a determination should 
be made as to canpliance with the frovisions of Me 31a-3. The written 
cgreanent required by the Me should be eX<Il\ined. If a visit to the cgent 
is made in connection with other phases of the eX<Il\ination, a review for ccm­
pliance with Mes 31a-l, 31a-2, arrl 31a-3 can be included and coroucted on 
the agen t' s prenises. 

A current copy of the published General Mes arrl ~ulations tIlder the 
Act can serve as a useful check-list in corrluctirq the above reviews. 

2. CAICUlATION OF NET ASSE:l' VALUE 

~n-errl investment canpanies usually make calculations of net asset 
value once each day, at the time of the close of the New York Stock Exchange. 
This is necessary because Me 22<>-1 under the Act requires that all sales 
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an:l liquidations of redeemable shares must be at a pr ice based on the 
current net asset value of soch shares. '!he RIle further states that 
the current net asset value of any soch security shall be canputed (i) no 
less frequently than once daily on each day (other than a day durirg ohich 
no soch security ""'s tendered for redenption an:l no order to purchase or 
sell such security ""'s received by the investment Canpiny) in ..tlich there 
is a sufficient degree of tradin;J in the investment canpiny's p:>rtfolio 
securities that the current net asset value of the investment canpiny's 
securities might be materially affected by chan;Jes in the value of the 
p:>rtfolio securities and (ii) at soch specific time durirg the day as deter­
mined by a majority of the board of directors of the investment canpiny no 
less frequently than annually. A calculation is therefore required to be 
made at least once each day that shares are rold or liquidated. In addition, 
many investment canpinies have their share quotations ptblished daily ohich, 
even if no shares are transacted, mal<es a daily calculation of net asset 
value necessary. 

RIle 2a-4 under the Act sets forth certain requirenents involvin;J the 
manner in ..tlich certain of the investment canpiny's asset, liability, incane, 
expense, and capital accounts should be reflected in "current net asset 
value calculation." Section 2(a) (41) under the Act defines the term "value" 
Ioohen used with respect to assets of registered investment canpanies. EOth 
the RIle an:l the Section require than an investment canpany's assets be 
valued at "current market value." A canpiny's p:>rtfolio securities for ohich 
quotations are readily available should reflect a value based on soch quota­
tions. Securities and other assets for ohich quotations are not readily 
available should reflect a value as determined in good faith by the board of 
directors of the investment canpiny. 1,2/ It is recognized that different 
types of investment canpinies p:>se d ifferent problens as to p:>rtfolio 
valuation. 

In its simplest form, maJdn;J a net asset value calculation oould involve 
the followin;J steps: 

1. R:>st the general ledger fran the various journals. 

2. Take a trial balance of the currently p:>sted general 
ledger accounts. 

3. Value each p:>rtfolio security on the basis of that day's 
closin;J market quotations. 

11 See l\ppendix I-G-l, Investment Conpiny Act Jelease rb. 5847, Jestricted 
Securities. 

See l\ppendix I-G-2, Investment Conpiny Act Jelease rb. 6295, Accountirg 
for Investment Securities by Jegistered Investment Conpanies. 

• 
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4. Where recrl ily available market C]lXJta.tions are lnavailable, 
atte1lpt to valli:!' soch securities in a reas::>nable manner 
on a "best effort" basis utiliz;i~ a mettxx1 0[" methcrls of 
)Our choosi ng. 

5. kljust t he book value of the i nvestmen t p:>rtfolio for 
appreciation or depreciation. 

6. Subtract total liabilities fran total asse ts at market' 
to arrive at total net asset value. 

7. Divide rotal net asse t value by nunber of s hares outstan::1ing 
to arrive at net asset value rer share. 

In pr'actice, ho~ver, various meth;:)ds of calculatio:J net asset value are 
used . Rather than basing the c alculation on a trial balance or its equivalent , 
many canpanies use one of a variety of similar methods. Many of these involve 
daily [X>sting to a few canbined accounts directly fran the journals, without 
[X>sting to the general ledger except at month-en::1s . '!he sllTUllary accotnts make 
up W1.at is generally referrro to as the "IX'iclng sheet" with relatively few 
iteels inro ;,hich all assets an:l liabilities are grouped . '!he folla.;ing work­
shee ~ is an exanple of a sample form of fr icirg sheet ard its relationship to 
a general ledger trial balance . 



General Ledger Trial Balance 

Account Dr Cr 

Cash 751, 000 

Investments at Oost 9,175,000 
(Mkt. 9,226,670) 

Accounts Receivable 
fund Shares 165,150 

Accounts Receivable 
Fbrtfolio Trades 163,250 

Divirlen:ls Receivable 36,120 

Treasury Stock 1,675 

Acc . Payable - FUnd Shares 
Acc. Payable - Port. Trades 
Fees Payable 

Managenent Fee E:xpense 122,950 

Custodian & Transfer 
}>gent Fee E:xpense 

Printing E:xpense 

Other E:xpense 

Div irlen:l Incane 
Gain on Sale of Sec1s 
Capital Stock $1 Par 
Capi tal SUrp1 us 

10,175 

1,395 

16,170 

Eamoo SUrplus (Prior periods) 
10,442,885 

• 

12,695 
59,695 
39,120 

27,395 
127,165 

1,000,000 
9,000,000 

176,815 
10,442,885 

• 

Pricing Sheet 

Cash 

Investments at 
Market (Gost 9,175,000) 

Total Receivables 
Total IIssets 

Total Payab1es 

Total Liabil ities 

Net Asset Value 

751,000 

9,226,670 

364 ,520 
10, 342,190 

111,510 

111,510 

10, 230 ,680 

Capital Shares Issued 1,000,000 

Less treasury stock 1,675 

Shares OUtstanding 998,325 
shares 

Net asset value per share 10.25 

• 

I 

'" o 
I 
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During exaninations, a detailal inquiry should be ma:l e into the methods 
used in calculatir<] net asset value am the Public offerir<] price of shares. 
The exaninatibn should include a close review of a recent net asse t value 
calculation. The foll"",i"" are b.u procalures ..nich may be used in mald"" 
this review. If a closed-end canpany is bei"" exanined, similar p:-ocalures 
may be employed in reviewi"" net asset value calculations appearing in recent 
shareholder reports, etc. 

I. Reconcilerrent of General Ledger to Prici"" Sheet on an Item by 
Item Basis 

A. Extract, or otherwise obtain a copy for retention, a 
trial balance of the canpany's general lalger accounts 
as of a selected date. If a copy of a trial balance is 
used, canpare the balances in each account directly against 
the general lalger . . 

B. Cbtain, for retention, a copy of the p:-icing calculation 
used by the canpany on the same date, includ ir<] the 
valuation of portfolio securities. 

C. Oleck secur i ties IDsi tions as they appear on p:- ic ing 
sheet against those reflected in the securities lalger. 
If the securities position are exactly the same, the 
difference between the general ledger balance which 
usually reflects cost, and the p:-icing sheet market 
valuation is the total awreciation or dep:-eciation 
of the canpany' s IDrtfolio. If the posi tions vary, 
awropriate a:ljustments must be ma:Je. l'djust the 
trial balance to reflect the dep:-ec;ation or awrecia­
tion of the portfol io. . 

D. Reconcile each item on the general lalger trial balance 
(as adjusted to reflect the market value of the invest­
rrent portfolio) to the p:-ice sheet. A "",rksheet similar 
to the one shown on Page 33 may be used in makir<] the 
reconcilements . . If a difference bet..een the p:-icing 
sheet and the tr ial balance is noted am the difference 
amounts to more than 1 cent per share above or bel"", net 
asset value, a further exanination should be conducted 
until the cause of the difference is located. Cbviously, 
..nether the amount of the deviation is "material" may 
serve as a better guide depend ing on the circumstances . 

II. Independent Calculation of Net Asset Value 

A. Usi"" a v.orksheet similar to that ..nich appears on Page 33, 
foll"'" Steps A, B, and C as describal in Procalure I 

I above • 
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B. Working fran the trial balance, stbtract total liabili­
ties fran total assets (a:tjusted to market) am deter­
mine total net asset value . Divide by the nunber of 
outstand ing shares as they are reflected by the trial 
balance to detetmine the ne t asset value fer share. 
remember to apply shares in the Treasury Stock accounts 
against the shares in the Capital Stock accounts to 
arrive at the correct nllnber of shares outstandirg. 
If the difference be~en the net asset value t=er share 
so calculateci deviates by more than 1 cent per share 
in e ither direction fran the {rici.rg sheet calculation, 
a further check should be ma:te on an item by i tern basis 
un til the difference i s found . 

C. Scrne investment canpanies do rot reflect certain itens 
o n their general le:1ger as of the same time that soch 
items are reflected on the (ricing sheet . Fbr exanple, 
changes in portfolio securities should be reflecte:1 
on the pricing sheet on the day following tra:te date 
as required by Me 2a-4. '!hese trades, h~ver, are 
s:xnetimes not poste:1 to the general le:1ger ",til the 
confitmation is received, usually a day later. Similar 
lags may exist as to investment canpany shares out­
stan:1ing. Because , in s..x:h cases, offsetting entries 
to the awropriate payable or receivable accounts will 
aloo not be ma:te , these posting la:js should not affect 
the exaniner t 5 i ndepeooent calculation of net asset 
value per share as long as the shares outstaming am 
the portfolio awreciation or depreciation figures 
used in the excrniner' 5 calculation are based on the 
positions reflected in the general le:1ger. In soch 
cases, the shares outstanding balance sI-ould pose no 
~oblen since it is readily available fran the general 
ledger. '!he [Drtfolio valuation requires an irljustment, 
however, wtlich can easily be merle if the securities in 
which differences in p::>sition are noted are s::hedule::1 
at the time the IX'icing sheet p:>sitions are checked to 
the securities looger. In a:ldition, most investJl\ent 
advisers are paid a managenent fee based on the daUy 
net asset value of the invest::ment conpany. Failure 
to canpute the daily net asset value because of a 
lack of share transactions for a particular day may be 
in contravention of the eXlvirory contract. An exaniner, 
in making an irdef:eooent calculation, should reconcile 
this contract requirement with actual practice. 

• 

• 

• 
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Sample l~rksheet for ~laking Independent Calculation of Net Asse t Value 

CALCULATION OF NE:!' ASSIIT VAWE 

Trial Balance 

Account Dr Cr Assets Liabilities Capital 

Cash 751,000 751,000 
Invesuments at Oost 9,175,000 9,175,000 
Accounts Receivable 

F\Jnd Shares 165,150 165 ,150 
Accounts Receivable 

POrtfolio Trades 163,250 163,250 
Dividerrls Jeceivable 36,120 36,120 
Treasury Stock 1,675 

Ace. Payable - Fund Shares 12,695 12,695 (1,675) 
Ace. Payable - Port. Trades 59,695 59 , 695 
Fees Payable 39,120 39,120 

Managenent Fee Expense 122 ,950 (122 , 950) 
I 

Custod ian & Transfer Jlgent w 
w 

Fee Expense 10 ,175 (10,17 5) I 

Printing Expense 1,395 (1,395) 
Other Expenses 16,170 (16,170 ) 

Dividerrl Ina:rne 27,395 27 ,395 
Gain on sale of Sec's 127,165 127,165 
Capital Stock $1 Par 1,000,000 1 , 000,000 
Ca pi tal SUrpl us 9,000,000 9 , 000 , 000 

Earne:l SUrplus (prior periods) 176,815 176 , 815 

Portfolio 
APpreciation 

51,670 51,670 
10,422,885 10 ,44 2, 885 10,342,190 115,510 10,230 , 680 

Share~ out . 998 , 325 
NAV S10 . 25 
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In using either of the aforenentioned proce::lures, check, at l east on 
a test basis, values a ssigne::l to p:>rtfolio securities. 

Valuations for Ulrestricte::l securities should be checked <gainst avail­
able publishe::l qootations for the date of calculation. '!he valuation of 
assets for -.hich market qootations are not available should be revi"'-"<l for 
canpliance with Investment Conpany Act Release N:>. 5847 and 6295. 1 / , 2/ 
A thorough inquiry should be made as to methods of valuing soch securities 
incluling an appropriate review as to -.hether soch assets and securities 
are valued in "good faith." '!his should inclule a review of the information 
or proce::lures used by the directors in making their valuation. Oleck also 
that p:>rtfolio canpanies for -.hich qootations cannot be found, actually 
ex ist. 

&me investment canpanies have contracte::l with brokers, banks, service 
agents o r other outside parties for the pr icing of the fDrtfolio securities 
and r elate::l fUlctions , incluling the canputation of net asset value F"r 
share. In sllCh instances, the examiner should obtain as mllCh information 
as he can regarding the foll""ing. 

.!I 

1. . '!he "services" being rendere::l. 

2. !bw the outside party is canF"nsate::l for its services. 

3. What source the outside party uses for prices. 

4. '!he extent of review proce::lures, monitoring and control 
by the investment canpany over the outside party. 

5. Formal evaluation and approval by the investment canpany's 
Board of Directors of the pricing proce::lure. 

6. (a) D:>es the outside service also value restricte::l or other 
securities for -.hich market qootations are not available 
and , if so, does it foll"" an "autanatic formula" contrary 
to RIle 2a-4 as interprete::l in Investment Conpany Act 
Release N:>. 5847? 

(b) Does the proce::lure by -.hich the outside party values 
restricted securities conflict with the Board of Directors' 
resp:>nsib il i ty in Rtl e 2a-4? 

See Appendix 1-(;-1, Inves tment Conpany Act Release N:> . 5847, Restricted 
Securities. 

See Appendix 1-(;-2, Investment Conpany Act Release N:>. 6295 , Accounting 
for Inves tment Secur ities by Registere::l Investment Conpanies. 

• 
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7. Ibw do aLrlitors confim the [Xices of portfolio securities? 

8. What recoros , if any, does the outside p3rty maintain r egard­
ir<J the [Xices canmunicate<'l to the fund or its agent? 

9. ltre there any other parties involved in the [Xicir<J proce'lure? 

Iev iew the [Xocedures used by investment canpanies in makir<J the 
pricir<J calculation for canpliance with the [Xovisions of ~le 2a-4. 1\ 
copy of the published General ~les and lEgulations under the Act can be 
used as a checkl ist in makir<J this rev iew. Oleck aloo tha tactual rrettxYls 
of pricir<J are, consistent with disclosures in the [Xospectus and shareholde r 
reports. See that [Xicir<J methods are unifomly and consistently applied. 

As a further check for [Xoper calculation of net asset value, review 
past pricir<J sheets as of recent aLrlit dates to see whether or not the 
net asset value per share as calculated on those dates agreerl to the net 
asse t value as calculated by the auditors. A detailed inquiry should be 
ma:le into differences of more than 1 cent per share or of an anount deemed 
to be material by the eXGITliner. 

Verification and Analysis of Accounts 

lEgardless of which [Xocedure is used to check the net asset value 
calculation, a trial balance should be [Xepared fran the ,]eneral ledger 
(or otherwise obtained and checked against the general ledger) durir<J 
all investment canpany inspections. At a minimum, the followir<J accounts 
should be verified and analysed. 1/ Similar, appropriate methods should be 
used to examine other accounts in-which unusual activity is noted or which 
appear to warrant review. 

v 

Account Verifications 

Cash - Verify by obtainir<J statement fran depository 
bank and reconc il ir<J to general ledqer bal ance. 

Investments - Verify by physical count or obtainir<J confir­
rna tion fran cus tad ian and reconc il ir<J to 
securities ledger. 

Dutstand ir<J 
shares - Verify by obtainir<J confimation fran transfer 

agent and reconciling to general ledger balance . 

As will be seen late r in the manual, the analyses am verifications 
obtained at this time will be used to assist wi th othe r aspects o f 
the examination. 
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Account Analysis 

Accounts Payable and Jeceivable/ 
~n Rlrtfolio Transactions -

Prepare detailErl breal<!lown inclu:l ing 
dates of transactions. Inquire into 
outdatErl or stale items. 

Accounts Payable and Jeceivable/ 
fund Share Transactions -

Exp'nses -

3. CAPITAL STROCWRE 

Prepare detailErl breal<!lown inclu:l ing 
dates of transactions. Inquire into 
stale or outdatErl items, eSp'cially 
sizable pJrchases of fund shares on 
accol.D1 ts. 

Prepare detailErl breal<!lown. If 
accruals are used, check for accur aey . 
Ascertain that all fund exp'nses are 
consistent with existing' contracts. 
retermine ..nether any of the eXp'nses 
are being booked and/or billErl on a 
net basis. If so, request information 
as to the nature of any discount or 
indirect offset of such eXp'nses. 

The capital structure of registerErl investment canpanies is limited by 
Section 18 of the Act. Pursuant to Section 18 (a), closed-end oanpanies are 
allOlo<!d to issue senior securities inclu:ling borrowings fran a bapk, bonds, 
debentures, and plCeferrErl stock, to obtain lever",!e for their canmon stock­
holders. Section 18(c) limits such canpanies to only one class of senior 
securities outstanding replCesenting indebtedness and one class of senior 
securities outstanding replCesenting a stock. If a closed-end oanpany raises 
capital through the use of lever",!e, the canpany must have a ratio of "asset 
cover"'!e" to debt of at least three to one. If additional capital is raised 
through a class of stock, the requirErl "asset cover",!e ratio" is b.o to one. 

Pursuant to Section 18 (f), op'n-end oanpanies are not p'rmitted to issue 
senior securities inclu:ling bonds or debentures. The use ' of bank loans i s 
p'rmittErl , however, but restricted by a three to one "asset cover"'!e" requir~ 
ment. Section 18(h) defines the term "asset cover"'!e" as follows: 

"Asset coveraJe" of a class of senior security re[re­
senting an indebtErlness of an issuer means the ratio ..nich 
the value of the total assets of such issuer, less all liabil­
ities and indebtedness not replCesented by senior securities, 
bears to the aggre:j'ate amount o f senior securities rerre­
senting Webtedness of such issLEr. "Asset cover~e" o f a 
cla~s of senior security of an issuer which is a stock means 
the ratio ..nich the value of the total asse ts of such issuer, 

• 

• 

• 
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less all liabilities am irdebtedress not representen by 
senior recurities, bears to the aggregate amount of senior 
securities representing irdebtedress of soch issLer Plus 
the aggregate of the involuntary liquidation p:-eEe r ence of 
soch class of senior security which is a stock." 

Section 18(i) requires that every share of stock issued by a registered 
managanent investment canpany (except certain caruron law trusts) shall be 
voting shares aOO shall have equal voting rights with every other outstarrl­
irxj votirxj stock. 

D.Jrirxj examinations, the investment canpany 's trial balance an:l general 
la:lger acccunts should be carefully revie..ed for irrlications of obtainirxj 
capital through the issuance of "senior securities." Look particularly at 
the canpany' s debt (liability) acccunts, ard its capital accounts . large 
cash receipts or payments reflected in the cash journals may iOOicate 
activity in issuing senior securities. A review of exp:mses incurred or 
paid may turn up irdications of interest payments related to senior securi­
ties. Where soch irrl ications are noted, a check for COTlpl iance wi th the 
awlicable p:-ovisions of Section 18 should be made. 

Short Sales aOO Options 

Section 12 (a) of the Pet r:emits registera:l investment canpanies to 
effect short sales except in ccntravention of rules ard regulations of the 
Conmission . 'Ib date, no soch rules have been crlopte::L ~ver, Section 18 
of the Pct contains I:im.itations up:>n the issuance of senior securities, 
inclooing a I;rOlJision that an or:en-errl COllpany may not isS\.E senior securi­
ties, except that it may borrow fran any bank. 

A soort sale involves ~ creation of a senior security as defi.ne:l 
in Section 18 (g) in that a short sale typically involves the borrowirxj of 
stock fran an entity other than a bank, thereby creatirxj an irrlebtedness 
to an entity other than a bank. Since an or:en--erd investment canpany cannot 
i ssue senior securities aOO can only borrow fran a bank, in order to canply 
with the p:-ovisions of Section 18, the short sellirxj q:>en--end investment 
canpany must put in a segregated account (not with the broker) an ffilOlnt 
of cash or u.s.- governnent securities equal to the difference beb.een (a) the 
market value of the securities rold an:l (b) any cash or U. S. governnent secu­
rities requira:l to be deposited as collateral with the broker in ccnnection 
with the short sale (not incltrlirxj the p:-oceeds fran the sale). In addition, 
until the canpany replaces the borro..ed security, it must daily maintain 
the segregated account at soch a level that (1) the amount deposita:l in it 
plus the amount on deposit with the broker as collateral will equal the 
current market value of the securities sold short, ard (2) the amount 
deposited in it plus the amount deposited with the broker as collateral 
will not be less than the market value of the securities at the time they 
""'re sold short. 'Ibis in effect nullifies the borrowirxj. 
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If the open-em investment canp.ny owns the security ...nich is sold 
short, that is, a short sale against the box, a senior security still is 
created, but the borrowing is cure:l if the custodian, pursuant to instruc­
tions of the investment canp.ny, restricts the sale of the security held 
...nich collateralizes the short lDsitiOn ro that the investment canpany's 
obligation is ·covere:l fur the duration of the short lDsition. 

~li th respect to a closed-end canp.ny, any short sale ...nich does not 
include the arranganents describe:l <Dove with reference to open-em a:m­
p.nies is considere:l to involve the creation of a senior security and is 
subject to the pr-ovisions of Section lS(a) (1). Likewise, any closed-end 
canp.ny that writes options that do not include the arranganents describa:1 
below, should canply with Section lS(a) (1). 

'!he writing of put and call options is alro subject to certain restric­
tions in Qrder that it not result in the issuance of senior securities in 
violation of Section lS of the Investment Canpany Act. '!here are 0.0 ways 
an investment canpany may write call options. '!he first is that the call 
be "covere:l." fbr the call option to be covere:l, the investment canpany 
must either own the underlying securities or own, on a share-fur-share basis, 
a call of the same "class" as the call written ...nere the exercise pr-ice of 
the call held is equal to or less than the exercise pr-ice of the call written. 
'!he second wayan investment canpany may write call options and canply with 
Section lS of the Act is to maintain in a segregated account, described 
below, cash, U.S. governnent securities or high grade debt securities equal 
to the market value of the optioned securities. 

'!here are two ways an investment canpany can write put options and 
canply with Section lS. Qle is to write covere:l put options. A put option 
is covere:l if the writer holds, on a share-fur-share basis, a put of the 
same "class· as the put written ..nere the exercise pr-ice of the put held 
is equal to or greater than the exercise pr-ice of the put written. '!he 
second way is for the investment canpany to maintain in a segnqated 
accomt cash, U.S. governnent securities or high grade debt securities in 
an anount equal to the funds that would be necessary to purchase the securi­
ties underlying the put. 

Generally, the broker through ..nan the uncovere:l option is written will 
require that the amount in the segnqated accomt, ...nich is marked daily to 
the market, be collateral ised or secure:l by the investment canpany's obliga­
tion to deliver the underlying security if the option written is a call or to 
buy the underlying security if the option written is put. '!his necessitates 
an a:jreanent between the investment canpany, the custodian and the broker 
..nereby the investment canpany agrees to segregate and ple:lge cash or cer­
tain other assets, using a special account at the custodian to pr-otect the 
broker and satisfy margin requiranents and Pegulation T. 

• 

• 
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4. DIVIOCND PAYMENrS TO SH1\REHOUERS 

Sectio n 19 of the Investment Conpany Act requires that a registered 
investment canpany makE dividen:l payments to sharerolders only fran (1) 
accLlTlulated undistributed net incane not includirg capital gains and 
losses ; or (2) such canpany's net incane for the current or !X"ecedirg 
fiscal year; unless the payment is aCccrnpanied by a written statement 
adequa tely disclosing the sources of the paYment. The requirements involv­
irg the 'written statement are s!>'cified in RIle 19a-l under the Act. 

RIle 19b-l requires, generally, that capital gain distributions be 
limited in frequency to not more than once each taxable year. 

In erldition, when investment canpa.nies make fro rata stock distribu­
tions to sharerolders , certain generally accepted accx>unting standards 
must be met. y &1ch distributions may be =nsidered misleadirg if, ..nen 
the ratio of such distributions is less than 25% of shares of the same 
class outstand irg, the fair val ue of the shares issued is not transferred 
fran retained earnirgs to other capital accomts. Basically, ..nat is 
involved here is that stock distributions of less than 25% =uld be c0n­

sidered by the recipient to be non-cash distributions of earnirgs. Ther~ 
fore in the absence of soch earninjs, su:h distributions are considered 
as bein;i mislead irg. 

D..Irirg exaninations, all distributions to sharerolders durirg the 
!>,riod ccwered by the exanination should be revi~. The review srould 
include the ac=untirg entries involving the payments. Copies of sta~ 
ments accanpanying distribution payments srould be obtained fran the 
canpany and checKEd for canpliance with RIle 19a-1. A copy of the RIle 
could serve as a check list in making the review. 

INVESTMENr ACI'IVITIES 

5. INVES'lM= OCCISIOOS 

An n investment irlviser" to an investment canpany is defined in Section 
2 (a)(20) of the Act. It is any !>,rs:>n (or cx>qoration, etc.) IotlO regularly 
f urnishes advice tn an investment canpany pursuant to a contract, or any 
!>,rson ..no is empowered to determine ..nat secur ities or other !X"o!>,rty 
shall be purchased or sold by the investment canpany. &1ch advisers are 
required to be registered with the Conmission pursuant to Section 203 of 
the klvisers Act . The definition under the Act does not include a !>,rson 
..no furnisheS only statistical and other factual information or advice 
on occas ional transactions, a ~rS)n fttlose irlvice is furnished t:h.rol.J3h 
publications issued to subsc ribers or a canpany furnishing advisory 
services at cost to one or more financial institutions, insurance canpan ies 
or investment canpanies. 

See Ap!>'ndix I-L-l, Accx>untirg Series Ielease Nol . 124, Pro Rata St ock 
f)i.str ibut ions to Sharerolders . 
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Section 15 (a) of the Act requires that an investment <rlviser to an 
investment canpany must serve or act pursuant to a written contract ..nich 
has been approved by the majority of the outstarxling voting shares of the 
investment ccmpany. 

The roles played by an investment canpany' s investment <rlviser, sub­
crlviser, board of directors, executive canmittee, invesb'nent caranittee, 
<rlvirory board, and other groups of individuals, as they relate to investment 
p:>rtfolio decisions, vary fran one investment ccmpany canplex to another. For 
exanple, sane invesbnent ~visers merely make investment recaranendations on a 
non-discretionary basis to an investment cCJ\1pa.ny I aoo the actual decision to 
execute a p:>rtfolio transaction is made by an individual or canmittee of the 
investment ccmpany. In other cases, the investment <rlviser is not involved 
in the investment decision peocess or is only involved in a small way, having 
delegated that function to a sub-adviser. In most situations involving 
investment ccmpanies, investment advisers have ccmplete discretionary authority 
to make final investment decisions and execute p:>rtfolio transactions. Many 
times, individuals ..no are involved in the investment decision making process 
have overlapping fmctions and p:>sitions because they hold concurrent p:>sitions 
or titles in both the investment canpany and its investment <rlviser. 

DJring investment canpany examinations, it is an imp:>rtant, and rome times 
difficult, task to determine exactly ..nat roles are played by the different 
parties, groups, or individuals involved in the investment decision making pee­
cess . If an individual holding concurrent titles or p:>sitions with the invest-

• 

rrent canpany and its adviser is involved, the examiner should ascertain ..nich • 
"hat he is ...,aring" during the performance of functions relating to investment 
decisions. In rome cases, it is not uncanrron for the peincipals themselves 
not to be aware of these "technicalities." \men this occurs, the exaniner 
should insist that specific answers be rought and furnished. 

The information is best obtained by interviewing and observing those 
perrons ..no are directly involved in the investment decision making pee-
cess. The examiner should inquire and observe row investment ideas orig inate, 
how the selection of issues to be purchased or rold is made, how actual trans­
actions are authorized, how broader p:>licies are determined, and ..nat infol:'­
mation is received by the investment ccmpany' s directors. 

AA inquiry should be made into ..nether or not outside financial services 
are employed and the nature of such services. The information requested fran 
the canpany at the outset of the examination involving the staff of the <rlviser 
should be revie....a and a determination made as to ..nether or not the staff 1S 

adequate to perform the required duties. 

Using all of the above information, a determination should then be made 
as to ..nether or not there are any ·undisclosed investment advisers not pel:'­
forming pursuant to contract as required by Section ls(a), and as to ..nether 
or not the investment adviser can canpetently perfolll1 those functions agreed 
to in the <rlvirory contract and repeesented in the fund' s pt"ospectus. The 

• 
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lcrlowlErlge gainoo dur ing this fhase of the exanination will als:> be used in 
connection wi th other as~cts of the exau i nation , par ticularly those invalv­
.L"):) a review of the investment adv i ser contract covered in Item 9 of the 
QJtl ine arrl Manual. 

6 . ffiANSACTIONS IN RlR'lFOLIO SOCURITIES 

Iii th the a:lvent of negotiated CXllUT\ission rates, all orders for transactions 
in portfolio securit i es placerl on behalf of investment canpanies must be placerl 
with the p:-imary intention of obtaining best execution. 1/ In aidition to cer­
tain sp?cific pr'ohibitions relating to p::Jrtfolio transactions contained in the 
Act d iscussed below, miscorrloct or negligence in connection with soch trans­
actions may consti tute a breach of fiduciary duty . Section 36 of the Act 
autrorizes the Conmission to brl..oj action ajainst certain '[:eroons involved in 
miscorrluc t or negligence \'ohich constitute a breach of fic10ciary duty. Violations 
of other Federal securities laws and regulations i ncludirYol certain anti-fraud 
arrl discl osure provisions may aIs:> be involved in su::h cases. 

Section 17(a), 17(d), 17(e) , and 10(f) of the Act contain s!>"cific trohi­
bitions awlic<ble to tra:lirYol tractices. In every case, the trohibitions awly 
to affiliaterl !>"r sons and affiliated persons of such persons . Sane also awly 
to pranoters , principal underwriters, others arrl their affiliates . 

An affil iaterl person is definerl in Section 2(a) of the Act as follows: 

"Affiliated ~rs:m" of another ferron means (A) any 
pers::m directly or in:Hrectly ownirY3' , controllirg, or 
roldi.n:J with p::>wer tx:> vote,S per centun or more of the 
outstarrling voting securities of soch other r:ers::m: (B) any 
perron 5 t:er centun or more of W1.ose outstarrlit"¥J voting 
securiti es are directly or irrlirectly owned, controlle::1, 
or held with FO"",r to vote , by such other person; (C) any 
per son d irectl y or ind irectl y con troll irYol, controllerl by , 
or under caranon control, with soch other t;:erron; (D) any 
officer, directx:>r , partner, copartner, or employee of 
soch other ferron; {E} if soch other t=erron is an i nvest­
rrent a:lv i ser thereof or any member of an cdvirory board 
thereof ; arrl (F) if soch other perron is an rnincoqnrated 
investment canpany not havin:3 a board of directnrs, the 
deFOsitor thereof. 

In 1975, Congress adopterl Section 28(e) of t he Exchange Act >hich 
relieves investment manag-ers, when acting in gcx:xj fa ith, of certain 
liabilities that might have accrued to them if they caused accounts 
Yklich they manege to pay brokerage canmission at rates in excess of 
the l"""st rates available in consideration of t he value of brokera:Je 
and research services providerl by the broker to >han the canmissions 
"",re paid. 



-42-

Section l7(a) of the .oct generally prohibits an affiliate:'! perron, 
pranoter, or lX"incipal underwriter for a registerErl investJnent canpany, 
or any affiliate:'! perron of such a perron, pranoter, or lX"incipal under­
writer, acting as lX"incipal, fran selling or purchasing lX"0pertyor 
securities fran the investJnent canpany, arrl fran torrowing money fran the 
canpany, with few minor exceptions. 

Section 17 (d) of the .oct arrl RIle l7cl-l thereunder generally prohibit 
affil iated perrons arrl pr ineipal underwr iters of reg isterErl investJnent can­
panies, arrl affiliated perrons of such perrons and lX":!neipal underwriter, 
acting as lX"incipal, fran participating in, or effecting any transaction in 
connection with, any joint enterF£ise or other joint arrangenent or >rofit 
sharing plan in \>tlich the investment canpany is a participant. 

Section l7(e) of the .oct generally prohibits affiliate:'! perrons of a 
registerErl investment canpany, or affiliate:'! perrons of such perrons, act-
ing as agent, fran accepting any canpensation for the purchase or sale of 
any property or securities to or for the investment canpany, except in the 
course of such person's business as an l.11derwriter or broker. Canmission 
rates to brokers, \>tlo are affil iate:'! perrons of the investment canpany, or are 
affiliate:'! persons of such perrons, is generally on a basis \>tlich is equiva­
lent to brokerage rates paid by the affiliate's most faverErl custaners. 
Moreover, such canmission rates soould be canpetitive to tOOse lX"CNidErl by 
other unaffiliate:'! brokers in terms of price and execution rerrlerErl. 

Section 10 (f) of the .oct generally lX"ohibits registerErl investJnent can­
panies fran purchasing or otherwise acquiring, during the existence of any 
underwriting or selling syrrlicate, any security, a lX"incipal underwriter 
of \>tlich is an officer, director, member of an a'lvirory board, investment 
adviser, or enployee of the investment canpany, or a person of ..nich any 
such officer, director, menber of an a'lvirory board, investment a'lviser, or 
employee is an affil iated perron. 'Ib acquire securities, \>tlich are other­
wise lX"ohibite:'! by Section 10 (f) of the /\Ct, Rlle 10f-3 sets forth the 
corrlitions in \>tlich an investment canpany can purchase either municipal or 
publicly-issurErl securities in ..nich its lX"incipal l.11derwriter or an 
affiliate is a participant in the l.11derwriting syndicate. 'The corrlitions 
of the rule are fairly extensive, arrl acoordingly, the exaniner is referred 
to the rule for specifics. It is suggeste:'! that the exaniner utilire the 
rule as a checklist ..nen verifying oanpliance. 

• 

• 
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Thus, an affiliated ~rron, pranoter, or IXincif=81 underwrite r o f a r eg is­
tera:l investment canpany or an affiliated ~rron of sLCh p;!rroml is restricted 
by the !\ct, in his dealing with the investment canpany. Without meeting the 
conditions for exception or the receipt of a Commission orde r for exemption, 
he may not sell to, or p..>rchase any security or other IXop;!rty fran a regis­
tera:l canpanyor any canpany controlla:l by a registera:l canpany. He may not 
borrow money or other IXoperty fran a registera:l canpany or one controllErl 
by sLCh canpany. He may not effect any transaction in which a registerErl 
canpany is a joint or joint and several participant. He cannot accept can­
pensation as an agent fran any source for the purchase and sale of any pro­
perty to a registered canpany except in the ordinary course of his business 
if he is an underwriter or broker. 

Furthermore, pursuant to fiduciary obligations, those perrons resp:msible 
for placin:} orders for transactions on behalf of investment canpanies, must 
seek the ·best !X>ssible execution of those orders. Prospectus disclosures in 
connection with the placin:} of such orders must, of course, be consistent with 
actual practices. Moreover, such pcospectus disclosure should incllrle a dis­
cussion of any additional , services (~ • .9:. statistical, qu:>tation and research 
information) w-.ich are renderoo the investment' canpany and/or its investment 
adviser as part of brokerage placement pcactices. 

fur in:} investment canpany examinations, it is im!X>rtan t to determine 
(1) the quality of execution of p:>rtfolio security transactions 'incllrlin;J 
those which involve listed securities (third market); (2) that affiliated 
perrons, or their affiliates, are not bein:} used to execute !X>rtfolio trans­
actions on a principal basis; (3) that, except as permittoo by Rule 10f-3 of 
the !\ct, the canpany has not acquiroo securities durin:} the existence of 
any underwriting syndicate of I>.hich an affiliated perron or affiliate of 
soch a person, is a pcincipal underwriter; (4) that orders are placErl with 
the intention of seeking the best p:>ssible execution and that broker-dealers 
have not been unnecessarily interp:>sitioned in transactions thereby increas­
in:} the costs of execution; (5) that the canpany pays only the necessary 
canmission, particularly with respect to volune discoU'lts and negotiated 
rates; (6) that any research or services renderoo by broker-dealers is con­
sistent with' the provisions of Section 28(e) of the Exchange !\ct and rros­
pectus disclosure; (7) that pursuant to arrangement or otherwise, affiliated 
perrons, or their affiliates are not receiving unlawful canpensation in con­
nection with the execution of p:>rtfolio transacqons and (8) that the canpany 
is not participating in joint ventures with affiliated perrons or their 
affiliates. ' 
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It should be recognized that investment canpanies are not preclLrled 
fran allocating ~rtfolio brokerage to brokEr-dealers mo sell ftnd shares. 
With the recent amendment in 1981 to the Nl\SD Anti-Reciprocal Rule, Nl\SD 
ITlE!1\bers are explicitly permitted to sell shares of funds mich follow a 
disclosed ~licy of considering sales of their shares as a factor in the 
selection of brokEr--dealers to execute ~rtfolio transactions, stbject 
to best execution. Exaniners should inquire: (a) -.hether sale of fund 
shares is a factor of consideration in determining the allocation of in­
vestment ~rtfolio brokerage, (b) -.hat formal docunentation (e.g. invest­
rrent advirory contracts and board of directors minutes) permits or 
sanctions this factor to be considered, and (c) the manner in -.hich this 
factor is reflected in the fund's books and records, especially Rule 
3la-l(b) (9) of the Act. 

Confirmations of ~rtfolio transactions effected by the investment can­
pany during the period imrrediately preceding the date of exanination should 
be obtained for the puqose of schedul ing various types of transactions to 
the extent deemed necessary. 'Ihe confirmations may, if circunstances .... rrant, 
be checked against the canpany's p,Jrchase and sale journal to insure that 
all ronfirmations covering the selected period are inclLrled. Fran the con­
firmations, the exaniner should schedule a rep:-esentative nunber of various 
types of transactions particularly the following, recording details as to 
trade dates, quantities, description, prices, canmissions paid if executed 
on an agency basis, cost or proceeds, nanes of executing broker-dealers, 
markets iliere executed, and all other pertinent infonnation: 

y 

A. Transactions in listed securities executed on 
the over--the-oounter market. 

B. Transactions in tnlisted securities. 

c. Block transactions in unrestricted securities 
inclLrling exchange transactions involving 
quantity discounts and negotiated canmission 
rates. 

D. Transactions involving securities and other 
investments mich are restricted as to resale 
(p:-ivate placenents). Y 

See I\ppendix I-G-l, Investment eanpany Act Release N::l. 5847, Ies tricted 
Securities. 

• 
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E. All other transactions ...nich may be musual or 
which arouse suspicion. Such transactions and 
the surround ing circunstances should be repJrted 
whether or not clear violations are inclLrle:l. 

The following is a series of w:>rksheet foms ...nich can be usecl as a guide 
to schedule and rev iew various types of pJrtfolio transactions. Schedules A 
through I are for use in reviewing specific types of transacti ons as title:l. 
Schedule J is a canbine:l fom ...nich can be used to transcribe several types 
of transactions directly fran confinnations but requires that additional 
colLlTU1s be set up as awropriate to canplete the review. Cbviously, the 
extent of any scheduling will vary in each situation. A rep:-esentative sample 
or spJt 9heck of specific types of transactions should provide the exaniner 
wi th insight on whether to purSlE this matter in greater detail or to p:-ocee:l 
with the exanination. Scheduling, for scheduling-sake, is not the ptJrIDse or 
principal output of exaninations • 



SCHEDULE A BROKERAGE PURCHASES OF LISTED SECURITIES EFFECTED OFF THE EXCHANGE 
. -----

Comm i ssions Exchange Price 

:- I r---- Ran e 
Description Price i /\mount 'Ibtal High I Low 

Paid Cbst Broker 

SCHEDULE B BROKERAGE PURCHASES OF UNLISTED SECURITIES 
I 

Comnis~ ion Publ ished 
Trade /\mount 'IOtal Offers 
Date Q.lantity Description Price Paid Cbst Broker High 1'---

SCHEDULE C PRINCIPAL PURCHASES OF · LISTED SECURITIES 
r 1 i Princip,ll I Exchange Pr ice 

Excharge Trade I Rance 
Imere Date Q.lantity Description Price Cbst .I seller Hlgh Low 
Listed 

I 

• " • • 

I 

'" a-
I 



• 
samOOLE 0 

Pr incir.al 
I Exchange '!ride 
I \'lhere Illte I Listed 

SOiElXlLE E 

~ III te Q.lantity 
I 

SCHEDULE f 
r 
'!ride Effective 
Ill te cate of 

Lhd erwr it i f"Kj 

l 

• 
PIU NCIPAL SI\I .ES Of LISTED SllCURJ'I' rr;S 

OJantity ~3:ription ?rice Proceeds I).jl"t 

- _ . - ~ ~-

PRINCIPAL SALES Of UNLISTED SOCUnlnES 

J>.Jbl i she<i 
[eocription Price Proceeds 9Jl"t Bids 

II.DW 
High 

PURCHASE OF NEW I SSUES ON PRINCIPAL IlI\STS 

[es:: riptio n Price Pr"oce..."'Cls Broke r 

• 
Exchange Pr icc 

Rar> e 
High l.ow 

,..arket ~\3 ker 

- Yes Ot I'b 

I 

Broker "~ber 
Of Selli"" Group 
Yes I'b 

1 

, 
po 
~ , 



SCHEOOLE G 

Tra:le I 
"' t e QJant i ty 

I I I 

5O-IEOOLE H 

Pr incif61 
Excharge Tca:le 
"'he re "'te 

r s t e:l 

SCHE!lJLE I 

Trooe 
"' te QJality 

, , 

- -SQIEOOLE J 

Tra:1e Quantity 

"' te Ib t Sold 

• 

PRINCI PAL PUROlASES or LIsrm SP.CURITlfS 

Published fo'lar k.e t M3~[" 

~s:: ription Price (bs t Sell~[" Offers 

i 
High lnw Ye s or "" 

BROKERAGE SALES Of' LISTED SEOJRI'l'IES EFFECTED orr 'THE EXCHANGE 

Canmiss io ns ExcharJ:;Je Pr ice 
Nnount Range 

QJantity ~s::ription Price Paid Proceois ElJye < High Low 

BroKERAGE SALES OF UNLISTED SECURITIES 

<brnniss io ns ""t Published 
Il::!s::ript ion Price """'" t Proceeds Broker Bids 

Paid High Low 

~ 
m t-'BINED FORM ffiR REVIEi'f[~ VARIOUS 't"fPE'S OF TRA"lSACTlOOS 

Canmission Paid Cbst o r 8xecut inq i·'arket i .. ,he r e 
l::escription Price or (Pl Princiral Proceeds BD Executed 

-

• • • 

, 
~ 

'" , 



• 

• 

• 
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In crldition to a review of sfec ific transactions , t he exan i ner 
stould cbtain the follooll3 information : 

A. Jbow am by ...nan are orners fo r the PJrchase am sale o f 
fOrtfolio recurit ies placErl . 

B. Vi'ho actual ly selects executirg broker-dealers , aid ...nat 
factor s are consider-eO. Ibw are soch broker-dealers 
solicited • 

C. A description o f any a rrangenents involving the plac ing 
of o rders with broker-dealer s p3rticularly for the 
fo llo..'irg pur£X)ses : 

1. Sales of shares of the inYestrnent canpany , inclw ing 
all direct an:} i.rdirect sal es ~anotiona1 effocts. 

2. hjYlS::>ry ard r esearch services £roviilerl to the inves t ­
nent canpany , its investment a1viser, or other a ffili­
ated per eons . !I 

3. Other services £XOYided , s och as the ftrnishirg of 
quotations for lXicinJ calculations • 

D. A des: r iption of a ll arrangenents involvirg the execution 
of t ransactions by affiliatOO broJ.oEr-dealer s , o r by broKer­
dealers ...tl ich are affiliates of afflliatOO t:enons . 

Of s~cial interest to the cxo5Tline r i s the use o f a n investment canrany t 5 
asse ts to PlY fo r a:3ditional r esearch or statistical services incllrling 
qu:>tat ion am IX"ic~ services . ~search serv ices may be p.lrchased either 
with "ooft" or "hatrl dollars ." If purchased with ooft dollars , the cost 
fo r stCh services in addition to bro~ra:Je cost s are inchrl~ in the 
can'TIissien IX"ice , h<>\I.cve r, there i s no spacific dolhr t1TlOlJlt attached to 
these services . Jesear ch services [:Urchased with hard dollars have a 
s p:cific dol l ar aTIOlI'lt assigr£d to their purchase . 

An exaniner sh:>uld carefully r eview the natlre of the services (rOV irloo 
arrl tre cos ts assoc iated therewith . fobroovcr, the use fulrl!sS am triMary 
r ec i pient of this info rmation sh:>uld be determined . Fbr exanpl e , if an 
i nve stment eaTIplny paid in roft dollars for r esear ch infotmation, \o'hich 
W':'lS o f g reater interes t to the investment ooviser in manl!girg a fmd , 
e ither in the same canplex or outside of the canplex , it \oOuld be 
rrop: r to question the p,-oIX"iety of this expenH ture . Finally , any 
review of r e search expenses s hould 1ncltrle an analysis o f the 9:>.lrd of 
Directors actions in 4RX'CWin:J, reviewiN] am mon i toring these se rv ices . 
SUch cost s s hould warrant full cons ideration an1 review in the awroval 
or r enewal of an inves tment advisny contract . 
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E. A description of all transactions involvirg restricted 
securities. 1/ The investment canpany' 5 files should 
be revie..e::J for information concernin:J the circLITIs tances 
surrotnding the execution of su::h transactions, particu­
larly tt~se involvirg the factors u;;on Ioohich the Jrice 
was based . 

Portfolio Turnover Rate 

The inves tment canpany ' 5 most current IX"os(:ectus or its registration 
s tatement lrlder the Act sl'x:Iuld be revieto.ed to determine the canpany' 5 p:>Ucy 
with res~ct to rx>rtfolio turrX1Ver and its general investment objective . '!he 
exaniner sI'"ould then cal culate the current p:>rtfolio turnover rate in the 
foUowirg manner : 

y 

1. 1he rate shall be calculated by dividirg (A) the lesser of 
purchases or sales of p::lrtfolio securities for the p3.rti­
cular fiscal year by (8) the monthly avera;e of the value 
of the lDrtfolio securities """eel by the registrant during 
the p:lrticular fiscal. year. 9.Jch monthly average shall be 
calculated by totaling the values o f the Il'rtfolio securi­
ties as of the beginn:iN:;J am errl of the first month of the 
p3.rticular fiscal year an::} as of the em of each of the 
socceedin::] eleven months, am dividin::] the SllTl by 13, except 
that the ave rage value of securities for W"iich market qoota­
tions are not available may be based up:m the val12 of soch 
securities as of the em of the ErecEdin::] fis::al quarter. 

2. For the !;:oq:nses of this iten, there shall be excllrlErl fran 
both the nunerator an::} the denaninator all U. S. GovetTJT'lent 
recur ities (sh::>rt-term arC lorg-term) arC all other secur i­
ties ...tlose maturities at the time of acquisition \tIere one 
year or less. ~I Purchases shall inclwe any cash paid 
up:>n the conversion of one p:>rtfolio security into an:>ther. 
Purchases shall aloo include the cost of rights or ....arrants 
p...1rchased. Sales shal l inclLrle the net ~oceeds of the sale 
of rights o r \¥arrants . Sales shall al90 incllrle the net 
troceeds of rEdenptions of r:ortfolio secur ities by call ot' 
maturity. 

See Appemix I-G-l, Investment O::rnp:iny Act ~lease N:> . 5847, ~stricted 
Securities. 

'!his formula does not accurately r:ortray the p:>rtfblio ac tivity of 
investment canpa;nies ....nich p:-incipally invest in srort-term securities 
am money market instrlJTlents. It is re<:Ojni2ed that brorerag-e on s och 
instrunent s is generally on a ne t basis am soch securities are general ly 
helrl throlJ3h matta"ity . 'Ittus , the calculation of an annual fDrt fo l io 
turnover rate for an investment canpany W'lich invests pdncit:el l y i n 
sh::>rt-term securities stould be minimal if not :zero . 

• 

• 

• 
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For the purp:>ses of making: a quic k calculation o f p::>r tfol in tl,Il';TOVer 
without having need to extract data fran an investment canpany ' s recorrls . t he 
so-calloo "Vharton IElX'rt" formula can be employed . Al tlnlJ3 h l ess accurate 
than the N-IR me tix:x3, it can be prepared directly fran the canpany ' 5 l atest 
a nnual or semi- annual rep:>rt to shareool ders even trior to the exanination. 
The formula is as follows: 

(PIS) 1 2 Less Net InflOoi or Net OJtflo..' 

1 2 
A - A / 2 

P =- Purchases of p:>rtiolio securities during: pedcd exclLrli.ng: 
sh::>rt term ard: ccmrrercial paper am u. S. Goverrments. 

S =- Sales of p:lrtfol io securities durinJ period exc1t.:di.ng smrt 
term oanrrercial paper ard: U. S. Governnents. 

Net Inflow or Net OJtflow =- Net monies received or paid out fran 
sales arrl liquidations of investment canpany' 5 shares. 

1 
A =- Net assets as be;i.nni.ng: of pericx1. 

2 
A "" Net assets at erd of periOO. 

IEmenber to crljust the result of either fotmula used to an annual r ate 
if the pericrl for 'wtlich the data is ta~n involves more or l ess than one ~ar. 
I'b this by multiplying: the resulting: ratio fran the fotTllula by: 

12 

nunber of months in pericd used 

If the I=Ortfolio turraJer rate as calculated awears to contraHct o r 
is at variance with the investment canpany's p::llicy arrl general investment 
object ives as described in its registratio n statement arrl pcosrectus , a 
detailed review arrl inquiry should be made to determine the reasons therefor. 

Generally , t he following guidelines can be used by exaniners in 
determining ....nether or rot an investment canpany's portfolio turnover ap'?roxi­
mates its stated i nvestrnent objectives: 



1. 

2. 

3. 

4. 

Object ives 

Capi tal ,hpprec ia tio n thrOl.X]h 
IoI1'J '!erm Invesonent 
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Capital flpprec iation with Limited 
Short Te rm Tea:] in:] 

Capital Appreciation with Substantial 
Short 'rem Tra::1 ing 

Capital Appreciation thro~h Short 
Term Tr a::1 i.ng 

Portfolio Turnover 

less than 50'! 

50% - 75% 

100% - 200% 

200% - 300% 

'!he exaniner sh:Jul.d al&) take notice of ...tlether the investment 
canpany is en;Jage:3 in the (ractice of acquiri.ng , disposil"¥3 am reacquirin:j 
the same securities in a relatively shor t (Eriod of time . (he afP['oach to 
su:h a rev lew is to exanine the can!=8ny' 5 real ized short term gains am 
losses . Indications o f churning may als::> be SOlJjht fran the investment 
canp3ny ' s securities l edger . A review of the looger for this fUrPJse can be 
canbined with that p:1rt of the exanination invalvi.ng the review of the n~t 
asse t vallE calculation in \<which the seclrities IDsit ions carried on the 
~ ic i.ng sheet a re checked a;Jainst the secur ities le:3ger. 

7 . SOCURITIES AND OI'HER ASSErrS CWNED BY THE 
INIIES1MENr C<MPANY 

Investment canpanies are requirm to disclose all p:!rtinent information 
involving their invesbnent objectives and p:>licies, inclu::H.n; the met.lnds o r 
techniqtJ'i!'s ~ich they intend to enploy to pJrSlE: ar.d achieve their staten 
objectives. The se diSC'losures sh::>uld apfear in both the re::jistration sta~ 
ment filed under the Securities Pet am let, and in the [rosp:!cb.:5. 

Section 13 of the Pet Irohibits an investment canp:rny fran chang i.rq 
certain investment p:>licies or the nature of its business so as not to be an 
investment canpany, witl'x:lut a majority vote of its outstarrli..rg votirq seclri­
ties . '!his Section reeds in p:lrt as follo..os ; 

• 

• 

• 
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Changes in I nvestment Policy 

Section 13 (a ). fib r eg i s t e red investment COTlp:'lny s hall, 
unl ess aut oorized by the vote of a majority of its outs tardirg 
voting securitie s --

(1) cha.r'ge its s l.bclas.'=.iification as defined in 
Sec tio n 5(a)(1) am (2) of this t i tle or its slilcl ass i f ication 
fran a diversified to a non-diversified CXlTlpanYi 

(2) borrow money, isslE senior securities, und erwrite 
secur ities issood by other r:ers::ms, purchase or sell real estate 
or cotuliOJities or make loans to other ~rsons, except in each 
case in accordance wi th the recitals of fX)licy contained in its 
registration stat.eJnent in res(:ect thereto; 

(3) deviate fran its [:Oliey i n reSIEct of conc:entratio:1 of 
inves tments in any particular Wustry or group of industries as 
recited: in its registration statements, deviate fran any invest­
Trent p:>licy which is changeable only if autoorized by shareoolder 
vote, or deviate fran any IX>licy recit.e::3 in its re:;Jistration 
statement pursuant to Section 8 (b) (3), 

(4) change the nature of its business so as to cease to be an 
investmen t canpany . 

Section 5 of the Pet sLi:>classifies manCl3ement canpanies as "q:en­
erd canp:mies" or "closed-em exmpanies" arx3 further slbdivides them 
into diversifie:3 ard "ncm-diversifie:3" canpanies. M open-em canpany 
i s a mana;Jenent canp3.ny \Iohich is offering for sale or has outstan::HN;) any 
redeemable security of \oohich it is the isslEr. A closed-em canpany is 
any other mancgement canpany. A diversified CXlllpany must have at least 
75% of the value of its total assets retresented by cash , cash items, 
gOlerrment securities , securities of other investment canpanies, am other 
securitie s limited in resp:!ct of anyone issLEr to an anount not greater 
in value than 5% of the value of the total assets of the mancgenent canpany 
am rot more than 10% of the outstarrlin:J voting securities of the issuer. 
A non-d ivers ified canpmy means any mamgenent canpany other than a 
diversified oampany. 

sectio n 12(d) of the Act contains limitations as to the ~rcentage 
o f outs tan:Hng securities of another registere:1 investment canpany that a 
r eg i s tere:1 investment canpany can own. Prlditionally, registererl investment 
canpanies are restricted in their ownership of securities of insurance 
CaTlI=6nies . Section l2(d) alro provides that a registere:J investment CQ'T1pany 
may not own a security in a J:eroon ~o is a broker-dealer, an lnderwriter, or 
an inve stment ~viser. 
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section 20(c} of the oct ~oh.ibits cross-a..nership or circular-CTWner­
ship of securities involving registere::l investment canp3nies. '!he Section 
reads in fart as follC7.0.'5: 

lb r"'listere:l investment canpany shall purchase any voting 
security if, to the knowlooge of soch registere::3 cx:mpany, cross­
awn.ership or circular ownership exists, or after soch acquisition 
will exist, bet..,en soch r"'listere:l a:rnpanyam the isslEr of soch 
secur ity . cross-ownership shall be deane:l to ex ist be_en boo 
carlp3.nies v.hen each of soch canp3nies beneficially owns more than 
3 per centun of the outstarrling votirg securities of the other 
caTIp'ny. Circular OIO"Iership shall be deane:l to exist be_en boo 
canp;mies if soch canpanies are incl Lrle1 wi thin a group of three 
or more canpanies, each of \ottich --

(1) beneficially o...,s more than 3 per centun of the outstam­
ing voting securities of one or more other canpanies 
of the group, am 

(2) has more than 3 per centun of its 0101 outstaming voting 
securities beneficially owned by another canpany, or by 
each of two or more other canpanies, of the groUP4 

• 

IlJrirq exaninations, a rINiew SlxlUld be made of the investment canpany's • 
most current prOSf:ectllS (in the case of an ope~errl canpany) or the most recent 
Fbrm N-2 file:l by a closed-em canpany, proxy statanents am periodic reports, 
to determine: (1) ~at the investment canpany' s investment objectives are; 
(2) W"iat restrictions are lmIX'sed on the investment canpany respecting the 
types of securities, canpanies or irrlustr ies in \o.hich it may invest; (3) the 
p?rcenta:;)e of its assets it may canmit to a !=articular type or types of 
secur ities; cx:mpanies or irrlustries; (4) ...tlether it may erg~e in sl'x:>rt 
selling, margin transactions or similar hedge techniques; (5) >ttether or 
not it may lerrl or borrow money; an:1 (6) Wlat other types of restrictions 
are set forth. 

A review soould be ma:le of the inves1ment canp!ny's current 
portfiolio positions as well as any positions that may have been closed 
out during a rearonable period of time (12 rronths) to determine canpliance 
with any of the canpany' 5 stated invesbnent IDlicies or statutory 1 imita­
tions. In aldition, all other assets am liabil ities should be analyzed 
to determine canpliance with soch IDlicies an:1 limitations. Assets 
or liabilities invo1vil'Y:l affiliated ~n:ons or their affiliates, soould 
be carefully revi~ for canpliance with Section 17. (See earlier 
discussion of Section 17.) 

• 



• 

• 
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I:Uring the course of soch review, the cxanincr should pay particular 
attention to any securities , the salability of which are corrl itioned , aoo 
to obtain full details of any soch transactions. 'the examiner should 
i nquire as . to whether any securities have ever been p.rrchased under 
letters of investment. In the event the invesbnent canpany did acquire 
soch securities, all f:ertinent material incltrling aJreements or contracts 
of purchase should be revieloA2d. If thOse securities have been disp::lsed 
of, the circLmStances surrot.n::1ing the sale srould be reviewed. 

In crldition, careful attention should be given to the invest1nent 
canpany' 5 acquisition of little known, thinly trcdej or new issues of 
secur ities of dOlbtful investment merit. 1/ A review of soch transactions 
or any losses incurred in the sale of soch-securities should result in a 
detailed inquiry into the invesbnent canpany' 5 trcding ard investment 
fOlicies incllrling a review of internal controls involvirg soch p:llicies 
as \llell as identification of the ~rs:>n or ~nons resp:>nsible for soch 
decisions, the quality aOO quantity of information available to su:h 
fers::ms, the broker-dealer involved, aoo \<whether or not insiders or 
affiliaterl persons had any direct or in:Hrect interest in the issLErs, 
underwriters or the fOrtfolio canpa.ny itself. 

1/ =ee .Ai?perrl ix I-G-3, Director's M=morardun 72-14, Investment Conpany 
- Rlrchases of securities Having Questionable Invesbnent ~rit. 
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8 . rouosrrICtI CF T.iE Th'VEST-1~.:r co!'~'YIS BO\RD CP DIR£C'lQ(S 

Section IO(a) of the Act prohibits an investment ccnpany frm havi.;g 
a board of directors ITIOre than 60% of W'lCIt1 are interested peroons of the 
caDp:lny . 

Section lO(b) of the Act FrOhihits an inve~nt cmpony fro:>: 

(1) enployirg as regular broIlEr any director, officer, or 
enployee of su::h re; isterErl COTIpany, or any person of 
....nich any s uch director, officer, or enploo,yee is an 
affiliatP.d pers:>n , Wlless a majority of the board of 
directors of s u::h registeroo oonpany shall be peC9:>ns 
Wlo are not soch bro~rs or affiliated per9:los of any 
of soch brokers ; 

(2) using as a (Z"incip3.l lnden.Titer of secur Ities issl.E!d 
by it any director, officer, or enployee of su::h regis­
teroo CXJT\p3ny or any peroon of Wlich any su:h director , 
officer , or anployee is an interested pers:>n, lJ'\less a 
majority of the l:xJaJ:d of directors of Sl.rh r8]istererl 
OOllp3ny shall be pers:ms ...no are not soch princ::ipl1 
lJ"der.ol't'iters or interested pers:>ns of any of su::h 
pc incipl1 l.I"ldet"'Wt:" iters; or 

(3) having as director, officer, or enployee any investment 
oanrer, or any affiliated person of an investment ban.J.:er, 
unless a majority of the board of directors of su:h re; is­
term a:JT\F8ny shall be J;ers:>ns WlO are rot investment 
banl<er:s or affiliated per oons of any investment bank!!r . 

Section l O(c) of the Jlct ~ohibits an invesbnent conpany fran 
havin;J a majority of its board of directors consisting of pers:>ns ...no are 
officers , directors , or enployees of anyone bank . 

U1der limited circlJ1lStances, Section lO(d) allows a ~loa:1 , 
operrerrl irwesonent canpany to Il3ve a higher concentration of interested 
r:ers:>ns on its board of director s . 

• 

• 

• 
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An "interested person" is defined by Section 2(a) (19) of the Act . 
'the term inchdes affiliated p:!:rsons of an investment c:anpany, its 
Lnvestmc:nt adviser ard pr'incipal lrlderwriter, as ...ell as men~rs of the 
1J"'ZIlCd iate family of slrh affil iated pers:ms an:! persons Wlo have beneficial 
interests or legal interests as fidu:::iaries in securities issued by the 
investment adviser, principli tnderwriter arC their oontrollirg per9Jns. 
'll'le term also inclooes any bro1<2r-dealer registered I.nder the Exchan:]e Act, 
ard any affil iated persons of any soch broker-dealer, aoo le:;Jal CCIlJ'lsel 
:or an investment canpany, its investment cdviser and pd.ncipal lJ'lden.oriter 
ard partners , and enployees of such 183& CXUlsel. In a::IdLtion , the 
definition inclooes any natural peroon \rwtIan the Ccmnission by order shall 
have determine::! to be an interested peroon by reason of hav irl3 or havi.rlg 
had a material business or p:'ofessional relationship with an investment 
conpany, or another investment canpany havirg the same investrT.ent adviser 
or pr'incipal lrderwriter, or certain of their affiliates. (See earlier 
discussion of "affiliated ~rS)ns".) 

Section 16 of the Act requires generally that directors be elected 
to that office by the tolders of the outstardi.n::J voting securities of the 
investme..,t CCT.Ipany . vacancies occurrin; beo.een sharerolder meetings may 
be fil led as lorq as bO-thirds of the board al....ays consists of duly 
elected directors . 

D.lrin; excrninations the oonp:>sition of the canpany's I:xlard of 
directors slr>uld be revw.ed for canpliance with Sections 10 ard 16. 
Affi! iations of directors can be follld in the oanp:rny ' s pt"osp!Ctus, regis­
tration statements , FOrms ~l IX ~2 and pt"oxy statenents. Particular 
attention shJuld be given tx> all afParent relationship; beo.een irde;errlent 
or disinterested directors and the investment ccmpany, its chief executive 
officer , related investment CXIIlf8llies, or the investment adviser. 
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9. INVESTIoIENr ADVISffiY AND PROCIPIU. lNlElWRlTING CCNI'RACIS 

section 15 of the Act requires that investment a:Jvisers a.n:j principli 
underwriters to registerej investment canpanies serve only pursU3.nt to 
written contracts. Section lS(a) requires that investment crlviser contracts 
be approved by the majority of outstarrling voting shares of the investment 
cQnp;iny arrl that soch a contract: 

(1) frecise1y des::ribes all o:mpensation to be raid therell1der; !I 

(2) shall a:mtinue in effect for a period more than t...o years 
fran the date of its execution, o nly so lorg as soch con­
tinuance is specifically awroved at least annually by the 
board of directors or by vote of a majority of the outstaooing 
voting securities of soch canpany; 

(3) trovides, in sLDstance, that it may be terminated at any time, 
witlx:>ut the payment of any t;enalty, by the board of directors 
of soch registered exmp:my or by vote of a majority of the 
outstarrl ing voting secur ities of soch canpany or not more than 
sixty days' written notice to the investJ1lent adviser: arrl 

(4) Irovides, in sLDstance , for its autanatic termination in the 
event of its assigrment. 

Section 15(b) of the Act requires that a p;incip3l mderwriter contract: 

(1) shall oontinlE in effect for a ~riod rrore than f:w:) ~ars 
fran the date of its execution, only so l org as s och con­
tinuance is s~cifical1y awroverl at least annually by the 
board of directors or by vote of a majority of the outstarrling 
votirg securities of soch canpanYi arrl 

(2) Irovides, in sLDstance, for its autanatic termination in the 
event of its assigrrnent. 

'!he term "a::rnfE'nsat i o n" aloo inclooes "\.J1ffientioned" cx:rnpensation. for 
exanple, this form of can~nsation w:Juld refer to a situation ....tlereby 
an investment advise r was receiving a d is:oun t or rebate in the fum 
of research services providerl fran a broker in exchange for directing 
a s~cified or l.ns}:Ecified crnount of ft.J1d fOrtfolio brokerage to 
soch ~roker-dea1er. 

• 

• 

• 



• 

• 

• 

-5~ 

The t e rm "assigme nt" is defined in Section 2(a) (4) of the }let as 
follows : 

OIAss ignne nt" inclooes any direct or irrlirect trans fer o r 
hyp::>thecat ion of a contract or crose in action by the ass iq ror , 
o r of a contcollirq block of the assigror ' 5 outstan::1 io:] voting 
securities by a security holder of the assigror , but Joes not 
incluie an assignnent of tartnership interests incidental to 
the death o r witrdra....a.l of a minority of the men~rs of the 
p3.rtnership havi.n:J only a minority interest in the pactnership 
business or to the admission to the Fartnership of one or more 
menbers, \ooho, after soch a:imission, s hall be only a minority of 
the members arrl shall have only a minority interest in the 
business. 

Section lS(c) of the Act states that: 

In ajdition to the requirenents of slbsections (a) an::j 

(b) of this section, it shall be lJ'llawful for any re:Jistered 
investment canpany having a board of directors to enter into, 
renew, or perform any contract or agreement, written or oral , 
\oJhereby a f:Erson U'lderta)(es regul arly to serve or act as invest­
ment a:3viser of or }X"inci!=Bl l.Ilderwriter for su::h cOlIpany , unless 
the terms of soch contrac t or Cl3reenent and any ren~l thereof 
have been awrovoo by the vote of a majority of directors, who 
are rot parties to su::h contract or Cl3reenent or interested 
persons of any soch party, cast in person at a meetirg callEd 
for the purp:rse of votirg on su::h ar:proval. 1/ It shall be the 
duty of the directors of a registerEd investJnent COllpany to 
request and evaluate, and the duty of an invesment adviser to 
su::h cOllp:my to furnish , su::h infotmation as may rearonably be 
necessary to evaluate the terms of any contract ...nereby a perron 
l.I1dertakes regularly to serve or act as investmen t crlviser of 
su::h canp:lny . 

If the investment a:1viser contract involves a ferrormance fee , Sectio n 
205 of the Mvisers Act aOO R.lle 205-1 thereLZlder lX'ohibit all performance 
fee contracts IJ'Iless canr:ensation !J'Ider them increases am decrea~s IXO­
!=Ortio nately with investment performance of the canp:lnyove t" a SFeCifioo 

'lb sa t isfy Section 15 of the Act, directors must be " physically present" 
to cas t their res{:ective votes . 1ele!=h:>nic mee tir¥)s , a tthoU':]h E=etmitt ed 
by various state statutes, do rot satisfy the "!11ys ically pre91nt" 
requiranent of Section 15. See Investment Ccrnpany Ac t Felea • 6336 
which clarifies the ECOpe of the "in pers:>n" requiremE'nt of tion 15(e) " 
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p:;!riod in relation to the investment r ecord of an awropr-iate Wex of 
secur ities fr ices or su:h other measure of investment (:erfurmance as the 
~i~ion by rule, re:julation or order may sr;:ecify. ,!/ 'Ihe (Dint fran 
;,.,tllch lncreares arrl decreases in canp;!nsation are measuroo must be the fee 
Iooklich is !Bid or eamerl ....nen the investment p:!rformance of the canpany i s 
equivalent to that of the Wex. R..1l.e 205-1 oontains further requiranents 
as to the calculation of (:erfounance fees. 

Jrdvance inter:irn payments of r;:erformance fees are considererl imIXo~r, 
except Itohen the fee schedule [X'ovides for the p1yment of a minimun fee by 
the investJnent canpany regardless of the ~rfotmance of the investment 
c~~ny . In soch cases the interim I;8yment may not excee:l the .;rnOtnt of the 
ml1lUnlm fee allocated for the year. Payment of the interim perfi::>nnance f ee 
with a year erd a:ijustment is thus [X'ohibited, but must be distirguished 
fran the s:>-calle::1 "ll"IC7Virg twelve" type of performance fee l.I'lder loIhich a 
fee is COllputed arrl paid quarterly or monthly on the basis of t:erfounance 
over the blelve months pcece:Hrg each c01lputation. Ulc1er this t}p! of fee 
there is no year em a;:ijusbnent. 

'!he excmination sl'J:)uld i.ncltrle a review of all provisions contai..ne:j 
in su:h contracts to determine amorg other thirgs (l) Vlether the services 
stated therein are, in fact, bein:j p;!rfounErl; (2) if either contract 
prO/ides for the furnishirg of office space, other facil ities, pers:mnel 
am the p3.yment of certain eX{:enses of the conp:my, whether soch SIace, 
facilities, arrl t=erronnel are, in fact, being furnishOO, am soch expe:nses 
paid, (3) whether the advisory fee is being calculated and paid in accor­
dance with its t erms; am (4) \<ihether the a:lviser arrl lJ'lderwriter have the 
facilities to t=erform all fLl1ctions requirEd of then lnder the oontracts. 

'1lle exaniner duri..n3 his review of the investment advioory contracts, 
stould review the canpany's general lErlger to deteunine the existence of 
any receivable due the canIBny fran its investment adviser either by reason 
of an accned reflJ'ld of an investment advisory fee or a guarantee of an 
expense limitation 'ttlich has becane operative. '!he existence of su:h 
re<:eivable raises the question of the financial abil ity of the adviser to 
pay the anomt due or 'ttlether the re<:eivable is, in fact, a loan trehibited 
by section 17(a)(3). If the ability of the adviser is questionable a . 
further question may arise with rest;:ect to the accuracy of the canputation 
of net asse t value. Problens of this t}P! may be p:1rticularly pcevalent in 
snaller sized investment canpmies. ~/ 

See Ap{:en:Hx I4I-l, Investment Pdvisers let IElease l'b. 327, lrloption 
of Rule 205-1 under the Investment J'.rlvisers Act of 1940. 

see Apperrlix I4I-3, Director' s Memorard~ l'h. 72-9, ~in~cial Diffi<:ul­
ties beiN;J Ehcounteroo by Investment MVlsers am PnIlClpll Uldetwrlters 
to 9naller Sizerl Investment CCmpanies. 

• 

• 

• 
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• 'n1e minut es of t he sharel"older mee tirgs am d irectors ' rree tings arrl 

• 

• 

related [rOXY s ta tements soould irrlicate that soch contracts have been 
[X"op:rly voted on an::) renewed as require::1 . '!he terms of the contracts 
soould be consistent with fX"3Ctices arrl di!:Closures , arrl related expenses 
soould be allocated equitably am as se t forth . 'Ihe information, es?=Cial1y 
financial pre9:!ntations, used by the directors to e\laluate the terms of the 
contracts p.1rsuant t o Section 15(c) should be reviewed. 

A determination six:>uJ.d be ma:1e , after aRXopriate inquiry or review, 
whe ther or not changes in ownership or control of either the investment 
ajviser or trincipil lnderwriter Ylhich may have constituted "assignnent , " 
have occurce:3 . 

If an exaniner notes that an investment a:lviser has been canp:msat:ed 
fo r the sale of its business to a s occessor invest1nent crlviser, inquiry 
srould be ma:1e as to ....nether soch sale WiS in ccmpl. i ance wi th Section IS( f) 
of the /let. Section IS( f) of the Pet I%'ovides, i n relevant p3rt, that: 

"(a)o invesbnent a:1viser • •. of a re;istered investment 
canpany ••• may receive any amOlZlt o r benefit in 
connection with a sale of secur ities of , or a sale of any 
other interest in su:h investment ~viser • • • which 
resul ts in an assigrment of an investlnent advirory con­
tract with soch canpany ••• , if (A) for a p:!riod 
of three years fter the time of soch action, at 
least 75 per centun of the menbers of the board of 
directors of su:h re:Jiste roo a:rnpany •.. (or 
su:cessors thereto , by recorganization or otherwise) 
are not (i) interesteJ. persons of the investment 
adviser of su:h canpany .• • , o r (ii) interesteil 
perrons of the ~e:1ecessor investment a:1viser • • 
arrl (B) there is not irop:>sed an lJ'l fair burden on 
soch canpany as a resul t of su:h transaction or 
any e xpt"ess or implied tet:1TlS, corditions , or 
lJ'lderstan:J ings appl icable thereto." 

The minutes of the sharetolder mee t irqs am directors' meetings, 
investment adviser ' s directors' minutes an:j records, am related proxy 
sta tements should provide insight to this matter. 

In checkil'YJ for canpliance with the various (Xovisions of Section 15, 
t he s tatute itself can serve as a useful checkl i s t • 
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10. INrEI'ENlEM:' PUBLIC ACCOlNrANrS 

. Section 32 (a) of the Pet requires in p3.rt that I<kl.en iooefeooent 
J?lbllC accountant~ certify financial statEroents for registerErl man.:;genent 
Invesbnent companles: 

(1) su:h accountant shall have been salected at a meeting 
held wi thin thirty days before or after the b6:1i..nning 
of the fiscal year or before the annual meeting of 
stockho~de~s in that year by the vote, cast in person, 
of a maJonty of tlx:>se menbers of the board of directors 
W10 are not interested fersons of su:h rB:Jisteroo canpany; !/ 

(2) su:h selection shall have been sLi::rnitted for ratifica­
tion or rejection at the next su:ceeding annual meeting 
of stockholders if soch meeting be held , except. that any 
vacancy occurring bet\-.een annual meetings, due to the 
death or resignation of the accoLrltant, may be fillErl by 
the vote of a majority of those menbers of the board of 
directors ....no are not interested pers::ms of soch rB:Jis­
tere:l canpany , cast in pers::m at a meeting called for 
the p.Irp:>5e of voting on soch action; 

(3) the enplO'jffient of soch aCCOU'ltant shall have been corrli­
tioned up:>n the right of the canpany by vote of a majority 
of the outstan:Hrg voting securities at any meetirg calle::1 
for the PJq:ose to terminate su:::h enployment forthwi. th 
without any penalty; am 

(4) soch cer tificate or rejX)rt of soch aCCOLn tant shal l be 
a::Idressed both to the board of d irectx>rs of soch reg is­
teroo oonpany am to the security holders thereof. 

Section 32(b) ~ohibits a registerEd mancgement canpany or face 
amornt certificate canpany fran filing with the <l::rmnission , any financial 
statement Ioihich was ~eFSre:j in ¥kIole or in p:!rty by a controller or 
princifSl accounting officer or employee of the investment canpany LD1l ess 
that ~rg)n was selected either by a vote of a majority of the outstarrling 
voting securities or by the board of directors of the investment canpany. 

lj See Footnote 1, page 59 as to reql.lln.~ the "physical pre9;!nce" of 
directors to cast the i r res~ctive votes . 9Jch requi r ement is also 
awlicable to the selection of accoll'ltants in accorrlance with 
Section 32(a) of the Act . 

• 

• 

• 



• 

• 

• 

-63-

D..tring eXiITlina tio ns. the minutes o f the directors ' mectirgs am the 
sharet'Olde r s meetings , as well as related JXoxy s tatements to shar eoolders , 
stould be revie~ and ~ determination made as to l<kIether the sel ection of 
irxler:cn::lent aCCOIJ'tants W3S p:'o(:erly made. Generally , irrlererrlent aCCOlrltants 
re fll ering their opinion on financial statements with the Q:mnission on behalf 
o f a registeroo investment canfany must have been selected at a meeting of a 
majOrity of those members o f the board of d irectors Wlo are not interested 
r.ersons o f the inves tment canpany within thirty days before or after the 
b~ inning of the fis:al ~ar or before the aMUiIIl meeting of stockholders . 
'D1e selection of the accomtants must be ratified by the sharerolders at the 
next annual meeting . '!he employment of the accomtants must be con:Htioned 
LJIX)n the right of the investment canpany to terminate its se rvice by a vote 
of the majority o f the outstarnirv:J voting securities. 

Cer tifying accolJltants must meet certain stao::tards o f imer,erxience . !I 
An imIDrtant consideration in determinirg Iot!ether an acCOlrltant i s ind er:en­
dent is the r elationship beb.Een the conpany , 1 t s stockholders , am the 
accountant. Q::mron financial or business interests , conEl. icting interests , 
an:'! family relationships are irrlications of lack of canplete irrle~ndence. 
If SLJ:h circlIllStances are noted durirg exaninations , they should be carefully 
revie...ed . Moreover , any professional service rend ered by the ac<XlU1tant, 
which i s categorized as a non-au:ht service , should be revieo..ed to determine 
the plssili1e effect, if any . o n the irrle~ndence of the aCCOlntant. y 
Any individual tax service accorded by the aCOOl.l'ltant to an anpl¥e , 
director or officer o f the investment canpany loOuld be an exanple of a 
non-alrl it serv ice . 

!I See Apperdices I-J-l ard I-J-2, Investment Canpany Act Release N::>s . n 64 
am 10059, Ir¥:Iep::!ndence of AcCOU'\tants . 

2/ With r e Sp::!ct to disclosure in froxy statements relating to au:Ht am ron­
- al.%:Ht setvices frovided by the accolrltant, see Schedule 14A, Itern 8(9 ) 

of the Elcchange Act. 
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11. M)-'1;.'TL'«S CF DI~, SHARElOUERS, 1\."10 COIMfTI1:ES 

r<!II:~'tJ l"a(il (b)( 4) of ~le 3la-l t.nder the Act n:quires that 
minute books of stockholders ' meetings , directors ' Il'eetings . directoni ' 
cam\iltec meeting s , a n:! 1\:lvioory board or lIdvirory CQTIlIittoo meetings , 
be mnrnUlined lU"I:i kept current . 

OJr irq lhe eXOOIiMlion , a determination should be ma:le by inquiry 
o r otherwi~ . as to the t'est=eCtivc ftrlctions of the various groups an:! 
o:mnittccs involvo:l in the investment OO'Ilp3ny ' s ope ration, a nd a listing 
cbta ined of the irdiv itlools ...no makv ~ s uch 9t'OU\l9 and CXJI1lIittccs. 'l'hc 
minutes o f the meetings of these groups and cnmliltees should then be 
careful l y r(!Yi~. It is suggested that the review be comu::::ted uain:. 
a ~rkshect schedule similar to the one sho\.n below ...... ich reflects 
meelirqs of An investJoonl conpany ' s board of directors. '!his !lChedule 
is !%~rcd directly fraa the minutes o f the meetings and reflects the 
n~s of directors , whether they are interested per9)ns, and their 
elterdance at meetings . JOOr attemance at meet~s by directors may 
be an irdication of non-feasance . In «idition to reflectir.; directors' 
atterrlance , the schedule should reflect lotIen directors are elected and 
~n they r esign. Significilllt actions reflected in the minutes stlould 
be noted an:! a brief s ynopsis o f the meetings JXeparec'l with particular 
emphasis o n: 

A. ...nether the board of directors is constituted 
in accordance with the requit."Uflents of 
Sec tio n 10 of the Act: 

a. loIhether charqes in the board of directors 
'<Ere made in accordance with the ["equire-
1T£'nt of Section 16 of the Act: 

c . the <lA'["OYal am continuance of investment 
advisory ard lJ'ldet'Wt"itirq contracts 
(Section 15 of the Act): 

O. the selection of irtle~rdant alZlitors 
(Section 32 of the Act): 

E. 

P. the a~al o f the adequacy of the 
fidelity bard (Rule 17~1 lJ'ldo[" the Act): 

• 

• 

• 
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G. the val uation of securities (Section 2{a) (41) 
of the Act); 

H. the t"eview ma:3e of pJrtfolio transactions , 
ilWestment decisions and related t~ 
rrerdaUons; 

r. any other matters I<llich the ex.:rniner 
deens of a material nature . 

Minutes o f the meetings of the inves tment canpany ' s directors' 
cx:rnmit tees an:! a:lvisory board or advisory c(JJlJllittees should also be C~ 
fully revie~ aJ'l3 schedules similar to the foUCMirq prepared . If minutes 
of meetings held for the p.ll1X)se of autJ-orizirq tprtfol io transactions are 
not kEpt , review recoms maintal.ne:l to reflect soch auth:>rization p!rs uant 
to ~e 31a- 1 (b) (10) . 

\Ioben reviewing tbe minutes of directors' rreetin3s, as ...ell as during 
other ftlases of the exanination, particular attention sI'ould be F8ii1 to the 
manner in ....t\ich tJ-ose directors...no are rot -interes ted ~rsons· (indepg:l'rlent 
director s) p:!:rform their fl.l\ctions . y 

'Itle minutes of the shareb:llder meetings are usually filed with the 
"dilutes of the boaro meetings. 'these should also be eXiIllined careful l y and 
action on all statutory items noted . 'Ihe JrOXY statement relative to the 
most recent sbaret.older meeting should be reviewed at this time to see that 
all imp.:lrtant matters voted on at the meeting Ioere describe3 in the ~ 
statement. 

!.I See Apperdix 1- 1-1, DJties o f the IMe{:enient Dixector in Cpen-fn:i 
I'lJtual Rlnds . 



I..oRKSIlEeI' FOR Rf:,Vll:.'W 

Cf' 

11:L"'l'I~ Of 'Ill.E Bl.l\RD Of' OJ ~ 

Na~ of Direct or 

1981 
10/28;81 9/2' 8/2. 7/26 

"'." , 0 0 

Baker - , , , 
tb·..rard , , , 
Mason· , , , 
Snith* , , , 
Traynor , , 0 

\\hitney , , , 
Blake 

General Notes 

1. RJrtfo1io Tcansac tions occurin:] bcb.\..>cn 
mee tings reviewad ard ratified. 

2 . tb"...ard uslD11y dOllinates discussion . 

3. i\l.1 doc i s ions lrIanirflou!J. 

, 
, 
, 
, 
, 
, 
, 

Date of Meeti!!9. 

6/3. '/2' ' /2 ' 
, , , 
, 0 , 
, , , 
, , , 
, , , 
, , , 
, , , 

x - Denotes Present at I1lOOtinq 
o - Denotes N:>sence fran mcctinq 

• • • 

1980 
3/3. 2/17 1/2' 12/24;80 11/28 

, 
, 
, 
0 

, 
, 
, 

, , , , 
, , , , 
, , , , 
, , , , 
, , , , 
0 , , , , 

~ 
~ , elected 
, 

resigned , , 
Specific No tes 

9/25191 Fidelity coyerage revie\ooed an::! awroved . 

7/26191 Irdet=erdmt ~tants 8[l'['OVed ( fa r 
sttxnissioo to shareoo1ders) 

Mvioory contract contin1Rd (for sw­
mission to shl'Ireoolder s) 

Distr ibution con tro!Ct coot lnu.."('1 (fot" 
sUbmiss ion to shareho1dCt"s ) 

PrC!X!nt d (roctor s IlOni nate:i (fo t" s lb­
mi ss ion to silnt"cooldcl·S 

1/25tS l Blake res lqnl;l (1)a1 health) 

• 



• 

• 
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12. 

Par a;lraEil (a) (2) of !\I.le J la-2 requi r es that. cocresp:m::'lence of 
registered investmen t. canpan ies , an:! cer tain other p;!: r S)ns havirg 
transactions with r~isterEd investment conpanies, be {:reserved fo r at 
least s ix ~ars, the first. t\oO years in an easily accessible place . 

DJring the ~xanination , an inquiry soouirl be merle as to the manner 
in Idlich various type s of con-esp::mjence are handled ao.j f ileL '!he 
various categories of corresEDrdents may incluie p:>ten tial investors . 
ch.3r croldcrs, broker-dealers ..no sell shares of the invescnen t. canpany, 
broker-dealer s Wlo execut e PJr tfolio transactions for the investment 
canpeny , regulatory 01:': self-regulatory bodies , isslRrs or t=eroons c0n­
nected with i ssl2r s of PJrtfolio securities , ard persons transacting 
bus iness with the investment canpany s uch a s banks , printers , a ttorneys , 
accountants , am s uppliers. '!he inquiry should enabl e the eX8T1iner to 
determine the locatio n of the various t ypes o f corresp:>n.ience . fbr 
exanple Iotlat cor-cesp:mjence is maintained by the investment conpany , t he 
investment adviser . custodian , setvice agent , arxl principal U'ldet"Wt"iter. 

'lhe ex.,iner should detemine after apprQiXiate irqJiry , obsetvation , 
o r roth , whether any \X'Iusual delays a re being erlCO!Jltered in ans..edng 
investor and sharerolder oorresfDn::1ence. If any irrlications of a signifi­
cant backlo:J of 1SlanS'o.erErl oorresp:mjence are noted , a careful analysis of 
the circLmStances involved should be made . 

'!he c:xaniner sh:>uld also review any corresf1)n::1ence that may be rept 
in the a:Jvisoty o r regearch files o f the investment CCJDF8ny o r its invest­
rent adviser. incluHrg material receive:J fran broIlEr-dealers or other 
institutions ...tIich execute transactions for the invesbnent canprany an:! 
furnish r esearch rep:>rts . 

13. FUELITY COVERACE 

Rule l7crl under the Pet requires that officers am enpl~es of 
registeroo mancqanent investment CQ'!Ipanies Wto may singly o r jointly wi th 
others have access either direc tly o r irrlirectly, to securities or flMS 
of an investment conpany . be borrlErl against l arceny arrl enbez7.lenent. 
'!he bard may be in the form of (1) an in:1ividual bard for each covered 
ferS')n. (2) a " s ingle ins urEd borrl" w,ich nanes t he inves tment canpany as 
the only ins urErl . o r (3) a " joint insurErl borO" w,ich nanes the investment 
canp3ny am one or mor e p3rties as insurErls . 
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DJring the eX5Tlination , the minutes of the imestlTlent CO!Ipa.ny ' s 
board of directors meetings srould be carefulty revi~ to determine if 
the directors exercised their statutory resp:msibUities mer the Me 
ani their general. fiduciary obligations lI'lder the Act . The exaniner 
stould pay particular attention, in this respect, to par<qra):hs (d) am 
te) of the Pule . 

R!lr<qra~ (d) states that the bard shall be in such rea9:mable form 
arC aTIOISlt as a majodty o f the board o f directors o f the investment 
COfIpany \oho are not interested persons (-disinterested directors·) of 
s uch investment canptlny shall a~OIe as often as their fiiluciary duties 
require, but not less than once every t~lye months . 'The eXa'Iliner 
stould determine by reviewil'J] the minutes of the directDrs' meetirgs, if 
the fuctors set forth in paragraJh (d) W!re utUhed by the directors in 
the ir rev iew of the investment COllp1lny' S bc::n:!. 

Para;Jrat:h (e) of the Me states that a majority of the disinterested 
directors of each invesl:1l\ent COlIpeny nane:l as an insured in a joint 
insur«l bord sh::>uld aRX"OIIe the p:>rtion of the !X"Bflillll to be peid by each 
s och ccrnP'lny. taking all relevant factors into consideration. 'nle 
exaniner stould review the minutes of the board of directors' rreetings to 
ascer tain if the relevant factors as set for th in , but rot limite:! to , 
par"3raP1 (e) of the Me Ioere considere:l by the directors in their 
review of the IX'eTIilJl\ pa}"lTlent to be paid by the itwestment COTlpsny. 

When reviewing roth the minutes o f the directors meetings and the 
fidelity bord, an ex~iner shOuld be alto8re of the vieo..s of the Division 
of Investment ManagEment ("DivisionM

) re}ardi.n;J the duties of disinterested 
d irectors as set forth in Q:mni'iSion R!lease R> . IC- I0393 . 1 / 'th is 
rel ease highlights bo s~cific areas of concern which the dlsinterested 
di~ectors should focus o n IollUe reviewing the fittelity cOo'erllge of 
an investment COTlpe.ny, nanely. the -tradin:J l oss exclusion" am the 
definition of "enployee- ....tIich exists in certain types of fidelity boMs 
c urrently in use in the investment canpany irrlustry. '!he release in 
essence cefiects the Division' s opinion that it is vitally imp:>rtant that 
there be ro etclusion in invest1nent ccrnpany indennity bcrds for losses 
resulting fran disrorest or fnn.Dulent p::lrtfolio tradi.n;J by any of its 
officers an::! enployees , catvnittErl directly or in oollusion with othecs. 

'Ihe ex<FIiner stvJuld review the bard to see if there is any type of 
d oouctible reatUt"e fra1 the face CI'I\OIJ'It of the bord as it is the Division's 

.!I See Apferdix I-K-l. Investment Cbllpeny Jlct R!lease .to . 10393 , Fidelity 
Ebrding of fe]isterro K:magement Investment CbIIpmles . 

• 

• 

• 
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Lhat a provis ion in a fidelity bord lfIhic h prO/ides (o r. a d<rllCtiblc 
the amount of cove r CKJe (Xovida:1 i s oot consif.t ent with Rul e 17g-1. y 

'lhu exam ine r s1"()uld review the amount of thP. fid e lity barrl cove r a:.Jc 
in occon lance with the schedule set (orth in pat'agrap, (el) o f th 1G.J1 e . 
which g ives the minirnun MIOlrIt o f ccwerage (o r a given iIl"IOI.rIt of investment 
can",~ny gross asse t s . The examiner srould MOO obtl!lin ~oof that the 
fidelity borrl is in effect . Such [.roof sh:>uld be in the (ann of an 
identi fiable vou:her or bil l s towirg the time j:er1cxl for the fidelity 
borY.l an·1 the cos t ard a cancelled check provirg payment. 

'1lle e xcminer srould give p"rticular !IIltentlon in his r eview o f the 
fidelity bord with r es}:ect to paraqraP'l (e) of the Rllc, ....nich requires 
that in the case of an in::Hvidual bard or s irgle insurei bord, written 
not ice he given by the actirg party to the affected party ard to the 
Caruni ss ion not less than 60 days friar to the effective date of cancella­
tion , t e rmination, or ma:1ification of the boro. with r csp;!ct to a joint 
i nsurcrl bord , written not ice should also be given by the acting party to 
the a ffected party arrl by the insurance canpany to each ncrned investJncnt 
CQn(l'lny in the borrl ard the O:Imlission not less than 60 days ~ior to the 
effective date of cancell""tion, termination, or mo::1ification. """ere a 
bord has been canceled , terminated or mcdified the ex.sniner should inquire 
a rd analyze the causes for such action. 

If the investment canpany is one of several entities in a joint 
ins uroo bord , the eXOOliner should review the borrl to see if the other 
I~rties in the bord are ~rmitted entities as set forth in parw;Jra!=h (b) 
of. the IbJle . 'Ihe eXmliner should also ascertain if aqreements have been 
e ntc r oo into beb.1een each registered investment canpany na'lled as an 
ins ured arrl al l of the other ncmerl insureds in the bord, as required by 
parag rap, (f) of the I\lle. 'Ihe eXa'lIiner srould further detemine if 
these ag ::eements canply with para;raFil (f) of the RUe, in that it srould 
be JrOVided that a minimllTl recoIery under the borri by an investment 
canplny be at leas t equal to the i!JJI'lOIJ\t \Iohich it w:>uld have received M1 
it been i nsured under a single insured rord with the minimun COYera;Je 
require:i by parag r ap, Cd ) (1) of the Rule . Also, the exaniner shOuld 
careful ly review the manner in ...tlich the ~eniLrn5 are allocated anorgst 
the parti es to ascertain that no party is bearing ill dispt'opJ rtionate 
amount of the p:-anilJTl or being triJuly advantaged. 

DJrirq the eXa'lIination, a determination should be made if proper and 
tiJnely filings with the O:rrrnis~ion ~re made by the investment canpany, 

1/ 'l!1e s taff has {:emitted a dedoctible feature, stbject to various corrli­
- lions as se t forth in its favorable no-action r eply to Mans Fidociary 

Ibrrl fund (June 6 , 1980) . In general, the fITIOI..rIt of the deductible i s 
pl aced in an escr;a..l account by the invest:ment adviser. This enr\bl es .!I 
fund to be repaid in full (inclLrling the de:1octible) i~ t he event of .!I 

loss cCIIJe red by the fidelity bordo 
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as requirEd by paragrap, (g ) of the RIle . "!he excniner srould also 
inquir e as to the identity o f the o fficer designated to maJce s u:::h filirxJs 
as r equiroo by par ag rartl (h) of the Me. 

Errors ard Omi ss ions Insurance Policies 

In iddition to the s tatutory fidelity borrl rEqJi red by Section 17 of 
the !ct, many investnlen t canpanies have volmtarily elect:e:J to oaintain 
an - errors ard anissions- insurance lDlicy . 9.Jch C'OII'ercge is sou;!ht , at 
l east in r:srt . in order to attract ~ified per9)ns to serve as director s 
am officers of inves tment COiIpanies. 

'lll<! exm.iner . in revieo.ing insurance lDlicies of an investment 
canplny. other than the fidci ity bord cx:nerage required by Section 17(g) 
am Me 17{g)-l therernner . sh::>uld be fBrticularly ao"ere of the fol­
lowing possible violations of the Act am Mes, am stru:::tlre his exl'Oi­
nation accordirY.]ly: 

(l) The exaniner s.~uld ag:ertain if any violations of Section I7{d) 
of the Act have occurred . Violations of Section l7(d) 'oOuld occur if the 
inves tment COllFSny has entered into a joint agreement with any affU iates, 
incllrlirY.] its invesbnent adviser , ard bears the conplete cost for the 
pay.nent of insLl["ance [rBlliuns or the joint C'OII'era::Je of directors ard 
officers of the investlnent conpemy am the affiliate. ,!/ 

(2) The exaniner stDuld det:erlTline if a violation of Section 17(h) of 
the kt has occurred. Section 17(h) pro.rides that a director or officer 
o f the investlnent canF'!lny may not be {rOtected against any 1 iabil ity to a 
regis teroo investment CCl'\?'lny or its SleCLl["ity holder s to lohich he W)uld 
othenrise be Slbj cct by reas:m of his willful. misfeasance , bl'd faith. 
gross negligence or reckless disregard of the duties involved in the 
corrlu::t of his office. M insurance p:>licy ~ich is peid for by the 
investJnent canPlny coyering any of the abo.te-rrentioned categocies 'oOuld 
be in violation of Section 17(h) - ••• unless it merely prwiihrl for 
payment to the registrant of any d5tllqes caused by a director or officer, 
an:! als:> provirloo that the insurance canp!lny 'oOuld be s tbrogated to the 
rights of the registrant to recover fran the director or officer.-, _!/ 

1 / 'Ihere is a l%'OfOsOO anerrlment to Me 17d-l t o allo.> investJnent con~nies 
- to pJrch!lse this type of liltbil ity insurance !DUcy wi th certain affil iated 

persons . See ~lease No . Ie-l0700, "Exanption of certain Joint I\Irchl'lsers 
of Liability Insurance Iblicies" Hay 16. 1979) . 

2/ See I'{lperdix I~-2 , Investment CbTI~ny kt R:=1ease No. 7221 , Glideline!? to 
- Fbrm N-8I3-1. 'Ihc guide! ines qo on to s tate that - 'Ihere loOuld be no obJec­

tion, hcJo,.ever , to insurance p::Ilicies Itohich ...ere Fftid for by the directors 
o r officers themselves COJerinj liabil ities arisirJ] f'ran the enunerated 
categories o r activities.- Al oo . sec Investment Cbnp."tny I'ct ~1(.\.'se ~ . 
113)0, s taff pos ition on indemnification by invesbment oamPl,nies . 

• 

• 

• 
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14. Activlties of Affiliated Pet:"SOnS 

As noted earlier , affiliated pers:ms of an investment cxmpany an:! 
its investment adviser are severely restricted fran enqagi.n;l in trans­
actions in securities \oh ich are lEld by .. or lIbout to be accp..Ilrfrl by, the 
affiliated person or investment CO!IfBny . ~ifi.c IX"OYisions ce!atirq to 
sl£h r estrictions awear in section lOefl, 17(a) , l7ed), and 17(e) of the 
Pet an:! f\lIes theret.nder , as \JEll as Section 36 of the .act am anti-fralrl 
[X"OYlstons of other Federal securities laos aro re:Julations . With the 
outgrowth o f -re-t1!gulation- in 1979 ard 1980. several chanqes have 
occurn:d Iohich recmJ:i\asized the reSfDnsibUity ard duties of the board of 
directors to invest:ment canpanies . 'Ihis llas also resulted in several 
rule changes lJ"Ider the Act \rrIlich !'lOW' pemit greater flexibility to 
transactions involving affiliated pers:>ns a rd invest:ment canpan les . 'lb 
assist the eX5lIiner , the follo.li.ng list relX"esents an overview of trans­
actions ...t\ich are sr;eci.fically exsnpt fran Section 17 of the kt. t>b 
attempt has been made to r estate the Act.. Pcoordlngly. each elCaniner is 
referrm to the apprO(:Ciate Section am Rlle thet'elSlder Cot' a more canplete 
presentation . 

1. Me 17e-1 eXEmpts certain lniIer.!riting transactions Wlich are 
CX(J1Ipted by Me lOf-l. 

2. R.J.le 17crZ exempts certain tranS3ctions with b/Klks Invalvirg 
notes, drafts , time IByment contracts , bUls of exchange , 
acceptance or other property of a carmercial character rather 
than of an investment character. 

3. AJle 17&-3 ex.Empts certain transactions between ard cmongst 
invcst:lnent conpanies am their full~ slbsidiaries. 

4. I\lle 17a-4 pt:'OYides an exEmption for transactions pursuant 
to a contract if at the time of the contract and for a l2riOO 
of six months prior thereto, no affiliation or other relatlo~ 
ship existed Iohich 'ooOuld operate to mab! su:h contract or the 
slb~nt performance thereof sLbject to the pro.-isions of 
Section 17(a) . 

5. I\Jle 17a-S permits IXo rata distribut ions in cash or Id nd by 
a n investment canf)3iny amorg its shareh::llder s without givirg 
an election to any stockholder as to specific assets to be 
received • 

6. Rtle 17a-6 permits an investment canpi'lny to engage in trM9"" 
actions with an affiliated <DII{Bnyor peroon(s) . 'there are , 
ho\.ever, several restrictions in the rule as to p!rS)n(s) 
-..hich terrl to limit the extent of affiliated participation in 
GlX'h transactions . 
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1. M e 11a-1, s tb ject to certain l imitations , perm i t s the sale 
or p.rrchase of securities anorg s t affiliated invesbT\ent 
canpanies and aff iliated ~roons. 

B. Me 11a-B exeflpts merger s , cOns:Jlidatio ns or sales of 
s tbs tantially all the a ssets beo.een or ~ affil iated 
investment canpanies havi~ a COTI'I'Orl inves l1nent a"lvisc r, 
COTmOn direc tor s , ard/or c:x:mroon officers. 

9. l\Jle 11d-l permits certa.in " joint" transactions (e.g. 
joint enterpt"ises o r arrarganents am certa.in pro fit 
sharing plans) bet~en an investment CQnp:!;ny am i t a 
affiliated pers:ms. 

10. Me 17~1 further describes" usual atd custc:mary brola!r' a 
camlissio n" as it relates to affiliated brokera;! e trans­
actions lI"Ider Section 11(e) (2) (A) of the f.ct. 

AJ.trolqh the forego~ exemptions petmit greater flexibility in the 
financial dealirgs of investment conpmies arrl their affiliates , it 
causes the board of directors to be more resp:msible for monitoring s u:h 
transactions . In turn, the s::ope o f an eXilTlination is increased because 
an eXilTliner 'will have to review su:h transactions in their entirety, 
ard the ac tion or inac tion taren by the board of directors in each 
instance. '!hi s will cause the ex","iner to review all do::unentation ard 
menorarda ...t1.ich \\EI S used by the board of directors in arrivirg at their 
decisions. Failure tD ~operly docunent su::h transactio ns may be in 
contravention of the aRllicible eXEflIption. In reviewing past transactions, 
the excminer, unlike the board of directors, will have the advantage of 
-historical hirrl s ig ht." Please use d is::retion in attemptirg to objectively 
evaluate these r:ast transactions. It is s tJJgested that any criticisn of 
pas t affiliated transactions be done throtJJh the guidance ard direction 
o f the Branch Olief. 

Finally, the manner in l<kIich the invesl1nent canpany (or its invest­
went adviser) rronitors the tradirg activities of affiliated peroons soouln 
be carefully reviewed dur~ the eX2lTlination . 1/ A copy of the -cede 
of ethics" a1cpted by the CQnP3ny s hould be obtaine::J .and excrnine:l a;!ainst 
actual p:ac tice. In a:ldition , the eX2lTliner should review the peroonal 
security transac tions filed by the investment a:Jvi~r ard its a:Jvioory 
re{resentatives pursuant to Me 204-2 (a) (12) of the Mvisers Act ard 
cx:m~re sl.Ch transactions with the investment canp;my' s p::Irtfolio trans­
actions for evidence o f "s::alping" or other IDssible violations. 

O'l. May 1, 1980, Me 17j-l o f the Pct Ioent into e~fect . '!his rul e 
requi res every r egist e roo investment conp:my ard l.ts investment 
adviser tD adopt a written code o f ethics go.rernirw:J the trading 
activities o f "access p:! r !l)ns" a s fefine:l by the rule . '10 assist 
in detet:miniD:j oonpliance with Rll e 17j-l of the /tet, ple<'lsc refer 
to the rul e ....tIich will serve as a ltseful crecklis t . 

• 

• 

• 
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l>. Cus tc:dian Probl ems and R~ lationsh iDS 

Section 17et) of the .act ard the Rlles thereu"der r eqoi r e eve ry 
r'OJiAt er cd lMniIgonent tnves tl!iCnt coupany to place am /!\alMain iu 
l:lCCunties and simUar investl'I'Ients lnd er the custody of one of the 
fo llo.n.rq : 

a) A COt?any that is a II'ImIber o f a national SCCllr" [ties 
exdlange as defined in the Exdiarge Jlct, slbject to 
the JrOJisl.ons o f Me 17f- l urder the Iw:t; 

b) An investment conpany actirg as its OW'I custoiLsn , 
s lbjec t to the IX"CNisions o f ~e I1f-2 lRIer the 
P(:t; 

c ) A securities dCIDsitory, slbject to the 1%'0I111ion5 
o f 'I\Ile 17f-4 uMer the /let ; o r 

d) A bank or banks qualified lR'Ider p.1rt:qra{1l ( 1) of 
Section 26 (a I o f the k: t aho knoIon as a • trlE 
custodianship •• 

It Cant'lClt be em{tlashed strorglyel"lOUOlh that an excrl inec- should 

~
",,~:,~ew1C:.ar:efullY t he major openaUrg ~isions contained in custexUan 

9.x:h trQIisions incllrle , a:nong other thin:js, JX0C6'3ures 
to the receipt ard delivery of investnlent ccmp5ny p:>['tJDlio 

am the execution ard tran9Ditw to the c:onpany' s custodian 
aut:.tor boll tions by investment canpsny per!Dmel. i'bst custo­

""",', generally . require eecurities prchascd to be receivEd 
by the custod ian only against fByment therefor, ard slI!cut:'ities sold are 
del ivere:l only against the receipt. of trQper fl.nds . With respect to 
written autl'crizations, t he signatl.re of tw;) autrod2led persons is 
usually required . 

kI extrniner stDuld rev iew the bills ard receipt.s to the investment 
CO!IPJny f rOll the custod ian to determine that the services pt'OIide:l by the 
custodian an::t et[Enses incurre:J are consistent with the custodian .agree­
rrent. My docunentation of the board of directors o r fwd man.agO\'lent, 
."ich relates to their Feriodic evalua t ion of the services aM fees 
UYler the custodian 5Jreonent, s hould be reviewed . Failure to monitor 
the fiSld ' s custodian services am elC(EmitLCes on the PJt'"t of managanent 
or the boattI of directors should be cite:3 in the In~ction relDrt. 

In addition, i t is st.ggcsted that the custodian .ag reo'"len t be C01\fk1red 
to the rnc:del custod ian ilgn!Efllent set forth in Appen:Hx 1-8-2 to as::erta in 
IOhether the minimun requirEments are oontaine:l in the ex isting a:;reeroent(s) . 
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1) A Member of a National Securities ~change 
as Custodian 

Wlenever an invesbnent CQnPlny elects to a~int a IllEmber of 
a national securities exchange as a custo::Han, soch arrargtnent should 
be evirlence1 by a written contract beo.een the (:8rties as require::t by 
}\lIe 17f-l urrler the Act. 'the contract should require the investment 
conrany ' s securities ard invesbnents be maintainErl in accordance with 
the followlr<J ' 

a) All securities an::J similar investments held in soch 
custody s hall, "it all times, be inHviduaUy seg~ 
gated ft'OTl the securities am investments of any 
other peroon arrl marlled in su:h a manner as to 
clearly identify them as the ~operty of su:::h invest­
trent canp:tny . 

b) Br'Oker-deal.ers shall have no ~r or authority to 
assign , hyp:>thecate, pledge or otherwise disFOse of 
any slJ:h securities, except: p.rrsuant to the direction 
of su:::h invesbTlent conp3.ny . 

c) All occuritles.rd investments shall be verifll!d t¥ 
act\Bl excmination at the em of each annual am 
semi-annual fis:a1. p!riod by an in:lepen:1ent accolJ'ltant 
retaine::l by the investment canpany ard shall be 
examined by such acOOUltant at leas t one other time, 
chosen by him, durin] the fis:al ~ar . 

Ex~inations of investment canpmies with this type of cust::od~ 
ship may lIlCOVer that broker-dealers sanetime faU to segregate the assets 
of investmen t canpemies fran th::Ise of its other clients. ~cifically, 
corrnercial ~per held for these investment canpa.nies may be cxnni.r¥Jle1 
with carrncrcial F8P!r belorgirq to other broker-dealer clients or 
(rOPt'ietory aCCOUlts. Excwniners srould ensure that all proyisions of 
the RJle are bein:J canplifrl with. M excrniner may also fird it necessary 
to l=tlysically inslEc t the invesbnent canpany ' s secur ities in order to 
ascertain canplaince with RJle 17f-1. 

2) An Inves tJrent Canpany Acting As Its Own Custodian 

M investment canf\lny may act as its ~ custodian 80 lorr:J as it 
does SO in accordance with the (rCWision o f RJl e 17f-2 Wlde the Act. In 
essence, the JUIe re<p.Jices: 

a) Investments be maintaine:J by slrh investment COTIp.lny at it 

bank or other COTIp:lny ¥hose flrlctions and ~ysical facUi­
ties are sltJCrvi sed by Federal Q[' State lIouthority under 

• 

• 

• 
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My arrangenent ..tleremder the directors, officer . 
er.'Ipl~s 0[" a::Jents of such investment ccnpany are 
auUorized oc permitted to \Ii tlrlraw .9l.J:h investments 
l.p)n mere receipt. 

Investments \otlich are defOsited in the safekeepi rq of . or 
in a vault or other depository rnaintalnErl by a bank, be 
p,ysically segregate:1 at all time fran tn:>se of any other 
person ard shall be withdt'a'lon only in connection with an 
autoorized transaction . 

No per9:ln shall be authori:2led or permitted to have access 
to the securities so de[Dsited except. pursUlnt to a 
res:>lution of the board of directors of such investment 
canpany . 

d) Securities an:} similar investments shall be verified by 
canplete exanination by an irdeperdent pblic acco.nt 
retained by the invest:ment canpany at least three times 
during each fiscal ~ar, at least tw) of Iooh ich shall be 
chosen by su::h accomtant without ~ior notice to su::h 
investment COTIplny • 

M exaniner should systematically follow all the ~isions of 
this I\lle '-hen reviewing the custcrly arrangenents. 'Ihe exaniner may 
also find it necessary to tilysically inSI2Ct the investment ccmpany' 5 
securities in order: to ascertain conpliance with the Me. 

3) Securities Depositories 

RJle 17f-4 urder the Act ~OIides that all, or any psrt, of the 
!eCurities of a registere:3 management investment conpany may be maintained 
in a securities defOsitory. 

A securi ties dep)sitory is essentially a system for the central 
hardling of securities \<bere all securities of any particular class or 
series of any issuer dep:lsited within the system are tre.lted as flrlgihle 
am may be transferrEd or pledgEd by bookkE!:epil'YJ entry wi t~ut I=hyscial 
del ivery of the securities. htlen exaninin:J an investment canpany \otlich 
uses a securities defOsitory , it is incU'!lbent ~n an exaniner to 
satisfy himgelf that the foUM.1'YJ elements are [:regent: 

a) The investment CO'!Ip:my has a system to [:revent 
lSIauthorized officer ' 5 L'lstrlXtions. It shaulrt 
pr-Ollide, at least, fo r the fum , content , Am 
means of 9ivinj , recording, ard reviewing the 
instru::tions. 

b) Provisions exist s::t that !,.p)n ceasil'YJ to act fu r 
an investment CQnp:lny , any su::h il:Jency aha! I 
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del iver all secur ities held fo r the inves tment 
emPlny to a sLX:cessory agency o r other qualified 
entity so nanoo by the investment coof8ny. 

c) The investment canplny , by re!Dlution of its board 
o f directors , has a(:proved the arrargenent , ard 
it i s revi~ at least annually. In the 
original awroval by the board of directors , careful 
consideration stould have been given to the terms 
o f any SLX:h dep:>sitory arrargGTlent , the technical 
caPlbilityof the farties to dis:=harge their 
resp:msibilities , the costs and risks involved, 
any o ther ~rtinent factor s that relate to thP. 
safety, o r cost effectiveness of the arrangenent . 

Often times a qualified custodian may de~sit investment canpany 
securities in a securities dep:>sitory of Wlich it i s a r,articiplnt. In 
this ins tance , the custodian may dep:>sit the securities directly o r 
throo::lh one o r more agents W1ich are alro qualified to act as a cus­
todian for an investment COTIp3ny. When enCOlJ"lt.ering this arrargenent, 
the eXa'!Iiner must ensure that the custodian or its agents are required 
to dep:>sit the securities in a rx>r~~op:-ietary accomts Wlich inchrle 
only assets held fo r custaners , making afP['O{riate ~ovision with 
r espect to soch matters as the earmarking, segregation , am hYFOthec~ 
tion of these securities. 1 / '!he exo3lliner sh:>uld satisfy himself that 
the custodian serd s the investment canpany a confirmation of any trang­
fers to or fran the aCCOUlt of the investment canpany am \oohere securi­
ties are trans fe rrEd to that acoomt , that the custodian, by book entry 
or otherwise , identifies as belorgin:3 to the investment canpany a 
quantity of securities in a flI'lgible bulk (i) registered in the no3lle of 
the custodian (or its naninee) or ( ii) shc:Ml on the custodian ' s acCOlrlt 
o n the books of the clearing cgency , the book entry systeTl, or the 
custodian 's agent . 

An eX5Tliner sh:;)uld always review t he investment cempany' s files 
in o rder to ascertain if the custodian, or its agent ....tIich dep:>sits the 
securities , pranptly sem s to the investment canpany r erorts it receives 
frem the appropriate Federal ~serve Bank o r clearing agency o n its 
system o f internal accomting oontrol and that, the custcrlian am all 
agents throlJ3h ...tlich the securities are dep::lsited sems to the invest­
trent canp3ny soch rep:>rts o n their o..t'l systems of internal aC'COISIting 
control ....tIen requested to d o 00 . And , of course, the exaniner sh:;)uld 
review the minutes o f the I:x>ard of directors meetirqs in order to 
determine that the investmen t canr,any' s p:lrticip3tion in any SLCh 
arrangenent is pursuant b? boarrl of d irecror s ' s r eoolut ion , <'!Int1 i s 
review:!d at least annually . 

!I A no~proprietary account refer s to an accot.rIt Wlere the e xclusive 
r iaht o f QWrIcrshi~ r e s ts with the custoner am rot the bank o r 
entity lJ'llc h ovC['.:;c.'CS SLX:h aCCOU'lt . 

• 
" 

• 

• 



• 

• 
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4) A Bank as Custcdian 

'Ihe most camon type of custody arrangEJ:'lent is that bet\.een an 
invest::ment CXr.Ipany and a bank. 'Ibis arrangenent is fornal bed in an 
ageeemellt ...nich essentially calls for written inst:ru::::tions JXepsce:J by 
a deslgnated officer or officers to be sent to su:h bank prior to setUe­
rrent of the investment c:c:npany' s FOrtfolio transactions as 'oell as pdo r 
to the disbursements of any monies by the OJstcdian. Generally , custo­
d ian ~reements explicitly call fo r pa~nt only lJtX)n delivery of PJrt­
folio securities purchased am delivery of securities sold only against 
receipt of payment . 1hese a;reements furthe r require that the oanes and 
s i<jnatures of those pe r SJns authorized by the board of nircctors to sign 
written instru::tions be fil m with the cusbX1 ian bank , am that the 
custodian be notified of any changes with r espect to SLrh authorized 
~rsons . 

Nt eXllminer should be aloSre that the majority of investnent 
conpa.nies maintain their I,Drtfolio .!£C\.JI'ities with a bank pursuant to 
a custody agreer.ent conmtmin; slbstantially to the J%OIisions in the 
merle! agreeoent set forth in Investment C'.alIpany Act ~ease N:) . n21 
(See J.pperd ix 1-8-2) . fboeYer , because of recent develqments in the 
securities markets both custxldian banks and investment oc::n::oanies 
cirC\l'l'lV'@nt !O'fIe of the basic provisions contained in their" agresnents . 
Because these ~[l!(m!nts require instrl.J:tions to be signed by a desig­
natal officer or officers am that these instrl.J:tions be fresented to 
the custodi..aJ'l frior to all settlenents of tx>rtfolio transactions , they 
have caused a problBD of lc:qistics for those inYest:ment cx:mplInies \oho 
trade money marJc2t instrunents . Since these instrunents txn:mally settle 
on the sane day as the trade date , investment ccrnpanies have fotn:1 it 
incornenient to 'let the {roper aut!-Drilations signed am delivered to 
their custcxHan before the transactions have settle:'! . All agreanent is 
beirg a!heroo to by simply reviewirq the wr itten inst:nx:tions receive:! by 
the custod ian bank. Instru:tions should never be date st:.2.lDped on a retro­
active basis by the custo:Han as havirg been received (X'ior to or on 
the settlement date of a transaction. 

An exaniner shoulrl & \oie YS review the s ignatories on officer s ' 
certificates fOI:" verification that the custodian bank is horor ing 
only trose cel:"tificates signed by ~e ...no are 00 authlrized by 
the investJnent c:anpa.ny ' s board of dir ectors. If tloO authorized 
signatlres are required , an ex.-ninel:" stould make sure the insttu::­
tions are {ropedy signed . 

'lhe exaninel:" should obtain by inquiry or otherwise , 
infoa:ma tion as to any " re:'!e!,X)sits" or cash balances ...n ich the 
custo:::Uan or any other dep:>sitory of the investment conpany is 
maintaining with othel:" banks on behalf of the investment ca:tpaJlyor 
affiliated per!Dns . A canplete des:r iption of the circunstances 
surrolniirq slX:h arrarqenents should be gatherai . Also , a deuUed 
inquiry should be made into the rea!Dns and circunstances involvlrq 
any large a::o.rats of lIlinvested cash . 
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If the investment canp;tny maintains its own cash accomts, 
whether o r not a true custxx1ianship exists, s u:h acCOUlts should 
be i.n:J eperdently reconcilei by the exaniner or a recent reconcile­
trent by the: investment canp3ny should be reviewed . OlecJcs draw'l 
against the acCCU'lt should be reviewed for {%op:-iety. A reviE!'oo! 
stould ala:> be ma1e to insure that su:::h di!t>ursernents are adequately 
slIP{X>rted by invoices. voochers or bills. Periodic statements of 
t he cash acCOlnt , which ftere mailErl to the investment canpany are 
preplre:J by the deIDsioory , s oouln be in the invesbnent canpany ' s 
files . These statements sh:::>uld be reviewed, at least on a limite'! 
basis , aga ins t reconcilunents of th:>se statements , ...tlich should be 
ma:'le by the canpany at least monthly, ard a;Jainst the cash receipts 
am disbursements detailErl records . 

with re~ct to checJdng aceotrlts , Section 17(£) of the Act 
requires that the cash balances in su::h acC()U'lts shall at no time 
exceOO the iIl"IOlI'1t of the fidelity bard maintaine1 purslant to 
Section 17(g) arrl Alle 17g-1 therelJ"lder, coveri..rq the officers 
ard enpl~es of the investment canl=Elny autrorized to d raw on soch 
acCOlrlts . Pel exaniner sl'x>uld ah.eys ~ it a lX'actice to review 
checkirg acCCUlt balances , not only at month erd , but at interim 
times within a month . 

SALES AND LlOOIIYI.TlOOS OF INVESTr-fNI' (X)Io'PANY ' S SHARES 

16. DlS'IRmur~ AND RERJRCHI\SE (F CLOOE-£ND 
INVES'IMEm' C(MPANY SKI\R&S 

Section 23 of the Pet am the Rlles theret.nder lX'ohibit a r egis­
term closed-end cx:mpany fran i ssuifJ3 its securities for services or 
for (X"operty other than cash or securities except as a dividerrl or 
distribution to its security holders or in oomection with a r eorgani­
zation . The canP'Sny may not sell any stock: of Wlich it is the iss1.2r 
at a p:ice below the current net asse t value of the stock exclusive of 
dis tributing exmnission or dis::oU'l t except in connection with an offering 
to the t'plders of a class o f capital stock with the consent of a majority 
of its c OTUTlOn stockholders, or up:m conversion of a convertible security . 

A registered closed-em a:IllP'Sny can p.rchase its oo..n securities 
o n the open market lX"ovided that if the p.trchase is of s tock , the empany 
within the IXeceding six months must have informed its stockholders of 
soch purchase . Pdditionally, it can purchase its securities by terrler 
offer given to all rolders of the class to be prchased . Rlle 23c-l 
lis ts the corditions ...-der Ioohich the canpany may r eplI'chase its secur i­
ties . l\J.le 23c-l lists the con:3itions lnder Ioohich the canmny may 
call am redeen its securities. 

• 

• 

• 
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During exaninations of closed- em investment canpanies , an 
inquiry should be mcile as to \<t1.ether securities i ssL.ed by the conpany 
have been s:>ld or purchased by the canpany an::::'! ....nether or not su:::h sales 
or repurchases are contemplated . A. review of the general lerlger . 
particularly the cash ard capital accounts, may disclose irxHcations of 
soch activity. 'Ihe minutes of the canpany's directors ' meetil'¥3s may 
aIs:> disclose su::h irdications. 

Where su::h activity is noted, a detail(rl review soould 
be merle of the circlJlIstances slJ["roLElding the transactions. Using 
p..lblished copies of the Investment Conpany Act arrl the RUes 
thereU'lder as check-lists , detetmine \Iohether the ~O\fisions of 
Section 23 and rules 23c-l am 23c-2 were conplierl with . O"leck 
als:> into the methods used by the COTlpany to infurm existing 
shareholders of their intention to repurchase. 

17. Sf\LES CF OFEN-END INVES'lMENl' C(MPANV SHA.Rffi 

Section 22(d) of the Act arrl the RUes thereLnder sFecify 
certain requirements aw1iccble to the sale of open-end invest­
ment conp:my shares. Generally, sales of soch shares must be 
at the p..lblic offerirg trice des:::ribErl in the IX"osp:!ctus. 
Pursuant to Me 22c-l the pJblic offering ~ice must be based 
on the current net asset value of the shares as next conpute::'l 
after the receipt of the order. II 'll'le Me further requires 
that the p:ice be canputed at least once each day as of the close 
of the ~w York Stock Exchange. '!be time of receipt of the 
order by the retailing dealer is considered to be controlling. ~I 

Other Federal Secur ities raws ard Regulations a~l icable to 
the distribution of open-erd investment conpany shares w,ich should 
be rfN ielled for o:mpl iance dur in;) investment canpany exaruninations 
....nere feasible, incllrle: 

y 

a. Section l1{b) (1 ) of the &ccha.n3'e kt W1ich 
p:ohibits the extension of cre.'lit by a 
dealer on a security w,ich i s p:lrt of a 
new issue, ard in \Ohich he is p3.rticip:l­
ting in the d istr ibution of . 

See Apt::errlix 1-L-2 , InvestMent Canp3.ny P£:t FeleaSl:! N::l . 5519 , 
ldcption of RIle 22c-1. 

See Apf:errlix 1-L-3, Investment Canpany P£:t a?lease N:l . 5569, 
Staff Interp:etive R)sitions Felating to Rlle 22c-1. 
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b . ~u1ation R pranulgated by the £bard of 
Q)vernors of the Federal ~setve 9js tem 
...tIich requires that broker-dealers 
liquidate or cancel cash securities 
p.rchases by custaners if payment is 
not receive.::l within seven business days. 
The regulation al9) Irohihits release 
of pt"oceeds of sales of securities to 
cash custcmers lntil the securities 
...nich have been s::>ld have been FSirl 
for in full . 

c. JW.e 15e2-4 under the Exc1"laN3e Pet \J1ich 
requires that monies receiveD by any 
broker-dealer particip3tin3 in distri­
butions of new isslJes , other than firm 
camnit:ment tn:1erwriti.rJ;s, be IX"anptly 
transnitted to the fers:::ms entitlErl 
thereto . 

d . '!he Ccmnission ' 5 Statement of Ibl icy 
\rrohich sets forth a:Nertising arrl 
sales 1 iterature stan::lards in con­
nection wi th investment canp3.ny 
shares . .!! 

e . Section 11 of the Pet ....t1ich requires 
that offer.s o f exdlarqe involving 
open-em shares be based on relative 
net asset valles . 

see Apperdix I~-5 , which relates to the wit1rlrawal by the 
o:mnission of its Statement of Iblicy on investment canpany 
sales literature an:! the crlcption of ~e 156 under the 
Securities Act . 

• 

• 

• 
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!\l.le 12~1 under ther Act Iohich 
pertains to the distribution of 
s hares o f o pen-erd investment conpanies 
am relatEd expenses thereto . .!I 

Section 22(9) of the Act which 
prohibits o pen-em canpanies fran 
i ssui~ shares for services or for 
property other than cash. 

D.Jri~ exaninations of open-ern investment conpanies . 
inquity should be ll'lCde as to 00w the CQ'np3.ny ' 5 shares are 
distr ibuted. Note Ioohether shares are retailErl by the canpany 
itself, retaile:1 or ...tlol esaled by the IX'incipU trlderwrit~r, 
retailEd by affiliated broker-dealers (captive sales force) I or 
r etailed by indeperrlent brokeNealer s . Of particular interest 
i s to \oohat extent, if any, the investment canpany bear s any 
advertisin:;) or distribution costs in the sale of its shares. 'lhe 
manner of allocating sl.X:h expenses must be consistent wi th the 
investment canpany ' 5 contractual arran;Jements to sell its shares 
am in canpiiance with the Act on the use of fLnd assets to bear soch 
costs . 11 With respec t to trO$p.!Ctus expen:Htures , \oi1ether soch 

! I Rule 12t:r1 urner the Act fermits an ope~end investment 
canpany . actinol as its own distributor. to participtte in 
the distribution of its shares and financial expenditures 
therewith. 9.x:h participa.tion must be pursuant to a 
futmal written plan or a:jreement awrovErl by a vote of the 
00ard of directors of such canpany . arrl of the directors 
...no are not interested ferg;)ns of the canpany and have no 
direct o r irdirect financial interest in the operation of 
the plan or in agreements related to the plan. 'to 

a plan of par ticipation. the directors 
and evaluate such infounation as 

may be necessary to make an informed determination. 
All pertinent factors consider Ed by the directors and the 
basis for their decision should be des::::ribed in the minutes 
and J:Xe.setved in accordance with Rule 12t:rI(f) of the 1I.I::t . 
See Ioppendices I - L- S am I-L-6, Investment CcJnpany Act 
~lease lbs. 10862 and 11414 . 

Y Ibid . 
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c;:osts ~all oolely ~thin the category of "Mles or ~onotional" expenses 
15 SWJect to qucstlo n. \""ether an invesbnent canpany i s a loa:::J or no­
l oa:!. fmd , ~re has been no objection to a fmd bearirY:J the costs of 
quallfying lts shares fo t' sale mder e i ther bI ll:! sky l aws or the Securi­
tie s Pct . N:>r is there any objection to the use of fllld lIssets to {l;lY 
the cost o f pt"eparin:j . printing am mailing ~os{:ectuses to existing 
sharerolders if t he fl..l"ld ' 5 fbard of Directnrs has detenninOO that su:::h a 
~actice is consist ent with the fU1d ' s fDlicy am an aRXO~iate flJ'ld 
elq:ense . ~ve~ , the increnental msts of ~inting arrl distdbutirq 
tr0S~ctuses to mterested or p:osp:!ctive investors continue 5, in the 
case o f both loa::'! arrl nc:rl0.x3 fU"lds , t o be deena! a sales o r (ronotional 
exp:'!nse • 

The eXilTliner sh:>uld inquire as to tow " oorrventionar" orders 
for shar es are tran9TIitted fran the investor, through the dealer 
to the £Xinci~l U'lderwriter an:] to the investment conpany, its 
custodian, ard its transfer CJ3ent . ! / (Vollntary ard oontractual 

! I Many investment canpanies arrl their investment advisers have 
opted to have a transfer .;gent ferform ITOSt of the a:Jministrative 
am recordJceepirq duties aS9Xiat.e:::l with the purchase am sale of 
flrrl shares . Inquiry should be ma:Je of the trans fe r a;ent as to the 
extent o f its activities am its relation to the investment canpany 
an] invesbnent adviser . E\mctions Wlich a re custanarily performe:t 
by the transfer cqent incltrle the ~ocessirq am recordkeepirq of 
purchases am sales on flrrl shares , han:Hirg of corres[.Ordence and 
inquiries related to the flrrl arc'! its accol.nts, am g) furth. '!he 
relation bet\..een the investment canpany, investment adviser arrl the 
transfe r agent is of particular interest. tmen the transfer a;)ent 
i s affiliated with the investment a:::Iviser, the exaniner sOOuld 
determine that the services aoo duties beirg performed are le;iti­
mate transfe r CJ3ent ftJ'lctions . Whether or not the transfer a;ent i s 
affiliated, an exaniner should also determine that the .services 
beir¥] provide:1 ard IBid for are in oonfi:mnaoce with the contractual 
.;greement bet....een the invest:ment canfany arrl its trans fer a;ent. 
Fi nally , it sI'xlulrl be ranenberoo that the cost attributable to the 
activities of a transfer CJ3ent i s an op:!ratirg expense of the flXld 
Iohich deserves con tinual review by the board of directors arrl 
mana;Jernent . The eXa:\1ner should req.est ard rev iew any material 
Jrovide:1 to the board of directors Iotiic h has enabler1 then to evalu­
ate the costs aOO services ~rfor:med . Whether or not t he trans fer 
cr;Jen t is affiliated, the board o f directors has an obligation to 
detennine that the costs am services of the transfer a:;ent are 
s ufficien t to meet the flrrl ' s neOOs , arrl are both canpetitive am 
o::m~r.ct>le to other trans fer a::}ents . Failure to monitor thi s 
ex;:ense should be ci ted in the r ep::lrt o f excnioation ard the 
d eficiency letter to the r e:j istrant. 

• 

• 

• 
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plan otrlers should be revie\toled alcrg the }XOCEIdures descrl.hed in It ens 19 
ard 20 of the Manual ard the rut! ine) • A determination should be made as 
to ...tIen and in 'ootIat manner the investment canpany is advised of sales; 
what written notifications are receival by it (obtain specimen copies); 
what effect is given to soch transactions in IXice ma~\.fl canputations; 
and ...nen and in ...nat manner details are recorded on the ccrrtpany' 5 books . 

A review should be ma:Je of sales received fran the lIlderwriter 
to determine ...nether sales. incllrlil'l3 trose involvirq quantity di9COU"lts, 
were effected in accordance with Me 22c-l ard a.t the pblic offedng 
p:ices as rept"esentOO in the Irosp=ctus . Inquiry soould be mOOe of any 
deviations thet:'efran . 01 quantity d i scOlr\ts the sales p:ice can be 
easily checked by dividirg the ~r net asset value (:er share by the 
ronairder of (1 minus the diSCCXZ1t) . fbr exanple, if a particular 
discount transaction calls for a re:iuced sales load of 2\ am the 
proper net asset value fo r that transaction was 511 . 76 . then the selling 
pt'ice should be S12. 00 or (11.76 - . 98 ) . 

A review of the invesbnent canpany ' s }X"OSpectus should be made to 
determine the accuracy and adequacy of disclosures as to the p::osp::ctus 
for establishing the time that p:-ices becane effective for the p.lrchase 
of shares ard aloo check to insure that soch trocedures i!lre consistent 
with Rule 22c-1. (}:)pies of sales literatlZe treparai by the invesbnent 
conpa.ny organization sOOuld be revie\oed to determine \otIether su:h material 
is false or misleading . ~ere the entity is an N1\SD nenber , check that 
soch mater ials are filed with the Nl>.SD. A determination should be made 
as to \ohat the trocedures are with respect to the receipt of P1}'1'1ent for 
shares oold throt.qh dealers and with respect to the issuance of 60ch 

shares , i.e . : 

(1) to the dealers transnit payment for the 
shares (less their share of the sales 
loa::'!) an::] the transfer instroctions to 
the p::-incip:tl lI'lderwriter , the canpany 
or the custodian? 

(2) If the transnittals are ma.ie by the 
dealers to the fCincip31 undetwriter, 
does the latter a::1vise the canpany 
thereof ard, in that event, \o'hen anrl 
in ..mat manner i s the conpany advised 
ard \\hen and in what manner noes the 
canpany make entries on its books? 
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(3) If the transnittals are merle by the 
dealers to the c ustodian , when a,nj in 
....nat manner does the latter cdvise the 
GOnp3ny of the i r r eceipt and wi th 
re5~ct to the dis~5ition of the money 
am the transfer instr octions , wtJen am 
in what detail does the canfSny mal<2 the 
related entries on its books? 

An inquiry should be mooe into the p:ocErlures follo"ed 
with res~ct to cancellatio ns of sales am delays in p;lymE!nt 
for shares oold . 1.1 In this connection if the review of open 
share transactions merle during the check of the net asset vallE 
calculation , revealed stale or outdated i te'ns , note \oIhether any 
pJtential losses to the canpe.ny on soch sales are indicated. 
Inquire as to row the canpa:ny interns to han:He such l osses 
am row soch losses have been harrl!ej in the past. Investment 
GOnpanies should rot bear soch l osses . 

If r etail sales o f shares are made directly by the invest­
ment canp3ny or by an affil i ated broker-deal er , r eview sales 
pr-ac t ices . Cleek sales aOO pranotional materials used by salesnen. 
Also observe whether or not any imIX"o{:er sales p:actices soch as 
" sallirg divirleoos" a r e being E!Tlpl<¥!d. O1eck also into any iOOi­
catio ns o f iJnp:oper extensions of c rooit or arrargE!Tlents for l oans . 

Cleek into any transacti ons in Ioohich the investment canpany 
i sslJed shar es at other than the p.Jblic offerirg pr-ice aOO for other 
than cash soch as fo r the acquisition of the assets of another entity. 
Inquire as to whether a O::rrrnission order for exenption was granted 
in connection with the transac tion. 

Where shar es are exchangeabl e fur shares of other open-errl 
invesbnent canpanies, check that soch exchanges are made on the 
basis o f relative net asse t val ues. 

1 / See Appeooix I-L-4, Investment Canpany l\ct ~lease N:> . 6366, 
Dilution of Nat Asset Value am Inawrorriate E):tens ions of 
tr ooit i n Connection with Sales, Jejenptions , and Fep1rchases 
o f fol1tlBl F\lnd Stares . Also, see Appendix I-L- 7 , tb-Action 
letter as to [);!laying R:!dE!Tlption Payments . 

• 

• 

• 



• 

• 

• 

-85-

Final ly , an exaniner sh:mld inquire as to the current statue;; 
of the investment cOllpany ' s inventory of r eg i s t e red shares ~ich 
are available fo r sale to the p.!blic. For guidance in the IX'OC~ 
dures for registering a definite or inde f inite number of shares 
under both the Securities Act am the Act , see Rules 24e-2 arrl 24£- 2, 
of the AcL As part of this inquiry, an exanine r should verify the 
s t a t us o f a n investment canpany's registered shares am reconcile 
them to its financial state"nents. 

18. LIQJID\TICNS (F OPEN-END INVES1MENr CQo1PANY SHI\JWl 

Sectio n 22(e) o f the Act arrl the ~les thereunder sp:c ify 
certain requirements awlicable to the liquidation of open-eoo 
investment canpany shares. Section 22(e) requires generally 
that p:'oceeds for liquidation of redeemable shares must be 
transnitted within 7 calendar days after the shares a r e p:q:erly 
t errleroo. Liquidations may be SUSferrled only by Caraniss ion order, 
or durin; periods in which the rEw York Stock Excharge i s closed 
or in ",*,ich tra:1ing on that ExcharJje is restrictOO. 

Rlle 22c-l under the Act requires that shares be liquidated 
at a £rice based on the net asset value next calculated after 
receipt of the order or p:or;er tender. 1,2/ '!he Me further 
requires that the !;rice be canputed at least once each day as 
of the close of the New York Stock Exchan:Je. 

DJri.rg exc:rninations of operrend investment canpanies, a 
detailed inquiry and careful review should be made as to the 
manner in ~ich "conventional " share liquidations are t;x'ocessed. 
(Voluntary and contractual plan liquidations should be revieo.<Rd 
alorg the Irocerl:ures discussed in Iten 19 arrl 20 of the Manual 
and the Q.ltl ine) . 

r-k>te \okiether the canpany distinquished liquidation p:ocedures 
be~en "repurchases" arrl "rooenptions." Sane investment canpanies 
will make liquidations effective for purpJses o f prici.n:J up:m 
receipt of the order for such liquidation. '!he actual payment 
of procee::'ls by t he ft.nd in soch cases (s::metimes referred 

!/ See App:!ooix I -L-2, Inves tment Canpany Act release !'b . 5519 , 
Moption of Rule 22c-1. 

~/ See Appendix I-L-3, Investment Canpcmy Act Release f'i:> . 5569, 
Staff Interpretive FOsitions Relating to PJJle 22c-1. 
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to as "repurchases" or vollD'ltary repurchase arrangenents) should not 
~ mooe lIltil the. certificates are rece ived in pt"oper order fran the 
Investor. other Investment canpa.nies will oot even consider an order 
for liquidation, even fo r rricing ptIrp::>ses, until the certificates arxl 
all dOC::lJl'IEintation are received arrl in J;roper order. S::rne invesbTlent 
canpa.rlles ~ave aloo cdopted pt'ocedures for liquidatin;J an investor' 5 
accoun t . • .. -tach falls belc:w a certain minlrnlJTl (marrlatory or involuntary 
redenptl.ons). '!he eXafllner should detetmine that the procedure for 
notification in soch instances are being properly foll~ ard 
aw1ication of soch procooures consistently awlioo. 

'!he exaniner slx>uld determine row orders for liquidation are 
transnitted fran sharerolders to the investment canpany. Inquire as to 
00w notice is given to the investment canpany's custodian and transfer 
agent, am row payment is transnitted to the sharerolder. 

A review should be made of recent liquidations to determine \oA1ether 
or not they were processed in accordance with (rospectus disclosure am 
the awlicable IXovisions of ~e 22c-1. 'ltte review should inclt.J:le a 
check for canpliance with Section 22(e) ...tlich requires that payment be 
transnittErl within seven days. A worksheet similar to the one appear-
ing on Page 87 can be used in reviewing liquidations. In connection with 
pr:osIECtus disclosure, it is extremely irnPJrtant that a determination be 
made as to whether soch disclosures are aJequate as \\ell as being accurate. 

If the invesbnent canpany accepts "repJrchase" orders of the type 
descriPed earlier, a review si"x:>uld be made of the canpany's metlx::rls of 
hamlin; losses on soch transactions resul ting fran the failure of 1 iquida­
til'l3 sharetDlders to conSLJTmate the transactions by making proper tender. 
Y In this connection, if the review of open share transactions ma:1 e 
dur in; the check of the net asset value calculation revealEd any stale or 
outdated items , note Iortlether any PJtential losses on soch items are irxHca­
ted. Inquire as to h:>w the canpany inteOOs to harrlle soch losses arrl h:>w 
soch l osses ~re haOOled in the past. Investment Ccrnpanies should rot bear 
soch l osses . 

!I See AppenHx I-L-4, Investment Ccrnpany h::t Pelease N:::>. 6366, Dilution 
of l'et Asset Value am Inawropriate Extensions of Credit in Cbmection 
with Sales, Redemptions , arrl Repurchases of Mutual fund Shares . 

• 

• 

• 
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I{)RKSHEET FOR REVlE\'l Of SM.ES 1\."10 LIQU I£l.\TI CNS OF' ruND SHARES 

Traie Na!ne of th . of !}'tares Price to Cost or cny OrI1er Time CKder 
Date Investor Dealer Bot Liqu idated Custcmer Proc<>eds Received Rece ived 11 --

5;20,". J . A. Eastman 
~'i3g;>n Dillon 100 12 . 13 1 , 213 . 00 5/2:0/68 2: 56 

5/2:0/68 J . A. "''''en .Jones Stone 1, 000 12. 01 12 , 010. 00 5/20;1)8 2:13 
25 m letter of 

In tent 

5/20/68 \>,)n . 1\. 
9nith MLWS 100 10.93 1, 089 . 00 5/20/68 2: 22 

1/ '!his colunn may be fur the r slix'liv id ed to show the time that an orner wa s received by a deal er other than 
- a !X"inciFSl trileNt"lter . 1"e exte nt o f dl"lay bet...ecn any intemoo i ary and the txinc i fa.,l U"lden..,'ite[" 

o t: r e rresentative o f the f lJ"ld r.ICIy Io6rrant further inloUiry. 

, 
~ -, 
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19. \OUNrARY PLAN':) f'CR 'mE PURCHASE, AXl.l'!UtATICN, 
CR !DillING OF INVES'IMENr C<MPP.NY S~ 
(UCWDlNG ALL SERVICE AG:t-.'T A.RAAN<DtENI'S) 

~bst Ot:e~en::l investr.lent canp:mies offer various vollntary 
plans for the prchase , acclITIulation , or Inl di.n;J of their shares. 
ENen s:xne close-em inves tment canpanies offer dividerrl reinvestment 
arrargements Iohich sane-.tlat reremble cer tain plans o ffered by ope~ 
errl investment canpanies . (Procoour~s similar to t:h::>se described 
below s~uld be adaptable to a review of the closed- errl arrargernents ) . 
5:me of the plans offered incllrle the follooll:J : 

a . Share Accumulation Plans 

Investor s mare: p.Irchases purslBnt to these 
plans fran time to time thro~h a service 
agent . (See dis:::ussion bel""",). Shares 
are usually held in tncertificated form 
am dividerds are usually autanatical ly 
reinvested. Sane soch plans involve a . 
s:::hedule of p3.yments am. investors may 
obtain life ins llt"ance relative to their 
canpletirg the plan. 

b . Autanatic Dividend Reinvestment Pl ans 

F\.lr suant to these ar arqernents, investors 
....no told shar es of the inv"estment canpany 
can arrange to have all distributions 
reinvested in shares. 

c. SystE!f1'latic Withdrawal plans 

Rlrsuant to these plans , an investor lotio 
wishes to receive a check for a sp:!cific 
anotl1 t of money p!r icxlical ly, usually 
monthly , makes a large p.1rchase of an 
inv"estment C01lpanyl s shares an:! deposits 
these , o r defX)sits shares ~eviously 
held, wi th the investment canp3ny or 
wi th an agent of the investment canpany . 
All d i stribut ions on the shar es owned 
are cred ited to the shareh:::llder' s 
account . At the p:-ooetermined dates 'oohen 
checks ar e due to be trammitted to the 
shareh:::ll der , the distributions accrued 
plus a 1 iquidation of a ~rtion o f the 
shares in the aCCOlrl t equal to wi'loJ. rever i s 
neede:J to brir¥J the anoun t o f the check 
up to the srecifioo anOLn t, i s IT'.a:1e . 

• 

• 

• 
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Pre-Dated Check AITangerents 

'Ihese arrangements involve an inves tor: 
9 iv ing the investment canpany or its 
agen t a series of pre-dated signai 
checks (or siJnilar authorization to 
(:eriodical ly draw ufX'n his checldng 
acOOlrlt) in SIEcific aTIOlrlts . At the 
designated dates, the investor is 
cre:Hted with the mmber of shares W'iich 
can be p.rrchased by the CIllOU'lt o f the 
I,%cx:eeds of the aHJ['otriate check at the 
current p.blic offerin:j IXice. 

e . Self-E!TFloyed Reti rerrent Plans 

lhder these arrangements investors select 
o r approve a [:re-selec ted custexHan . 
'!he investors J=eriodically remit ptyments 
to the custodian , ....tlich then invests the 
ptyment in the investment canpanyls shares 
a m is re~nsible fOr the accl.Jtlulation of 
the shares. '!he custodial services 
inclwe maintainin;J records for the 
fBrtic ipmts am furnishing t'ep;>rts to 
the Internal ~enue Service. 

'Ihere are many variations of arrangements in the various 
plans offered by investment canp:lnies . 9f far ~ver the most: 
imfOrtant is the canmon furm of shar e acclJTIulation plan . These 
plans are becaning an increasingly significant factor in the distri­
bution of investment conpany shares . It is therefore very imPJrtant 
that investment canpany exaniner s mderstard hoow slrh plans are 
of,erat.ed • 

Cenerally, a n investor....tlo wi shes to use this method of 
purchasir¥J shares first fills out an aw,lication form ard gives it , 
together with his init ial piyment, to the retailing broker-dealer . 
'!he investor, formal ly or informally, agrees that a serv ice agent 
(usually the same institution \ohich is custodian arc1 transfer ajent 
for the COlIp:lny) act as his agent in p:cx:essing all transactions 
ma1e pursuant to the plan . 

'!he broker-dealer then signs the awlication, and directly or 
irrlirectly, the same service agent acts as his i:I":Ient in FCocessi.Bj 
all transactions maie pJrsuant to the plan . He or the inves tor then 
forwards the application together with the investor's check to 
the service agent . '!he check is ma:3e out to the 9:!:rvice agent ard 
inclooes the retailing dealer ' s canmission . 'lbe service <¥jent, 
pursuant to an existing contrac t with the investment conpany ard/ or 
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the };rincip3.l underwriter, aloo acts for then in pt"ocessirq all 
transactions made pursuant to these arrangenents. The service 
C¥3ent receives the initial payment fran the broker-dealer, 
establishes an account for the investor, am a~rtions the 
investor's payment amorg the canp;iny, the p:-incip:ti underwriter 
an::1 the broker-dealer. After crerlitil"tJ the investor' 5 aCCOlBlt 

with the p:-oper nlJllber o f shares , the service agent serXIs con­
firmations of the transaction to the broker-dealer and to the 
investor . All slbsequent payments mOO e by the investor are 
ranittro dire<::tly t o the service agent. Pursuant to these 
arrangements, investor transactions are usually with the retailin3 
broker-dealers actirq as pt"incipal, am not with the investment 
canpanies or pt"incipal underwriters. '!he service a;lent acts 
simul taneously for all o f the parties involve::'! in the transactions. 

Some investment canp:lny organizations IX"ocess all tram~ 
actions in the above manner, both th:::>se dealirq with certificated 
shares am with uncertificated shares. Each investor's aCCOlB"lt 
statenent shows total nunber of shares awned with a breaJcrla.m as 
to the nlJllber of certificated shares an::'3 the nl.JTlber of LTlcertifi­
cated shares. Other variatio ns of the abov'e p.-ocedures exist ....nere 
investment canp:mies o ffer shares directly to the pblic or .,.nere 
their shares are retailed directly by the p.-incip3.1 underwriter. 

'!he examiner should ootain a deocription of each voluntary 
plan or o ther arrar¥3'enent pursuant to .,.nich the investment canpany ' s 
shares can be purchased I accunula ted, or held. Where pI ans or 
arrarl3'enents involve service agents, the follooo:J items should 
be amorg those rev ie~ : 

A. Fees Paid to Service Agents 

'!he contracts lI'rler ....nich service agent flIlctions 
are being performed should designate as beo.een 
the canpany , the IX' inc ipal underwr ite r , the 
retail ing dealer , the investor, ard the p3.rty for 
.,.nom each functio n is {Erfonned. 'Ihe fee arrarl3'e­
rrents should be a3equa tel y des:::ribe1. '!he contracts 
should be revi~ to as:::ertain that the canpany 
is not paying for service agent fLTIctions vtlich are 
being fer formed for , or are required to be r:erfotmed 
by, the -princ ip:ll urx'lerwriter or the dealer . 

For exanple, the IX'ep:lratio n ard mailing of co~ 
firmation statements, ard the maintenance o f 
canmission and other brokEr--dealer records are 
not the r esJXlnsibility of invesbnent canpanies 
....nen the transactions involve p:incipal under­
write r s am reta ilil¥] broker-dealers as is 
gene rally the case . All s och arrarl3'enents should 
be des::: r ib6"1 i n the service agen t contract. 

• 
• 

• 

• 
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Maintenance of Adequat e Facilities by Service 
Agents and Ability to Meet Financial Responsibility 

It i s llnr.ortant both to the securities irdus try 
custaners for IohClTl the service agents are 
t=erforming ard to inves tors, that service agents 
p)ssess an::'! maintain the cant=etence and facilities 
to a::lequately perform their ftnctions . In oodition, 
service agents should be financially sotnd am 
cap3.ble of maintainin;:J a high degree of fiscal 
resIl:msibility. Ordinary business fru:3ence loCuld , 
of course I requir e reas::lOctll e inquiry into these 
matters by a mutual Etnd organization Frior to 
entering into an agreenent with a service <:qent. 
'lhe exaniner stould determine ....nether the service 
agent afPE!ars able to perform its flJ'l.ctions in 
accordance with its agreenen t s am is capable of 
accepting financial resp:msibil i ty . Where p:-acticable, 
the exanination stould incltrle a visit to the service 
agent , am its operations should be observed . An 
inquiry soould be ma::le into tnang,..er ed CXlrresfOrdence 
am any ba:Jdcg of order s, which may be ird i cations 
of ~oblens. Inquiry should aloo be merle as to Ioobether 
recent au:Hts of the investment canpany inclldoo a 
p:-oof of the balances i n irdividual plantolder acCOLnts. 
Significant differences may irrl icat£ sLbstantial 
cxmtin;Jent l iabilities. 

Processing of Sales am Liquidations 

'!he exaniner stx>uld aloo review for a rep:-e~n~ 
tive [:erio:1, sales am liquidations of volLn tary 
plan shares to determine \ohether su:h sales arrl 
liquidations ware affected in accordance with al l 
applicible requirenents, particularly Me 22c-l 
am Section 22(e) . Proce1ures am \<IOrksheets 
similar to tiPse des:::ribEd in I tens 17 arrl 18 of 
the Manual arrl the rut! ine sh:)uld be used in the 
review. 'll1e rev iew should incllrle an inquiry into 
the manner in which rayments on p.lrchases, proceeds 
of liquidations, am related rotices are transnltted . 
Ieview aloo the manner in which sales loa:] arrl o ther 
charges are de1u:ted am dili:lursed . 
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20 . CCNI'RAcru.L PIl\NS 

A contractual ~riodic pa.j'ITlent plan for the accLmulation of 
undedying securities differs fran a voluntary plan in that the 
investor incurs a p:!nalty if he fails to ma)c:e schedule:'! payments . 
Most contractual plans are l.Ilit investment trusts in that investor 
payments are invested in a specified unit or l.Ilits of l.Ildedyirg 
securities. Such trusts are required to register as investment 
canpanies l.n3er the kt ....tlether or not the isslE r of the lSlderlyirq 
shares is similarly registered . .sane contractual plans are manage­
!Tent canpanies arrl investor payments a r e px>led into a chargirg, 
manag:ed p:>rtiolia of securities. 

In a:ldition , the contractual plans are considere:'! to be securi­
ties am thus, required to be separately registered 1.11der the 
Securities Act regardless of ....nether or not the l.Ilderlyirg securities 
are similarly registerEd . 

l'bst contractual p:!riodic payment plans require that 50% of 
the first ~ar ' s payments are dedocted for sales loa:l. 'Ihese are 
CCInIronly known as "fron ~en::I loa:l" plans. 

Section 27 of the Act ard the rules thennder give investors 
in contractual periodic payment plans cer tain imp)rtant rights ard 
protection. 1/ Pursuant to Section 27(d), investors in plans lIilich 
require that- (l) rrore than 20% of the first ~ar ' s payments are · 
dedocted for sales loa:l; or (2) ....nere the overall sales loa:l exceeds 
9%; or (3) lohere more than 16% of the total of the first four ~ar ' s 
payments is dErlocted for sales loa:li or (4) ...nere any sirgle dedoction 
for sales locrl exceeds the CIOO\Jlt of sales loa! for the p:!riod sib­
sequent to the first four years' payments: may obtain a cash r efl.lld 
at any time after the first 18 nonths of their initial purchase of 
the plan. The refl.lld will ronsist of the market value of the 
underlying investment plus the excess of sales loa:1 which is more 
than 15% of the gross amount of the payments . 

Section 27(f) requires that all periodic plan investor s 
have the right to obtain a reftnd equal to the market value of 
the tndedying investment plus all dedoctions fran payments eve: 
the net arnC>\nt invested , within 45 nays of the date of the recelpt 
of a notice to that effect. The notice is requirEd to be mailed 
wi thin 60 days of the plrchase of the plan . 

y See Appendix I-M, Investment Ckmpany Act Release N::> . 6392, 
Provisions of the Investment Ccrnpany Nnerdments Act of 1970 
Relating to ~riodic Payment Plans. 

• 

• 

• 
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Rule 27d-l requires that a segr63at.ed trus t account be 
maintained by principal underwriters and depositors to enable the 
re fund of monie s as describErl abo.re . 1/ J-bo...ever, in lieu of maintaining 
a segregated trust account, Rule 27d-2 allows an insllt"ance canpany to 
pt'ovide a written guarantee as to the r:erfonnance of its obligations 
urder Sections 27(d) am 27(£) of the Act . RJles 27e-l aoo 27£- 1 
contain requirements as to mtices W1ich srould be sent to certain 
delinquent plasili>lders . 2 , 3 ,4/ A financial report on FotlTl t.J-21D-l 
i s required to be filei with the CO'!lmission on a quarterly basis . 

A "typical" oontractual plan arran;enent usually involves a lJ'Iit 
investment trust . '!he i.nderlyio:;) shares are usually s hares of an open­
en:J inves tment canpany within the same organizational canplex . '[he 
s p::moor of the trust usually acts as the trinci'P'l l,J'¥jerwriter for the 
plans . The sp:>nSClr is generally a slbsidiary of the investrrlent adviser 
of the tnderlying q:lE!n-en:l investment canpany , or is lnder comon control 
with the adviser . The followirg is a br ief description of three types 
o f contractual plans offered by a nt ypical" mit trust . 

A. 

B. 

Single payment Plans 

Sirgle Payment Plans require an investor to mala:! 
a ltlTlP sun payment of a sp:!cified minimun 
dencrnination (usually not less thdn S5 , 000) with 
large dencrnination pl ans beill3 ava ilabl e in 
multiples of $50 or $100. 

Periodic Payment Plans (Without Insur ance): 

Periodic Payments Plans (Without Insurance) are offerErl in denani­
nations involvill3 monthly payments rarging fran $10 to Sl , OOO or more , 
usually in multiples of S5 or more . 9x:::h plans require a series of 
payments over a sp:!cified ~riod of ~ars, normally not less than ten 
yt:!ars , arrl occasionally contain an option on the p:!.rt o f the Planlolder 
to extend the p:!.yment ~riod for an additional s~cified. ~riod of ~ars. 

y 

y 

See Apr;endix 1-1'1- 1, Investment Conpany Act R:!lease l'b. 6600 Adoption 
o f Rules 27d-l , 27d-2 , 27e-l , 27f- l , 27g-1 and 27h-l . 

Sec Ap~ndix I-N-2 , Investment Conpany Act R:!lease N:l . 6653 . 
,tvnendment to Instroctions to Fot1Tls N-27E- l am N-27F-1. 

See Apf:endix I-N-3 , Investment ConP3ny Act R:!lease N:l. 6048, Adoption 
to Pmerdments to l\Ile 27f- 1. 

See Appendix I-N-4 , Investment Canp:my Act I\?lease N:l . 7152 , 
lITle ndment to Forms N-27E- l am N-27F- l . 
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C. Periodic Payrrent Plans (With Insurance) 

Sane plans featlre a life insurance ti~in . '!he 
insurance (rCNides for the canpietion of the plan 
in the event of the death of the investor. 
~riod ic Pa}1Tlent Plans (With Insurance) are offered 
in denaninations involvinJ ITlOnthly payments ranging 
fran SID to $300 in multiples of S5 or more. 9.x:h 
plans require a series o f payments over a Sfecified 
period of years , nonnally not less than ten years 
a rd cx:casio nally contain an option on the ~rt of 
the Plan~lder to exterd the P3yment t=e riod fo r an 
crlditional sI;E!cified period of years . In this 
l atter instance, insurance cover age is not avail­
able on the exterded period . SJch plans aloo 
frOVide for the dooLX:tion o f a p;'aniun for group 
cre:Htor life insurance cover()3e obligatirg the 
insurors to canplete the plan in the event o f the 
death o f the Plan~lder p: ior to his canpletion 
of the P3yments r equired mder the Plan . 

General Provisions 

E:ac h of the aboJe Plans , when issued , is r83'istered in the 
nane of the Plantolder arrl is in the funn of an individual ()3reenent 
beo.een the sp:moor conpany of the Plan , the custodian b<nk tnder 
the Plan , ard the Plan~lder . '!he custodian bank msut meet al l of 
the stardards and provisions contai.ne3 in Section 26 of the Act . 

N:>nnally, each Plan, unless tenninated by the Plantolder, 
shall continue in force for a spec ified period of }@ars, and ro 
anerrlments Iotlich w::>uld affect outstardifl3 Plans adversely may be 
ma1e at any time during the period of the Plan witrout the Plan­
tolder ' s exp:essed consent. 

trder all Plans certain optio nal pt"OIIisions are usually 
exteme:J to Plantolders . '!hese incllrle the fullo.r.Lfl3 : 

Planrolders 
may any am any capital 
gain d i stributions . after awl-icable de:Ju:tions as specifi ed in the 
Pl an , be awJ.ied to the pJrchase of additional shares at net asset 
value o r to r snit the net aJTlCU\t of SLX:h dividend s am distributions 
to him in c ash. 'lhe authorization in either re~ct may be revoked 
at any time at the Planoolder' s option; hcY..ever . in the absence o f 
anyautoorizatio n. usually the Plan p:ov irles that any su:h rlividends 
arrl d i s tributions Io':i.ll he reinvested at net asset valll:! autcrnatically . 

• 

• 

• 
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A Declaration of Trust. Frequently, a Planrolder may, 
wi trout transferring his Plan , execute aoo file with the custo:1 ian 
fran time to time revocable declarations of trust declaring that 
he rolds his Plan ard the shares held thereLnder in trust fo r the 
benefit of a designated fenDn up:>n the terms therein stated. 

a 
from the may , 

termination of the Plan, .... itl"rlraw part of his acclJ'I'lulated 
shares or receive in cash the val~ of soch shares at the time 
of the p.:Irtial withdrawal. pr~.idErl that the cash liq.Jidation 
involves not less than a sp:!cifierl dollar anomt and the wi.~ 
drawal o r 1 iquidation of shares shall equal rot more than a 
s~cified percenta:]e (80% or 90%) of his aCCl.l!lulated to taL SJch 
withdra\<6ls are normally permitted to be ma:le only once a ;ear 
in order to canply with an inte~etation annomcoo by the 
N3tional As9Xiation of Securities realers on July 22 , 1966 , 
effective August 1, 1966. 

Transfer or ASsignment . Plans notmally pt"ovide that the 
Planrolder may assign his Plan arrl the shares held thereLnder to 
a bank pr loan institution as secudty for a loan; or he may 
transfer am assign his Plan am shares to arx>ther fer9:1n 
acceptable to the s{x>n9:)r arrl custodian . 

Complete Withdrawal and Termination. Holders of Single 
Payment plans arrl Perio::hc Payment Plans wi trout Insurance may , 
at any time, terminate their Plans by surremerin] sc.me to the 
custodian aM requestil'¥3 delivery of the shares accunulatOO 
thereU'rler, o r havin] the vallE of the shar es r6TIitted in cash . 
Periodic Payment Plans with Insurance in fo r ce may only be 
terminated dur ing the lifetime of the Planrolders. 

'the tolder of a Plan 
wi th . be in defaul t W1enever he 
fails to make any payment on o r before the date ...tlen due . In 
th::J~ cases "';'ere a Planrolder lI'rler Sl£h a Plan , \ot1ich has been 
in default for a p:!riod of more than 31 days , the tenns arrl 
oorrl itkms of the insurance pllicies usually provide that 
insurance upon the Pl anl"older ' s life will autanatical l y lapse . 
DJring the p;!riod starting within the 32rrl day after the date of 
default , the Planrolder may resune p:!;yments, but nonnally only 
under cect:ain corditions as sp:!cified in the plan . fane 'Plans 
al&> provide that if the Pl aJ"lrolder is in default, underlying 
shar es 'tIill be liquidated OIer a sp:!cified period of months to 
-r;:ay the insurance rreniLJl\s arrl thereby assure the Planl-older of 
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insurance COo'erage \ntU the Plantolder resunes making re:;Jular monthly 
payments . In all instances of defaul t . the duration of the Plan is usua lly 
extendat fo r the period of time in default. . 

Reports , Receipts and Notices . Nounally, the custodian mails to each 
~riodlc Paymen t Planholder a receipt fur each PIl}meflt, inc:lu:Hng a statement 
?f the nl.lflber o f ~res held fur his ac<DU'It , and notices of pa}meflts due 
1n ldvance of thelr due date. All Planholders &9:1 receive copies of the 
U[Xlated I.nderlying flJld's p:ospectllS. proxy state'nent, al'd annual an::! 
semi-aMual reports. In a::kJition. all Planholders receive distribution 
notices ard tax statements relating to the Plan . Various ootices in c0n­
nection .... ith reft.nd pt'ivileges. as desc r ibed earlier. are 4180 required to 
be fu twarded to Planholders . 

Voting Rights . In the d i ssemination of the LZlderlying ft.rld ' s pr:oxy 
soliciting material , the custodian requests that the Planholder execute am 
return to the custodian instructions fur voting the t.nderlying shares on 
the matters set forth in the proxy statement. In the absence of any 
instructions fran Plantolders . the custod i an normally votes the shares for 
o r against each matter on \o'hich the Planh::)lder is entitled to vote in 
the sane JXqX)rtion as irdicated in the voting instructions qiven to the 
custodian by other Planrolders . 

Scme plans fCOIide that the Planh::Jldera Ny accelerate 
~riodic Pa}'Tfleflt Plans by maJdng PII)1I'II!'nts in multiples 

of regular payments in a:Jvant:e of their due dates . 9Jch prepayments 
do not , hoI.ever. accelerate the dle dates of !.np!lid payments . Certain 
diBClosure JX'OYisions are requit'E!d in the Plan (rOSpeCtuses "'ere Plans 
fCOIide for IX'epa.yment, arxJ in !ICIlle instanes there is a reduction in 
the custod ian fees resulting fran such prepayments . 

At the outset of exaninations involvirg contractual phn organizations, 
a deta iled inlJ,Jiry sOOUld be made into each type of plan offeced Dr' outstanding . 
If a !.nit investment trust is involved , the lJlderlyirg seority or securities 
srould be noted . All of the entities involved in the a3mWstration , 
management, or distribution of the plans should be identified and their 
roles a9Certainecl . 

At this pJint i n the examinat ion, t he infotrnation noted aboJe should 
be r:cviC\ooE!d ard the eXmliner should determine ...nat steps de9Cr ibErl in other 
sections of the Manual an:J OJtl ine ...ould be aRXopt"iate to follow Lnder the 
circunstanc:es involved . For eJClIIIIple , if the canp3ny is not a !.nit trust 
and the assets consist of a qeneral pJrtfolio of investments . revi~ of 
the net asse t value calculation. the investment decision makirg process, 
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tra:lin::J ~actices , am p:lssible other areas are in order. If the 
COTIpany is a lI1it trust and the U'rlerlyin;:l shares are operatirq 
cxrnpe.nies . a limited revi~ of tra:Hrr:J ~actices may he \oOrrant.e:L 
In any event , a trial balarce should be ta)en or otherwise obtai.nOO 
am revie\toed, an:! the nunber of out stardinJ lJ'lits am lI'ldedyirq 
assets should be verified . 

'the instrunents lJ'lder \ohich the plans are established should 
be excrnined ard the ~st:ectus am sales literature dis:: l ost.res 
used in (X'OllOting sales of the plans srould be revie\oEd. A deter­
minati on should be made as to W:!ether the des::::ribErl flJ'lctions are 
beiN:} r::erfbrmed proIX!rly ani in accordance with disclosures , parti­
cularly t.he follo.nng : 

a . Pricing of shares in r elation to time o f 
receipt of o rders for both sales and 
1 iquid.stions . 

1. \-.brksheets similar to those decribed 
in Items 17 am 18 may be used for thi s 
purJX)se if app:q%' ia te • 

b . 'n:'ansnittal of payments on p..IrCMSCS am 
proceeds on liq.lidations beboeen all 
entities involved . 

c . Cbnfitmations to plan}:olders am rotices 
to involved entities . 

d . Dedu::tions for sales loa1s aoo other charges. 

A careful review st'Ould be ma:Je of sales ~actices , particularly 
\\here a captive re tail sales force is involve:!. In connection with 
this review, obtain details fran the plan organization as to the 
"canpletion exr.erience" of planrolders . fobst plan organizations ma intain 
recoros detailing su:h eXfer ience. ~ere captive sales forces are not 
invo1ved . an attempt sOOuld be mooe to identify dealers am irdividual 
sal es r epresentatives Ioho may aRJear to be OJerselling as irdicated by 
chronically negllltive exlErience resul ts . 

'!he exanination should aloo inc1u:Je a review of the r eft.nd 
arrarqenents inclu:l irq the reserve requirenen ts . Inquiry should be 
ma:Je as to the IZoce:hres in effect. '!he manner in Wlich reft.nds a re 
hard 1 ed sroutd be checked fo r canpl. iance wi th a ppl iclt>1 e re<'p.1i rmcn ts . 
'Jhe segregated trust accnnt arranganents should be c~ «]ainst the 
requirements of RJ.le 27d-1. If an insurance CO'np:t.ny undertakirq is in 
effect in lieu of segregated reserves , check for canpl iance with Me 
276-2 . ~view the lates t s \bnitted fbtm 27d-1 for l%"'OPt"icty . Cleck 
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ard 27E- l notices are being prop:rly transnitted 
'lest- check recent reftnds to planrolders for ~op:r 

for canpliance with the Sections 27(d) am 27(f). 

PART III. COMPLETING TIlE EXAMINATlOO AND PREPARING TIlE 
REPORT 

When the exaniner in charge feels that everythirg that must 
be done within the O::mpany ' 5 offices has been canpleted , arr ange­
rrents should be mcde to have a final discussion with the FCincipli 
executive officer or his reprerentative. 'lbe PJrFOse of the finaf 
discussion should be to clarify am exparrl on any items \Jlich are in 
dOlbt. At this time, problan areas may be discussed to the extent 
a uthorized by Regional Office pJlicy , but only for the p.lI'p:>se o f 
obtaining a:3ditional information. It also helps to set up the lDssi­
bUities of further dis:::ussion (by either ~ne or visit) in the 
event that questions deve1cp during later Jilases of the exanination 
o r during the rreparation of the re{X>rt. 

After all of the items in the Exanination OJUine are canpleted, 
all requested information is received arrl analyzed , arrl ~oblen areas 
have been tlYJroughly explored , the exanination r ep:>rt should be p.-e­
pared by the exaniner in charge . The rep:>rt consists of faci.rJ3 pages, 
a checkl i s t, am recaroneroations at to further action. 

'!he checklist is designe:3 00 that it follcw.;; the format of ani 
can be pt"epared directly fran the Oltline . The Oltline should oontain 
J;encil written canments on each item listed . '!he canments soou1.d 
irdicate whe ther or not the item ~s revie~ durirg the exanination, 
the extent o f the review, reference to \oiOr1<paJ;ers or other exhibits , 
des:::ription of deficiencies noted, am any other canments. 

other than ttPse items in which deficiencies are noted, narrative 
canrnents need only be merle ....nere, in the opinion of the exaniner , it 
is a matte r of significant imIDrtance am interest . In most cases, 
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the narrative carrnents can be nDOCED by attaching copies of an 
investment conpany' 5 latest FCOSpectus, annual or semi-annual re[Dt:"t 
to sharerolders, ard pcoxy statement to the rep:lrt. It cannot be 
emphasized too strorgly , however , that the use of a checY.list form of 
reIDrt places a great deal of resp:msibility on the eXalliner IoA'lo trerares 
am s lhnits the rePJrt. 'lbe exaniner should be able to slbstantiate , 
mainly through the OJUine, each an5\Ier inHcated on the checklist. 

3 . REXiI()NlI.L OFFICE REVIEW CF E>W1IN\TlOO REIOR'IS 

'ihe use o f the checkl ist form of repJrt makes it essential that a 
troroll:1h and reliable review of the r efOrt by supervioory peroonnel be 
corrlocted at the ~ional Office level Wlere st.lFfOrtiN3 docllTlentc:; am 
....orkpaI=ers are available. At a miniml.J1l, rel/iewirg peroonnel should check 
each item in the refOrt against the ecanination OJtline to as:ertain that 
the exaniner ' s resp:m~s as irdicated in the rep:>rt are accurate ard 
r fleetive of the information obtained duri.ng the exanination. 

4. RB:CMMEND\TIOOS AS 'ID FlR1HER ACTICN 

The Ie3ional Jldministrator has the IX"ir.'Lary reSfOnsibility for reccm­
rrerrl i.n;I ard implenentirq further action as to violations d is:loserl as a 
result of eXCITlinations. The various divisions of the It!a:1quarters Office 
will IT\ale every effort to assist the Aaqions in makirq slX:h determinations 
if requested, anCI will als:> assist in implanentin;J corrective actions to 
the extent soch assistance is necessary. 

If a deficiency letter is maile:3 to the invesbnent canpany, a copy of 
the letter srould be attached to the rep)rt. Similarly, copies of menorarda, 
referral. letters, am other dccunentation s~rtirq the rec:anrremations or 
implementation of soch recmmerrlations should be attached to the rep:lrt. 

5. 'I'RAfl5MITTING THE REFORT 

'Illree copies of the exanination reJDrt for each investment canpany 
inclLrled in the repJrt sb:Juld be transnitted to the Division of Investment 
Mancqenent. Peports need rot be delayed ~min;J the resolution of pt"oblens 
noted during exaninations. Instead, the rep:)rts should be IX"anptly slb­
mittei aId ~n::Hn9 pcoblens describEd to the extent possible, together with 
a des::ription of how the IX"oblens are bein;J han:1Ie:l. Memorarda of follcw­
up action can be forwarded later. 

." 



-100-

rlhere follow-up action is being taken in the form of a deficiency 
letter, the investment canpany should be notified to slbmit a copy of 
any carmunication regardil"f3 these matters to: 

U. S. Securities ard Exchange CCJnmission 
Division of Investment Management 
Branch of CoTipl iance 
500 North capitol Street 
washirqton , D, C, 20549 

When an investment canpany examination rep::>rt cannot be [X"epared 
within thirty days after the canpletion of the exanination , or ¥/hen the 
rep:lrt cannot be slbnitted to be Divis ion within sixty days after the 
canpletion of an examination . serious consideration should be given to 
corrlucting a further visit to the sooject investJnent canpany prior to the 
preparation or sli:rnission of the re[X)rt for the p,lrp:>se of ascertaining 
the accuracy arrl currency of the matters related therein. 

Ole reas::m for the checklist type of retDrt i s to facilitate the 
preparation of examination rep:>rts 9:) that information gathered during 
examination can be put into use by the staff of the Pegional Office am the 
Division Ioo'hile still current . '!he rep:>rts are used extensively in makir¥3 
day to day decisions in connectio n with clearirY3' various filings , processir¥3 
awlications , am other matters . If is important that the retDrts be 
received ...nile they still reflect existirq corditions. Also, it has been 
observed that delayed pt"eparation of r e[X)rts can contribute to incanplete 
or inaccurate firrlinjs a rrl oonclusions. 

In canpleting an ins~ction reIDrt. all rep::>rts, unless otherwise 
notified , should inclwe a copy of a canplete::l Ie[:Ort of Investment CO'npany 
Exam i nation (SEX: Form 1105), Investment Conpany Insp9'ction OJtline (SEC 
Form 1 010) . a supplementary canment section ....tIere awropriate, all 
~rtinent dOCrnlentation used to SLIpp:)rt the tirrlings noted in the in~c­
tion rep::lrt, ani a copy of al l corresp::lrrlence relating to the examination 
am follow-up therewith . Pl ease use discretion in s\bnitting back- up 
docunentation to minimize the size of the in~ction r ep::lrt. Where 
fiooings relate to a s~cific page or pages of a ~sJ:ectus, proxy or 
other rep::lrt on file with the Canmission, the inSf:ection reIDrt need only 
inc1we a copy of those relevant page{ s) . 
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