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RECENT ALERTS: COMPLIANCE AND OPERATIONS

Adviser Under Scrutiny for Allocating Trades to Proprietary Accounts (12/22/09)
The SEC has launched an enforcement action against an investment adviser and one of its principals for allowing portfolio managers to cherry-pick trades that benefitted proprietary accounts over client accounts.  According to the SEC, the portfolio managers, who engaged in a day-trading strategy, were allowed to allocate trades after the order had been filled and pricing obtained.   The SEC claims that the significant outperformance of the proprietary accounts evidenced the cherry-picking scheme.  Additionally, the SEC alleges that the firm and its supervising principal knew about the significant disparity in performance and ignored red flags including SEC exam findings about trade allocations.  The SEC charges violations of the anti-fraud rules because of a misleading ADV and recordkeeping violations.

OUR TAKE: Firms that engage portfolio managers for proprietary accounts should analyze performance disparity and take action where proprietary accounts out-perform client accounts.  Also, polices and procedures should not allow post-pricing allocations.
http://www.sec.gov/litigation/admin/2009/ia-2962.pdf
http://www.sec.gov/litigation/admin/2009/ia-2961.pdf
Adviser to Pay $2 Million for Failing to Monitor Client Allocations (12/21/09)
An investment adviser that operated an asset allocation program agreed to pay $2 Million in fines and restitution for failing to monitor and correct portfolio variance from initial allocation selections.  According to the SEC, the respondent promised clients that it would continuously monitor portfolios for consistency with investment objectives.  However the firm failed to conduct such monitoring after the issue was identified by the SEC in a routine exam and highlighted later by the firm’s compliance department.  A significant portion (more than 40%) of client portfolios varied from the initial allocations.  The SEC alleges that the senior executive responsible for the program failed to hire required resources to conduct the monitoring.

OUR TAKE:  Even after warnings from the SEC and the Compliance Department, senior management refused to spend the money to hire the resources to conduct the monitoring.  We expect the cost of the hire would have been less than $2 Million.
http://www.sec.gov/litigation/admin/2009/34-61181.pdf
http://www.sec.gov/litigation/admin/2009/34-61180.pdf
SEC Votes to Adopt New Self-Custody Rules (12/18/09)

The SEC has voted to impose additional requirements on investment advisers that maintain custody of client assets but excluded advisers that have custody only because they have the ability to deduct fees from client accounts.  The new rules will require advisers that maintain custody of client assets to undergo an annual surprise exam by an independent auditor to verify assets and an annual SAS 70 of custody controls.  Also, private fund auditors must be PCAOB registered to allow the fund sponsor to comply with the custody rule.  The SEC excluded advisers that only have custody by virtue of their ability to deduct fees but will mandate specific controls and procedures.

OUR TAKE: We do not think this revised custody rule will have a significant impact on most investment advisers because most use an independent custodian.  Requiring the surprise audit and the SAS 70 makes it very expensive to engage in self-custody.  
http://www.sec.gov/news/press/2009/2009-269.htm
SEC Provides 2009 Enforcement Data (12/8/09)
The SEC has publicized summary data of its 2009 enforcement actions in its recently released “Select SEC and Market Data, Fiscal 2009.”  The data indicate that the SEC initiated 664 civil actions and administrative proceedings.  The top five categories, comprising 84% of all actions, are the following: issuer reporting/disclosure (22%); securities offerings (21%); broker-dealer (16%); delinquent filings (14%); and investment advisors (11%).  Notably, investment company cases made up only 1% of cases, and insider trading, which is often in the news, made up only 6% of cases.  The data also includes the most common complaints; the top 3 are account closings, short selling, and theft of funds/securities.

OUR TAKE: When considering regulatory risk, it is always useful to consider the empirical data that indicates where the SEC has initiated enforcement actions.  It should also help with allocation of compliance resources.
http://www.sec.gov/about/secstats2009.pdf
FINRA Proposes New Compliance Exam Along with Other Changes to Registration/Qualification Requirements (12/7/09)
FINRA has proposed several new Registration and Qualification requirements including a new stand-alone registration for Compliance Officers based on the old NYSE rule.  FINRA will adopt the NYSE’s Compliance Official Examination and require the Series 7 as a prerequisite.  FINRA also clarifies that members must have an appropriately registered Chief Compliance Officer, Financial Operations Principal, and Operations Principal, although the latter two roles may be consolidated in one person for firms that don’t do clearing.  The proposed rules also allow a permissive registration for any person engaged in a “bona fide business purpose” of the member.  FINRA will add an “inactive” category and will allow registrations held by persons employed by a securities industry affiliate.  FINRA does not propose changing the requirement to have two principals.
OUR TAKE: FINRA is formalizing the functional roles within broker-dealers in an effort to ensure that qualified persons perform critical functions such as financial operations and compliance.   At the same time, FINRA is making it easier for firms to hold licenses of those not directly involved in the securities business.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120490.pdf
Regulatory Actions Will Be Permanently Accessible on BrokerCheck (12/1/09)
Pursuant to a new rule approved by the SEC, FINRA will make records of final regulatory actions against brokers permanently available on the BrokerCheck service, rather than expunging the data two years after a broker leaves the securities industry.  FINRA wants to prevent brokers with regulatory actions from leaving a BD only to re-appear as a financial planner without customers having access to prior regulatory data.  The retained data will include any final sanction by any regulatory body but will not include customer complaints or other negative data such as arbitrations.
OUR TAKE: We think the full disclosure model makes sense.  We would support including all information including customer complaints and arbitrations.  Let the customer decide whether such information is relevant and/or timely.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120406.pdf
SEC/CFTC Allow Futures on Unregistered Debt Securities (11/30/09)
The SEC and the CFTC have issued a joint order allowing unregistered debt securities to underlie security futures products.  Four conditions must be met: (1) the debt must be publicly offered, (2) the issuer must have a class of equity securities registered under Section 12, (3) the issuer must utilize a registered transfer agent, and (4) the offering must qualify under the Trust Indenture Act.  The purpose of the joint order is to allow the creation of “potentially new financial instruments,” “facilitate price discovery,” and allow for useful hedging.  Separately, the SEC and the CFTC issued a joint order clarifying that futures on volatility indexes are subject to exclusive CFTC jurisdiction, subject to several conditions.

OUR TAKE: We believe that the SEC and the CFTC are attempting to drive more debt derivatives to the public, regulated market and away from privately-negotiated transactions, which many believe caused/exacerbated the credit crisis.

http://www.sec.gov/news/press/2009/2009-252.htm
BD Fined $400,000 for Failing to Stop Misuse of Soft Dollars (11/24/09)
FINRA fined a broker-dealer $400,000, and fined and suspended three officers including the CCO, for allowing soft dollar payments to be used for impermissible expenses.  According to FINRA, the firm set up soft dollar credit accounts to encourage several hedge fund clients to trade through the firm.  FINRA alleges that the firm paid expenses that did not qualify as research or brokerage-related services and were not authorized and disclosed by the hedge funds’ organizing and disclosure documents.  FINRA notes that the firm’s WSPs required review of the offering documents to determine if the payments were permissible.

OUR TAKE: We find two concepts notable about this case: (1) the broker-dealer has responsibility for policing use of soft dollars and (2) FINRA’s implication that a fund manager could use soft dollars for non-28(e) expenses so long as such use is permitted by the fund’s organizing and disclosure documents.
http://www.finra.org/Newsroom/NewsReleases/2009/P120423
Federal Agencies Release Model Privacy Notice (11/23/09)
Eight federal regulators, including the SEC, released the final model privacy notice for use by entities, including investment companies, advisers and broker-dealers, subject to the Gramm-Leach-Bliley Act.  The agencies provided two forms: one that includes an opt-out and one that does not.  The accompanying 260-page release indicates that using the model form provides users a safe harbor to satisfy the disclosure requirements for privacy notices.

OUR TAKE: We can’t really envision why firms would not use the model notice given its safe harbor.  We expect the look of the model privacy notice will become as ubiquitous (and unread) as credit card interest rate disclosure statements.
http://www.sec.gov/news/press/2009/2009-248.htm
FINRA Fines BD $1.2 Million Because It Lacked System to Review E-Mails (11/19/09)

FINRA fined a large broker-dealer and its affiliates $1.2 Million for failing to establish an adequate e-mail review system.  Although the firm had written procedures mandating e-mail review, the firm had no electronic system in place that allowed direct monitoring of e-mails.  Instead, the brokers themselves were required to forward e-mails to supervisors to review, and supervisors were “encouraged” to inspect brokers’ computers.  FINRA’s Enforcement Director, Susan Merrill, said that "Relying on brokers to provide copies of their own emails to supervisors for review is hardly an effective means to detect such misconduct."  FINRA further alleges that an effective e-mail review system would have uncovered outside business activities that resulted in customer harm.
OUR TAKE: Several commercial vendors offer electronic e-mail review systems for a reasonable price.  Get one.
http://www.finra.org/Newsroom/NewsReleases/2009/P120393
FINRA Wants Heightened Review of Client Instructions (11/17/09)

FINRA has warned its members to step up procedures and monitoring of instructions to transmit or withdraw funds from customer accounts.  FINRA has expressed concern about recent cases involving the misappropriation of client funds including fraudulent letters of authorization from purported client representatives such as investment advisers.  Citing Rule 3012, FINRA requests firms to consider their policies and procedures regarding transmittal of funds to third-party accounts, outside entities, to an address other than the customer’s, and to a registered representative.  FINRA suggests that firms (a) verify powers of attorney including their scope; (b) verify identities of purported third party representatives; (c) conceal internal dollar amount thresholds that trigger review; (d) conduct random sampling of routine transfers; and (e) ensure the proper functioning of automated systems.

OUR TAKE: Enhanced procedures will slow down money movements even for legitimate requests by investment advisers and other client representatives.  

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120372.pdf
SEC Targets Madoff’s IT Pros (11/16/09)

The SEC has filed a complaint against two computer programmers that it alleges helped Bernie Madoff hide his fraud from regulators.  The SEC charges that the longtime Madoff employees wrote programs to produce reporting data even thought they had knowledge that the underlying trade data was fraudulent.  The SEC also alleges that the defendants knew that they were creating false reports to mislead regulators.  Evidence indicating their knowledge includes work on legitimate trading systems, file deletion in 2006 when the defendants expressed concern about their activities, and contemporaneous notes of conversations with Madoff and his co-conspirators.  The SEC has charged the defendants with aiding and abetting securities fraud and seeks disgorgement of “ill-gotten gains.”  A separate criminal prosecution has also been filed. 

OUR TAKE: We are unaware of any prior case where internal IT professionals have been charged with aiding and abetting securities fraud.  The challenge for the SEC will be to prove the “knowledge” component of the charge.  Also, it is unclear how the SEC calculates “ill-gotten gains” for essentially salaried employees.

http://www.sec.gov/litigation/complaints/2009/ohara-perez-111309.pdf
CEO and GC/CCO Fined and Censured for Failure to Supervise (11/13/09)
The SEC censured and fined a broker-dealer, its CEO, and its GC/CCO for failing to supervise a broker that engaged in multiple illegal trading schemes.  The SEC alleges that the CEO, who had direct and ultimate supervisory responsibility, unreasonable delegated supervisory responsibility to the GC/CCO because he never followed up to determine if proper supervision occurred.   The delegation by the GC/CCO to a compliance manager was determined to be unreasonable because he failed to ensure proper supervision including the daily review of e-mails.  The SEC also charged that the firm did not provide adequate resources to upgrade the compliance staff to supervise the broker’s retail business activities.  The SEC claims the respondents ignored several “red flags” including customer complaints and unauthorized trading that violated the firm’s WSPs.

OUR TAKE: Notable is the SEC’s assertion that adequate supervision includes following up on any delegation of supervisory authority and ensuring that the compliance function is adequately resourced.  
http://www.sec.gov/litigation/admin/2009/34-60976.pdf
SEC Announces CCOutreach Seminar (11/10/09)

The SEC has announced its next national CCOutreach seminar for January 26, 2010 in Washington.  For the first time, the SEC has combined the programs for CCOs of investment advisers, investment companies, and broker-dealers.  The planned agenda includes regulatory hot topics (market turmoil, mergers and acquisitions, custody), IA and BD examinations, annual compliance reviews, and compliance oversight of trading.  In-person registration for up to 500 is on a first-come/first-serve basis, although anybody can view the seminar via web simulcast.

OUR TAKE: The SEC appears to have announced two new hot topics: mergers and acquisitions and compliance oversight of trading.  It will also be interesting to hear about the changes in the SEC’s examination program.

http://www.sec.gov/news/press/2009/2009-239.htm
CFO of Private Equity Firm Charged with Insider Trading (11/3/09)

The SEC filed an insider trading lawsuit against the CFO of a private equity firm for insider trading on information learned during the course of his employment.  The SEC complaint alleges that the defendant tipped friends and relatives to (a) purchase the securities of a publicly-traded issuer after learning that his employer intended to acquire the company, (b) sell the same security short before a negative earnings announcement, and (c) purchase again before an acquisition announcement.  The SEC’s complaint indicates that the Defendant received ample notice of trading blackouts and understood his insider obligations and prohibitions.

OUR TAKE: Significant for firms is that the private equity firm itself escaped regulatory criticism because it had notified its employees of the applicable blackout periods and trading prohibitions.

http://www.sec.gov/litigation/complaints/2009/comp21271.pdf
FINRA Chief Calls for Unified Regulator for Market Surveillance (10/30/09)
Rick Ketchum, FINRA’s Chairman and CEO, recently called for a “unified, single regulator” to conduct market surveillance.  Mr. Ketchum laments the “decline of the primary market concept, where there was a single price discovery market whose on-site regulator saw 90-plus percent of the trading activity.”  Mr. Ketchum believes that the data “needs to be consolidated, with a single set of eyes looking at the market holistically.”  He explained that a single regulator “would be equipped to meet market surveillance objectives more effectively.”

OUR TAKE: We can only guess which regulator Mr. Ketchum would nominate as the new uber-regulator.  Mr. Ketchum’s concept runs counter to current market regulation which relies on substantive experts to regulate the markets and players they most understand.
http://www.finra.org/Newsroom/Speeches/Ketchum/P120289
SEC Shows New Toughness with More Enforcement Actions and Penalties (10/28/09) 
In a recent speech, SEC Chairman Mary Schapiro emphasized the enhanced focus on enforcement actions.  She noted the hiring of a “tough prosecutor,” Bob Khuzami, to lead the Enforcement Division, encouraged “toughness” for the Division’s attorneys, and revealed a significant increase in enforcement activity during the first 9 months of the year as compared to the same period last year: more than twice as many enforcement orders (448 vs. 181), twice as many emergency orders, significantly more investigations, and twice the amount of disgorgements and penalties ($1.8 Billion vs. $865 Million last year).

OUR TAKE: Whether or not the laws change, the SEC’s enhanced enforcement efforts will significantly affect market participants.  Per the SEC’s statistics, the likelihood of an examination, an enforcement action, and financial penalties have all increased dramatically.   

http://www.sec.gov/news/speech/2009/spch102709mls.htm
FINRA Fines Firm For Failing to Implement Automated AML System (10/27/09)
FINRA fined a large on-line brokerage firm $600,000 for failing to implement an automated anti-money laundering system.  FINRA criticized the firm’s manual, people-based system as insufficient given the large volume of trades executed through the firm.  FINRA noted that the manual system resulted in the lack of review of many exception reports and the failure to consider account intrusions.  FINRA also chided the firm for inadequate training to detect suspicious activity.  

OUR TAKE: We interpret this action as FINRA warning large firms that it will have a high burden to prove that its manual or proprietary AML system is adequate.  One obvious solution is to utilize a commercially-available technology solution.    
http://www.finra.org/Newsroom/NewsReleases/2009/P120268
New SEC Rules Will Significantly Limit Dark Pools and ATSs (10/22/09)
The SEC voted to issue proposals that would significantly curtail the effectiveness of dark pools, private markets for securities execution.  The proposals will require Indications of Interest (IOIs) to be made publicly available and require that dark pools be identified in post-trade reporting.  The SEC wishes to prevent the creation of a two-tiered trading system.  Excluded from the proposals will be large orders i.e. IOIs for $200,000 or more.

OUR TAKE: This is one of those government solutions in search of a problem.  The “two-tiered” trading system that the SEC criticizes helps all parties (including buy-side funds and advisers) achieve better execution through competitive markets.  Dark pools provide competitive execution and allow firms to make trades without the interference of free-riders.  The new rules will eliminate the execution advantages of dark pools in favor of the public exchanges.  
http://www.sec.gov/news/press/2009/2009-223-fs.htm
FINRA Tightens AML Testing Requirements (10/21/09)
As part of its rule consolidation process, FINRA eliminated the AML testing exception that had allowed, in certain circumstances, the testing of the AML program by a person with an interest in the program.  The old NASD IM-3011-1 allowed the testing person to report to the AML compliance officer or another person that performs AML functions so long as the firm has no other internal qualified personnel, the testing is reported to somebody higher up in the management chain, and the firm adopted applicable policies and procedures addressing conflicts.  FINRA eliminated this exception, stating that it is inconsistent with the FinCEN position on independent testing.  The new rule prohibits testing by the AML compliance officer, a person who performs AML functions, and any person who reports to them.

OUR TAKE:  The net result is that larger organizations will need to utilize an outside party or some independent internal audit function to conduct annual AML testing, and smaller firms will need to retain an outside firm.  Advisers that implement anti-money laundering procedures generally follow the FINRA guidelines.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120229.pdf
Stock Fraud Scheme Stole Registered Firm’s Corporate Identity (10/20/09)

A federal court issued a default judgment against a firm that stole an investment adviser’s corporate identity in order to engage in a fraudulent stock offering.  According to the SEC, the defendant made several fraudulent representations as part of a sham offering including that the defendant was affiliated with a similarly-named legitimate registered investment adviser and that the defendant managed funds on behalf of the registered adviser.  The defendant also promised outsized returns.

OUR TAKE: As if registered investment advisers don’t have enough concerns, now they must worry about some fraudster misusing their name and reputation.  
http://www.sec.gov/litigation/litreleases/2009/lr21254.htm
SEC and CFTC Harmonization Report Recommends More Regulation and Cooperation (10/19/09)

The SEC and the CFTC issued a report on regulatory harmonization, as directed by the Obama Administration.  The Report lists 20 specific recommendations in four areas: markets, financial intermediaries, enforcement, and operational coordination.  With respect to intermediaries, the Report recommends applying a fiduciary standard to CTAs, FCMs, and introducing brokers.  It also recommends the adoption of a point-of-sale disclosure document, similar to the Options Disclosure Document, for all securities products.  The Report also recommends harmonization of rules applicable to fund sponsor in areas including use of performance track records, investor reporting, and recordkeeping.

OUR TAKE: The recommendations, if adopted, would significantly expand both agencies’ regulatory and enforcement powers.  
http://www.sec.gov/news/press/2009/cftcjointreport101609.pdf
FINRA Warns Firms to Upgrade BCPs for Possible Flu Pandemic (10/16/09)
FINRA has warned its members to review their Business Continuity Plans and conduct live testing to prepare for a possible H1N1 swine flu pandemic.  FINRA has indicated that firms should plan for significant absenteeism (up to 40%), telecommunications stresses, and remote work arrangements.  FINRA recommends BCPs include cross-training where “vital institutional knowledge is vested in specific personnel.”  FINRA also suggests arranging for enhanced internet connectivity (dedicated lines or enhanced business-level internet service) for the homes of critical employees.  FINRA also recommends that firms adopt “social distancing policies” including travel restrictions, quarantines, and specialized seating plans.  FINRA also recommends live testing.
OUR TAKE: You have been warned.  If a flu pandemic shuts you down and prevents you from satisfying your regulatory obligations, FINRA will attack the effectiveness of your BCP.  IA firms should consider adopting similar procedures to avoid SEC deficiencies.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120207.pdf
FINRA Relaxes Interpositioning Rule (10/14/09)

FINRA has dispensed with the interpositioning rule and replaced it with a broader analysis of the execution of securities transactions.  The old interpositioning rule required that firms obtain better cost execution than the prevailing market when using interpositioned brokers.  The new rule recognizes that firms may need to use “intermediaries and third parties to improve the handling of customer orders.”  Nevertheless, FINRA warns that interpositioning that “results in customer harm is still prohibited” especially where it results in unnecessary costs to the customer.”

OUR TAKE: The old rule was too draconian by requiring a lower cost when using intermediaries.  However, firms should adopt procedures to document how execution quality improves through use of an interpositioned broker.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120129.pdf
First Circuit Rules that D&O Coverage Does Not Insure Corporate Liability (10/13/09)
The U.S. Court of Appeals has ruled that a corporation cannot recover under a director and officer liability policy for complaints alleging wrongful conduct by the insured’s officers and directors.  The Court stated that D&O policies “exist to fund indemnification covenants that protect corporate directors and officers from personal liability.”  A contrary result, opined the First Circuit, would “transmogrify D&O policies into comprehensive corporate liability policies.”  In the underlying case involving a suit by a former employee for disability discrimination, the plaintiff did not name any corporate officer or director as a defendant even though he alleged that their wrongful conduct created the defendant’s liability.  
OUR TAKE: This case has significant implications in the fund industry where every corporate action is undertaken by third party officers and directors.  The First Circuit reinforces that D&O coverage is intended to benefit the officers and directors (to provide protection against personal liability) and is not intended to benefit the fund.   Fund sponsors should consider other types of insurance such as E&O coverage. 
http://www.ca1.uscourts.gov/cgi-bin/getopn.pl?OPINION=08-2525P.01A
SEC Prosecutes BD/RIA for Failing to Require Anti-Virus Software (10/12/09) 

A registered broker-dealer and investment adviser agreed to a cease-and-desist order and fine for violating Regulation S-P for failing to require registered representatives to maintain anti-virus software.  The Respondent operates an independent contractor model with 1,600 independent registered representatives and over 1,000 branches.  According to the SEC, a hacker used a malware/keystroke logger virus to access a Rep’s computer, obtain login credential to the firm’s trading system, and access customer information.  According to the SEC, the firm’s IT department knew that registered representatives sometimes had security and anti-virus problems but failed to follow up.   

OUR TAKE: While this case focuses on Regulation S-P, this case is really another in a line of actions where the SEC implicitly criticizes the independent broker-dealer model that allows independent contractor registered representatives to operate under a loose supervisory umbrella.  
http://www.sec.gov/litigation/admin/2009/34-60733.pdf
FASB Issues More Disclosure Rules for Fair Valuation of Alternatives (10/9/09)

FASB recently published guidance for valuing alternative investments such as hedge funds, private equity funds and real estate funds.  Accounting Standards Update 2009-12 makes clear that investors cannot simply rely on the NAV provided by the funds especially when calculated at a different measurement date or where there are restrictions on redemption.  Significantly, ASU 2009-12 requires detailed disclosures by investment category including redemption restrictions and the inputs used to measure fair value.

OUR TAKE:  This FASB position adds significant disclosure burdens on fund-of-funds (and other reporting entities that invest in hedge and private equity funds).  We are not convinced the guidance add clarity or transparency.  We would prefer a regime that allows investors to rely on the provided NAV. 
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175819775311&blobheader=application%2Fpdf
FINRA Chairman Wants Fiduciary Standard for Brokers (10/8/09)
FINRA’s Chairman and CEO, Rick Ketchum, called for a fiduciary standard to be applied to broker-dealers that provide investment advice, during testimony before the House Committee on Financial Services.  Mr. Ketchum’s recommendation departs from the current suitability standard applicable to broker-dealers.  The application of a fiduciary standard to brokers is consistent with legislation recently proposed by Congressman Kanjorski.  Mr. Ketchum also called for an independent regulatory organization for investment advisers, although he fell short of nominating FINRA for the job.

OUR TAKE: Mr. Ketchum has dispensed with any vestige of FINRA as a voluntary, self-regulated membership organization, rather than a government regulator.  In the (bad) old days, no self-respecting FINRA official would advocate a fiduciary standard for brokers.  In our view, the fight over the applicable standard is a red herring.  FINRA’s expansive view of the suitability standard, along with its broad discretion, already gives it sufficient authority to regulate bad advice by brokers. 
http://www.finra.org/Newsroom/Speeches/Ketchum/P120108
http://www.house.gov/apps/list/press/financialsvcs_dem/investor_protection_act_draft.pdf
Indicted Corporate Officer Can’t Claim Privilege for Statements Made During Internal Investigation (10/1/09)

The Ninth Circuit Court of Appeals has ruled that a corporate officer could not claim privilege with respect to statements made to a law firm conducing an internal investigation for the company.  The Ninth Circuit opined that the executive knew that any statements made to the law firm during the investigation would be communicated to the firm’s auditors and audit committee, thereby waiving privilege.  The Court rejected the defendant’s argument that he would not have cooperated with the investigation had he known that the SEC could have used his statements in a criminal indictment.  Significantly, the Court declared that the defendant bears the burden of proving privilege.
OUR TAKE: Think twice (or at least hire personal counsel) before cooperating with a corporate internal investigation that potentially involves personal misconduct.  Your statements can, and will, be used against you.
http://www.ca9.uscourts.gov/datastore/opinions/2009/09/30/0950161.pdf
FINRA Expands TRACE to GSE Debt and Primary Transactions (9/30/09)

The SEC has approved FINRA’s expansion of the TRACE system to include debt issued by federal government agencies (aka GSEs) and primary transactions in new issues.  Previously, the TRACE system (Trade Reporting and Compliance Engine) only required reporting of private sector bond issues and secondary market transactions.  Asset-backed securities issued or guaranteed by GSEs continue to be excluded from the TRACE system.  Information reported in the TRACE system includes price, trade size, and market participants.  

OUR TAKE: The expansion of TRACE to GSE-sponsored debt and primary transactions will increase the burden on market makers.  It will also expand the fees collected by FINRA for TRACE transactions.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120043.pdf
CDS Counterparty Exemption Extended for 6 Months; Regulation ATS to Apply (9/29/09)

The SEC has extended until March 24, 2010 the temporary exemption from registration for central counterparties that clear credit default swap transactions.  After March 24, the SEC says that it is unlikely to further extend the temporary exemption.  Thereafter, central counterparties will either have to register as an exchange or comply with Regulation ATS.  Notably, to comply under Regulation ATS, a central counterparty would have to register as a broker-dealer and submit to FINRA membership and oversight.  The SEC provided the temporary exemption to facilitate the creation of central CDS counterparties and study the market.  The extension is intended to give players time to register and upgrade their operations.
OUR TAKE:  We believe most central counterparties will register under Regulation ATS rather than become exchanges.  As a result, the SEC has essentially punted regulatory oversight of CDS transactions to FINRA.

http://www.sec.gov/rules/exorders/2009/34-60718.pdf
CFO Penalized for Violating Regulation FD (9/28/09)

The CFO of a public company was ordered to cease and desist and pay a $25,000 in connection with delivering earnings estimate information to analysts in violation of Regulation FD.  Despite knowing the requirements of Regulation FD (which prohibits selective disclosure of material information), the Respondent sent an e-mail from his home account to eight sell-side analysts, informing them that second quarter earnings estimates would be significantly lower than previously disclosed.  The SEC indicated that the Respondent drafted the company’s investor relations policy and received training from counsel.  The company immediately cured the violation by filing an 8-K on the next business day.

OUR TAKE: The SEC rarely takes action against an individual for violations of Regulation FD, most likely because the individual corporate officer rarely benefits personally.  This new “get-tough” policy may chill legitimate disclosure to the buy side.
http://www.sec.gov/litigation/admin/2009/34-60715.pdf
SEC Releases 13D and 13G Interpretations (9/17/09)
The SEC’s Corporation Finance Division has released a series of compliance and disclosure interpretations for the filing of Forms 13D and 13G, which generally require the owner of more than 5% of an issuer’s securities to provide information to the SEC.  In the interpretations, the SEC indicates that a private partnership may not use short form 13G (and must use 13D) unless everyone in the partnership, and not just the general partner, qualifies to use the 13G.  The SEC also indicates that the beneficial owner of a security must report even if investment discretion and voting is delegated to an investment adviser.  The SEC also notes that the Form 13D filing period is triggered by the trade date, not the settlement date, and that 13G filings must be amended annually if there are changes to the information provided.

OUR TAKE: The 13D and 13G reporting obligations are commonly misunderstood and misapplied.  When in doubt, take a look at these interpretations or call the Division of Corporation Finance.
http://www.sec.gov/divisions/corpfin/guidance/reg13d-interp.htm
Compliance Task Force Stresses Independence, Expertise and Customization (9/16/09)
A Task Force created by the Independent Directors Council of the Investment Company Institute recently issued its report titled “Board Oversight of Fund Compliance.”  The Report stresses the importance of an independent CCO, noting the benefits of outsourcing to a third party service provider “because of the inherent independence that comes with a CCO who has no ties or affiliates to the management organization” and the ability to “access the expertise of compliance professionals and the resources of their organizations.”  The Report also noted the importance of ensuring a degree of independence when a person serves as both an adviser and fund CCO.    The Report identifies 5 characteristics of a successful compliance program: (1) strong, ethical, and compliance-oriented tone from management; (2) a collaborative approach; (3) a tailored, risk-based program; (4) access to information and the ability to communicate compliance issues directly to the Board; and (5) effective people and resources

OUR TAKE: As a compliance service provider, we have always stressed independence, expertise, and customization when designing compliance programs.  We think all Boards and management teams should implement the Task Force’s recommendations.  

http://www.ici.org/pdf/idc_09_compliance.pdf
Supervisor Ignored Compliance Red-Flags and Supervisory Procedures (9/9/09)

The SEC filed a settled enforcement action against the Vice Chairman of a BD who had ultimately responsibility for supervising a broker who violated several securities laws.  The SEC alleged that the Respondent ignored several memos from compliance personnel recommending termination of the broker.  Instead, the Respondent assumed direct supervisory responsibility, and, in such capacity, failed to follow the firm’s supervisory procedures.  Several investors eventually filed civil lawsuits against the firm.

OUR TAKE: Once the compliance department documents wrongdoing and recommends disciplinary action, senior management must take significant action.  Defending the broker against the compliance staff and assuming direct supervision may endanger both the supervisor and the firm.

http://www.sec.gov/litigation/admin/2009/34-60628.pdf
SEC Divisions Provide Compliance Guide for Regulation S-AM (9/8/09)
The SEC’s Division of Trading and Markets and Division of Investment Management have issued a “Small Entity Compliance Guide” for new Regulation S-AM, which limits customer solicitations based on eligibility information.  The Guide indicates that customers must be given at opt-out option that lasts at least 5 years and that customers must be given a “reasonable and simple method” of opting out including a check-box form, an electronic opt-out, or a toll-free number.  The Guide also notes that the opt-out may be included with the privacy notice required by Regulation S-P.  The Guide refers covered persons (e.g. broker-dealer, investment adviser, investment companies) to the model forms included as an appendix to the Regulation.

OUR TAKE: Regulation S-AM is just one more compliance item for regulated entities.  At least, the SEC has tried to simplify compliance as much as possible.
http://www.sec.gov/divisions/marketreg/tmcompliance/34-60423-secg.htm#foot1
FASB Proposes More Financial Statement Disclosure for Fairly Valued Securities (9/4/09)

The Financial Accounting Standards Board has released a proposal requiring enhanced disclosure for fair valuation of securities under FAS 157.  The proposal, if adopted, would require the reporting of the effect of a change in the inputs used to value a Level 3 security to the extent a change in inputs would significantly increase or decrease the security’s fair value measurement.  The proposal also requires a description of transfers between Level 1 and Level 2 as well as the disaggregation of Level 3 input data.  Comments are due on October 12, and the new disclosure rules are scheduled to become effective for reporting periods ending after December 15.

OUR TAKE: FASB continues its quest to make fair valuation decisions transparent, even if it cannot make them objective.  The investment management industry still awaits an SEC position on fair valuation.  

http://www.fasb.org/cs/ContentServer?c=Document_C&pagename=FASB%2FDocument_C%2FDocumentPage&cid=1176156436374
SEC Describes Risk Characteristics for Sweep Exams (8/28/09)

As part of its post-Madoff reforms, the SEC will conduct “risk-based” examinations of firms that “present certain risk characteristics.”  These risks include assets held at an affiliate, hedge funds with smooth or outlier returns, firms that utilize unknown auditors, and firms that sell an affiliate-sponsored hedge fund.  Another reform includes paying whistleblowers rewards collected from wrongdoers.  The SEC also intends to expand comprehensive entity exams when firms are dually registered.

OUR TAKE: Given the SEC’s new enforcement attitude, every firm should seriously consider the structure of its operating environment and whether it looks like a high risk to the SEC’s Enforcement Division.
http://www.sec.gov/spotlight/secpostmadoffreforms.htm
CCO Prosecuted for Aiding and Abetting Principals’ Fraud (8/21/09)

The Chief Compliance Officer of a broker-dealer has pled guilty to conspiring to commit securities fraud and has been barred from the industry in connection with aiding and abetting a fraudulent scheme perpetrated by the principals of the BD for whom she worked.  The SEC has alleged that the principals used client money for personal purposes rather than invest the funds in an enhanced equity index strategy.  The SEC has alleged that the CCO, who also served as the firm’s bookkeeper, aided and abetted the fraud by wiring the funds to the principals and documenting the transfers as loans.  The SEC has alleged that the CCO personally benefited through “an annual salary and bonus of several hundred thousand dollars.”  The SEC also claims that she received some client funds directly.

OUR TAKE: It appears that the SEC took action against the CCO, not because she served as CCO, but because she actively participated in the scheme by papering the transactions.  What is somewhat troubling is that the SEC seems to claim that the she benefited primarily through her salary and bonus.  Is the SEC saying that high compensation is circumstantial evidence that a lower-level actor participated in a fraud that primarily benefited a firm’s principals?
http://www.sec.gov/litigation/complaints/2009/comp21144.pdf
http://www.sec.gov/litigation/admin/2009/34-60543.pdf
SEC Releases Regulation FD Interps (8/19/09)

The SEC's Division of Corporation Finance has released a summary of Regulation FD interpretations, many of which provide guidance to the buy-side.  The Division confirmed that an issuer can review and comment on an analyst's model without violating/triggering Regulation FD  so long as the issuer only shared "inconsequential data" that allowed a skilled analyst to "form a mosaic that reveals material nonpublic information."  The Division also explained that an issuer would not violate Regulation FD by confirming previous forecasts.  Additionally, the Division re-iterated that Regulation FD is not triggered if the recipient executes a confidentiality agreement.

 

OUR TAKE:  Issuers often use Regulation FD as a shield against probing buy-side analysts.  By knowing the rules, analysts may obtain useful information without triggering the required disclosure.

 

http://www.sec.gov/divisions/corpfin/guidance/regfd-interp.htm
SEC Allows Advisors to Rely on Vendor to Retain Confirms  (8/18/09)

The SEC's Division of Investment Management has issued a No-Action Letter to the vendor of an electronic recordkeeping and trade confirmation service allowing adviser customers to rely on the vendor's system to comply with the Adviser Act's recordkeeping rule for retention of trade confirmations.  The vendor's system electronically transmits trade confirmations from broker-dealers that effect customer transactions to the advisers placing the trades.  Without no-action relief, an adviser would be required to download or print the electronic confirms in order to comply with the recordkeeping rule (204-2).  The relief granted allows advisers to rely on the vendor's record retention provided the vendor (a) makes the confirms available through computers located at the adviser, (b) retains at least two copies for 5 years, and (c) continues to make the records accessible in the event the vendor ceases business or terminates the client relationship.

OUR TAKE: The SEC has generally recognized the use of third party record retention systems to comply with the recordkeeping rule.  However, firms should make sure that such reliance may require no-action relief.

http://www.sec.gov/divisions/investment/noaction/2009/omgeo081409.htm
SEC Adopts Reg S-AM, Restricting Affiliate Marketing Based on Consumer Eligibility Info (8/10/09)
The SEC has adopted Regulation S-AM, which prohibits SEC registrants from allowing a registrant’s affiliate to use certain consumer eligibility information obtained from the registrant’s customers to market its products.  The Rule applies to investment companies, investment advisers, broker-dealers, and transfer agents.  The type of information restricted is broadly defined to include personally identifiable eligibility information obtained as a result of the relationship with the registrant.  Registrants may use such information after providing the consumer notice and a reasonable opportunity to opt out.  Firms must comply by January 1, 2010.  

OUR TAKE: The practical effect of the new Rule is to include the Regulation S-AM notice and opt-out in the Regulation S-P privacy notices (as permitted and encouraged by the SEC).

http://www.sec.gov/rules/final/2009/34-60423.pdf
SEC’S Enforcement Director Announces Specialized Prosecuting Units, Including Asset Management (8/7/09)
The SEC’s new Director of Enforcement, Robert Khuzami, has announced the creation of five Specialized Units including an Asset Management Unit dedicated to enforcement cases against investment advisers and funds.  Mr. Khuzami explained in a recent speech that the Asset Management Unit will investigate issues around disclosure, valuation, performance, due diligence and diversification, affiliate transactions, misappropriation, and conflicts of interest.  The other four Specialized Units include Market Abuse, Structured and New Products, Foreign Corrupt Practices, and Municipal Securities and Public Pensions.  Mr. Khuzami also announced that the SEC has delegated to Mr. Khuzami and his team the power to issue subpoenas without full Commission approval.  Mr. Khuzami also noted that greatly expanded enforcement activity since his appointment.

OUR TAKE: Through the creation of these specialized units with subpoena power, Mr. Khuzami is restructuring the Division of Enforcement into a prosecuting organization.  
http://www.sec.gov/news/speech/2009/spch080509rk.htm
IARD Fees Waived for the Rest of 2009 (8/6/09)
The SEC has approved FINRA’s request to waive IARD fees until the end of this year for annual updating amendments to Form ADV and for new investment adviser registrations.  According to the SEC, the IARD system runs at a significant surplus, which has generally been the case since the system’s inception.  Back in 2005, the surplus reached as much as $9 Million.  

OUR TAKE: We are dubbing this the “Adviser TARP.”  If you have been thinking about registering, the regulators are providing some financial incentive during the next 5 months.  

http://www.sec.gov/rules/other/2009/ia-2909.pdf
SEC Charges CCO with Regulation S-P Violations (8/5/09)
 The SEC has entered a Cease and Desist Order against the Chief Compliance Officer of a broker-dealer for failing to implement policies and procedures to make her employer compliant with Regulation S-P's Safeguards Rule, which requires policies and procedures reasonably designed to safeguard customer records and information.  As alleged by the SEC, her failure allowed records of over 5,000 customers to sit for nearly 2 weeks outside the home of a registered rep who had placed them at curbside awaiting trash removal.  According to the SEC, the firm had no policies and procedures addressing administrative, technical, or physical safeguards.  The SEC noted that none of the customers has become a victim of identity theft or other financial crime.  The Respondent has agreed to cooperate with the SEC in further investigations.

 

OUR TAKE:  It was the complete lack of any policies and procedures addressing the protection of customer information that led to this action against the CCO.    We have previously said that decent policies and procedures coupled with a reasonable effort to enforce them will usually protect a CCO against these types of regulatory actions.  This may be the first action against a CCO under the Safeguards Rule.  

 

http://www.sec.gov/litigation/admin/2009/34-60326.pdf
FINRA Requires New Exam for Investment Bankers (7/31/09)

FINRA has adopted a new registration and testing category for those engaged in investment banking and their supervisors.  Such persons must pass the new Series 79 exam titled “Limited Representative – Investment Banking Qualification Examination.”  For Reps that already have their Series 7, they may avoid the exam by opting into the registration by May 3, 2010.  After that, the exam will be required.  FINRA broadly defines the activities requiring registration to include advising on securities offerings including underwriting, marketing, or pricing and advising on mergers and acquisitions including the rendering of fairness opinions.  Supervising principals must also take the Series 79.

OUR TAKE: We think this ends any question whether investment banking, private equity, venture capital or related activities require BD registration and licensing.  

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p119461.pdf
SEC Adopts T+4 Cover for Short Sales; Drops Some Reporting Requirements (7/28/09)

The SEC has finalized temporary rules that require a clearing firm to close out a “fail to deliver” resulting from a short sale within 4 days of the fail.  The SEC also dropped Rule 10a-3T, which had required short sellers to provide trading information to the SEC.  Instead, the SEC is working towards making aggregate short sale information available to the public on a delayed basis.  

OUR TAKE: The SEC has stopped demonizing short sellers.  In fact, the SEC’s press release explains how short selling can help the market by contributing to price discovery, mitigating market bubbles, increasing liquidity, promoting capital formation, facilitating hedging and risk management, and limiting upward market manipulation.  

http://www.sec.gov/rules/final/2009/34-60388.pdf
FINRA Fines/Suspends CCO/COO for Failing to Supervise OSJ Managers (7/23/09)
FINRA fined and suspended the CCO/COO of a broker-dealer for failing to create a reasonable supervisory system for OSJ branch managers.  FINRA alleges that the firm allowed OSJ managers to self-supervise.  FINRA also claims that a new supervisory system was inadequate because it relied on three Regional Managers to review thousands of transactions.  FINRA claims that the inadequate supervisory system resulted in churning and unsuitable recommendations.  FINRA charged the CCO/COO fro failing to fulfill her supervisory responsibilities.  In addition to a $35,000 and a two-month suspension from acting as a principal, the CCO/COO must retake her qualifying examination and undergo 15 hours of training.  In addition, the firm agreed to pay a $1 Million fine.
OUR TAKE: FINRA intends to prosecute individuals responsible for firm wrongdoing.  FINRA has made clear (e.g. Rule 3012) that supervision of producing managers is an important element of the supervisory structure.  
http://www.finra.org/Newsroom/NewsReleases/2009/P119405
Court Delays SEC Regulation of Equity Indexed Annuities (7/21/09)
The US Court of Appeals for the District of Columbia Circuit stopped the SEC from regulating equity indexed annuities as securities.  The Court ruled that the proposed SEC Rule 151A was arbitrary, capricious, and an abuse of discretion because the SEC did not adequately consider the Rule’s effect on efficiency, competition, and capital formation.  The Court remanded to the SEC to address these deficiencies.  In a partial victory for the SEC, the Court determined that the SEC was reasonable in determining that indexed annuities are “securities,” subject to securities regulation.

OUR TAKE: The insurance industry probably won the battle but lost the war.  The big issue was whether equity indexed annuities are “securities.”  By producing some empirical evidence that the Rule will help efficiency and capital formation (a fairly low bar), the SEC should ultimately be able to implement Rule 151A.  The question is whether the SEC will push this agenda now that former Chairman Cox is no longer pressing this issue.
http://pacer.cadc.uscourts.gov/common/opinions/200907/09-1021-1197327.pdf
Treasury Proposes Legislation Expanding SEC Authority (7/14/09)

The Treasury Department has proposed legislation that would expand the SEC’s authority to impose a fiduciary standard on brokers, expand disclosures to investors about their relationship with their investment professionals, regulate compensation practices for financial intermediaries, and require a point-of-sale disclosure for mutual funds.  With respect to the fiduciary standard, the proposed legislation would allow the SEC to promulgate rules that provide that the standard of conduct for all brokers, dealers and investment advisers “shall be to act solely in the interest of the customer or client without regard to the financial or other interest of the broker, dealer, or investment adviser providing the advice.”  The proposed legislation also allows the SEC to limit pre-dispute arbitration and enhances whistleblower protection.

OUR TAKE: Little of the substance of the proposed legislation is surprising.  What is noteworthy is the Obama Administration broadening the SEC mandate rather than directly regulating through specific legislative mandate.
http://www.treas.gov/press/releases/docs/tg205071009.pdf
FINRA Provides Template for Complying with FTC’s Identity Theft Rule (7/9/09)

FINRA has developed and provided a template policies and procedures document for complying with the FTC’s “Red Flags Rule,” which requires firms to create a written Identity Theft Prevention Program.    FINRA cautions firms to tailor the template to their particular businesses.  

OUR TAKE: Use the template and tailor it to your business.  FINRA would rather see their template than try to determine whether some other form fits the rule.  We would also recommend use of the template as an industry standard for firms required to implement an ITPP but are not FINRA members.
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/ITPP_template.doc
SEC Charges Adviser with Violating Compliance Rule (7/8/09)
In a recent suit filed in federal court, the SEC has charged an investment adviser with violating Rule 206(4)-7 of the Advisers Act, which requires an adviser to have policies and procedures reasonably designed to prevent violations of the securities laws.  The SEC alleges that the adviser overcharged his clients in order to save his failing firm.  The SEC alleges that the defendant lacked internal controls and failed to maintain necessary books and records.  The SEC charges that the adviser actively thwarted the CCO’s efforts to review customer accounts and complaints.  In addition to violations of the compliance rule, the SEC charges violations of the various anti-fraud rules.  The SEC has also alleges violations of the Advisers Act’s antifraud rules for not disclosing the firm’s deteriorating financial condition to clients.

OUR TAKE: The SEC has not often charged violations of the compliance rule.  This case shows the compound effect of the Advisers Act:  any alleged violation may include additional charges for violating the compliance rule and the books and records rule.

http://www.sec.gov/litigation/complaints/2009/comp21113.pdf
SEC Commissioner Floats Hedge Fund Regulation Ideas (7/1/09)
In a recent speech, SEC Commissioner Luis Aguilar argued that hedge fund advisers with over $25 Million in assets should register with the SEC and that the funds themselves should be subject to restrictions contained in the Investment Company Act, depending on their “potential to affect the market.”  Mr. Aguilar also argued that the SEC should have inspection authority over all hedge fund advisers.  Mr. Aguilar claims that hedge funds need additional regulation because of counterparty risk, high rates of insider trading, significant participation in the derivatives and securitized products markets, and the need for additional investor protection.

OUR TAKE: Mr. Aguilar appears to be floating the SEC’s first outline of a hedge fund regulatory regime focused on fund advisers with more than $25 Million in assets.  The tiered “40-Act Lite” regulation for the funds themselves would significantly change the industry.  Also, Mr. Aguilar did not suggest any exemption for private equity funds.
http://www.sec.gov/news/speech/2009/spch061809laa.htm
Private Equity Firm Prosecuted for Failing to Register as BD in PIPE Deals (6/30/09)
In a recent enforcement action, the SEC fined and censured a firm and its principals that arranged PIPE transactions for failing to register as a broker-dealer.  The firm solicited investors for PIPEs (“private investments in public equities”), assisted structuring, and negotiated terms between investors and issuers.  According to the SEC, the firm was typically compensated by investors in an amount equal to 3.5% of the gross amount invested plus 25% of all warrants received.  Each of the principals agreed to pay disgorgement and penalties in excess of $500,000.
OUR TAKE: Private equity firms that receive compensation for soliciting limited partners take note.  If a firm takes a piece of the deal as compensation and is involved in the transaction, the firm must register as a broker-dealer.

http://www.sec.gov/litigation/admin/2009/34-60149.pdf
President’s Financial Overhaul Proposals Include Registration of Hedge Fund Advisers and Fiduciary Standard for BDs (6/17/09)
The Obama administration has released its white paper with recommendations on re-shaping financial regulation.  Among its recommendations include requiring hedge fund and private equity fund managers to register under the Advisers Act and mandating disclosures and reporting of critical financial information about the funds.  The recommendations also recommend a fiduciary duty for broker-dealers and a harmonization of BD and RIA regulation.  The white paper also recommends a re-examination of money market fund regulation, the creation of a new regulatory regime for OTC derivatives, and harmonization of SEC and CFTC regulation.  The administration also calls for increased regulatory and enforcement powers for the SEC.

OUR TAKE: These are significant recommendations.  However, the Obama administration did not propose moving mutual fund regulation out of the SEC to the proposed Consumer Financial Protection Agency or the merging of the SEC and the CFTC.
http://www.cipperman.com/uploads/Financial_Overhaul_Whitepaper.pdf
Municipal Securities Dealer Censured for Advancing Expenses for Rating Agency Trips (6/8/09)
A BD/municipal securities dealer was fined and censured for advancing travel and entertainment expenses to issuer officials and family members related to New York City trips to meet with rating agencies.  The dealer invoiced (and was reimbursed) for the expenses out of bond proceeds.  The SEC indicated that the issuer never sought reimbursement form the officials.  The SEC charged violations of the MSRB rule prohibiting gifts in excess of $100 related to offerings.  

OUR TAKE: The dealer disclosed the payments to the issuer and received reimbursement, so this isn’t really a pay-to-play case.  We think the SEC is more concerned that the dealer was used as an intermediary to funnel kickbacks to the issuer officials out of bond proceeds.  
http://www.sec.gov/litigation/admin/2009/34-60043.pdf
FINRA Uses AML Rules to Prosecute Firms that Facilitate Stock Fraud (6/5/09)
FINRA fined 3 firms and took action against several individuals for violations of anti-money laundering rules in connection with facilitating penny stock promoters.  According to FINRA, the firms ignored red flags such as deposits of large quantities of penny stocks, liquidations, and wires to offshore accounts.  FINRA alleges that several of the clients had known regulatory records including AML violations.  One of the firms was a clearing firm that allowed the processing of transactions by questionable introducing firms and clients.

OUR TAKE: This is a creative regulatory use of the AML rules.  FINRA is basically stating that fraudulent penny stock promotion is money laundering.  FINRA (and any other financial regulator) could use this logic to use the AML rules as a big regulatory club to prosecute any wrongdoing that results in cash proceeds.

http://www.finra.org/Newsroom/NewsReleases/2009/P118831
FINRA Wades Into CDS Regulation with Margin and Risk Assessment Rule (6/4/09)

FINRA has adopted a new rule implementing margin and risk control procedures for credit default swaps (CDS).  New Rule 4240 requires a member firm to maintain the minimum margin required by a central counterparty or similar margin to the extent transacted OTC.  Moreover, firms must assess whether such minimum margin is sufficient (or should be increased) after applying risk monitoring procedures.  Such procedures should include a “comprehensive written risk analysis methodology for assessing the potential risk to a member’s capital over a specified range of possible market movements over a specified period of time.”  Additionally, firms must notify FINRA (and provide extensive information) before using a central counterparty.

OUR TAKE: The various regulators need to determine who will regulate CDS.  Thus far, the SEC, the state securities regulators, the state insurance regulators, and now FINRA have volunteered.  Perhaps, they can speak to each other to determine who will lead the oversight.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p118837.pdf
SEC’s Brigagliano Concerned About Dark Pools (5/26/09)
In a recent speech, James Brigagliano, the recently appointed Co-Acting Director of the SEC’s Division of Trading and Markets, proposed broader regulatory investigation of trading through dark pools (aka private electronic trading systems that do not display public quotes.)  Mr. Brigagliano expressed concerns about lack of price transparency.  He suggested that dark pools should provide post-trade information at least in summary form.  He also raised the issue whether order messages or indications of interest (IOIs) should be regulated as “quotes.”  Mr. Brigagliano is concerned about the development of “significant private markets…that exclude public investors.”

OUR TAKE:  If the SEC treats dark pools as exchanges and requires post-trade data, we believe the unintended consequence would be to drive smaller entrepreneurial players out of business, thereby reducing price competition.  Increasing regulation may not be best answer for investors.
http://www.sec.gov/news/speech/2009/spch052009jab.htm
SEC Proposes Auditor Reviews of Custody Arrangements (5/15/09)
During its open meeting yesterday, the SEC proposed new rules requiring independent examinations of investment advisers that maintain custody of client assets.  The proposals include the requirement to obtain an annual surprise examination by an independent public accountant to verify assets and an annual SAS 70 review of custody controls if assets are held at an affiliate.  The SEC has also proposed reporting of deficiencies to the SEC.  Under the Advisers Act, an investment adviser could be deemed to have custody any time it has authority to withdraw client funds held by a third party custodian.

OUR TAKE: Adoption of these rule proposals would likely have the effect of eliminating adviser self-custody because it would become too expensive.  The most significant impact relates to payment of an adviser’s fees.  Rather than simply deducting fees from a client’s account, an adviser would have to invoice the client who would then direct the custodian to pay the invoice.  

http://www.sec.gov/news/press/2009/2009-109.htm
SEC Pursues First Insider Trading Case Related to Credit Default Swaps (5/13/09)

The SEC has charged a bond trader and his hedge fund portfolio manager client with insider trading in connection with information affecting the price of credit default swaps.  According to the SEC complaint, the bond trader, who was employed by the underwriter for the underlying bond issuer, tipped the portfolio manager about upcoming bond issuance that would increase the price of related CDSs.  The SEC alleges that the bond trader knew the information was confidential based on his employer’s policies and training program and that  the portfolio manager knew or should have known that the information was material non-public information because he was an experienced securities professional and knew that the bond trader worked for the underwriter.  The SEC alleges that the trader benefited through increased commissions and a stronger relationship with his client, and the portfolio manager benefited through enhanced fund performance.

OUR TAKE: We believe that this is the first insider trading case related to credit default swaps brought by the SEC.  Most significant is the SEC’s assertion that credit default swaps are “security-based swap agreements” subject to the securities laws.

http://www.sec.gov/litigation/complaints/2009/comp21023.pdf
SEC Fines Investment Adviser for Violations of Proxy Voting Rule (5/11/09)

The SEC has fined and censured an investment adviser and one of its principals because they failed to properly disclose to clients that the adviser utilized a pro-union proxy voting policy in an effort to win Taft-Hartley business.  According to the SEC, the adviser used ISS’s proxy voting policy that followed AFL-CIO recommendations in order to score better in the AFL-CIO key votes survey and therefore compete for union-affiliated business.  The SEC charged that the adviser failed to adequately address this conflict of interest in its policies and procedures and to adequately disclose the conflict.  The adviser was fined $300,000 and the principal was fined $50,000.

OUR TAKE: The SEC has not brought many enforcement actions under the Advisers Act’s proxy voting rule (206(4)-6).  In this action, the SEC stresses the importance of disclosure of the rationale for selecting a particular voting policy.

http://www.sec.gov/litigation/admin/2009/ia-2872.pdf
BD to Pay for Customers’ Credit Monitoring as Remedy for Reg S-P Violations (4/29/09)

A broker-dealer was censured by FINRA for violating Regulation S-P and FINRA rules because its inadequate firewall and password procedure allowed access to its fax server which contained confidential personal information.  As a result, a third party was able to conduct a phishing scam utilizing the fax server.  According to FINRA, the BD compounded the problem by misleading clients about the scope and severity of the problem.  In addition to a fine, the BD agreed to provide complete notification to affected customers and to reimburse all customers for one year of free credit monitoring.

OUR TAKE: The obvious lesson here it to assess the computer firewalls protecting nonpublic personal information.  The remedy here – paying for a year of credit monitoring – could be significant depending on the number of customers involved.  

http://www.finra.org/Newsroom/NewsReleases/2009/P118550
FINRA Proposes Simplified Rule Governing Personal Securities Transactions (4/22/09)

FINRA has proposed a new rule governing personal securities transactions that streamlines the current process by placing most of the supervisory obligations on the employing firm.  The proposed rule consolidates FINRA Rule 3050 and NYSE Rule 407.  The proposed rule requires associated persons to obtain the employing firm’s consent before opening any account at another member firm, which consent shall not be given unless the associated person is instructed to have the executing firm provide duplicate account statements and confirmations.  The proposed rule also requires the associated person to notify the executing firm of his/her association with another member.  The executing member would be prohibited from executing transactions without the consent of the associated person’s firm.  The proposed rule eliminates most of the due diligence and supervisory responsibilities previously (currently) imposed on executing firms.

OUR TAKE:  Putting most of the supervisory obligations on the employing firm makes sense.  The proposed rule should make compliance by all parties involved – associated person, employing firm, executing firm – simpler and clearer.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p118524.pdf
SEC to Contact Clients to Verify Assets (4/8/09)
In a recent letter to the Managed Funds Association, Gene Gohlke, Associate Director of the Office of Compliance Inspections and Examinations, asked the MFA to notify its members that the SEC would request independent confirmation of investor assets from third-parties as a routine component of adviser exams.  Mr. Gohlke indicated that the OCIE staff may contact investors, custodians, administrators, and auditors.  Mr. Gohlke indicated that the staff would request confirmation of cash and securities held and a reconciliation from investors as well as a ensuring that transactions were authorized.  Mr. Gohlke said that such requests should “not be construed as a reflection on the adviser or that any violation of the law has occurred.”

OUR TAKE: Advisers anticipating an SEC exam should tell clients up-front that they may hear from the SEC as a part of a routine request.  Otherwise, we could envision panicked clients heading for the exits.  
http://www.managedfunds.org/downloads/MFA%20Letter%203.9.2009.pdf
Schapiro Says that SEC May Require Third Party Compliance Reviews (4/7/09)

In a recent speech to the Council of Institutional Investors, SEC Chairman Mary Schapiro, said that one potential reform being considered by the SEC is to mandate that “certain investment advisers have third-party compliance audits to ensure their compliance with the law.”  Ms. Schapiro explained that regulation of market professionals is one of the SEC’s four main jobs.  In this regard, she also said that the SEC was considering requiring third party custody audits, reconciling RIA and  BD regulation, and hedge fund registration.

OUR TAKE: We believe that a third party compliance review, not unlike an independent audit of financial statements, offers the independence and transparency necessary to ensure that a firm has implemented an adequate compliance program.  Many institutional investors already require such an independent review.  
http://www.sec.gov/news/speech/2009/spch040609mls.htm
SEC Says It Has No Bias When It Acts as Both Prosecutor and Judge (3/31/09)

In a recent case, the SEC denied a respondent’s petition to stay consideration of his case until resolution of a related federal court matter where the SEC acted as prosecutor.  The respondent argued that he would be denied due process rights because the SEC, acting as adjudicator, could not be unbiased when it also acted as prosecutor on the same set of facts in federal court.  The SEC rejected his request to delay the SEC proceedings until resolution of the federal court case because “the mere fact that an agency both investigates and adjudicates alleged violations does not demonstrate bias or prejudice.”  Moreover, “courts have permitted agencies to investigate, file complaints resulting from the investigation, receive evidence, and judge the resulting proceedings.”  The court suggested that the respondent would have to argue that one of the Commissioners has a personal interest in the outcome.

OUR TAKE: We do not argue that the SEC properly interpreted the applicable judicial precedent allowing an administrative agency to serve as both prosecutor and judge.  However, we also believe that it is very difficult for an administrative agency to deliver an unbiased ruling when it has a vested interest as a prosecutor.  Said another way: “You can’t fight City Hall.” 
http://www.sec.gov/litigation/opinions/2009/34-59550.pdf
BD Firms Incur $1.1 Million Fine for Not Providing Customer Notifications (3/26/09)
FINRA fined two broker-dealers $1.1 Million for failing to provide required customer notifications including notifications about changes in investment objectives, address changes, clearing agreements, and required trade confirm information.  FINRA alleges that the failures were the result of computer programming and operational failures that went undetected because of a lack of supervisory controls.  Susan Merrill, FINRA’s Enforcement Chief, explained, “These notices are an important form of investor protection — they help protect against changes that are erroneous, unauthorized, or, in the worst case, indicative of an effort to conceal misconduct involving a customer's account."  The firms must also retain an Independent Consultant to review supervisory systems and processes.

OUR TAKE: Somebody must be responsible for supervising client reporting operations to ensure compliance with applicable law.  We often see a breakdown between Operations and Compliance. 

http://www.finra.org/Newsroom/NewsReleases/2009/P118173
FASB Issues Proposals That Would Lessen Impact of Impaired Assets on Financial Statements (3/20/09)
The Financial Accounting Standards Board has proposed two significant staff positions that would change the presentation of financial assets under FAS 157 (Fair Value Measurements) and likely improve financial statements.  In one of the FSPs, FASB proposes that management could consider the impairment of a financial asset to be “other-than-temporary” if it determines that it does not have the intent to sell the security before recovery of cost basis.  Upon making this determination, management need only include in earnings the total impairment related to credit losses.  In the other FSP, FASB provides 8 specific factors to determine whether a market is inactive (e.g. little market volume, varying prices, significant liquidity premiums, etc.).  If management determines that a market is not active, it must then determine if a quoted price is associated with a distressed transaction which would include a determination of whether there was sufficient time for usual and customary marketing activities and whether multiple bidders exist.  

OUR TAKE: This is the beginning of the move to liberalize the mark-to-market regime that many blame for the current financial crisis.  These FSPs are especially significant because they would reduce the negative pressure on financial statements.
http://www.fasb.org/fasb_staff_positions/prop_fsp_fas115-a_fas124-a_and_eitf99-20-b.pdf
http://www.fasb.org/fasb_staff_positions/prop_fsp_fas157-e.pdf
BD Fined $2 Million for Trade Reporting Violations (3/18/09)

FINRA fined a large broker-dealer $2 Million for trade reporting violations.  FINRA cited the BD for a large number of erroneously reported non-bona fide transactions at the opening of a triple witching trading session, significant OATS and TRACE reporting omissions, and failures to monitor operational controls for its trading systems.  

OUR TAKE: FINRA has been stepping up its emphasis on price reporting systems to enhance transparency.   This large fine signals FINRA’s seriousness.  

http://www.finra.org/Newsroom/NewsReleases/2009/P118157
FINRA Proposes Major Expansion of TRACE System to Include Government Bonds (3/12/09)

FINRA has proposed expanding the Trade Compliance and Reporting Engine (TRACE) to include debt sponsored by federal government entities, representing approximately 25,000 bonds.  The TRACE system requires the delivery of real-time price and volume data in order to expand transparency, thereby reducing bid-ask spreads.  Currently, the TRACE system is only used for corporate bonds.  The proposal would go live within 180 days after publication for comment by the SEC.

OUR TAKE: Providing TRACE data is a significant operational burden on market participants.  We hope that the SEC examines empirical data on whether the TRACE system truly reduces bid-ask spreads before approving the proposal.
http://www.finra.org/Newsroom/NewsReleases/2009/P118110
Schapiro Calls for Compliance Officers to Lead “New Era of Responsibility” (3/11/09)

In a recent speech to BD compliance professionals, SEC Chairman Mary Schapiro challenged compliance officers to lead a “New Era of Responsibility” on Wall Street.  She opined that compliance officers have the “first-line obligation” to ensure that firms and their employees are meeting their obligations to investors.  She defined the “New Era of Responsibility” to include firm-wide supervisory controls including stress testing, scenario analysis, custody, and asset verification; protection of customer data; controls over delivery of non-traditional investment products; and enterprise-wide supervisory controls.  She also exclaimed that “the Enforcement Division has been uncuffed.”

OUR TAKE: We interpret Ms. Schapiro’s remarks as suggesting a move toward centralizing the compliance and risk management functions rather than assisting/informing/testing line management’s compliance responsibilities.  It also raises the question about who has ultimate accountability for compliance failures.  Finally, Ms. Schapiro seems to be changing the mission from ensuring compliance with the securities laws to protecting investors.
http://www.sec.gov/news/speech/2009/spch031009mls.htm
FINRA Releases Exam Priorities Reflecting New Concerns (3/10/09)

FINRA has issued a letter to its members outlining its 2009 examination priorities.  Several issues highlighted reflect the current market environment: (a) suitability with respect to alternative investments particularly interest rate and liquidity risk; (b) investments characterized as “cash alternatives”; (c) controls over outsourcing operational functions; (d) inventory and collateral valuation; (e) firm funding, liquidity, and viability; (f) counterparty risk; (g) order-entry controls; and (h) bank sweep programs.  FINRA also cautioned firms that headcount reductions in compliance, finance and operations should be commensurate (and not greater than) headcount reductions in revenue-producing areas.  FINRA also included some of their “greatest hits” from years past: (a) supervision; (b) senior investors; (c) anti-money laundering; (d) penny stocks; (e) protection of customer data; (f) reserve calculations; and (g) trade reporting.
OUR TAKE: With the market impact on firms, FINRA has a whole new set of issues to examine around cash investments and firm liquidity.
http://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p118113.pdf
SEC Allows Creation of CDS Central Counterparty (3/9/09)
The SEC has granted temporary exemptive relief to allow the establishment of a central counterparty (CCP) for credit default swaps, thereby creating a central clearing agency.  The temporary relief lasts until the end of this year.  During this interim period, the SEC will monitor the functioning of the CCP.  The CCP will be utilized for credit default swaps that are not swap agreements subject to individual negotiation, which are excluded from the definition of “security” in the Exchange Act.  According to the SEC, the CCP would mitigate the market-wide impact of one counterparty’s failure and allow more transparent information.  The CCP would impose margin requirements, membership standards, a clearing fund, loss-sharing arrangements, and multilateral trade netting.

OUR TAKE: Congress needs to re-think the exclusion of swap agreements from the SEC’s supervision.  The market needs a central clearing agency for all credit default swaps.
http://www.sec.gov/rules/exorders/2009/34-59527.pdf
Regulators Announce Whistleblower Initiatives (3/6/09)

Both FINRA and the SEC have announced initiatives to better handle whistleblower complaints and tips.  FINRA announced the establishment of an “Office of the Whistleblower” which basically involves a hotline and a website so that whistleblowers and tipsters have a central communications portal.  The SEC announced a comprehensive review of its process to receive and analyze whistleblower tips.
OUR TAKE: We think this is more public relations than regulatory substance.  While the Madoff case represents a failure to act on a whistleblower’s tip, we don’t know whether better whistleblower intake will necessarily lead to better enforcement.  
http://www.sec.gov/news/press/2009/2009-44.htm
http://www.finra.org/Newsroom/NewsReleases/2009/P118095
ICI Calls for New Super-Regulator (3/4/09)
The Investment Company Institute has issued a white paper calling for a new “Capital Markets Regulator” combining the functions of the SEC and the CFTC to regulate all capital markets, market participants, and investment products.  The new regulator should have explicit authority with respect to hedge funds, derivatives, and municipal securities and should harmonize regulation of investment advisers and broker-dealers.  The white paper also calls for the creation of an inter-agency “Systemic Risk Regulator” to evaluate and monitor market risks.  The white paper also calls for the consolidation of banking regulation and an optional federal charter for insurance companies.  The ICI white paper bluntly argues that the “current system for oversight of U.S. financial institutions is insufficient.”

OUR TAKE: The ICI has a strong voice in the chorus calling for regulatory overhaul.  We believe that the proposals outlined in the white paper will be (are being) seriously considered.

http://www.ici.org/pdf/ppr_09_reg_reform.pdf
Hedge Fund Portfolio Manager Charged with Insider Trading That Enriched Fund Investors (3/2/09)
The SEC has filed a complaint against a hedge fund’s portfolio manager alleging insider trading for the benefit of the hedge fund.  The SEC has alleged that the portfolio manager was friends with an investment banker that had inside information concerning the acquisition of a public company.  The SEC alleges that the investment banker provided the portfolio manager with inside information ahead of public disclosure and that the portfolio manager made profitable trades resulting from the information.  In its complaint, the SEC argues that the portfolio manager knowingly or recklessly received material nonpublic information, had a duty to maintain the confidentiality of that information, and made material omissions in trading on that information.

OUR TAKE: The SEC has named the individual portfolio manager as a defendant even though the complaint does not allege that the portfolio manager profited personally.  If the SEC’s allegations are true, the hedge fund investors are the real beneficiaries of the insider trading.   

http://www.sec.gov/litigation/complaints/2009/comp20884.pdf
SEC Increases Maximum Civil Penalties; Schapiro Lauds Proposed SEC Budget Increases (2/27/09)
The SEC has raised by approximately 12% the maximum civil monetary penalty that it can impose in enforcement actions.  The increase applies to actions under the Investment Company Act, the Investment Advisers Act, the Securities Act, the Securities Exchange Act, and certain provisions of Sarbanes-Oxley.  The increase is required under a federal statute requiring inflation adjustment to penalty caps every 4 years.  Separately, SEC Chairman Mary Schapiro commented on the proposed 13% increase in the SEC’s budget in President Obama’s budget plan, stating that the budget increase “would enable us to increase our staff and use new technology to pursue risk-based approaches that would better detect fraud and ensure stronger oversight of the nation's securities markets.”
OUR TAKE:  More resources, more penalties and, soon-to-come, more regulations.  Despite the economic times, firms will have to increase resources allocated to regulatory compliance.
http://www.sec.gov/rules/final/2009/33-9009.pdf
http://www.sec.gov/news/press/2009/2009-37.htm
Court Says That 401(k) Plan Sponsor and Fund Company Not Required to Disclose Revenue Sharing (2/24/09)
The Seventh Circuit Court of Appeals dismissed a case brought by 401(k) plan participants against the plan sponsor and a mutual fund company for charging excessive fees and failing to disclose revenue sharing.  With respect to excessive fees, the Court explained that the plan sponsor offered a wide range of investment options (26 funds) that were available to the public and included a brokerage option allowing the purchase of third party funds.  The Court opined that ERISA does not require disclosure of revenue sharing between the fund company and its TPA affiliate.  According to the Court, such fee sharing is immaterial to investors who did receive disclosure of aggregate fees.   The Court opined that the plan sponsor also complied with the Rule 404(c) safe harbor.  Notably, the Court rejected the plaintiff’s argument that the plan sponsor misled investors because it gave the impression that the plan sponsor would pay administrative costs when, in fact, such costs were paid by the participants through their investments in the funds and the fee sharing with the TPA.
OUR TAKE: The Court suggests that plan sponsors and fund sponsors can avoid liability by offering a wide array of investment options and disclosing aggregate fees.  However, the Court also seems to be inviting Congress or the DoL to specifically require disclosure of revenue sharing arrangements.
http://www.ca7.uscourts.gov/tmp/LA1FFIBZ.pdf
First Circuit Says That Failure to Disclose Securities Law Violation May Not Create Personal Liability (2/18/09)
The U.S. Court of Appeals for the First Circuit dismissed an SEC claim against three officers of a mutual fund company’s administration affiliate for aiding and abetting securities law violations by failing to disclose “as-of” transactions that affected mutual fund shareholders.  The case involved a scheme by various individuals working at the administration company to conceal losses resulting from failure to invest the proceeds of a defined contribution plan.  The scheme used a series of “as-of” transactions and accounting entries to back-date the trades, which had negative economic consequences to other fund shareholders.  The three dismissed defendants were present at a meeting where the scheme was discussed and signed accounting representation letters several years later.    The First Circuit dismissed the SEC’s appeal from a District Court dismissal.  The court opined that “One cannot aid and abet a fraudulent scheme that is already complete.”  The court did not accept the SEC’s argument that the company’s ongoing fiduciary duty created an ongoing securities law violation that could only be cured through disclosure: “[t]he non-disclosures did not cause either the transactions or the concrete losses resulting from them.”  The court did note that defendants who conceal a scheme could be liable for other crimes such as perjury or obstruction of justice.  Additionally, the aiding and abetting claim might stand if the defendant makes a “contemporaneous assurance” to hide the scheme.
OUR TAKE: Knowing about wrongdoing but failing to report it does not necessarily result in a securities law violation.  Nevertheless, the SEC will remember this case in future actions where it will make sure that it alleges an ongoing duty or a tacit “contemporaneous assurance.”
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/SEC_v__Papa_et_al.pdf
BD To Pay $8 Million For Failing To Stop Illegal Selling Despite Red Flags (2/17/09)
A broker-dealer has agreed to pay over $8 Million for failing to properly supervise a trader that engaged in illegal short selling.  The SEC alleged that the firm allowed the short selling even though the trader’s supervisor, the firm’s trading Control Room and its Legal and Compliance Department all had indications of his unlawful activities.  The Control Room flagged the trader’s transactions but never adequately investigated the trading.  The trader had asked the Legal and Compliance Department whether his actions were lawful; rather than prohibit the trading, the trader was directed to outside counsel.  The trader solicited advice from 3 different law firms, none of whom indicated that his selling complied with the securities laws.  Nevertheless, the trader represented that outside counsel indicated that his trading was lawful.

OUR TAKE: We often see this type of situation in large firms where a villain uses the bureaucracy to hide his actions.  Everybody in the firm thought somebody else would stop the trading.  The supervisor relied on the Control Room.  The Control Room relied on the Legal and Compliance Department, who relied on outside counsel.  Meanwhile, nobody stopped the illegal activity.
http://www.sec.gov/litigation/admin/2009/34-59401.pdf
Massachusetts Seeks to Revoke BD Registration Before Substantive Hearing (2/12/09)
The Massachusetts Securities Division has filed an administrative complaint to suspend and ultimately revoke the BD registration of a firm with alleged tied to Madoff for failing to adequately testify and produce documents.  Several officers of the Respondent, according to the Complaint, invoked their 5th Amendment rights against self-incrimination and asked for more time to prepare adequate defenses including lack of jurisdiction.  The Complaint cites the Massachusetts law which allows the suspension of registration “after notice and opportunity for a hearing.”  The Securities Division argues that suspension/revocation of the BD before a substantive hearing is necessary because the failure to testify and produce documents has created a “regulatory blind spot” with respect to the BD’s activities and “leaves investors vulnerable and unprotected from any ongoing securities activities.”
OUR TAKE: The regulators view registration as a privilege, not a right, subject to their discretion.  Although respondents have a right to prepare a defense and invoke their constitutional rights against self-incrimination to avoid criminal prosecution, such defenses may not help when responding to regulatory actions.   It will be interesting to see whether the Massachusetts courts ultimately allow the Securities Division to revoke registration without any hearing.

http://www.sec.state.ma.us/sct/sctcohmad/cohmad_complaint.pdf
Pension Fund’s Corporate Governance Proposal May Be Excluded from Proxy (2/11/09)

The staff of the Division of Investment Management granted a no-action request to exclude from a company’s annual proxy solicitation materials a shareholder proposal (made by a union pension fund) to adopt a detailed succession planning policy.  The request to exclude was based on Rule 14a-8(i)(7) which allows the exclusion of proposals that deal with a “matter relating to the company’s ordinary business operations.”   As part of its argument, the respondent company noted that its Board already had a Corporate Governance Committee charged with reviewing succession plans.  
OUR TAKE: The timing of this No-Action Letter makes it interesting.  We expect a flood of shareholder proposals both to funds and by funds addressing issues such as corporate governance and executive compensation.  It will be interesting to see whether the Staff narrows the application of the Rule allowing exclusion of these proposals.  We recommend that Boards establish a similar Corporate Governance Committee as a defense against these types of shareholder proposals.
http://www.sec.gov/divisions/investment/noaction/2009/americancapital020509-14a8-incoming.pdf
Schapiro Declares War on Fraud, Expedites Enforcement Cases (2/9/09)

In a recent speech, Mary Schapiro, the new SEC Chairperson, announced changes to expedite and increase enforcement cases.  She announced the end to the SEC policy to obtain full Commission approval to pursue cases involving civil monetary penalties.  She also announced a more rapid approval of formal orders of investigation that allow SEC staff to use subpoenas.  More generally, she announced her intent to “reinvigorate the SEC’s enforcement program.”  She quoted Joseph Kennedy: “The Commission will make war without quarter on any who sell securities by fraud or misrepresentation.”  In the same speech, she highlighted some initial SEC priorities including additional oversight of broker-dealers and investment advisers, creating a CDS clearinghouse, and improving credit ratings.

OUR TAKE: It appears that the new SEC under Ms. Schapiro will focus on law enforcement, rather than regulatory initiatives.  Additional evidence includes the appointment of a former federal prosecutor as Enforcement Chief.  For the investment management industry, it will feel like 2000-2003 again, when the state regulators and ultimately the SEC pursued significant fines and penalties in a raft of market timing and revenues sharing cases.
http://www.sec.gov/news/speech/2009/spch020609mls.htm
FINRA Allows Market Letters Without Principal Approval (2/6/09)

FINRA has excepted “market letters” from its definition of “sales literature,” thereby allowing firms to forego principal review before distribution.  FINRA defines “market letter” as correspondence that includes (i) broad-based indices, (ii) comments on market conditions, (iii) sector-based technical analysis, (iv) statistical analyses of multiple companies, (v) recommendations regarding increasing/decreasing holdings in a particular industries or sectors, and/or (vi) notices of ratings or price target changes.  Market letters need not be approved by a principal if sent only to existing retail customers and fewer than 25 prospective retail customers.  However, principal review would be required if the letter is sent to more than 25 existing customers and makes a financial or investment recommendation or otherwise promotes a product or service.  
OUR TAKE:  FINRA changed the rule to expedite the flow of information to the market.  However, FINRA reminds firms that they still must have 3010 procedures that ensure appropriate review of outgoing correspondence.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p117804.pdf
SEC Officials Call for More Resources and More Regulation Following Madoff (1/28/09)

In testimony before a Senate Committee concerning the Madoff matter, two SEC officials called for more regulation and more resources.  Linda Chatman Thomsen, Director of Enforcement, claimed that the SEC was “resource constrained” given the growth in the securities markets and their complexities.  She called for a harmonization of regulatory regimes so that products and participants would be regulated similarly.  She also suggested that legislators should consider additional disclosure, third party custody, and minimum qualification requirements for auditors.  In an effort to defend the Enforcement Division, she explained, “Athletes may score runs or kick goals, but we bring enforcement actions.  The filing of an enforcement action is one of the few solid benchmarks of success in the pursuit of our mission.”  Lori Richards, Director of the Office of Compliance, Inspections, and Examinations called for greater examination frequencies for investment advisers.  
OUR TAKE: We do not blame the SEC for the Madoff matter.  The SEC did not defraud investors; Mr. Madoff allegedly did.  However, we are not sure that calling for more of the same regulatory medicine makes sense.  Perhaps, Congress and the incoming Chairwoman of the SEC should consider an alternative to the examination/enforcement system that failed to uncover the Madoff scheme.

http://www.sec.gov/news/testimony/2009/ts112709lct.htm
http://www.sec.gov/news/testimony/2009/ts112709lar.htm
In-House Lawyers Settle SEC Suit for Failing to Disclose Material Info (1/27/09)
Two in-house lawyers settled an SEC civil action claiming various violations of federal securities laws for failing to disclose material transactions in a proxy statement and insider filings.  According to the SEC complaint, the lawyers, the GC and Associate GC at Enron, knew of related party transactions but did not include material disclosures in the proxy statement.  The lawyers were also charged with failing to disclose insider stock sales in applicable Section 16 filings.  Each lawyer agreed to pay a penalty of $25,000 and agreed to an order suspending practice before the Commission for two years.

OUR TAKE: The SEC has made the point that in-house counsel (and in some cases, outside counsel) and compliance professionals must ensure their clients’ compliance with securities laws.  If not, they risk a direct lawsuit from the SEC.  Where this leaves privilege for in-house lawyers is unclear.  
http://www.sec.gov/litigation/complaints/2007/comp20058.pdf
http://www.sec.gov/litigation/litreleases/2009/lr20866.htm
FINRA Fines On-Line Broker $1 Million for Insufficient AML Controls (1/5/09)

FINRA has fined an on-line broker $1 Million for failing to implement adequate anti-money laundering procedures.  FINRA faulted the broker for failing to use an automated electronic system “specifically designed to detect potentially manipulative trading activity in customer accounts.”  According to FINRA, the firm relied on manual monitoring of suspicious activity.  FINRA noted that firms must tailor their AML programs to their businesses and that an automated on-line broker would need an automated system to comply with applicable AML laws and regulations.
OUR TAKE: This is a hefty fine given that FINRA has not alleged any actual money laundering or customer harm.  FINRA appears to be warning the entire on-line brokerage industry that it must implement appropriate controls especially in light of last year’s abuses by foreign persons who manipulated on-line accounts.
http://www.finra.org/Newsroom/NewsReleases/2009/P117667
SEC Declares That Fair Value Accounting Works But Needs Some Improvement (1/7/09)
In a report to Congress, the SEC supported fair value accounting over other methods such as historical cost-based accounting and recommended improvements to existing practice.  Notably, the SEC concluded that fair value accounting “did not appear to play a meaningful role in the bank failures that occurred in 2008.”  Among its recommendations to improve the application of fair value accounting including FAS 157 include the development of additional guidance to determine when markets become inactive, how to estimate the impact of a change in credit risk, when to supplement determinations with non-market information, and how to confirm that assumptions are used by the market and not just one participant.  The Report also makes recommendations about additional disclosure and the development of standards.  

OUR TAKE: We think the SEC should take its own advice and offer some fair valuation guidance to the industry (which it has been promising for months/years).  We don’t disagree that fair valuation may be the least of all evils, but the industry needs some help to avoid the subjectivity that leads to retrospective second-guessing.

http://www.sec.gov/news/studies/2008/marktomarket123008.pdf
New York CPB Offers Guidance on Protecting Personal Information (1/8/09)

The New York State Consumer Protection Board has issued a Guide for handling personal identifiable information, which includes names, addresses, financial information, and, most significantly, social security numbers.  The Guide urges businesses to identify whether (and why) they have personal information and to limit collection of such information.  The Guide also advises firms to protect personal information with physical and electronic safeguards including locking files, encrypting data, using passwords, and limiting access to those who have a need to use.  The Guide also encourages educating employees and customers about privacy safeguards and planning a response in the event of a security breach.  The Guide also describes New York’s Information Security Breach and Notification Act, which requires a business to notify affected customers and inform appropriate authorities in the event of an unauthorized access to private information.
OUR TAKE:  The Guide serves as a good “best practices” document for protecting personal information.  It is also a good reminder that the state regulators have an interest in the business activities of participants in the financial markets.

http://www.nysconsumer.gov/pdf/the_new_york_business_guide_to_privacy.pdf
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