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Judiciary 

Mutual Fund Fee Case May Go Before the Supreme Court (MF) 

11.3.2008 The plaintiffs in Jones v. Harris Associates LP, No. 08-586 (U.S. Nov. 3, 2008), have petitioned 
the U.S. Supreme Court for review of an appellate decision that rejected their claim for allegedly 
excessive mutual fund advisory fees.  

In the appellate case, the U.S. Court of Appeals for the Seventh Circuit rejected the Second Circuit 
precedent of Gartenberg v. Merrill Lynch Asset Management, Inc., which had ruled that a fund adviser 
breaches its fiduciary duty with respect to compensation when it charges a fee that is so 
disproportionately large that, in light of all pertinent facts, the fee bears no reasonable relationship to the 
service rendered. Instead, the Seventh Circuit ruled that a fiduciary must make full disclosure and “play 
no tricks” but is not subject to a cap on compensation. As a result, there is now a split between the 
circuits, which suggests there is a significant chance the Supreme Court will grant review.

Regulatory 

SEC Issues No-Action Letter Allowing Credit Facility (MF) 

11.20.2008 Certain mutual fund complexes have committed, unsecured, revolving lines of credit with 
various banks in order to meet the cash needs of their U.S. mutual funds (each a “Domestic Credit 
Facility”). The mutual fund industry has traditionally relied upon uncommitted credit facilities furnished by 
a bank. Under an uncommitted credit facility, the decision whether to make a loan is within the sole 
discretion of the bank; i.e., the bank is under no obligation to make the loan. The principal advantage of 
an uncommitted credit facility for a participating mutual fund is that no costs are imposed on the mutual 
fund for entering into such an agreement. On the other hand, uncommitted credit facilities have a 
significant disadvantage; namely, the uncertainty as to whether the bank would advance monies to those 
mutual funds when requested to do so. The SEC staff in a series of no-action letters (the “No-Action 
Letters”) has addressed the participation of multiple affiliated mutual funds in a Domestic Credit Facility in 
which the mutual fund borrowers shared the costs associated with the respective credit facility.  

Franklin Templeton received no-action relief that allows the participation of its foreign funds (the 
“Foreign Funds”), which are not registered as investment companies under the Investment Advisers 
Act of 1940 (the “Advisers Act”), as well as its domestic funds (the “U.S. Funds”), in a “Global Credit 
Facility.” The structure of the Global Credit Facility will be closely modeled after and be in all material 
respects the same as the Domestic Credit Facilities described in the No-Action Letters.  

Under the Global Credit Facility, up to $1 billion will be made available and there will be approximately 
140 U.S. Funds and 75 Foreign Funds that will participate as borrowers. As in the case of the 
Domestic Credit Facilities described in the No-Action Letters, the Funds will retain an “agent bank” to 
facilitate the preparation of the loan documentation and to arrange the syndication of the Global Credit 
Facility to other lenders. The loan documentation reflecting the terms of the Global Credit Facility will: 
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(i) be entered into between the lenders and the Funds in a single loan agreement to which each Fund 
would be a signatory, (ii) stipulate a maximum amount of aggregate borrowings at one time, and 
(iii) have a term of approximately one year, during which all of the lenders would remain contractually 
obligated to make loans to the Funds according to the terms of that agreement.  

The Funds would incur certain fees under the proposed arrangement with the lenders, such as agency 
fees and commitment fees, as well as other expenses (collectively, “Credit Facility Fees”). The agency fee 
would be paid to the lender that is responsible for the preparation of the loan documentation and for 
arranging for the participation of other banks in the syndication and would be paid when the syndication is 
consummated. 

Because each Fund would pay its proportional share of the Credit Facility Fees, it is arguable for this and 
other reasons that the arrangement could raise issues under § 17(d) of the 1940 Act and Rule 17d-1 
thereunder. The SEC staff granted the requested relief based on the following conditions: 

 The Foreign Funds would maintain records relating to the Global Credit Facility in a manner 
similar to those maintained for the U.S. Funds, including documentation of the determination made 
by each governing body of a Foreign Fund as to its participation in the Global Credit Facility being 
fair and equitable to the Foreign Fund and in the best interest of that Foreign Fund. 

 All of the Foreign Funds participating as borrowers in the Global Credit Facility will be registered 
with (or authorized by) a foreign regulatory authority in the jurisdiction of their organization. The 
Foreign Funds will voluntarily consent to jurisdiction and service of process in connection with 
claims based on § 17 of the 1940 Act in any SEC administrative proceeding or any civil action 
brought by the SEC in the U.S. District Court for the Southern District of New York arising out of 
the Foreign Funds’ participation in the Global Credit Facility. 

 Regardless of whether the law of any foreign jurisdiction would impose any limits on borrowing by 
a Foreign Fund, at a minimum, none of the Foreign Funds would be permitted to borrow more 
than the amount permitted for a U.S. Fund under § 18 of the 1940 Act. 

 Each Fund’s Board or other similar governing body will establish borrowing procedures in advance 
of entering into the Global Credit Facility to ensure that available loans would be apportioned to 
the Funds under the Global Credit Facility on a fair and equitable basis. 

 The U.S. Funds would initially participate in the Global Credit Facility (and renew their participation 
in the Global Credit Facility) only if the Boards of those Funds, including a majority of the 
disinterested trustees, determined that participation would be in the best interests of that U.S. 
Fund. In making this determination, these Boards will consider any unique issues presented by 
entering into a credit facility with the Foreign Funds.  

Click http://www.sec.gov/divisions/investment/noaction/2008/franklintempleton112108.htm to access 
the no-action letter. 

SEC Adopts Temporary Money Market Fund Rule (MF) 

11.20.2008 The SEC posted an interim final temporary rule entitled “Temporary Exemption for Liquidation 
of Money Market Funds.” The rule relates to the Treasury Department’s Guaranty Program. That Program 
includes a procedure for the orderly liquidation of money market fund assets in certain circumstances. 
The rule will permit money market funds that commence liquidation under the Guaranty Program to 
temporarily suspend redemptions of their outstanding shares and postpone the payment of redemption 
proceeds.  

To bolster investor confidence in money market funds and protect the stability of the global financial 
system, on September 19, 2008, the Treasury Department announced the establishment of the 
Guaranty Program. Under the Guaranty Program, the Treasury Department will guarantee the share 
price of participating money market funds that seek to maintain a stable net asset value of $1.00 per 
share, or some other fixed amount, subject to certain conditions and limitations.  

Under the terms of the Guaranty Program, the Treasury Department guarantees that, upon the liquidation 
of a participating money market fund, the fund’s shareholders will receive the fund’s stable share price of 
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$1.00 for each fund share owned as of September 19, 2008.
 
Pursuant to the Agreement, a participating 

money market fund that breaks the buck, i.e., experiences a “Guarantee Event,”
 
is required to commence 

liquidation within five business days (with an exception under a curing provision).
 
The Agreement further 

requires the Fund Board to promptly suspend the redemption of its outstanding shares “in accordance 
with applicable Commission rules, orders and no-action letters.”

 
The fund must be liquidated within thirty 

days after a Guarantee Event unless the Treasury Department, in its discretion, consents in writing to a 
later date (the “Liquidation Date”).

 
The provisions adopted on November 20, 2008, are intended to ensure 

that the money market fund liquidates in an orderly manner and maximizes the proceeds realized from 
the disposition of the fund’s portfolio securities. 

Click http://www.sec.gov/rules/final/2008/ic-28487.pdf for the release announcing the rule. 

SEC Adopts Amendments to Mutual Fund Disclosure Rules That Include a New Summary 
Prospectus (MF) 

11.19.2008 The SEC adopted amendments to Form N-1A that revamp the mutual fund disclosure 
scheme. The most significant change is the new requirement that funds provide investors with a concise 
summary of the key information they need to make informed investment decisions. The new summary 
prospectus will appear at the front of a fund’s prospectus. The summary will include information about the 
fund’s investment objectives and strategies, risks, and costs; brief information regarding investment 
advisers and portfolio managers; and purchase and sale procedures, tax consequences, and financial 
intermediary compensation. Funds will be required to provide the summary information in plain English 
and in a standardized order. 

The amended rules also permit mutual funds to send a summary prospectus to satisfy prospectus 
delivery requirements provided that their summary prospectus, statutory prospectus, and other specified 
information are available online. 

The rule changes are effective on February 28, 2009, and funds must begin complying with the form 
changes on January 1, 2010. 

Click http://www.sec.gov/news/press/2008/2008-275.htm to access the press release about the 
amendments. The adopting release is not available at this time. 

OCIE Posts Notice About the Core Information It Seeks From New Adviser Registrants (IA) 

11.13.2008 The Office of Compliance Inspections and Examinations (OCIE) released a list of the 
information it seeks when examining a new registered investment adviser. The notice states that the initial 
phase of an examination includes a review of the firm’s business and investment activities, its 
organizational affiliations and its corresponding compliance policies and procedures. OCIE uses the 
information to assess whether the firm’s compliance policies and procedures appear to effectively 
address the firm’s compliance risks. 

The core information the staff requests includes: 

 General information about the firm’s business and investment activities, including organizational 
charts, demographic and other data regarding advisory clients, and a record of all trades placed 
for its clients (trade blotter).  

 Information about the compliance risks that the firm has identified and the written policies and 
procedures the firm has established and implemented to address each of those risks to provide an 
understanding of the firm’s compliance risks and corresponding controls.  

 Documents relating to the results of and output from the various transactional (quality control) and 
period (forensic) testing conducted to provide an understanding of how effectively a firm has 
implemented its compliance policies and procedures. This includes the results of any compliance 
reviews, quality control analyses, surveillance, forensic or transactional tests the firm has used to 
determine if activities have been performed as expected and to identify activities or transactions 
that have fallen short of or breached related policies and procedures.  
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 Information regarding the results of any tests and follow-up actions taken by the firm to address 
shortfalls or breaches revealed by such tests to provide an understanding of steps taken by the 
firm to address the results of compliance reviews, quality control, forensic or transactional tests 
conducted. This information might include, for example, warnings to or disciplinary action of 
employees, changes in policies or procedures, redress to affected clients, or other measures.  

 Information to perform testing for compliance in various areas. 

Click http://www.sec.gov/info/cco/requestlistcore1108.htm to access the notice. 

SEC Issues Adviser No-Action Letter Allowing Marketing Pieces That Show Fewer Than Five 
Holdings (IA) 

11.7.2008 The investment advisers that are part of TCW Group, Inc. (the “TCW Advisers”) received no-
action relief from § 206(4) of the Investment Advisers Act of 1940 (the “Advisers Act”) and Rule 
206(4)-1(a)(2) thereunder to distribute certain marketing materials to prospective clients and current 
clients that show no fewer than five holdings that contributed most positively to a representative account’s 
performance and an equal number of holdings that contributed most negatively to the representative 
account’s performance. 

Rule 206(4)-1(a)(2) generally provides that it is a fraudulent, deceptive or manipulative act, practice, or 
course of business for any investment adviser to publish, circulate, or distribute any advertisement “which 
refers, directly or indirectly, to past specific recommendations of such investment adviser which were or 
would have been profitable to any person . . . .” Rule 206(4)-1(a)(2), however, does not prohibit an 
advertisement “which sets out or offers to furnish a list of all recommendations made by such investment 
adviser” during the preceding year, provided that the advertisement or the list contains certain specific 
disclosures about the recommendations. 

When the SEC adopted Rule 206(4)-1, it stated that advertisements containing past specific 
recommendations were inherently misleading because “by their very nature they emphasize the 
comments and the activities favorable to the investment adviser and ignore those which were 
unfavorable.” The primary concern underlying the prohibition against advertisements containing past 
specific recommendations is that an adviser could cherry-pick its profitable recommendations and omit 
the unprofitable ones.  

The SEC staff granted no-action relief in large part because of TCW Advisers’ calculation methodology, 
which mechanically produces an equal number of best-performing holdings and worst-performing 
holdings for a given measurement period. TCW Advisers successfully argued that there is no subjectivity 
involved, and no opportunity for a TCW Adviser to cherry-pick only successful holdings. For example, it 
represented that: (1) the calculation will take into account consistently the weighting of every holding in 
the representative account that contributed to the account’s performance during the measurement period, 
and the charts will reflect consistently the results of the calculation; (2) the charts’ presentation of 
information and number of holdings will be consistent from measurement period to measurement period; 
and (3) the charts will show no fewer than ten holdings, including an equal number of holdings that 
contributed most positively and negatively to the representative account’s performance during the 
measurement period. 

Ultimately, the SEC staff believed that the charts prepared and presented in the manner described in the 
incoming letter could be useful information to prospective clients, consultants, and current clients not 
invested currently in the investment strategy represented in the chart and do not raise the dangers that 
Rule 206(4)-1(a)(2) was designed to prevent. Specifically, the chart’s presentation of holdings produced 
by the calculation does not appear to allow the TCW Advisers to cherry-pick profitable recommendations 
and omit unprofitable ones. 

Click http://www.sec.gov/divisions/investment/noaction/2008/tcwgroup110708.htm to access the no-
action letter. 
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Enforcement 

Tennessee Advisory Firm Allegedly Violates Securities Laws in Securities Offering (IA) 

11.16.2008 The SEC has alleged that from 2005 through 2008, JC Reed & Company, Inc. (“JC Reed”), 
and its subsidiary JC Reed Advisory Group, LLC (“JC Advisory”), and others facilitated the offer and sale 
of more than $11 million of JC Reed stock in unregistered transactions to more than 100 investors in 
several states. According to the SEC, JC Reed and JC Advisory, a registered investment adviser, and 
others misrepresented and omitted material facts to investors relating to the value of the investors’ stock, 
JC Reed’s revenues and profitability, the use of key man life insurance proceeds for redemptions of a key 
executive’s JC Reed stock, and undisclosed sales commissions. The SEC also alleges that one of 
JC Advisory’s employees promoted JC Reed stock to advisory clients and misrepresented material facts 
to investors about undisclosed sales commissions. In addition, the SEC alleges that JC Advisory used 
JC Reed’s inflated stock values to falsely report assets under management as JC Advisory’s basis for 
registration with the SEC and on reports filed with the SEC. 

Click http://www.sec.gov/litigation/complaints/2008/comp20813.pdf to access the administrative order. 

Speeches & Testimony 

Chairman Cox Speaks at CCOutreach National Seminar (HF, IA & MF) 

11.13.2008 SEC Chairman Christopher Cox spoke at the 2008 CCOutreach National Seminar. He began 
his speech by discussing recent market events. He stated that “[y]ou can’t have a strong company without 
strong compliance, at every level—from strong CEO and executive support for the compliance team, to 
rigorous standards and processes, to broad financial and organizational resources for you to fully perform 
your duties.” He added that when a company cuts compliance, violations will occur. “And if violations 
occur, punitive actions should and will be taken.” 

Click http://www.sec.gov/news/speech/2008/spch111308cc.htm to access the speech. 

Miscellaneous 

ICI Establishes Money Market Fund Working Group (MF) 

11.7.2008 The Investment Company Institute (ICI) has established a Money Market Working Group. The 
group consists of a panel of fund industry leaders with a broad mandate to develop recommendations to 
improve the functioning of the money market and the operation and regulation of funds investing in that 
market. The Working Group expects to report its recommendations in the first quarter of 2009. The 
Working Group intends to consult with a wide range of constituencies, including issuers of and dealers in 
money market instruments; sponsors of pooled funds that invest in the money market, including 
managers and independent directors of money market mutual funds. 

Click http://www.ici.org/new/08_news_mm_group.html#TopOfPage to access the release announcing the 
Working Group. 
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