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Regulatory 

Rating Agency Rules Proposed (IA & MF) 
 
7.1.2008  The SEC issued several releases related to proposed rules governing credit ratings 
issued by nationally recognized statistical rating organizations (“NRSROs”).  One release 
related to the Investment Company Act of 1940 and Investment Advisers Act of 1940.  In that 
release, the SEC noted that credit ratings issued by NRSROs are used in four rules under the 
1940 Act:  Rules 2a-7, 3a-7, 5b-3, and 10f-3; and one rule under the Advisers Act:  Rule 
206(3)-3T.  These rules use the credit ratings issued by the NRSROs in different contexts, and 
for different purposes, to distinguish among various grades of debt and other rated securities. 
The SEC proposes to amend each rule to omit references to NRSRO ratings and, except with 
respect to one of the rules, substitute alternative provisions that are designed to appropriately 
achieve the same purpose as the ratings.  
 
Rule 2a-7 – Eligible Security 
 
Rule 2a-7 under the 1940 Act governs the operation of money market funds.  Rule 2a-7 limits a 
money market fund’s portfolio investments to securities that have received credit ratings from 
the “Requisite NRSROs” in one of the two highest short-term rating categories or comparable 
unrated securities (“Eligible Securities”).  Rule 2a-7 further restricts money market funds to 
securities that the fund’s board of directors (or the fund’s adviser) determines will present 
minimal credit risks, and specifically requires that determination “be based on factors pertaining 
to credit quality in addition to any ratings assigned to such securities by an NRSRO.” 
Under the proposed amendments, a security would be an Eligible Security if the board of 
directors determines that it presents minimal credit risks.  The determination would have to be 
based on factors pertaining to credit quality and the issuer’s ability to meet its short-term 
financial obligations. 

 
A security would be a First Tier Security if the fund’s board had 

determined that the issuer has the “highest capacity to meet its short-term financial obligations.”  
A security would be a Second Tier Security if it is an Eligible Security but is not a First Tier 
Security. 
 
Rule 2a-7 - Illiquid Securities 
 
The proposal would prohibit money market funds from acquiring illiquid securities representing 
more than 10% of their total assets. 

 
In the event that changes in the money market fund’s 

portfolio or other external events cause the fund’s investments in illiquid instruments to exceed 
10% of the fund’s assets, the money market fund would have to take steps to bring the 
aggregate amount of illiquid securities back within the proposed limitations as soon as 
reasonably practicable. 
 
 
 
 

 
 



 
 

 
Rule 2a-7 - Minimum Credit Risks 
 
Under the SEC’s proposal, in the event the money market fund’s investment adviser becomes 
aware of any information about a portfolio security or an issuer of a portfolio security that 
suggests that the security may not continue to present minimal credit risks, the money market 
fund’s board of directors would have to reassess promptly whether the portfolio security 
continues to present minimal credit risks.  This requirement would replace the provisions in the 
current rule that generally require a money market fund board to promptly reassess whether a 
security that has been downgraded by an NRSRO continues to present minimal credit risks, 
and take such action as the board determines is in the best interests of the fund and its 
shareholders.  The SEC stated that it would expect an investment adviser to exercise 
reasonable diligence in keeping abreast of new information about a portfolio security that is 
reported in the national financial press or in publications to which the investment adviser 
subscribes. 
  
Rule 3a-7 
 
Rule 3a-7 under the 1940 Act excludes structured finance vehicles from the 1940 Act’s 
definition of “investment company” subject to certain conditions.  The conditions include the 
requirement that structured financings offered to the general public are rated by at least one 
NRSRO in one of the four highest ratings categories.  The rule contains an exception under 
which asset-backed securities sold to accredited investors

 
and qualified institutional buyers

 
may 

be unrated, or may be rated less than investment grade, if the issuer and its underwriters use 
reasonable care to ensure that all excepted sales are to such persons. 
 
The SEC proposes to eliminate the rule’s reliance on ratings by amending the rule to eliminate 
the exclusion for structured financings offered to the general public.  In addition, the SEC 
proposes to amend the part of the rule that addresses substitution of eligible assets to remove 
the reference to ratings downgrades.  The rule permits the issuer to acquire additional eligible 
assets or dispose of assets only if, among other conditions, the acquisition or disposition of the 
assets does not result in a downgrading in the rating of the issuer’s outstanding fixed-income 
securities.

 
 The SEC proposes instead to require that the issuer have procedures to ensure that 

the acquisition or disposition does not adversely affect the full and timely payment of the 
outstanding fixed income securities.  The SEC also proposes to amend the portion of the rule 
that deals with the safekeeping of assets. 
 
Rule 5b-3  
 
Rule 5b-3 under the 1940 Act permits a fund, subject to certain conditions, to treat a 
repurchase agreement as an acquisition of the securities collateralizing repurchase agreement 
in determining whether the fund is in compliance with two provisions of the 1940 Act that may 
affect a fund’s ability to invest in repurchase agreements.  Section 12(d)(3) of the 1940 Act 
generally prohibits a fund from acquiring an interest in a broker, dealer or underwriter.  Because 
a repurchase agreement may be considered to be the acquisition of an interest in the 
counterparty, Section 12(d)(3) may limit a fund’s ability to enter into repurchase agreements 
with many of the firms that act as repurchase agreement counterparties.  Section 5(b)(1) of the 
1940 Act limits the amount that a fund that holds itself out as being a diversified investment 
company may invest in the securities of any one issuer (other than the U.S. Government).   
 
Rule 5b-3 allows funds to treat the acquisition of a repurchase agreement as an acquisition of 
securities collateralizing the repurchase agreement for purposes of Sections 5(b)(1) and 
12(d)(3) of the 1940 Act if the obligation of the seller to repurchase the securities from the fund 
is “collateralized fully.”  A repurchase agreement is collateralized fully if, among other things, 
the collateral for the repurchase agreement consists entirely of (i) cash items, (ii) government 
securities, (iii) securities that at the time the repurchase agreement is entered into are rated in 
the highest rating category by the “Requisite NRSROs” or (iv) unrated securities that are of a 
comparable quality to securities that are rated in the highest rating category by the Requisite 
NRSROs, as determined by the fund’s board of directors or its delegate. 



 
 

 
The SEC proposes to eliminate the requirement that collateral other than cash or government 
securities be rated by an NRSRO.  As an alternative, it proposes to require that if the collateral 
is not cash or government securities, the fund’s board of directors (or its delegate) determines 
that the collateral securities present minimum credit risks and are highly liquid.  Specifically, the 
proposal would require collateral other than cash or government securities to consist of 
securities that the fund’s board of directors (or its delegate) determines at the time the 
repurchase agreement is entered into: 
 

• are sufficiently liquid so that they can be sold at or near their carrying value within a 
reasonably short period of time; 

• are subject to no greater than minimal credit risk; and  
• are issued by a person that has the highest capacity to meet its financial obligations. 

 
Although the rule would no longer require the collateral to be rated by an NRSRO, the SEC 
anticipates that evaluating credit risk and liquidity of the collateral could incorporate ratings, 
reports, analyses and other assessments issued by NRSROs and other persons. 
 
Rule 10f-3  
 
Section 10(f) of the 1940 Act prohibits a registered investment company from purchasing any 
security for which an affiliated underwriter is acting as a principal underwriter

 
during the 

existence of an underwriting or selling syndicate for that security.  The rule defines municipal 
securities that may be purchased during an underwriting in reliance on the rule (“eligible 
municipal securities”) to include securities that have an investment grade rating from at least 
one NRSRO or, if the issuer or the entity supplying the revenues or other payments from which 
the issue is to be paid has been in continuous operation for less than three years (i.e., a less 
seasoned security), one of the three highest ratings from an NRSRO.  The SEC proposes to 
eliminate the references to ratings in Rule 10f-3, and amend the rule’s definition of “eligible 
municipal security” to mean securities that are sufficiently liquid so that they can be sold at or 
near their carrying value within a reasonably short period of time.  In addition, the securities 
would have to be either: (i) subject to no greater than moderate credit risk; or (ii) if they are less 
seasoned securities, subject to a minimal or low amount of credit risk. 
 
Rule 206(3)-3T  
 
Rule 206(3)-3T under the Advisers Act provides a temporary alternative means for investment 
advisers that are registered with the SEC as broker-dealers to meet the requirements of 
Section 206(3) of the Advisers Act when acting in a principal capacity in transactions with 
certain of their advisory clients. 

 
Section 206(3) makes it unlawful for any investment adviser, 

directly or indirectly “acting as principal for his own account, knowingly to sell any security to or 
purchase any security from a client …, without disclosing to such client in writing before the 
completion of such transaction the capacity in which he is acting and obtaining the consent of 
the client to such transaction.”  Rule 206(3)-3T contains several conditions that are designed to 
prevent overreaching by advisers by requiring an adviser to disclose to its client the conflicts of 
interest involved in principal transactions, inform the client of the circumstances in which the 
adviser may effect a trade on a principal basis, and provide the client with meaningful 
opportunities to refuse to consent to a particular transaction or revoke the prospective general 
consent to these transactions. 
 
An adviser generally may not rely on the rule for principal trades of securities if the investment 
adviser or a person who controls, is controlled by, or is under common control with the adviser 
(“control person”) is the issuer or is an underwriter of the security.  The rule contains an 
exception to this “underwritten securities” exclusion for trades in which the adviser or a control 
person is an underwriter of non-convertible investment-grade debt securities.  The SEC 
provided this exception because non-convertible investment grade debt securities may be less 
risky and therefore less likely to be “dumped” on clients.  The rule defines an “investment grade 
debt security” as a non-convertible debt security that, at the time of sale, is rated in one of the 
four highest rating categories of at least two NRSROs. 



 
 

 
The SEC proposes to amend rule 206(3)-3T, to eliminate an adviser’s ability to rely exclusively 
on NRSRO ratings to determine whether a security is investment grade for purposes of the rule.  
Instead, the adviser would have to make its own assessment taking into account specified 
criteria, including that the security: 
 

• has no greater than moderate credit risk; and 
• is sufficiently liquid so that it can be sold at or near its carrying value within a 

reasonably short period of time. 
 
Other Releases 
 
As noted, the SEC issued two other releases related to credit ratings.  The first proposes 
additional requirements for NRSROs

 
that were directed at reducing conflicts of interest in the 

credit rating process, fostering competition and comparability among credit rating agencies, and 
increasing transparency of the credit rating process.  The second is designed to improve 
investor understanding of the risk characteristics of structured finance products.  Those 
proposals address concerns about the integrity of the credit rating procedures and 
methodologies of NRSROs in light of the role they played in determining the credit ratings for 
securities that were the subject of the recent turmoil in the credit markets. 
 
Click below for the recent releases related to the proposed rating agencies’ regulations: 
 
http://sec.gov/rules/proposed/2008/ic-28327.pdf
 
http://sec.gov/rules/proposed/2008/33-8940.pdf
 
http://sec.gov/rules/proposed/2008/34-58070.pdf
 
http://www.sec.gov/rules/proposed/2008/34-57967.pdf
 
SEC Proposes Indexed Annuities Rule (IA & MF) 
 
6.25.2008  The SEC has proposed a new rule that would define the terms “annuity contract” 
and “optional annuity contract” under the Securities Act of 1933.  The SEC proposed the rule in 
an attempt to clarify the status under the federal securities laws of indexed annuities, under 
which payments to the purchaser are dependent on the performance of a securities index.  The 
proposed rule would apply on a prospective basis to contracts issued on or after the effective 
date of the rule. 
 
Under the proposal, the SEC would also exempt insurance companies from filing reports under 
the Securities Exchange Act of 1934 with respect to indexed annuities and other securities that 
are registered under the Securities Act of 1933, provided that: 
 

• the securities are regulated under state insurance law;  
• the issuing insurance company and its financial condition are subject to supervision 

and examination by a state insurance regulator; and  
• the securities are not publicly traded.   

 
Click http://www.sec.gov/rules/proposed/2008/33-8933.pdf for a copy of the release. 
 
SEC Issues No-Action Letter Allowing Adviser to Invest in Money Market Fund (MF) 
 
6.19.2008  In January 2008, HSBC Investor Funds (the "Trust"), on behalf of its series HSBC 
Investor Money Market Fund (the "Money Market Fund"), and HSBC Global Asset Management 
Limited ("ISGB"), entered into a letter of indemnity ("LOI").  The LOI obligates ISGB to make a 
cash contribution to the Money Market Fund sufficient to restore the Money Market Fund's net 
asset value ("NAV") to a specified minimum permissible NAV.  ISGB is an affiliated person of 

http://sec.gov/rules/proposed/2008/ic-28327.pdf
http://sec.gov/rules/proposed/2008/33-8940.pdf
http://sec.gov/rules/proposed/2008/34-58070.pdf
http://www.sec.gov/rules/proposed/2008/34-57967.pdf
http://www.sec.gov/rules/proposed/2008/33-8933.pdf


 
 

the Money Market Fund's investment adviser, HSBC Global Asset Management (USA) Inc. (the 
"Adviser").  The LOI was entered into after the staff of the Division of Investment Management 
informed the Trust and ISGB on January 9, 2008, that it would not recommend enforcement 
action to the Commission if the arrangement was effected. 
 
The Trust and ISGB filed another no-action request to amend the LOI to extend the termination 
date from June 24, 2008 to December 31, 2008. 
 
Click http://www.sec.gov/divisions/investment/noaction/2008/hsbc062508-2a3.pdf for a copy of 
the no-action letter.  
 
No-Action Letter Issued Addressed 3(c)(7) Qualified Purchaser Issue (MF) 
 
6.17.2008  Cabot Wellington, LLC ("CW”), is an investment adviser registered with the SEC 
and has over $500 million in assets under management.  It provides investment management, 
recordkeeping and other services to family members of Thomas D. Cabot and Virginia 
Wellington Cabot.  CW also manages the CW Funds. The CW Funds are open only to Cabot 
family members.  Each CW Fund is currently a qualified purchaser under section 2(a)(51)(A)(ii) 
of the 1940 Act.   
 
CW's Executive Director, R. Angus West, primarily is responsible for CW's investment 
decisions. Mr. West is not related to the Cabot family.  Mr. West is a qualified purchaser under 
section 2(a)(51)(A)(iv) of the 1940 Act.  He also is a "knowledgeable employee" of the CW 
Funds as defined in Rule 3c-5 under the 1940 Act because he manages the investment 
activities of the CW Funds. 
 
Section 3(c)(7) of the 1940 Act excludes an issuer from the definition of investment company 
provided, in pertinent part, that the outstanding securities of the issuer are owned exclusively 
by persons who, at the time of acquisition of such securities, were "qualified purchasers." 
Section 2(a)(51)(A) has four categories of qualified purchasers. 
 
Section 2(a)(51)(A)(ii) of the 1940 Act, one of the four qualified purchaser categories, includes 
"any company that owns not less than $5,000,000 in investments and that is owned directly or 
indirectly by or for 2 or more natural persons who are related as siblings or spouse (including 
former spouses), or direct lineal descendants by birth or adoption, spouses of such persons, 
the estates of such persons or foundations, charitable organizations or trusts established by or 
for the benefit of such persons." 
 
The incoming letter expressed concerned that if Mr. West invests in the CW Funds, then the 
CW Funds may no longer be able to rely on Section 2(a)(51)(A)(ii) because they would not be 
owned exclusively by persons who satisfy the Section's family relationship requirements.  Thus, 
the family sought and received from the SEC no-action relief that a fund relying on Section 
3(c)(7) can treat a CW Fund as a qualified purchaser even if Mr. West invests in such CW 
Fund.  In taking this position, the SEC noted that: 
 

• the CW family investment committees would like Mr. West to align his interests with the 
CW Funds; 

• Mr. West, as Executive Director of the CW family office, is primarily responsible for all 
of the Cabot family's investment decisions; and 

• Mr. West is both a knowledgeable employee of the CW Funds and a qualified 
purchaser in his own right. 

 
Click http://www.sec.gov/divisions/investment/noaction/2008/cabot061708-3c7.pdf to access 
the no-action letter. 
 
SEC Allows Liquidity Preferred Shares (IA) 
 
6.16.2008  The SEC granted no-action relief to certain Eaton Vance money market funds 
(“Money Market Funds") under Sections 34(b) and 35(d) of the 1940 Act and Rule 22c-1 

http://www.sec.gov/divisions/investment/noaction/2008/hsbc062508-2a3.pdf
http://www.sec.gov/divisions/investment/noaction/2008/cabot061708-3c7.pdf


 
 

thereunder that sought no-action relief to purchase liquidity protected preferred shares ("LPP”), 
a new type of preferred stock that would be issued by closed-end investment companies 
("Closed-End Funds") advised by Eaton Vance Management ("Eaton Vance"). 
 
A number of Closed-End Funds have outstanding one or more series of auction rate preferred 
shares (“ARP”), and the current disruption in the auction rate securities market imposes 
significant hardship on ARP holders who need access to liquidity. 
 
The Closed-End Funds sought no-action relief to offer LPP to supplement or replace their 
existing ARP.  The LPP will pay a dividend that will be reset every seven days in a remarketing 
process administered by one or more financial institutions acting as remarketing agent(s). After 
providing a preliminary notice of the likely dividend rate, the remarketing agent(s) will solicit 
existing holders and potential buyers for indications of interest.  The remarketing agent(s) will 
then match buyers and sellers at the lowest possible dividend rate.  Under normal 
circumstances, the dividend rate in each remarketing will be set as the lowest possible rate at 
which all of the LPP would be either held or bought after matching up sell, bid and buy orders. 
All orders to buy and sell LPP in any remarketing will be subject to a cap rate (the "Boundary 
Rate").  The LPP will be sold only at a price equal to their $25,000 per share liquidation 
preference plus accumulated and unpaid dividends. Within three days of the remarketing, 
proceeds from the sales of the LPP will be remitted to holders of the LPP participating in the 
remarketing. 
 
Each Closed-End Fund will enter into an agreement (the "Liquidity Agreement") with a Liquidity 
Provider.  Under the Liquidity Agreement, the Liquidity Provider will have a contractual 
obligation (the "Liquidity Event Feature") to purchase unconditionally all LPP subject to sell 
orders in a remarketing that has not been matched with purchase orders (a "Liquidity Event").  
As a result of the Liquidity Agreement, the incoming no-action letter stated that any LPP holder 
(including any Money Market Fund) that seeks to sell its holdings will be able to do so. 
 
The LPP are designed to be purchased by Money Market Funds.  The instruments that Money 
Market Funds may purchase must meet Rule 2a-7's maturity and quality requirements.  The 
incoming no-action letter acknowledged that a Money Market Fund's investment in preferred 
stock, including auction rate preferred stock, would not meet these requirements.  The incoming 
no-action letter argued that the LPP, together with the Liquidity Event Feature, is functionally 
equivalent to securities that meet Rule 2a-7's maturity and quality conditions. 
 
Section 2(a)(32) of the 1940 Act defines "redeemable security" as "any security, other than 
short-term paper, under the terms of which the holder, upon its presentation to the issuer or to 
a person designated by the issuer, is entitled ... to receive approximately his proportionate 
share of the issuer's current net assets, or the cash equivalent thereof."  Thus, if the LPP were 
redeemable securities, then any Fund issuing LPP would be an open-end company and not a 
closed-end company.  The incoming no-action letter argued that the LPP is not a redeemable 
security because of the Liquidity Event Feature or the EVC Put under the plain wording of 
Section 2(a)(32) and is not a redeemable security because the exercise of the Fund Put is 
subject to significant restrictions. 
 
The SEC staff issued no-action relief under Sections 34(b) or 35(d) of the 1940 Act and Rule 
22c-1 thereunder that allows any Money Market Funds to purchase the LPP and that treats the 
Closed-End Funds as closed-end funds for purposes of the 1940 Act.  
 
Click http://www.sec.gov/divisions/investment/noaction/2008/eatonvance061308.pdf for a copy 
of the no-action letter. 
 
 
 
 
 
 
 

http://www.sec.gov/divisions/investment/noaction/2008/eatonvance061308.pdf


 
 

SEC and CFTC Reach Agreement on Trading of Futures and Option Contracts on Gold 
ETFs (MF) 
 
6.3.2008  The SEC and CFTC approved the trading and clearing of two novel derivative 
products — futures and option contracts based on shares of the SPDR® Gold Trust (“Gold 
Trust”), an exchange traded fund (“ETF”).  The SEC approved trading in options on the Gold 
Trust shares and the CFTC approved trading in futures on them. 
 
Option contracts on the Gold Trust's shares will be listed on the American Stock Exchange, 
Chicago Board Options Exchange, International Securities Exchange, Philadelphia Stock 
Exchange and the NYSE Arca Exchange.  Futures contracts will trade on OneChicago, a 
security futures exchange. The Options Clearing Corporation will clear both types of contracts. 
 
In March 2008, the SEC and CFTC entered into a Memorandum of Understanding (“MOU”) that 
establishes a regulatory liaison between them.   The MOU provides for information sharing and 
sets forth principles intended to guide the agencies' review of novel derivative products 
containing elements of both securities and commodity futures or options.  The approvals for the 
trading of futures and option contracts on shares of the Gold Trust represent the first product 
approvals under the MOU. 
 
Click http://www.sec.gov/news/press/2008/2008-105.htm for a copy of the release about the 
MOU. 
 

Enforcement 
 
Fraud Charges Brought Against Bear Stearns Hedge Fund Managers (HF & IA) 
 
6.19.2008  The SEC charged two former Bear Stearns Asset Management (“BSAM”) portfolio 
managers for fraudulently misleading investors about the financial state of the firm's two largest 
hedge funds and their exposure to subprime mortgage-backed securities before the collapse of 
the funds in June 2007. 
 
The SEC's complaint alleges that when the hedge funds took increasing hits to the value of 
their portfolios during the first five months of 2007 and faced escalating redemptions and 
margin calls, then-BSAM senior managing directors Ralph R. Cioffi and Matthew M. Tannin 
deceived their own investors and certain institutional counterparties about the funds' growing 
troubles until they collapsed and caused investor losses of approximately $1.8 billion.  In a 
related criminal action, the U.S. Attorney's Office for the Eastern District of New York 
announced the indictment of Cioffi and Tannin on conspiracy and fraud charges. 
 
According to the SEC's complaint, filed in the U.S. District Court for the Eastern District of New 
York, the Bear Stearns High-Grade Structured Credit Strategies Fund and Bear Stearns High-
Grade Structured Credit Strategies Enhanced Leverage Fund collapsed after taking highly 
leveraged positions in structured securities based largely on subprime mortgage-backed 
securities.  According to the complaint, Cioffi misrepresented the funds' deteriorating condition 
and the level of investor redemption requests in order to bring in new money and keep existing 
investors and institutional counterparties from withdrawing money.  The complaint alleges that, 
for example, Cioffi misrepresented the funds' April 2007 monthly performance by releasing 
insufficiently qualified estimates — based only on a subset of the funds' portfolios — that 
projected essentially flat returns.  The complaint alleges that final returns released several 
weeks later revealed actual April losses of 5.09%for the High-Grade Structured Credit 
Strategies Fund and 18.97% for the High-Grade Structured Credit Strategies Enhanced 
Leverage Fund. 
 
The SEC's complaint alleges that Cioffi and Tannin also misrepresented their funds' investment 
in subprime mortgage-backed securities. According to the complaint, monthly written 
performance summaries highlighted direct subprime exposure as typically about 6 to 8% of 
each fund's portfolio.  As alleged in the complaint, however, after the funds had collapsed, the 

http://www.sec.gov/news/press/2008/2008-105.htm


 
 

BSAM sales force was ultimately told that total subprime exposure — direct and indirect — was 
approximately 60%. 
 
The SEC further alleges that Cioffi and Tannin continually exaggerated their own investments 
in the funds while using their personal stake as a selling point to investors.  The complaint 
alleges that Tannin repeatedly told investors, directly and through the Bear Stearns sales force, 
that he was adding to his own stake in the funds in order to take advantage of the buying 
"opportunity" presented by the funds' losses.  As alleged in the complaint, Tannin never actually 
added to his investment and he mocked as "silly" at least one investor who sought to redeem 
instead of following Tannin's supposed example.  Meanwhile, as the complaint alleges, Cioffi 
redeemed $2 million, which was more than one-third of his personal investment in the funds at 
the end of March 2007.  According to the complaint, Cioffi transferred it to another BSAM fund 
that he described as "short sub prime," which he knew was profitable at the time. 
 
Click http://www.sec.gov/litigation/complaints/2008/comp20625.pdf for a copy of the 
administrative order. 
 
Sentinel Executives Charged with Fraud in Connection with Short-Term Trading Vehicles 
(HF) 
 
6.18.2008  The SEC charged two former Sentinel Management Group, Inc. (“Sentinel”) 
executives, Eric A. Bloom (“Bloom”) and Charles K. Mosley (“Mosley”), for their roles in devising 
and carrying out a fraud that has resulted in several hundred million dollars in losses to 
Sentinel's clients.  Prior to its August 2007 bankruptcy, Sentinel was a registered investment 
adviser that primarily managed short-term cash investment portfolios (“Client Portfolios”) for 
various types of advisory clients, including Futures Commission Merchants, hedge funds, 
financial institutions, pension funds and individuals.  Bloom was the President and Chief 
Executive Officer of Sentinel from approximately October 1988 until August 2007.  He 
controlled the day-to-day operations at Sentinel.  Mosley was Senior Vice President, head 
trader and portfolio manager of Sentinel from approximately October 2002 until August 2007.  
He was responsible for Sentinel's investing and trading activities. 
 
The SEC alleges that from approximately 2003 through August 2007, Sentinel, through the 
actions of Bloom and Mosley, exposed its clients to substantial risks by engaging in an 
undisclosed investment strategy that relied extensively on leverage and repurchase 
transactions.  Additionally, SEC's amended complaint alleges that Sentinel, Bloom and Mosley 
misused Client Portfolio assets to finance risky leveraged trading for the benefit of Sentinel's 
house portfolio (“House Portfolio”), which was owned by Sentinel insiders, including Bloom and 
Mosley.  The amended complaint also alleges that Mosley, with the knowledge and approval of 
Bloom, caused Sentinel to record huge returns -- annualized gains of 100% or more -- for its 
leveraged trading in the House Portfolio, partly through misuse of Client Portfolio assets.  The 
SEC also alleges that as part of their fraud, Bloom and Mosley improperly used Client Portfolio 
assets to collateralize a bank line of credit to Sentinel, thus subjecting clients to the risk that the 
lender would assert a security interest in the assets and sell them if Sentinel could not meet its 
loan obligations. 
 
Click http://www.sec.gov/litigation/complaints/2008/comp20624.pdf for a copy of the 
administrative action. 
 
Former Registered Representative and Former Registered Investment Adviser Charged 
With Fraud (IA) 
 
6.3.2008  The SEC charged against Frederick J. Barton (“Barton”), a formerly registered 
representative of a national, registered broker-dealer and two entities he controlled:  TwinSpan 
Capital Management, LLC (“TwinSpan”), an investment adviser formerly registered with the 
Commission, and Barton Asset Management, LLC (“Barton Asset Management”).  The 
Commission alleges that, between 1999 and 2007, Barton, acting individually or through 
TwinSpan or Barton Asset Management, engaged in three separate securities frauds — 
including one involving a senior citizen suffering from Alzheimer's disease — and through his 

http://www.sec.gov/litigation/complaints/2008/comp20625.pdf
http://www.sec.gov/litigation/complaints/2008/comp20624.pdf


 
 

misconduct obtained over $3 million in ill-gotten gains.  The SEC further alleges that he then 
spent his ill-gotten gains, among other things, to send his children to an exclusive private 
school, fund his own investment portfolio, and service his credit card debts. 
 
The SEC's complaint, filed in the United States District Court for the Northern District of 
Georgia, Atlanta Division, alleges that between approximately May 1999 and December 2003, 
Barton, acting individually or through Barton Asset Management, misappropriated 
approximately $970,000 from a single, elderly brokerage customer of his who suffered from 
diminished mental capacity and Alzheimer's disease.  The SEC alleges that Barton induced her 
to sell securities in her brokerage account, held by the firm that employed Barton, and give him 
the proceeds of those sales based on representations that he would somehow either transfer 
those proceeds into instruments offered by a local bank or, in a few instances, place the 
proceeds in an advisory account at Barton Asset Management. As a result of this conduct, the 
value of this customer's brokerage account declined from over $1.3 million (practically her 
entire life's savings) to only a few dollars by December 2003. 
 
The SEC also alleged that between October 2004 and October 2005, Barton, acting individually 
or through TwinSpan, engaged in an unrelated $1.515 million offering fraud.  Barton and 
TwinSpan told investors that proceeds from their investments would be used to grow TwinSpan 
and for other business expenses.  In contravention of the offering material, Barton and 
TwinSpan diverted at least $493,100 of the offering proceeds for Barton's personal use and 
used a substantial portion of the offering proceeds in advance of reaching the minimum offering 
amount. 
 
The SEC stated that, from October 2006 to February 2007, knowing of the SEC’s investigation 
of his earlier misconduct, Barton misappropriated $685,000 from an advisory client of 
TwinSpan.  Specifically, Barton, acting through TwinSpan, forged the customer's signature on 
four wire-transfer authorizations that transferred $185,000 of the client's assets at TwinSpan to 
a bank account in the name of Barton Asset Management.  A few weeks after his last 
unauthorized wire transfer, Barton borrowed an additional $500,000 from this client. In so 
doing, he did not disclose his earlier theft of her funds. 
 
Please click http://www.sec.gov/litigation/complaints/2008/comp20609.pdf for a copy of the 
administrative order. 
 

Speeches 
 
Chairman Cox Speaks at CFA Institute (IA & MF) 
 
6.12.2008  SEC Chairman Chris Cox spoke at the “CFA Institute:  Conference on Next 
Generation Asset Management” in Washington, D.C. on  financial reporting and the disclosures 
provided to investors.  It is anticipated that interactive data soon will be available to every 
investor and analyst when companies and mutual funds tag their financials in XBRL.  He 
described how the process would work. 
 
A user would select the funds she was interested in from a user-friendly list.  Unlike today's 
EDGAR, the interactive data viewer would include headings for fund families, and sub-
categories for each separate class of funds.  A user would select the funds to compare, and 
then click on expenses. The system would generate a  comparison on the screen. 
Once the user has the data, she could manipulate it: 
 

• Expand particular parts of the report;  
• Produce a tabular format or a bar chart; 
• Create a specific comparison of the expenses she would incur on an initial investment 

of $10,000; or 
• Produce a report or a chart that's sensitive to any amount of initial contribution, and any 

amount of annual contribution. 
 

http://www.sec.gov/litigation/complaints/2008/comp20609.pdf


 
 

 
 
 
He also updated the audience on other SEC initiatives during the summer: 
 

• adoption of proposed ETF exemptive rule; 
• adoption of a final principal trading rule for broker-dealers and investment advisers; 
• new interpretive guidance for broker-dealers and investment advisers; 
• adoption of final revisions to Rule 12g3-2(b) regarding foreign issuers; 
• adoption of foreign issuer reporting enhancements; and 
• adoption of amendments to our Regulation S-P relating to account intrusions. 

 
Please click http://sec.gov/news/speech/2008/spch061208cc.htm for a copy of the speech. 
 

Miscellaneous 
 
SEC to Hold Valuation Roundtable (MF) 
 
6.20.2008  The SEC will hold a valuation roundtable on July 9, 2008.  The roundtable is 
designed to facilitate discussion of the benefits and potential challenges associated with 
existing fair value accounting and auditing standards.  It will consist of two panels: 
 

• one panel will discuss fair value accounting issues from the perspective of larger 
financial institutions and the needs of their investors; and 

• the other panel will discuss the issues from the perspective of all public companies, 
including small public companies, and the needs of their investors. 

 
The panels will include investors, preparers, auditors, regulators and other interested parties. 
Additionally, representatives from the Financial Accounting Standards Board, International 
Accounting Standards Board and Public Company Accounting Oversight Board will be present 
as observers. 
 
The panel discussions with focus on: 
 

• the usefulness of fair value accounting to investors;  
• potential market behavior effects from fair value accounting;  
• practical experience and potential challenges in applying fair value accounting 

standards;  
• aspects of the current standards, if any, that can be improved; and  
• experience with auditors providing assurance regarding fair value accounting.  

 
The roundtable will be held in the auditorium at the SEC's headquarters at 100 F Street, N.E., 
Washington, D.C. 
 
Click http://sec.gov/news/press/2008/2008-117.htm for a copy of the press release announcing 
the roundtable. 
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