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RECENT ALERTS: FUNDS

New Disclosure Rules for Fund Directors and Boards (12/17/09)
The SEC has adopted new proxy and SAI disclosure rules concerning director information.  Proxies for the election of fund directors and the revised SAI will be required to include “the specific experience, qualifications, attributes, or skills that led to the conclusion that the person should serve as a director.”  The forms must also describe the board’s leadership structure, whether the chairman is an “interested person”, a description of the board’s role in risk oversight, and the reasons why the leadership structure is appropriate.  The SAI must also describe whether the fund has a lead independent director.  The new rules become effective on February 28, 2010.
OUR TAKE: Although these are disclosure rules, we expect that funds will increase their focus on the qualifications of Board members and the governance structure.
http://www.sec.gov/rules/final/2009/33-9089.pdf
House Passes Legislation Requiring Private Fund Adviser Registration and Fiduciary Standard for Brokers (12/14/09)
The U.S. House of Representatives approved financial services legislation that would require all private fund managers of funds with more than $150 Million in assets to register as investment advisers.  The legislation would exempt “venture capital companies,” as ultimately defined by the SEC.  The new laws would require significant information reporting about private funds including shareholder information.  The legislation would also create a derivatives exchange, expand SEC authority and enforcement powers, regulate asset-backed securities, and impose a fiduciary standard on brokers giving personalized financial advice.  According to the Press Release issued by the House Committee on Financial Services, “Once signed into law, these tough new regulations will hold Wall Street accountable…”

OUR TAKE: Much debate still remains as the Senate must also consider the legislation.  We still predict ultimate passage of the components relevant to the investment management industry including private fund adviser registration and a fiduciary standard for brokers.
http://financialservices.house.gov/Key_Issues/Financial_Regulatory_Reform/FinancialRegulatoryReform/111_hr_finsrv_4173_full.pdf
CP Facility Contemplated for Mutual Fund Loans (12/11/09)
A large bank has filed an exemptive application to allow borrowing by mutual funds from an unaffiliated commercial paper facility administered by the bank.  The CP facility would issue commercial paper and use the proceeds in part to make short-term loans to mutual funds, presumably for liquidity purposes.  Large banks would provide credit enhancement.  The CP facility would offer lower rates than traditional bank lending.  The exemptive application is necessary because the 1940 only permits borrowing from banks.

OUR TAKE: Demand for lending facilities for mutual funds increased dramatically during the credit crisis.  A new, lower-cost (and readily available) financing option would help the industry.  
http://www.sec.gov/rules/ic/2009/ic-29066.pdf
SEC Enforcement Director Calls Out Audit Committee Members (12/10/09)

In an address to the AICPA National Conference, SEC Enforcement Director Robert Khuzami said that his Division will “carefully evaluate” the role of directors and audit committee members in financial fraud cases.  He said that the Enforcement Division will investigate whether directors were “recklessly ignoring red flags” and conducting proper due diligence.  He called for audit committee members to take an active role in accounting and audit issues.  In other parts of his speech, Mr. Khuzami also described new prosecutorial tactics such as wiretapping and cooperation agreements. He also criticized hedge funds for using “insider trading as a business model.”

OUR TAKE: Mr. Khuzami is warning audit committee members that they may become individual defendants in financial fraud enforcement cases.
http://www.sec.gov/news/speech/2009/spch120809rsk.htm
Hedge Fund Managers Acquitted in Sub-Prime Fund Failure; SEC Action Continues (11/11/09)

Two hedge fund managers were acquitted of criminal fraud charges brought by the Justice Department in connection with failed hedge funds invested in subprime mortgage paper.  The prosecution claimed that the managers intentionally misled investors in the funds during a period when they witnessed the collapse of the underlying subprime market.  The SEC is still pursuing civil fraud charges, which requires a much lower burden of proof.  

OUR TAKE: The impact of the case is that fund managers can’t go to jail for marketing their funds.  However, the limits of marketing activities in the face of a turbulent market will be determined by the SEC action.

http://www.law.com/jsp/article.jsp?id=1202435349085
http://www.sec.gov/litigation/complaints/2008/comp20625.pdf
Mutual Fund Sponsor to Pay Over $34 Million in Fines/Disgorgement for Commission Recapture Program (11/5/09)
A mutual fund sponsor has been ordered to pay over $24 Million in disgorgement and $10 Million in penalties in connection with conducting an unlawful commission recapture program for trading in the funds’ portfolio securities.  Two senior executives, including the CEO and the CCO, were also fined and censured.  According to the SEC, the respondent directed a target percentage (up to 70%) of fund trades through an affiliated broker, which routed the trades through “rebate” brokers that performed all execution, clearing, and settlement functions.  The SEC alleges that the affiliated broker retained as much as 80% of the total commissions paid by the funds.  Significantly, the SEC alleges that, although the respondent claimed that the affiliate broker served as an introducing broker and assisted the funds to obtain below-market commission rates, the broker did not provide any brokerage functions.  The SEC asserted that the funds should have received the rates charged by the clearing firms, not the marked-up rates.  The SEC also alleges that the adviser misled directors and shareholders and failed its best execution obligation because of the target trading percentages.
OUR TAKE: Crucial to any recapture program that benefits an affiliate is that the introducing broker must perform some legitimate brokerage function.  In this case, the SEC implies that the introducing broker must show that it performs some execution, clearing, or settlement function and that the compensation received is a reasonable percentage of aggregate commissions.
http://www.sec.gov/litigation/admin/2009/33-9081.pdf
Schapiro Wants 1940 Act for ABS (8/29/09)
In a recent speech, SEC Chairman Mary Schapiro called for new legislation regulating asset-backed securities in a manner similar to the Investment Company Act.  She indicated that the ABS market needs substantive regulation beyond enhanced disclosure requirements.  She suggested that the legislation include specific requirements for pooling and servicing agreements including required representations and warranties.  Additionally, she indicated the SEC is reviewing ABS disclosure and offering rules.  

OUR TAKE: This is the first time that any of the regulators have taken regulatory aim at ABS, the venue for the sub-prime mortgage securities that many believe caused the recent financial crisis.  The Investment Company Act turned a scandal-ridden fund industry into the investment of choice for most Americans.  Perhaps a 1940 Act for ABS will help mainstream those vehicles to the benefit of sponsors and investors.

http://www.sec.gov/news/speech/2009/spch102709mls.htm
Kanjorski Bill Requires Private Fund Adviser Registration; Allows SEC Disclosure Rules (10/7/09)
Congressman Paul Kanjorski, the Chairman of a powerful House subcommittee on financial services regulation, proposed legislation that would require 3(c)(1) and 3(c)(7) fund adviser to register under the Advisers Act.  The proposed legislation authorizes the SEC to mandate reporting of information about the funds themselves including assets under management, leverage, investment positions, and credit risk.  The legislation also authorizes the SEC to mandate disclosures to investors.  The legislation will include an exemption from registration for “venture capital fund” advisers, as defined by the SEC.  

OUR TAKE: The legislation does not address whether a private fund adviser with fewer than 15 clients could avoid registration.  It also does not address whether state registration would be required if the fund has less than $25 Million in assets.  We suspect that the option to regulate disclosure to investors will spawn a new “investment company lite” regulatory regime for private funds.
http://www.house.gov/apps/list/press/financialsvcs_dem/private_advisers_act_draft.pdf
IDC/ICI Report Shows Increasing Board Independence (10/6/09)

A recent report titled “Fund Governance Practices 1994-2008” highlights the increasing independence of fund boards and directors.  Among the most significant findings in the empirical data: (a) 96% utilize independent counsel; (b) 88% of fund boards include at least 75% independent directors; (c) 84% utilize an independent board chair or independent lead director; (d) 98% of fund directors have never been affiliated with the sponsor or the complex; and (e) 97% have an audit committee financial expert.  The Report was commissioned by the Independent Directors Council and the Investment Company Institute.
OUR TAKE: While the data is somewhat skewed toward large fund complexes, even small funds should understand that the SEC and investors are looking for the indicia of board independence.

http://www.ici.org/pdf/pub_09_fund_governance.pdf
Exemption Sought for Co-Investment by Registered and Un-Registered Funds (10/5/09)
A private equity firm has submitted an exemptive application that would allow a registered business development company to co-invest with affiliated 3(c)(1) and 3(c)(7) funds in underlying portfolio companies.  The application includes several conditions that ensure that the registered fund is not disadvantaged: (1) the independent directors must approve the transaction; (2) purchases will be done pro rata and on the same terms; (3) the independent directors will have the right to ratify any director nominations for the portfolio companies; (4) the Adviser will submit to the Board for review all investments made by the private funds; and (5) the BDC will have tag-along rights with respect to any portfolio company disposition.  The applicant indicated that the SEC should apply the standards of Rule 17d-1.  

OUR TAKE: If granted by the SEC, the reasoning of this application should apply equally to portfolio investments by any registered investment company and its affiliated 3(c)(1) and 3(c)(7) funds.  However, a firm must always seek exemptive relief under Rule 17d-1.
http://www.sec.gov/rules/ic/2009/ic-28931.pdf
SEC Adopts Interim Rule for Money Market Fund Reporting (9/21/09)

The SEC has adopted a new temporary rule requiring money market funds whose NAV drops below $.9975 to report portfolio information on a weekly basis to the SEC.  The information must include a listing of each security and its valuation as well as the valuation of any capital support agreement.  The SEC has determined to maintain the confidentiality of the information.  This new “interim final temporary rule” will expire on September 17, 2010.  In the meantime, the SEC continues to review its money market fund reform proposal that would require new Form N-MFP for reporting of money market fund holdings.  

OUR TAKE: We have much less objection to requiring funds with dangerously low NAVs (.9975 is a reasonable threshold) to report than to require all money market funds to implement a cumbersome reporting process.  
http://www.sec.gov/rules/final/2009/ic-28903.pdf
DoL Allows Use of Summary Prospectus for DC Plans (9/10/09)
The Department of Labor has approved the use of the new mutual fund Summary Prospectus to satisfy the prospectus delivery requirement for defined contribution plans.  In Field Assistance Bulletin No. 2009-3, the DoL has indicated that the new Summary  Prospectus conceived by the SEC will satisfy a fiduciary's obligations to delivery a prospectus as required by Section 404(c) and its accompanying regulations.  The DoL indicated that the legend on the front cover may include a statement that the Summary Prospectus is "intended for use in connection with a defined contribution plan that meets the requirements for qualification under Section  401(k)" of the Internal Revenue Code.

OUR TAKE: It's a good thing that the DoL will allow the delivery of the Summary Prospectus.  Otherwise, the SEC's initiative would have been rendered essentially moot as a large percentage of mutual fund investors are represented by 401(k) plans.  We recommend including the legend described above.

http://www.dol.gov/ebsa/regs/fab2009-3.html
Exemptive Application Seeks Permission for Multi-Class Closed-End Fund (8/31/09)
The sponsor of a closed-end fund structured to invest in distressed securities has filed an exemptive application with the SEC to allow the fund to issue three classes of securities: one with a front-end sales charge and a distribution fee, a second with a 100 basis point combined distribution and service fee, and a third with no sales charge or distribution fee.  The sponsor has requested the relief to apply to any closed-end fund that would qualify as an interval fund under Rule 23c-3 or offer periodic tenders under Rule 13a-4.  Without exemptive relief, a closed end fund may not issue multiple classes without violating Section 18 of the Investment Company Act.  The application undertakes to comply with Rules 12b-1, 18f-3, 17d-3, and 22d-1 to the same extent as if the fund were a registered open-end fund.

OUR TAKE: If granted, this relief would allow closed-end funds to create a distribution structure similar to open-end funds.  This would allow sponsors, who wish to invest in illiquid securities not eligible for open-end funds, to create pooled vehicles with some shareholder liquidity and still compensate their distribution partners.

http://www.sec.gov/rules/ic/2009/ic-28888.pdf
SEC Allows Foreign Funds to Expand Investments in U.S. Funds (8/5/09)
The SEC has granted no-action relief to allow a foreign fund to invest more than 5% of its assets in a U.S. registered funds so long as the foreign fund does not purchase more than 3% of the U.S. fund. The no-action relief allows a foreign fund to go outside the strictures of Investment Company Act Sections 12(d)(1)(A)(ii) and (iii), which limit investments by funds in other funds. The applicant represented that the foreign investing funds would not sell their securities to U.S. Persons. The SEC agreed with the applicant's contention that the SEC "had no significant regulatory interest in protecting the acquiring funds and their shareholders" because they were not domiciled or sold in the U.S. 
OUR TAKE: We agree with the analysis and applaud the result. We are surprised that the SEC agreed to limit its jurisdictional reach because it has generally sought to expand its jurisdiction in recent regulatory actions and litigation. 

http://www.sec.gov/divisions/investment/noaction/2009/dechert080409.htm
Third Circuit Rules that Feeder Fund Manager Must Register as CPO if it Invests in Underlying Commodity Pools (7/17/09)

The US Court of Appeals for the Third Circuit has ruled that the manager of a feeder fund that invests in a commodity pool must register as a commodity pool operator under the Commodity Exchange Act.  The Court rejected the defendant’s argument that it did not need to register as a CPO because it did not itself trade commodities.  The Court opined that the defendant’s solicitation of funds for the purpose of trading commodities triggered registration.  

OUR TAKE: We disagree with the Court’s statutory interpretation because the defendant solicited funds for its feeder fund not to trade commodities.  Nevertheless, this case should be considered by any feeder fund to the extent it invests in an underlying commodity pool.  This will require a review the offering documents to determine regulatory status.
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/Equity_Financial.pdf
Federal Judge Rules that Hedge Fund is Bound by Terms of ISDA Docs in CDS Dispute (7/15/09)
A Federal judge dismissed most of the claims brought by a hedge fund against a bank under the terms of a credit default swap where the bank was the protection buyer and the hedge fund was the protection seller.  As permitted by the ISDA Agreement and related Credit Support Annex, the bank demanded additional collateral as the value of the underlying ABS paper declined.  The hedge fund complied with several credit support requests but began to balk as the total collateral approached the notional amount of the CDS.  The hedge fund claimed that the bank had made pre-contract representations about the amount of collateral it would require and the economics of the deal, thereby fraudulently inducing the hedge fund to enter into the Agreement.  The judge dismissed most of the hedge fund’s claims because the terms of the contact should be enforced against two sophisticated parties.  Left open for trial was whether the bank acted in bad faith in its role as Valuation Agent.
OUR TAKE: This is why people hire lawyers to review ISDA Agreements.  It all looks boilerplate until the economics change.  We have been surprised/terrified by seemingly sophisticated parties who sign swap agreements without reviewing the terms.  
http://amlawdaily.typepad.com/VCGwachovia.pdf
SEC Votes to Propose Big Changes to Money Market Funds (6/25/09)
In its open meeting yesterday, the SEC voted to propose sweeping regulatory changes for money market funds and to consider several other fundamental changes.  The SEC’s proposed amendments would require minimum levels of liquid assets to pay redemptions, shortened weighted average maturities, eliminating higher-risk securities, periodic stress testing, and monthly holdings reports.  The SEC also said it would consider eliminating the fixed $1.00 NAV regime and satisfying redemption requests “in-kind” if over a certain size.

OUR TAKE: The SEC needs to be careful not to make money market funds an expensive low-yielding product, which could be the result if these suggested proposals are adopted.  Investors may become more interested in competitive products such as bank CDs.  
http://www.sec.gov/news/press/2009/2009-142.htm
Large Mutual Fund Manager to Pay Over $40 Million for Mis-Pricing MBS for Fund’s NAV (6/9/09)

A large mutual fund manager agreed to pay over $40 Million in investor reimbursements, fee disgorgement, and penalties in connection with mis-pricing mortgage-backed securities in a short term bond fund.  The SEC has alleged that the mis-pricing resulted in an artificially inflated NAV, resulting in material misstatements to investors, incorrect performance claims, and excessive fees.  The SEC has charged that the manager ignored widely available information about security valuation during its fair valuation process and withheld material information from the Fund’s Valuation Committee.  The SEC also charged the affiliated distributor with failing to prevent the misuse of material non-public information because it selectively disclosed re-pricing information.

OUR TAKE: The SEC wants to see a reasonable and transparent valuation process.  There is no defense to withholding valuation information and selectively disclosing pricing decisions.
http://www.sec.gov/litigation/admin/2009/34-60059.pdf
Fund Administration Officers to Disgorge Some Compensation in SEC Settlement (6/1/09)
The President and General Counsel of a fund administration company agreed to a cease and desist orders and pay disgorgement relating to their roles in allegedly aiding and abetting their employer’s client’s violations of the anti-fraud provisions of the Advisers Act.  The case arose out of undisclosed payments from the administration company to its fund sponsor client in exchange for recommending that the Board approve the appointment of the fund administrator.  The SEC charges that the two officers knew about the arrangement and either failed to disclose it or offered misleading disclosure.  The SEC does not indicate the basis for the disgorgement order other than to note in the action against the General Counsel that she received a performance bonus as part of her compensation package.

OUR TAKE: These cases extend the SEC’s efforts to prosecute individual corporate officers who further the unlawful actions of their employers.  In this case, the charge is aiding and abetting the employer who was also an aider and abettor, rather than a primary violator.  It is also somewhat unusual for the SEC to base a disgorgement order on the pay/bonus received by an employee rather than some specific compensation related to the alleged wrongdoing.  

http://www.sec.gov/litigation/admin/2009/ia-2884.pdf
http://www.sec.gov/litigation/admin/2009/ia-2885.pdf
Fund Manager to Pay over $6 Million for Misleading Board and Investors about High Fees (5/28/09)

A mutual fund manager agreed to pay over $6 Million in restitution and fines for allegedly misleading the Board and investors by charging high management fees which it claimed were justified by the costs of a principal guarantee provided by an affiliate.  During the 15(c) contract renewal process, the Board was presented with evidence that the fund’s management fees were among the highest in the peer group.  The fund manager argued that the high fees were necessary because of the cost of a guarantee feature that guaranteed the return of principal if an investment were held for at least 10 years.  According to the SEC, the fund manager did not adequately account for the cost of the guarantee feature.  Also, the fund’s shareholder reports and prospectus stated that the guarantee was provided at no cost to shareholders.  The SEC alleged violations of the anti-fraud provisions of both the Advisers Act and the Investment Company Act.

OUR TAKE: We think this case is more about excessive fees than disclosure.  When a fund carries management fees consistently higher than the peer group, fund management faces an extremely high burden to justify those fees through disclosure.  We also find noteworthy that the SEC brought this case as disclosure action rather than a breach of fiduciary duty under 36(b).  Finally, we wonder why the SEC did not criticize the independent trustees who consistently approved the management agreement.
http://www.sec.gov/litigation/admin/2009/ia-2883.pdf
SEC Proposes Requiring Funds to Include Shareholder Nominees in Director Proxies (5/21/09)
The SEC has announced that it will propose changes in the proxy rules that will require funds to include shareholder nominees in proxies to elect directors.  A shareholder would be eligible to include such shareholder’s nominee(s) if such shareholder owns at least 1% of a fund with net assets greater than $700 Million, 3% of a fund with net assets between $75 Million and $700 Million, or 5% of a fund with assets less than $75 Million.  The shareholder must have held the shares for at least a year and continue to hold the shares through the meeting.  Total shareholder nominees could be limited to 25% of the total Board members.  Under the announced proposal, shareholders could also include proposals to modify the nomination process.  The proposal would allow the exclusion of shareholder nominees that are prohibited by state law or the charter/by-laws.
OUR TAKE: Unlike operating companies, most funds do not elect directors every year, and few fund shareholders express interest in nominating directors.  However, we expect fund companies to re-consider their by-laws to avoid including shareholder nominees.
http://www.sec.gov/news/press/2009/2009-116.htm
SEC Sues Money Market Fund Sponsor for Misrepresentations to Board and Shareholders (5/8/09)
The SEC filed a lawsuit against a money market fund sponsor and its principals for falsely assuring the Board, investors, and the rating agencies that the fund would maintain a stable $1.00 NAV.  During a two-day period following Lehman’s bankruptcy filing, the sponsor continuously reassured the Board and investors that it would support the funds and obtain a credit support agreement as the value of Lehman paper declined.  At the same time, the fund sponsor had engaged investment bankers to find a buyer for the firm.  According to the SEC complaint, the fund sponsor instructed the investment banks to inform potential buyers that they would not be required to support the $1.00 NAV, which directly contradicted public assurances to protect the NAV.
OUR TAKE: We think the lasting impact of this case is that the SEC has essentially approved the Board’s actions in the face of apparent misrepresentations by the advisor.  It appears that the Board and its counsel asked the right questions but did not receive truthful responses.  Once the Board received truthful information, it took immediate action to inform shareholders and ultimately liquidate the fund.

http://www.sec.gov/litigation/complaints/2009/comp21025.pdf
Schapiro Calls for Enhanced Disclosure for Target Date Funds (5/5/09)
In a recent speech to the Mutual Fund Directors Forum, SEC Chairman Mary Schapiro called for a close examination of disclosure and investment practices of target date funds.  Noting the wide variation in returns among funds with the same target date, Ms. Schapiro suggested that different funds use different assumptions about whether investors will continue to maintain investments after the target date.  In this regard, she suggested a dichotomy between target date funds for retirement and those that underlay 529 plans.  She indicated that the SEC is “closely reviewing target date funds’ disclosure about their glide paths and asset allocations.”  She challenged directors to assess whether target date funds’ asset allocations and investments are “consistent with investor expectations.”
OUR TAKE: Implicit in Ms. Schapiro’s criticism is an assessment of the suitability of a target date fund for a particular investor or purpose.  Is this the job of the fund sponsor or the investor’s financial advisor?  Regardless, funds should clearly disclose investment policies and assumptions that would apply once a target date is reached.  
http://www.sec.gov/news/speech/2009/spch050409mls.htm
Hedge Fund Consultant Sanctioned for Not Conducting Proper Due Diligence (4/23/09)

An investment adviser and its principal that recommended hedge funds agreed to pay over $800,000 in disgorgement and penalties for failing to conduct its advertised due diligence process, ignoring red flags, and investing in various Bayou funds that ultimately failed.  According to the SEC, the adviser, a purported hedge fund consultant, advertised its rigorous 5-step due diligence process.  However, the SEC alleges, the adviser never reviewed Bayou’s investment portfolio utilizing prime brokerage statements or contacted the outside auditor, even after receiving information suggesting misrepresentations about the outside audit firm.  The SEC said that the adviser “had a duty to investigate by virtue of its representations to its clients that it would conduct on-going monitoring.”

OUR TAKE: These facts were easy for the SEC because the adviser did not perform functions that it specifically advertised to undertake.  The open question is the level of due diligence required when recommending underlying investments.  

http://www.sec.gov/litigation/admin/2009/ia-2871.pdf
Derivatives Blamed for Bond Fund Declines; Donohue Calls for More Regulation (4/20/09)
Buddy Donohue, the SEC’s Director of the Division of Investment Management, called for a sweeping regulatory review of the use of derivatives by mutual funds.  In his speech titled “Investment Company Act of 1940: Regulatory Gap between Paradigm and Reality?” Mr. Donohue argued that the recent poor performance of fixed income funds “may rest with the use of derivatives to magnify the economic exposure.”  Mr. Donohue argues for better disclosure, more Board oversight, and the use of segregated accounts to offset positions.  

OUR TAKE: This is a familiar SEC song.  When the fund industry takes a hit, the SEC often blames derivatives.  Mr. Donohue says he likes the use of derivatives for hedging purposes rather than speculation, but there doesn’t seem to be a clear line of demarcation.  
http://www.sec.gov/news/speech/2009/spch041709ajd.htm
Eighth Circuit Says Boards Should Compare Fund Fees with Institutional Accounts (4/17/09)
The Eighth Circuit Court of Appeals recently opined that a fund Board should compare mutual fund fees against fees charged to similarly-managed institutional accounts.  The Court said that the Board’s primary responsibility is “to represent…the shareholders during the fee negotiation.”  Expanding its analysis beyond the Gartenberg factors, the Eighth Circuit said that the “purpose of an inquiry into fees paid by institutional, non-fiduciary clients is to determine what the investment advice is worth.”  The Court expressly disagreed with the Seventh Circuit in Jones v. Harris Associates, where the Seventh Circuit ruled that a fund Board need only look at the fees charged by other fund managers.  The Supreme Court has agreed to hear the Jones case in order to resolve the standard to be applied.

OUR TAKE: We believe that comparing fees charged by mutual funds to those charged to institutional clients will create significant unintended consequences.  The Eighth Circuit assumes that such a regime would lead to lower mutual fund fees.  The opposite may also happen: higher fees for institutional customers.
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/Ameriprise.pdf
Donohue Takes Aim at $1.00 NAV for Money Funds (4/6/09)

In a recent speech, Buddy Donohue, the Director of the Division of Investment Management, called for an end to the $1.00 NAV for money market funds, arguing for a $10.00 NAV or a floating NAV.  He argued that the $1.00 NAV fails to achieve the twin goals of liquidity and capital preservation because the $1.00 NAV (i) is insensitive to large losses/gains that fall within pricing tolerances, (ii) favors large investors who redeem ahead of small investors, thereby leaving large losses, and (iii) conceals investment losses. He indicated that “a review of the money market fund model and its regulatory regime is one of our top priorities.”
OUR TAKE: Moving away from the $1.00 NAV would be one of the most significant regulatory changes for mutual fund in several decades.  We wonder whether investors, after reading Mr. Donohue’s blunt indictment, will gravitate toward other cash products.
http://www.sec.gov/news/speech/2009/spch040209ajd.htm
SEC Provides List of Fair Valuation Guidance (4/3/09)
The SEC’s Division of Investment Management has issued a list of guidance materials for the fair valuation of securities.  The “Select Bibliography” includes outlines of the applicable statutory provisions and rules, summaries of SEC releases, listings of applicable disclosure rules and staff guidance, and cross-references to a host of enforcement actions.  The bibliography includes hyperlinks to source material.  The list of materials is ostensibly for investment companies, but the materials are useful guidance for any firm required to fair value securities.
OUR TAKE: This bibliography is a great starting point for any firm creating or assessing its fair valuation procedures.  The piece missing, though, is non-SEC guidance from trade groups (e.g. FASB) and best practice guidelines from various private organizations.   We hope this bibliography is a prelude to formal SEC guidance on fair valuation.

http://www.sec.gov/divisions/investment/icvaluation.htm
Global Regulatory Task Force Recommends Registration of Hedge Funds and Their Managers (3/25/09)

A Task Force established by IOSCO (a multi-national group of regulators) has recommended sweeping and consistent regulation of hedge funds.  Departing from prior statements, the Task Force calls for government regulations and not just recommended compliance with industry best practices.  The Task Force recommends that all securities regulators require registration of hedge fund managers and the funds themselves, which would include the initial and ongoing delivery of information to ensure transparency, thereby allowing regulators to manage risk.  The Task Force also calls for enhanced regulation of banks and brokers that serve as counterparties and prime brokers.  Additionally, the Task Force recommends cross-border information sharing among regulators.

OUR TAKE: The U.S. currently has one of the weakest regulatory regimes with respect to hedge funds.  In our view, the Task Force is directing its comments at the U.S. and at the offshore fund jurisdictions.  We believe that registration of hedge fund managers is likely and that the registration of hedge funds is very possible. 
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD288.pdf
SEC Allows ETFs to Use Indexes Managed by Affiliate (3/17/09)

The SEC has granted No-Action Relief to allow an ETF sponsor to use a benchmark index created and managed by an affiliate.  Most exemptive orders allowing the creation of ETFs prohibit the use of indexes managed by an affiliate.  To obtain the no-action relief the ETF sponsor promised to maintain separate legal entities including no overlapping officers or directors and to create an information barrier between the two entities so that the affiliate ETF sponsor will not receive information ahead of other users.  The ETF sponsor also provided comfort that the ETF sponsor will “not have a preferential ability to influence the index methodology” and will not seek such ability.

OUR TAKE: 
While this is dressed up as extending current exemptive relief, it really opens the door to actively-managed ETFs based on “indexes” that are really investment policies.  Also, the market will closely monitor whether the affiliate’s ETFs miraculously outperform ETFs from other sponsors that utilize the same index.
http://www.sec.gov/divisions/investment/noaction/2009/barclaysglobal031209.htm
Broker Discretionary Voting to Continue for Fund Director Elections (3/16/09)

The NYSE has proposed a Rule on broker discretionary voting that would allow investment companies to treat uncontested elections of directors as a routine matter, thereby allowing funds to establish quorum through broker votes.  As a result, shareholders who do not deliver voting instructions to their brokers could be counted toward achieving quorum, allowing funds to avoid costly solicitation activities and meeting delays.  The proposed Rule prohibits discretionary broker voting with respect to investment advisory agreements.  The Rule also prohibits broker discretionary voting for director elections for operating companies.

OUR TAKE:   This exemption clearly makes sense for mutual funds where director appointment are rarely (ever?) contested.  Nevertheless, we are surprised that the NYSE held out against the shareholder special interest groups clamoring for “transparency.”
http://www.sec.gov/rules/sro/nyse/2009/34-59464.pdf
SEC Charges Hedge Fund Traders for Using Net Trading Scheme to Hide Bribes from Brokers (3/13/09)
The SEC filed an enforcement action against two hedge fund traders, a broker-dealer, and several registered representatives in connection with a bribery scheme whereby the hedge fund traders received personal benefits for directing fund trades.  The SEC alleges that the hedge fund employees – the head trader and the back-office clerk responsible for the order management system – directly solicited various forms of personal payments as an implied quid pro quo to direct trading.  They allegedly concealed their trading from their fund and its principal (neither of which are named as defendants) by engaging in “net trading” where the commission is buried in the cost of the security and not reported as a commission.  Consequently, brokerage reports reviewed by the hedge fund’s principal did not reflect the directed trades.

OUR TAKE: Obtaining a commission report from your head trader is akin to a valuation report from your portfolio manager.  Each has an inherent conflict of interest that may require some independent review.
http://www.sec.gov/litigation/complaints/2009/comp20948.pdf
Hedge Fund Manager Cited for Taking Warrants as Compensation without Full Disclosure (3/3/09)
A hedge fund manager and its principal were censured and fined for failing to disclose that the manager took warrants from the funds it managed without disclosing that the funds paid for the warrants.  The funds obtained the warrants as part of a bundle of securities purchased in PIPE transactions.  In the PPMs, the warrant-taking was described as compensation for due diligence and post-investment activities.   The SEC charged that the adviser needed to specifically state that the funds paid for the warrants and that the manager took them from the fund without compensation.  The SEC noted that the respondents failed to adequately enhance the disclosure even after a deficiency letter resulting from an exam noted the insufficient disclosure.
OUR TAKE: We question whether any amount of disclosure really would have protected the hedge fund manager.  The SEC took issue with the hedge fund manager’s conflict of interest in taking the warrants.  Fund managers should consider this action any time they consider taking securities as management compensation.
http://www.sec.gov/litigation/admin/2009/ia-2849.pdf
SEC Uses Adviser’s Act Antifraud Rule Against Hedge Fund Manager (2/23/09)
The SEC has obtained a temporary restraining order essentially shutting down a hedge fund manager for violating the Adviser Act’s rule against making false statements to fund investors.   The SEC has alleged that the hedge fund manager made false statements in fact sheets and account statements about performance and asset levels.  In addition to the usual causes of action under Sections 17 and 10 of the 1934 Act, the SEC also alleged violations of Rule 206(4)-8, the rule that prohibits a registered investment adviser that advises a pooled investment vehicle from making false or misleading statements to investors or prospects.  The SEC adopted Rule 206(4)-8 in 2007 after the courts struck down the SEC’s rule requiring hedge fund advisor’s to register under the Advisers Act.
OUR TAKE: The SEC is demonstrating its willingness to use Rule 206(4)-8 against hedge fund managers.  Although it cannot use the Rule against unregistered hedge fund managers, new legislation making its way through Congress, could extend the SEC’s authority.  
http://www.sec.gov/litigation/complaints/2009/comp20907.pdf
Senior Senators Propose Legislation Requiring Hedge Fund Registration (2/2/09)
Senators Grassley and Levin introduced the “Hedge Fund Transparency Act” which would require registration of all funds currently relying on 3(c)(1) (private funds with fewer than 100 holders) or 3(c)(7) (qualified purchaser funds) to the extent that a fund has more than $50 Million in assets.  Registration would include an annual, publicly available filing that would include a list of all investors and other information including the fund’s accountant, prime broker, total assets, and affiliations.  The bill moves 3(c)(1) and 3(c)(7) to Section 6 of the Investment Company Act, thereby making such funds exempt from certain requirement of the Investment Company Act rather than excluded completely.  The proposed legislation would specifically make these funds subject to SEC regulation including examinations.  The bill would apply to any find relying on the exemptions including private equity funds.
OUR TAKE:  If this legislation is passed, the SEC will have to parse through the Investment Company Act to determine the effect of creating this new class of exempt fund.  For example, classifying private funds as investment companies would have a significant affect on fund-of-funds that may avoid the strictures of Section 12 because their underlying investments would now be considered “investment companies.”  
http://grassley.senate.gov/news/Article.cfm?customel_dataPageID_1502=19024#
http://grassley.senate.gov/private/upload/01292009-2.pdf
SEC Disclosure Release Surprises: No Top 10 holdings, ETF Changes (1/23/09)

The SEC, in its final rule release revising mutual fund disclosure requirements, dispensed with the idea of requiring funds to include their 10 largest holdings in the summary prospectus and included several changes affecting ETF disclosure.  The SEC did not require the top 10 holdings information because, according to the SEC, the information would become readily stale and is available elsewhere.  With respect to ETFs, the SEC eliminated the requirement that ETF prospectuses disclose how investors buy and sell creation units, relegating that information to the SAI.  The SEC did not adopt proposed requirements that ETFs disclose market prices in addition to NAV-based returns or that ETFs include a comparison against its underlying index.  Also, the SEC will allow ETFs to omit premium and discount information if the fund includes the information on its website.  

OUR TAKE: We are surprised that the SEC did not require the top 10 holdings information, one of the touchstones of the initial disclosure reform initiative and also one of the most controversial requirements in the proposal.  The ETF changes are welcome but more will be required as the ETF market grows and matures away from its comparisons with open-end mutual funds.

http://www.sec.gov/rules/final/2009/33-8998.pdf
Donohue Says That Fund Boards Should Consider Eliminating Expense Caps (1/15/09)
Andrew Donohue, the presumptively outgoing Director of the SEC’s Division of Investment Management, suggested that fund boards should consider modifying or eliminating expense caps for funds that have seen an increase in expense ratios due to a decline in assets.  When reviewing advisory contracts under 15(c), Donohue also advised fund boards to reconsider the previously-used peer group given declines in assets and the effect on expense ratios.  Donohue more generally suggested that fund boards “consider carefully additional information or issues that may not have been present in previous reviews.”
OUR TAKE:  We certainly support the concept that boards concern themselves with the profitability and sustainability of fund sponsors.  However, it is rare for an SEC official to suggest increasing expense ratios.
http://www.sec.gov/news/speech/2009/spch011309ajd.htm
SEC Pursues Fund Portfolio Manager for Falsifying Investment Committee Meeting Minutes (1/14/09)

The SEC has instituted enforcement proceedings against a mutual fund portfolio manager who the SEC alleges created false investment committee meeting notes in response to an SEC exam request.  According to the SEC Order, the portfolio manager delivered notes of investment committee meetings purported to have occurred over the course of 5 years.  The SEC alleges that the committee meetings never took place, as evidenced by notes of a meeting that occurred before the portfolio manager was employed.  The SEC indicates that the fund’s proxy statements included disclosure that the fund’s investment committee met twice per year.  The SEC alleges violations of Section 34(b)’s anti-fraud prohibitions because the portfolio manger is alleged to have made untrue statements in fund records required to be kept pursuant to the recordkeeping rule (31a-1).   

OUR TAKE: Noteworthy is the SEC applying the anti-fraud rules to every document required to be kept under the recordkeeping rules.  This course of enforcement combined with the proposed expansion of the recordkeeping rule sweeps almost all investment activities under the anti-fraud rules.  
http://www.sec.gov/litigation/admin/2009/ia-2828-o.pdf
Fund Company Fined $450,000 for Failing to Provide Closed-End Fund Distribution Notices (1/13/09)

The SEC fined a closed-end fund sponsor $450,000 for failing to deliver disclosure statements to shareholders contemporaneous with distributions of capital gains.  The SEC alleged violations of Section 19(a) and Rule 19a-1 which prohibits funds from paying distributions from any source other than net income unless accompanied by contemporaneous written statements to shareholders disclosing the source of the distributions.  The funds were subject to a managed distribution exemptive order requiring monthly distributions, whether or not coming from net income or capital gain, so long as proper disclosure was provided.  The SEC noted that relying on the annual 1099-DIVs and the annual reports, each of which disclosed the sources of distributions, was not sufficient.  The SEC charged the fund sponsor because it was contractually responsible for the funds’ administrative operations including distribution notices.
OUR TAKE:  Failure to comply with Section 19 used to be a somewhat technical and minor violation.  Now, with the breakdown in the money markets, contemporaneous information about the source of distributions (net income vs. capital gain) is critical.  The SEC is on the prowl for violators.
http://www.sec.gov/litigation/admin/2009/ia-2827.pdf
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