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Market Timing

Dear Mr. Katz:
On behalf of our client, DH2, Inc., we hereby submit this objection to and
comment on rulemaking File number S7-11-04 (Proposed Rule: Mandatory Redemption
Fees for Redeemable Fund Securities, Rel. No. IC-26375A, 69 Fed. Reg. 11762 (Mar. 11,
2003) ("Proposed Rule Release")). As the Commission is aware, DH2 filed a comment
letter on January 30, 2004, addressing the Commission's new fair value pricing
requirements approved at the December 3, 2003 open meeting. (Final Rule: Compliance
Programs of Investment Companies and Investment Advisers, Rel. No. IC-26299).' Our
comments on fair value pricing and related issues included in the January 30 letter are
also responsive to questions raised by the Commission in the Proposed Rule Release;
therefore, we resubmit that letter as part of our comments on the Proposed Rule Release
(copy attached).
The Proposed Rule Release primarily discusses a proposed rule that would
impose a 2% redemption fee on certain transactions in open-end funds. In addition to the
redemption fee proposal that is the main focus of the Proposed Rule Release, the Release
also requests preliminary comment on fair value pricing as it relates to market timing. 69
Fed. Reg. at 11768. The Proposed Rule Release also states that the Commission, at some

' 68 Fed. Reg. 74714 (Dec. 24,2003).
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point in the future, will "be seeking additional comment on specific issues related to fair
value pricing." Id.
It appears that the request for preliminary comment on fair value pricing issues
was added to the Proposed Rule Release at the request of Commissioner Glassman, who
stated at the February 25,2004 open meeting that she would agree to vote to propose the
mandatory redemption fee for comment only because the proposal was tied to further
inquiry on fair value pricing. Commissioner Atkins dissented from the vote on the
proposed release, on the grounds that the Commission had not yet adequately studied the
alternatives and their impact, including the efficacy of fair value pricing to address
market timing. We find it profoundly disturbing that the Commission is only now
requesting preliminary public comment on the use of fair value pricing to address market
timing, several months after it issued the Compliance Rule Release in December 2003, in
which the Commission purported to require funds to use fair value pricing to address this
activity.
Request for Comment on Fair Value Pricing
To borrow a phrase used by Commissioner Atkins in his dissent at the February
25,2004 open meeting, the Commission "has gotten the cart before the horse." Since
1940, investment companies have been required to use "fair value" pricing of securities
when actual market prices are not "readily available" and have been prohibited from
using fair value prices when actual market prices are "readily available." Investment
Company Act ("ICA") 5 2(a)(41). This is the "dichotomy" described in the Investment
Company Institute's 1997 memorandum on Valuation and Liquidity Issues for Mutual
Funds:
The Statutory Valuation Dichotomy
The fundamental rules governing valuation of fund portfolio securities are set
forth in Section 2(a)(41) of the 1940 Act, which defines the "value" of fund assets
in terms of a simple dichotomy
securities "for which market quotations are readily available" are to be
valued at "market value;"
all other securities are to be valued at "fair value as determined in
good faith by the board of directors."
ICI, Valuation and Liquidity Issues for Mutual Funds (Feb. 1997) at 3.
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The Commission has never carefully studied or considered the methodologies for
conducting and controlling fair valuations in the very situation in which the ICA requires
readily available. This is an extremely important area,
it-when market prices are
with respect to which the Commission should request comments and conduct a formal
study before it requires funds to use fair valuation in a much broader set of circumstances
than the ICA permits. However, in the Proposed Rule Release, the Commission says it is
postponing consideration of issues such as whether it should adopt a requirement for
funds to regularly review the appropriateness and accuracy of methods used in valuing
securities for some unknown future date. 69 Fed. Reg. 11768 n.66.
Instead, the Proposed Rule Release requests comment only on the use of fair
value pricing in the context of market timing-and makes clear that it is referring to fair
valuation of securities for which actual market prices from that same day are, in fact,
readily available. 69 Fed. Reg. 11768 nn. 62-64. Closing prices for exchange traded
securities from that same day had always been understood to be readily available and,
therefore, required to be used for valuation purposes. See Rel. No. IC-6295 (1970). As
discussed more fully in our January 30, 2004 comment letter, the required use of fair
value pricing to adjust closing prices from that same day from overseas securities
exchanges, as announced in the December 2003 Compliance Rule Release, is a
substantive "legislative" rule that was adopted in violation of the notice and comment
requirements of the Administrative Procedure Act ("APA"), without analysis of all of the
necessary data and considerations required for the adoption of a substantive rule,and its
adoption was thus arbitrary and capricious. The requirement for expanded use of fair
valuation alsoconflicts with the plain language of Section 2(a)(41) of the ICA and is
therefore invalid. We note that the Commission has sua sponte included a copy of our
January 30,2004 comment letter in this docket No. S7-11-04 and we are resubmitting
that letter as well. However,because the underlying requirement announced by the
Commission last December -- that funds must apply fair value pricing to securities for
which actual market prices are readily available -- is void, any rulemaking that flows
from the current docket on how to implement that illegally adopted rule would itself be
void.
As noted by various Commissioners at the April 13,2004 open meeting, the use
of "fair value" pricing is fraught with many risks and "unintended consequencesn2and
The risks and unintended consequences are evident. We understand major underwriters of Directors &
Officers insurance have decided to expressly exclude from coverage claims against directors and officers

Footnote continued on next page
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has frequently been the subject of "hanky panky." Expansion of the use of fair value
pricing beyond the area permitted by the ICA is both illegal and unwise as a policy

Footnote continued from previous page
related to fair value pricing. This decision is understandable, since improper use of fair value pricing
presents substantial risk of loss to investors and resultant liability in private litigation, and many directors
are incapable of performing their duties under the ICA as regards fair value pricing. In addition, the
Commission's recent directive to mutual funds to use fair value pricing when actual prices are readily
available conflicts with the statutory directive to use actual market prices under these circumstances, and
directors who use fair valuation under the circumstances therefore are exposed to liability for failing to
abide by the statutory directive.

'

Comments of Commissioners at April 13, 2004 open meeting. Commissioner Atkins was correct in
noting that there has been much hanky panky in the use of fair value pricing. See, e.g., In the Matter of FT
Interactive Data, f / k a Interactive Data Corp., Investment Company Act Release No. 26291 (Dec. 11,
2003), available at http://www.sec..gov/litigation/admin/ia-220 1.htm; SEC v. Heartland Group, Inc.,
Litigation Release No. 16938 (Mar. 22, 2001) available at http://www.sec.gov/
litigation/litreleases/lrl6938.htm;
White v. Heartland High-Yield Municipal Bond Fund, 237 F.Supp.2d 982
(E.D. Wis. 2002); In the Matter ofJon D. Hammes, Albert Gary Shilling, Allan H. Stefl, and Linda F.
Stephenson, Investment Company Act Release No. 26290 (Dec. ll,2003), available at
http:/lwww.sec.gov/litigatiodadmin/33-8346. SEC v. Edward J. Strafaci, 03 CV 8524 (S.D.N.Y. filed
Oct. 2003), SEC Litigation Release No. 18432 (Oct. 29, 2003), available at
http://www.sec.gov/litigatiodlitreleases/lr18432.htm; SEC v. Beacon Hill Asset Management LLC, No. 02
Civ 885 (S.D.N.Y., filed Nov. 2002), SEC Litigation Release Nos. 17831, 17841 (Nov. 7, 2002) available
at http:l/www.sec.~ov/litigation/litreleases/lr1783
1 .htm and htt~:l/www.sec..gov/litigatiod
litreleases/lr17841.htm; In the Matter of Western Asset Management Co. and Legg Mason Fund Advisers,
Inc., Investment Advisers Act Release No. IA-1980 (Sept. 28, 2001); In the Matter of Ellen Griggs,
Investment Advisers Act Release No. 1836 (Sept. 27, 1999), available at
http:/lwww.sec.govllitigationiadminiia-1836.htm;
70 SEC Docket 1636 (Sept. 27, 1999); In the Matter of
Sean P. Brennan et 01, Investment Company Act Release No. 23919 (July 22, 1999), available at
http:l/www.sec.govllitigationiadmini34-4 6 3 9 ; In the Matter of Carroll A. Wallace, Securities
Exchange Act Release No. 48372 (Aug. 20,2003) available at http:l/www.sec.govllitigationiopinions/3448372.htm; 73 SEC Docket 3050 (Dec. 18,2000); In the Matter of Parnassus Investments et al,
Administrative Proceeding File No. 3-9317 (Sept. 3, 1998), available at http://www.sec.gov/
litigationialjdedid13 1rgm.txt; In the Matter of Piper Capital Management, Inc. et al, Investment Company
Act Release No. 26167 (Aug. 26,2003), available at http:/lwww.sec.govllitigationiopinions/33-8276.htm;
In the Matter of the Rockies Fund et al, Investment Company Act Release No. 26202 (Oct. 2, 2003),
available at http:l/www.sec.govllitigatiodopinions/34-4859O.htm; In the Matter of the Bank of California,
N.A., Investment Company Act Release No. 19545 (June 28, 1995); In the Matter of Michael Traba,
Investment Company Act Release No. 23952 (Aug. 19, 1999), available at http://www.sec.gov/
litigatiodadminl34-4 1761.htrn; Van Kampen American Capital Asset Management, Inc., Investment
Advisers Release No. 1525 (Sept. 29, 1995); Reisman and Sems et a1 v. Van Wagoner et al, (N.D. Cal. filed
Jan. 4, 2002); SEC v. National Financial Systems, Inc, et al., No. 03-6908 (C.D. Cal. filed Sept. 25, 2003),
Litigation Release No. 18425 (Oct. 24, 2003), available at http:llwww.sec.govllitigationl
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matter, and we hereby object to it. What would be appropriate, however, would be a
Commission concept release, followed by a public roundtable session and formal Staff
study and report to the Commission, by which the Commission could request and obtain
information and the views of the public, industry members, market participants,
accountants and others on how fair value pricing is and should be implemented in the
contexts in which the ICA mandates and authorizes its use-when actual market prices
are not readily available. Information gathered and recommendations developed through
that process could then form the basis for a preliminary rulemaking proposal through the
notice-and-comment process.
Standards and requirements established or announced by the Commission
regarding mutual fund pricing, including use of fair value pricing, constitute "rules" as
defined in the APA. Section 55 l(4) of the APA defines "rule" to mean:
"the whole or a part of an agency statement of general or particular applicability
and future effect designed to implement, interpret, or prescribe law or policy.. .
and includes the approval or prescription for the future of rates, . . . prices, . . . or
allowances therefor or of valuations, costs, or accounting, or practices bearing on
any of the foregoing."
However, the Commission at no point has conducted a formal APA notice and comment
rulemaking on fair valuation, other than the adoption of Rule 2a-4, 17 C.F.R. tj 270.2a-4,
which largely mirrors the text of Section 2(a)(41) of the ICA as regards when fair value
pricing is to be used. 29 Fed. Reg. 19101 (Dec. 30, 1964); 35 Fed. Reg. 3 14 (Jan. 8,
1970); 47 Fed. Reg. 56844 (Dec. 21, 1982). The April 30,2001 staff letter to the
Investment Company Institute and the footnote to a 1984 rulemaking proposal on a
different topic to which the Commission has pointed as precedent for the fair valuation
requirements set forth in the Compliance Rule Release are not themselves law and do not
trump either the notice and comment rulemaking requirements of the APA or the plain
language of Section 2(a)(41) of the ICA.
If fair valuation obligations of funds are to be expanded, or changed, they must
be addressed through a rulemaking conducted under the notice and comment
Footnote continued from previous page
litreleases/lrl8425.htm; SEC v. Heartland Advisors et al., Litigation Release No. 18505 (Dec. 12,2003),
available at http:/lwww.sec.govllitigation~litreleases/lr18505.htm.
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requirements of the APA. That rulemaking must be limited to fair valuations of
securities for which actual market prices are not readily available, as dictated by Section
2(a)(41) of the ICA; the Commission cannot change the clear statutory parameters by
rule. A rulemaking on this topic will take considerable time and effort. The Commission
has noted that fair value pricing is complex and "tricky." Because the Commission has
only just begun to look at these issues, an iterative process is required, to identify and
study the alternatives, the details, and risks and benefits of each and to develop data and
formulate a concrete proposal for public comment. Among the many things which the
process and final proposal should include are the following:
Reemphasizing the role and responsibility of independent directors to conduct and
supervise the pricing process and particularly the fair valuation process. Section
2(a)(41) of the ICA requires directors to conduct fair valuations. It is one of a
handful of functions that directors themselves are specifically tasked with
conducting. Directors not only have significant responsibility in this area, they
have significant potential liability. They need a framework, guidance and
standards on how to conduct this duty.
Requiring that investment company compliance policies apply to pricing services.
Seeking comment on the need to regulate and examine pricing services (and,
ultimately seeking statutory authority from Congress to do so).
Examining in detail all of the various methodologies for conducting fair value
pricing for each class of asset held by investment companies; considering the
risks and benefits, unintended consequences, and pros and cons of each; finding
the best, consensus methodology for conducting fair value pricing.
Making sure that the methodologies are consistently applied, and can be
replicated.
Considering means and a process for back-testing of valuations and disclosing
results to investors.
Determining the effect of fair value pricing on "smoothing" of volatility statistics,
which create a false impression of lower risk in the investment company portfolio.
Considering the framework for controlling, auditing and examining investment
companies' valuation processes, including fair value processes.
Evaluating the transparency of the fair value process, and requiring additional
disclosures.
The objective of this process should be to squeeze from the system the
subjectivity, randomness, and potential abuse inherent in the use of fair valuations. This
should be done through a formal study and attempt at developing best practices and
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binding rules governing how fair valuations are to be conducted, by whom, when, and
using what methods.
In addition to the statutory conflict and APA defects in the use of fair value
pricing for securities as to which actual trading prices are available, we note that two
methodologies that have been bandied about in discussions of the use of fair value pricing
to address market timing-- matrix pricing and "top down" price adjustments-- have some
additional defects. Matrix pricing was developed for use with fixed income securities. It
was not developed for use with equity securities. Comparisons between equity securities
of different issuers involves many more variables and intangible considerations than
comparisons among fixed income securities. Top-down pricing assumes a portfoliobased approach to valuations. Yet Section 2(a)(41) of the ICA clearly contemplates an
asset-by-asset valuation approach. Each asset is first valued separately, and then the
values of all of the assets are summed up to determine the value of the portfolio as a
whole. Use of top-down pricing as a valuation methodology assumes a bulk pricing
adjustment to the portfolio as a whole that is fundamentally at odds with Section 2(a)(41)
of the ICA and Rule 2a-4 thereunder.
Moreover, the Commission's desire to employ fair value pricing to hinder or deter
market timing and active trading seems to view this as the main goal of valuation. A
better goal would be to assure that valuations are conducted accurately. Active trading
and market timing generally is a form of momentum investing. Trends in the relative
values of different asset classes persist over periods of time far beyond the intra-day
pricing issues associated with global trading and the choice of a fund manager to price its
funds other than at the time of closing of the relevant exchange. Allowing fund managers
to adopt fair value pricing methodologies designed to discourage active trading by
capturing future days' projected price changes anticipated from existing price trends is
simply not a legitimate use of fair value pricing. Similarly, allowing funds to adopt
random or secret pricing methods to make their valuations unpredictable to foil active
traders is not a legitimate use of fair valuation.
The valuation of portfolio securities is one of the fundamental investor protection
concerns of the ICA - so fundamental that it is one of the few tasks specifically delegated
by statute to fund directors. Use of unsound, subjective pricing methodologies was one
of the principal abuses in the investment company industry that the ICA was designed to
elirnir~ate.~
The ICA requires the use of actual market prices when they are available, in
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order to reduce the use of subjective valuation methods and the resulting risks to
investors due to fraud and error in calculating share prices and portfolio values. We do
not believe the statutory directive as to those limited circumstances in which fair value
prices are to be used can or should be amended by rulemaking-particularly in the
manner in which the Compliance Rule Release adopted by the Commission in December
2003 purported to do so.
2% Redemption Fee Proposal

The Commission's 2% redemption fee proposal has received a large number of
comments, most of them negative. From this reaction, and the dissent of Commissioner
Atkins and questions and comments of other Commissioners, it appears that the proposal
will not become a rule in the near future. However, to the extent that the Commission
continues to consider this proposal, we respectfully make the following suggestions (and
formally object to a final rule to the extent it does not conform to this comment):
All investors in the same investment company should be subject to the same
redemption fees, under identical, clearly described rules. By its terms, the ICA was
not intended to favor or disfavor any category of investor. By establishing different
rules and fees for large and small investors, or active and passive investors, the rule
would violate a central tenet of the Act. See ICA $ 1(b)(2)&(3).
The limit on frequency of trading should be very short. The Commission has
proposed five days between purchase and redemption as the triggering period. Two
business days ought to be sufficient to address the "stale pricing" issue that the
Commission has asserted as the reason for the fee. Imposing mandatory fees with a
triggering period of longer than two days is not rationally related to the alleged
"stale" pricing issue it purports to address.
Mandatory fees should not be imposed by the Commission to address the alleged
transactional costs to investment companies from active trading. Most of the
transactional fees are not the result of actual execution costs, but the add-on costs of
soft dollar research services. Mutual funds can avoid the bulk of these costs by
negotiating lower brokerage fees. If the Commission wants to reduce the cost of
portfolio transactions to investment companies, it would be far more effective to
restrict soft dollar arrangements than to impose fees on shareholders.
The proposal would not impose mandatory fees on active trading in respect of
investment companies that were designed and marketed as vehicles for active trading.
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This element of the proposal should be retained. We understand the proposal would
also, as a result, not impose fees on active trading in a manner that would preempt
state laws or vested contractual rights of investors (particularly variable insurance
contract holders) that were valid when entered into.
To the extent that the Commission chooses to adopt a final rule imposing a 2%
redemption fee in a manner other than recommended in the foregoing comments, DH2
hereby objects.

Conclusion
The issues involved in the Proposed Rule Release, both the 2% redemption fee
and the fair value issues on which preliminary comment was requested, are complex and
require a great deal of additional data, analysis and consideration, before a final rule is
adopted. However, use of fair value pricing to address market timing issues where the
portfolio of assets is actively traded and for which actual market prices are available,
simply is not allowed under the ICA in the manner required in the December 2003
Compliance Rule Release, for the reasons set forth above and in DH2's January 30,2004
letter. Requesting comments on methodologies and related issues for fair value pricing in
this context, premised on an invalid rule, cannot form the basis for a valid rulemaking
action.
Accordingly, subject to the foregoing discussion, and for the reasons stated above,
DH2 hereby submits these comments and objects to the Proposed Rule Release.
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File Nos. S7-03-03; S7-27-03 and S7-26-03
Objection to and Conlment on Recently Announced Final Rule and
Proposed Rulemakings Regarding Valuation of Portfolio Securities of
Investment Companies

Rc:

Dear Mr. Katz:
On behalf of our client, DH2,Inc., we hereby submit this objection to and
comment on rulemaking File numbers S7-03-03 (Final Rule: Compliance Programs of
Investnlent Con~paniesand Investinent Advisers, Rel. No. IC-26299, Dec. 17,2003)
("Compliance Rule el ease");' S7-27-03 (Proposed Rule: Amendments to Rules
Governing Pricing of Mutual Fund Shares, Rel. No. IC-26288, Dec. 11,2003) ("Proposed
Late Trading Rule el ease");^ and S7-26-03 (Proposed Rule: Disclosure Regarding
Market Timing and Selective Disclosure of Portfolio Holdings, Rel. No. IC-26287, Dec.
1 1,2003) ("Proposed Disclosure Rule el ease").^ DH2, a private investment manager
based in Northbrook, Illinois, employs a variety of investment strategies on behalf of
itself and its clients. These include, among other strategies, investment in, and active
trading of, shares of mutual funds and variable insurance funding vehicles. As an
investor in mutual funds and variable insurance products, DH2 has an interest in and
perspective on certain new requirements adopted in the rulemaking promulgated in the
Compliance Rule Release on December 17,2003, as well as the Proposed Disclosure
Rule Release and the Proposed Late Trading Release.

' 68 Fed. Re$. 74714 (Dec. 24.2003) (to be codified at 17 C.F.R.pts. 270,275 and 279).

'68 Fcd. Reg. 70388 (Uec. 17,2003) (to be codified at 17 C.F.R. pt. 270).
'68 Fed. Reg. 70402 (Dec. 17.2003) (to be codified at 17 C.F.R.pts. 239 and 274).
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DH2 commends the Commission and its staff for their efforts to address a number
of regulatory issues critical to the protection of mutual fund investors. DH2 supports
these efforts and, in large part, supports the specific regulatory steps adopted or proposed
in the three Releases. In certain areas, we believe the Commission should go further to
enhance the protection of investors, and our comments below address those areas.
However, DH2 strongly objects to aspects of the rulemaking that conflict with the plain
language of the Investment Company Act of 1940 ("1940 ~ c t " and
) ~ the process by
which certain requirements contained in the Compliance Rule Release were adopted in
final form without providing notice to the public and an opportunity for comment.
In summary, DH2 objects that two of the Releases, the Compliance Rule Release
and the Proposed Market Timing Rule Release, purport to change the requirements of
Section 2(a)(41) of the 1940 Act regarding when "fair valuation" is to be applied, in a
manner that conflicts with the plain language of the statute and that is at odds with the
policies underlying the statute. Due to the conflict with the plain language of the statute,
this aspect of the Releases is void and should be withdrawn. In addition, the Compliance
Rule Release, which was promulgated as a final rule, adds substantive requirements that
were not contained in the February 5,2003 proposing release.' Thus the rule as adopted,
to the extent that it purports to permit or require the use of "fair value pricing" when
actual market prices are readily available, but "u~ueliable"or "stale," is invalid, because
the Commission did not request or obtain public comment on this aspect of the Release.
While it is understandable that the Commission wishes to respond to the fund
management abuses revealed in the recent state enforcement actions and its own
investigations, which were the subject of media attention and congressional hearings
throughout the fall of 2OO3, these developments, occurring many months after the close
of the comment period for the Compliance Rule, cannot be the basis for the adoption of
new rules on fair valuation, which were neither discussed nor suggested in the ,
Compliance Rule's proposing release.
Full disclosure by mutual funds and other issuers of securities is the cornerstone
of the federal securities laws, including the 1940 Act. DH2 believes that the required
disclosures in the Proposed Disclosure Rule Release regarding fair valuation and market
timing do not go far enough to fully inform investors and allow them to make informed
4

15 U.S.C.3s 8Oa-1-80-a44.

Proposed Rule: Compliance Programs of Investment Companies and Investment Adviscrs, Investnlcnt
Company Act Relcase No. 25925 (Feb. 5.2003). (G8 Fed. Reg. 7038 (Fcb. 1 1,2003) (to be codified at 17
C.F.R. pts. 270 and 275)) ("Proposed Compliance Rule Rclcase").
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judgments regarding mutual funds and variable insurance products. Additionally, DH2
believes that the compliance programs for third-party service providers adopted in the
Conlpliance Rule Release shouId be extended to pricing services, in order to protect
investors in mutual hnds and variable insurance products.
The time-honored caution against allowing the foxes to guard the hen-house is
important to keep in mind when modifying the framework under which investment
company portfolio pricing is conducted. As the Commission's enforcement actions in the
area of fair value pricing abuses have shown, a11 too often portfolio managers have
intervened in the fair value pricing process-even when conducted by directors using
third-party pricing skrvices-- causing significant losses to investors. Allowing the use of
"fair value pricing" when actual market prices are readily available, and doing so in a
non-uniform, discretionary, and largely unregulated manner, imposes unacceptable risks
on investors.
Public Comment Process Not Followed on
Portion of Final Rule Published December 17,2003
Section 2(a)(41) of the 1940 Act states that mutual fund portfolio securities must
be valued at their market prices if they are "readily a~ailable."~If market prices are not
readily available, directors are required to determine the "fair value*' of the ~ecurities.~
The Compliance Rule Release requires directors to fair value portfolio securities if, in
their judgment, market prices are "unreliable." As discussed below, the Commission
failed to follow the notice and comment procedures of the Administrative Procedure Act
("APA") in promulgating this substantive change in the law.9
Under the APA, substantive rules and amendments to substantive rules must be
published for public comment, comments must be taken from the public, and those
comments must be reviewed and considered, before a final rule can be promulgated.'0

* IS U.S.C. 9 8Oa-2(a)(4

1).

'hi.
8

9
lo

68 Fed. Reg. at 74718 (Dec. 24,2003)
5 U.S.C. $$ 500 et seq..
5 U.S.C. $ 5 5 3 .
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Material changes to the rule between the proposing and adopting releases must be reproposed, and comments must be re-solicited from the public, unless the change is a
"logical outgrowth" of the original proposal. Moreover, rules cannot be based on
undocumented assumptions and guesswork or private discussions and proceedings.
Substantive rules include any agency position that purports to establish a binding
requirement or obligation of general applicability, particularly one that has a direct and
tangible economic impact on the regulated industry or the persons who are supposed to
be protected by the relevant statutory program, regardless of whether the agency labels it
as a rule.
I11 the Compliance Rule Release, the Commission has announced a substantive
change to the requirements governing pricing of mutual fund and variable insurance
portfolio assets (and thereby the purchase and redemption prices of interests in such
funds) without following the notice-and-comment procedures of the APA and based upon
unsupported and questionable assumptions. The Release allows or requires mutual funds
and variable insurance products to be priced based not on actual market prices of the
underlying assets (as required by the statute), but on "guesstimates" using "fair value
pricing."" This change eviscerates one of the most fundamental protections of
shareholders in the 1940 Act by imposing subjective pricing on interests in funds that is
open to abuse and manipulation by insurance companies and fund managers.'2 This
change will directly impact the pricing of purchases and sales and reporting of results of
mutual funds and variable insurance products, which will have an immediate, direct,
detrimental, and very tangible economic impact on investors in such funds. This stealth
rule on fair value pricing buried in the adopting release accompanying the otherwise valid
Compliance Rule, violates the requirements of the APA and is arbitrary and capricious
and in violation of law.

" We note that the term "guesstimates" was used in congressional testimony by Mr. Paul Roye, Director of
the Division of Investment Management, to describe the fair valuation process that funds should undertake
to address market timers who trade in international funds. See Mutual Funds: Who's Looking Outfor
Iirvcrtors?: Hearing Before the Subcomm. on Capital Murketr, Insurance and GovernrnentSponsored
Enterprises of the House Conirn. on Financial Services, Cong. 108, Sess. 1, (Nov. 4,2003) (statement by
Paul Roye, Director of Investment Management, SEC (unofficial transcript, Federal New Service)).
"You're trying to move in from using these stale prices, if you will, to a more accurate price. which
candidly has to be s o w guesstimate on [the fund's] part as to what the real value of those securities are."
Id " [ YJou are moving from an objective market closing price to your estimate of what you think that
security is worth in light of significant market-moving events" id.

''

1940 Act

5 s l(b)(S), 2(a)(4 1); 22.
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The February 5,2003 proposing release for the Compliance Rule did not mention
or request comment on fair valuation or market timing, and no comments were submitted
addressing these issues. While the release briefly mentions pricing of portfolio securities
and find shares in the nonexclusive list of subjects that should be addressed in fund
policies and procedures,13there is no suggestion that the proposed Compliance Rule is
intended to permit or require fund boards to fair value portfolio securities when market
prices are available, but "unreliable" or "stale" and no suggestion that the Rule is
intended to require that fair valuation be used as a means to address "market timing" or
active trading of mutual fund shares. Moreover, by its terms, the proposing release
merely proposed to require policies and procedures reasonably designed to assure funds'
compliance with the securities laws and did not purport to establish, refine, or change the
underlying substantive laws applicable to mutual funds and variable insurance contracts.
In the public comments included in the Commission's rulemaking docket, only one
commenter kentioned market timing (the Financial Planning Association), and the
conment.was made in a context entirely different from fair valuation of fund portfolios
and not relevant to the issue at hand.I4 None of the comment letters addressed fair value
pricing.

The Compliance Rule, Rule 38a-1, as adopted, contains no reference in the rule
text to fair valuation." However the text and footnotes of the Compliance Rule Release
requires that mutual funds and insurance companies implement compliance policies and
procedures to assure that fair valuation is substituted for actual market prices when actual
market prices are "unreliab~e."~~
In his formal written remarks to the Commission at the
December 3,2003 open meeting at which the Compliance Rule was discussed, Division
Director Paul Roye described the new rule as requiring that "[fjunds must adopt fair
value pricing procedures designed to eliminate the time zone arbitrage
13

68 Fed. Reg. at 7041 (February 11,2003). In a footnote to this provision, the Release cites Rule 2a7(c)(7) under the Investment Company Act, which requires boards of money market funds to establish
written procedures reasonably designed
to stabilize the money market fund's net asset value per share.
Id. n. 32.

...

I4

Letter from Duanc K.Thompson, Director o f Government Relations, Financial Planning Asso., to
Jona~lranG. Katz, Secretary, SEC (Apr. 17,2002)(available at ~ ~ ~ ~ : / / w \ v w . s c c . ~ o v / N ~ ~ s / ~ ~ o ~ s c ~ / s
70303/fpa04 I703.htm).
"

17 C.F.R. 5 270.38a-1.

'' 65 Fed. Reg. at 74718 (Dec. 24, 2003).
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opportunities.. .."'7 The language in the Release accompanying the Compliance Rule
itself purports to impose a binding, substantive requirement that changes the valuation
methodology dictated by statute, with an impact on thousands of mutual funds and
variable insurance funds and millions of investors. Whether styled as rules or not, agency
statements that should be subject to the notice-and-comment rulemaking requirements of
the APA are invalid and unenforceable if the agency does not follow the process.'8
The notice-and-comment requirements of the APA cannot be evaded by placing
substantive legal requirements in the text of an adopting release. Whether the release is
co~isidereda part of the final rule, or is itself a free-standing pronouncement of the
Con~mission,it purports to mandate a change in portfolio valuation methodologies with a
large impact on the investing public, mutual funds, and insurance companies. As such, it
is is invalid unless it is adopted through the full notice-andcomment procedures of the
APA.'~

Because no mention of a proposed requirement to "fair value" assets when market
prices are available but "unreliable" was contained in or suggested by the Proposed
Compliance Rule Release, and this requirement is not a "logical outgrowth" of the
Proposed Release, this aspect of the release is void and of no effect unless and until it is
re-proposed, public comments are re-solicited, and consideration is given to those
17

Paul Roye, Director, Division of Investment Management, Opening Statement at Open Commission
Meeting,(Dec. 3,2003), at p. 6 available at http://www.sec.gov/news/speecWspch120303pfr.htm).To
further underscore the binding obligation imposed by the Release accompanying the adoption of Rule 38aI, the separate Proposed Disclosure Rule Release proposing the amendments of the fimd disclosure forms
describes the obligations imposed by the Compliance Rule Release to fair value securities when actual
market prices are available but "unreliable." Rel. 1C-26287 at pp 4, 12-13, fn.51 (Dec. 11,2003) (68 Fed.
Reg. at 70403,70408 (Dec. 17,2003)). "We are proposing to amend this instruction to clearly reflect that
funds are required to use fair value prices any time that market quotations for their portfolio securities are
not readily available (including when they arc not reliable)." Id. at 70408.
l a Sea, e.g.. Cerro Metal Products v. Marshall, 620 F.2d 964,981-82 (3rd Cir. 1980) (holding that OSHA
could not make binding change in the challenged regulation without providing opportunities for notice and
comn~enl);Joseph v. UnitedStater Civil Service Comm 'n, 554 F.2d 1140, 1153-54 (D.C. Cir. 1977)
(holding Civil Service Commission's application of the Hatch Act to District of Columbia elections a
legislative rule requiring compliancc with the APA)..

I9

See Pltillips Pe~roleutttCo. v. Johnsort, 22 F.3rd G I G (5th Cir. 1994). cerr. denied, 514 U.S.1092 (1995)
(chanpc dictated by internal agency document to pricing methodology used by federal government agency
to value oil and gas royalties was a substantive n~lefor which publication, noticc, and comment was
required undcr APA).
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comments by the Commission, through an appropriate notice-and-comment process
under the APA."
At the end of this letter, we discuss our specific substantive concerns relating to
the fair valuation process and identify the types of issues and alternatives we believe an
appropriate rulemaking proceeding will be able to address. We emphasize that the
valuation of portfolio securities is one of the fundamental investor protection concerns of
the 1940 Act - so fundamental that it is one of the few tasks specifically delegated by
statute to fund directors. We do not believe the statutory directive as to those limited
circumstances in which market prices may be abandoned and directors may substitute
their good faith "guesstimate" can or should be amended in the indirect manner the
Commission chose in the Coinpliance Rule Release.
Conflict With Plain Langua~eof Statute
Following the APA procedural requirements will not, however, cure a
fundamental defect in the "fair value" requirement as set forth in the Releases.
Conlmission Releases that allow or require mutual funds and variable insurance separate
accounts to ignore actual market prices and instead use the "guesstimate" methods of fair
valuation pricing when actual trading market prices are readily available, conflict with
the plain language of the statute and are void.

Use of unsound, subjective pricing methodologies was one of the principal abuses
The
in the investment company industry that the 1940 Act was designed to e~irninate.~'
Act requires the use of actual market prices when they are available, in order to reduce
the use of subjective valuation methods and the resulting risks to investors due to fraud
and error in calculating share prices and portfolio values.
Section 2(a)(41) of the 1940 Act specifies exactly when fair value pricing is to be
employed, and who must conduct it when it is used. Fair value pricing is only to be used
when actual market prices are not "readily available." The Compliance Rule Release and
the Proposed Disclosure Rule Release purport to restate the statutory language as "not
'O See, e.g., Spirit of file Snge Cotrncilv. Norton, NO. CIV.A.98-1873,2003 WI, 22927492
17-18
((D.D.C. Dcc. 1 1.2003) (several rules issued undcr the Endangered Species Act wcre not a logical
outgrowth of prior agency notice).

21

1940 Act

9s l(b)(5); 2(a)(41), 22.
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readily available or ~nreliable."~~
In the December 3,2003 open meeting of the
Commission, the Staff stated that fair value pricing is required to be used under the new
rule when market prices are not readily available, unreliable or stale." This simply is not
the law, and it never has been.
The two Releases refer to an April 2001 Staff letter to support the proposition that
fair valuation can be applied when actual market prices are readily available but a few
hours old, such as from international markets. Yet, soon aAer the Conlmission Staff
issued the April 30,2001 ktter, the senior Conlmission Staff member who authored the
letter readily acknowledged that the analysis in the letter was not consistent with the
language of Section 2(a)(41) of the Act. "[Tlhe actual wording of the statute won't lead
you to the conclusion that we came to. The statute says when market quotations are
readily available, you use the market price. Well, when Asian markets close 12 hours
before the funds calculate their NAV at 4:00 p.m., you might reasonably or so conclude
that those market prices are readily available and you would use them."24 "The difficulty
with the position in the letter is that it runs up against what the statute says. The statute
says if market quotations are readily available, then you use them. The question is what
is a readily available market price? When a foreign market closes 12 to 15 hours before
the fund calculates its NAV, you could guess that the market quotations are readily
available, they're right there, they are there for you to use."*' "Now it may be a
remarkable proposition because if you look to the words of the statute and you'd say
readily available market quotations, and you look at your closin prices on the foreign
exchange you'd say, well they're readily available aren't they?"

5

22

68 Fed. Reg. at 70418 (Dec. 24,2003); 68 Fed. Reg. at 70403 (Dec. 17,2003). (emphasis added)

23 Sec Roye at p. 6; Recording of Dec. 3,2003 Open Meeting of the Commission (available on

Commission Wcbsite).
24

Trmscripf ofDirectors Roundtable Seminar on Fair Value Pricing at p. 4 , (New York, June 13,2001)
(remarks of Douglas Scheidt, Associate Director and Chief Counsel, SEC Division of Investment
Management).
25

Trnriscript ofDireclors Roundfable Seminar on Fair Value Pricing at p. 6 (Boston, ~ & e13,2001)
(remarks of Douglas Scheidt, Associate Director and Chief Counsel, SEC Division of lnvestmcnt
Managcment).
26

Trortscripr ofDirectors Roundtable Seminor on Fair Value Pricing at p. 5 (Chicago, June 7,200 1)
(remarks of Douglas Scheidt, Associate Director and Chid Counsel, SEC Division of Investment
Managenlent).
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As the Investment Company Institute ("ICI") has noted, "the 1940 Act does not
permit funds to use fair values unless market quotations are not 'readily available.' The
existence of any particular market timing strategy involving a fund does not necessarily
call into question the ready availability of market quotations for that fund's portfolio
~ecurities.'*~~
When Congress enacted Section 2(a)(41) as part of the 1940 Act, it had been the
practice to use yesterday's market closing prices to establish today's purchase and
redemption prices for investment conlpany shares. The current system of "forward
pricing," or using sarneday closing prices to process purchase and redemption orders,
was not adopted until 1968 (a change made by a fornlal notice-and-comment rulemaking
conducted by the ~ o m r n i s s i o n ) . ~ ~

In 1940, market closing prices that were twenty-four hours old (or seventy-two
hours old in the case of a Monday or ninety-six hours old after a threeday weekend)
were nonetheless considered "readily available" for the purpose of valuing a fund.
Congress clearly was aware of the potential for investor arbitrage in placement of
purchase and redemption orders and consequent dilution of share values:9 but evidently
Congress viewed insiders' use of discretionary valuation and pricing as a greater risk to
investors than the potential dilution from pricing arbitrage by some investors. Congress
chose to reduce but not eliminate dilution risk by requiring use of recent actual market
prices-albeit prices that are a day or more stale-to value portfolio assets, rather than to
allow insiders to set valuations at their di~cretion.~'
When a rule or agency interpretation conflicts with the plain language of the
Congress establishes the rules, an agency
statute, it is void and of no e f f e ~ t . ~"When
'
27

ICI, VALUATION
ANDLIQUIDITY
ISSUES FOR MUTUAL
FUNDS at p. 7 (Mar. 2002 Supplement).

Illvestnlent Company Act Release No. 5413 (June 25, 1968), SEC Investment Company Act Release
No. 5519 (Oct. 16, 1968).
*' UnitcdStutes v. Nationnl Ass'n of Securities Dealers, 422 US.694,706-10 (1975) (quoting extensively
from legislative history of the Act).

28

Scc id. at 709 (quoting Investment Company Act $ 22(a)).
31

See Board oJGorwnors oJthe Federal Rcscrve Systc~nrz Ditrtension Financial Corp.,474 U . S . 361
(1986) (holding Federal Reserve Board's definition ofa bank in conflict with the language of the Bank
Holding Act); Anierican Baukers Ass 'n v. Securities and Exchange Cortm 'n, 804 F.2d 739 (D.C. Cir. l98G)
(SEC's attcn~ptto rcgdatc banks as broker-dealcrs held in violation of the authority grantcd the
Conrmission under the Sccuritics Excliangc Act of 1934.).
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must carry them out. A desire to keep the law 'up to date' does not justify departure from
its rules."32 Here, the Commission's statement, set forth in two of the December 2003
Releases, that fair value pricing is to be applied when actual market prices are
"unreliable," rather than limited to circumstances when they are "not readily available,"
conflicts with the plain language of Section 2(a)(41) of the 1940 Act, and is therefore
void and of no effect. Accordingly, those portions of the two December Releases that
purport to allow or require use of "fair value pricing" when actual market prices are
available, but a few hours old, or deemed to be "unreliable," should be withdrawn
formally by the Commission.
Other Comments

The Commission should not take from the objection and comments set forth
above that our client, DH2, is opposed to most of what is contained in the two proposed
rules or the final rule announced in the December Releases. Most of what is contained in
the Releases is appropriate and an important addition to the framework of regulation of
investment companies, to which we have no objection. Other portions of the regulatory
program set forth in the Releases, while well-intentioned, contain significant gaps and
shortfalls that compound the risks posed by allowing or requiring mutual funds and
insurance companies to fair value fund assets under a broader set of circumstances than
the statute currently permits. As a result, we think that in some respects the proposals
and the final rule announced in the December 2003 Releases do not go far enough. Some
of the more significant issues in this category are as follows.
Reemphasize the Role of Investment Company Directors in Conducting Fair
Valuations

Section 2(a)(41) of the 1940 Act specifically requires that directors conduct fair
valuations. There appears to be widespread reluctance, or inability, on the part of
directors to fully perfom this role.33 As noted by one experienced counsel to
independent directors of mutual funds:
" Scc Boardof

Trade of the City of Chicago v. Securities and Exchonge Con~in'n,883 F.2d 525,535 (7th
Cir. 1989) (citation omitted).

3 3 Sce The Role of Independent lnvesfmer~r
Cornpaiiy Directors: Tronra-ipt of SEC Conference on the Role
of lrrdcpenrlent htvest~r~wt
Conipany Directors at p. 86 (Fcb, 23 6:24 1999)(Staternent of Manuel Jolmson,
fornrer Vice Chairman of Federal Reserve Board and independent director of Dean Wittcr funds).

Footnote continued on next pazc
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[WJhat the independent directors that we represent are doing, most of them are
sort of throwing up their hands as they typically do with pricing issues and saying
to the advisor to the fund, get back to us and give us some guidance or explain
what your current policies and procedures are, and explain what you're going to
do to respond to this [April 30,2001 SEC StaffJ letter. And I think that's been
unilaterally the response from directors. They're all scared of pricing issues
generally and they're looking to the advisor to the fund complex to give guidance
on this issue and explain what it is that they're going to do to make sure they're in
compliance with the requirements imposed by the ~ e t t e r . ~ ~
The Compliance Rule Release and other Commission actions and statements should
reinforce to directors the importance of their role in the pricing function and their
obligation to participate directly in the conduct and supervision of fair valuations. The
Commission should provide more specific direction regarding the steps that directors
must perfonn under Section 2(a)(41) of the 1940Act, in those narrow contexts where fair
valuation is conducted.
Compliance Programs Should Be Extended to Pricing Services
New Rule 38a-I(a)(l) and the Compliance Rule Release at footnote 28 require
investment companies and insurance company separate accounts to adopt compliance
policies and procedures to cover outside service providers but conspicuously omit pricing
services from this requirement. Yet, as the Commission is aware, pricing services can be
a participant in or a cause of violations of the 1940 Act, particularly in the context of fair
value pricing.3s

The involvement of a pricing service in this type of violation can hardly have
come as a surprise. The Commission Staff has long been acutely aware of the dangers of
Footnote continued from previous page
34

Trnnscript of Directors Rountlloblc. Fair Value Pricing Seminar (New York, June 13, 2001) at p. 8
(remarks of James Anderson, Esq., partner at Wilmcr, Cutler K: Pickning).
I

3s

of FTlrrrernctiw Data f/Wn Itrternctive Data Corporation, Rel. No. IC-2G291(Dec. I I ,
2003) (enforccrnent action against pricing service far causing and willfully aiding and abetting a violation
o f the Act in tlic fair valuation o f fund porlfolios).
Sce Irr rlrc Mntrcr
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delegation of this function to a third-party pricing service. As noted by the author of the
April 30,2001 Letter: "[tlhe other thing I've tried to warn people about is -and trustees is that they should know that sometimes the pricing services just spit back what the h n d s
tell them the price should be, or the portfolio manager will tell them what the price
should be."36 "[S]ometimes, though, what the pricing service is providing you is
basically what the portfolio manager gave to the pricing service and the pricing service is
just spitting that back. It's not really using any judgment; it's not providing an
independent, if you will, valuation, but it's merely spitting back what the portfolio
manager gave."37
Other obvious risks from allowing unsupervised and unregulated services to
conduct a critical function such as fair valuation include the risk that access persons of
the pricing service will use their insider knowledge of the secret valuation methodology
to engage in precisely the same insider abuses and market timing that triggered New
York Attorney General Spitzer's and the Commission's investigations and this set of rule
makings, as well as the risk that unsupervised and unregulated pricing services will
conduct fair valuations in a negligent manner.

As regards the first point, the trust that the Conln~issionhas for years accorded the
tnutual fund industry and its services providers has been shown by recent events to have
been misplaced. Insiders were actively involved in the current scandals. As a good
example of this risk, we note that Assistant Professor Zitzewitz, who was liberally cited
as an expert by government officials and the press, has admitted that he was engaged in
market timing with a large sum of money at a time when he was assisting the
government's inquiry and working with FT Interactive Data to design, conduct, and sell
fair value pricing programs to mutual finds. When questioned by the press on the
propriety of engaging in market timing when he had access to the inner workings of a
pricing service retained to conduct fair value pricing of mutual funds, Mr. Zitzewitz
stated that he was not a fiduciary of the mutual funds and thus not precluded from using
his knowledge of pricing anomalies to engage in market timing.38 His conduct
demonstrates the obvious need to supervise pricing services.
36

Transcript of Directors Roundmble, Fair Vnluc Pricing Seminar (Boston, June 13,2001) at p. 22
(rcntarks of Douglas Scheidt, Associate Director and C l k f Counsel, SEC Division of Investment

Management).
37

Trnnscripf of Dirccfors Rouridfublc.

Vu'ahrcPricing Scminnr (New York, June 13,2001) at p. 13

(rcnmrks of Douglas Schcidt, Assistant Director, SEC Division of Investment Management).
" Randall

Smith, Of Good Timing And Bud Titrring AndProJ ZilIewitz. WALLST. J., Dcc. 9,2003, at C1.
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Another risk is posed by the limited liability enjoyed by pricing services. The
1940 Act does not specify or impose any particular standard of care upon pricing services

or regulate them in any way. Service contracts between pricing services and mutual
funds commonly purport to relieve the pricing service from liability if there is a problem.
Because the Commission appears to be willing to allow fund'directors to satisfy their
statutory responsibility to conduct fair valuations by delegating this hnction to pricing
services, and the pricing services are not being held to account for anything short of
willfully causing violations of the 1940 Act, investors are exposed to risk from the
unsupervised activities of an unregulated pricing industry.
In light of the specific requirement in Section 2(a)(41) of the 1940 Act that the
directors of the fund conduct any fair valuations, and the substantial risk of abuse and
loss to shareholders when directors delegate this responsibility to unsupervised pricing
services, Rule 38a-1 should be extended to require funds to adopt compliance policies
and procedures regarding pricing services. Failure to include compliance policies
covering pricing services within Rule 38a-1, particularly in the context of a Release that
purports to greatly expand the use of fair value pricing, is arbitrary and capricious. We
respectfully urge that Rule 38a-1 be amended to include pricing services within the list of
services providers as to which the board of a mutual fund must adopt policies and
procedures and exercise oversight.

Moreover, allowing such a critical function to be performed by pricing services
that are not subject to regulation and inspection by the Commission is a serious gap in the
protection of mutual fund investors. Independent data processors for banks are subject to
regulation, examination, and the administrative enforcement framework of the federal
banking laws.39 We see no reason the Commission should not seek from Congress, and
exercise, similar authority over third-party pricing services to investment companies and
insurance company separate accounts.
Disclosure Proposal Should Be Expanded to Better Inform Investors
Transparency in the pricing process-including the fair valuation process-is
extremely important to protecting investors from insider abuses. The proposed
requirement set forth in the Proposed Disclosure Rule ele ease:' regarding disclosures of
'"cc
4U

12 U.S.C. 5 1867(c).

Releasc NO.IC-26287 (Dec. 1I , 2003); 68 Fed. Reg. at 70402 (Dec. 17,2003).
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policies relating to fair value pricing and active trading in Forms N-1 A, N-3, N-4and N6, is a start-it recognizes this is information that is material to investors-but it does not
go far enough in the required disclosures. The Release contains a good discussion of
required disclosures for policies on active trading, including a precise description of what
specific restrictions are imposed, what types of active trading is permitted, and what
specifically are prohibited. The required disclosures should also include a discussion of
the potential costs and burdens on shareholders of the restrictions, why they were
adopted, and a detailed, factual discussion of the actual cost savings (if any) that
shareholders will receive from allowing the mutual k n d to have such restrictions.
Disclosure of fair valuation policies and practices should cover not only the fact that fair
valuation is or is not used, the circumstances under which fair valuation will be used, and
the effects of fair value pricing-it should also describe why fair valuation is used, who
actually conducts the fair valuation, what exact methods and calculation methodologies
are used to conduct fair valuation, the impact fair valuation has on investors, performance
information and portfolio values of fair valuations, a discussion by the board of why it is
using fair valuation (and why the board selected the particular methods and vendors), the
risks of fair value pricing, fair value errors that have been made by the fund, and the
internal supervisory procedures, auditing requirements, board oversight, and other
internal controls that are in place to control fair value pricing process.

The Late Trading Proposal
DH2 notes that the proposed rule in the form set forth in the Proposed Late
Trading Release captioned "Amendments to Rules Governing Pricing of Mutual Fund
Shares," 4 ' unlike the other two December Releases, does not appear intended to address
fair value pricing or seek to expand the circumstances under which fair value pricing is
used. The Late Trading Release describes the statutory requirement on fair value pricing
as follows: "[A] fund's NAV generally reflects the closing prices it holds. For securities
that are not listed on exchanges or for which there are otherwise no readily available
market values, a fund's board of directors must establish a fair value for the securities.'A2
To the extent, however, that the final rule or the release accompanying it is changed from
the proposal or is read to include in some fashion an expansion of the circumstances
under which "fair value pricing" is permitted or required, we would object.

41

Release No. IC-26288(Dec. 1 1,2003); 68 Fcd. Reg. at 70388 (Dcc. 17,2003).

''ReI. IC-26288fn 4;68 Fed. Reg. at 70388.
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We also note that the Releases acknowledge that "[mlarket timing itself is not
illegal'43 and that the Releases do not purport to make market timing illegal.

Valuation Issues Should be Carefully Studied and Appropriate Solutions
Analyzed and Considered as Part of Rulemakin? Process
The purpose of conducting a rulemaking under a notice-and-comment process is
to gather and analyze and variety of views on a topic and proposal. Based upon
statements made by the Commissio~lStaff, it appears that the Staff and the Commission
have relied almost exclusively on a private dialog with representatives of the mutual fund
industry in developing the position on fair value pricing that is stated in the Con~pliance
Rule Release and the proposed Disclosure Rule Release.
The Compliance Rule Release describes a Commission Staff Letter from April
2001 regarding use of fair value that was issued to the ICI. This letter, however, suffers
from the same basic flaw of conflicting with the plain language of Section 2(a)(41) of the
Act and not having been proposed and adopted under the M A . Moreover, at the time the
April 2001 Letter was issued, the Commission was under a rulemaking moratorium,
under which only routine, non-controversial rules could issue.44 Thus, since the SEC
would not have been permitted to adopt the new position at that time as regulations, it
appears the letter may have been issued as a Staff Letter to address what the Staff
believed was an important policy issue in an manner that avoided the rulemaking
moratorium. The Staff Letter, therefore, cannot be deemed to have the force of a
Commission rule, since it would have been in violation of the moratorium as well as the
notice-and-comment provisions of the APA when the 2001 letter was issued. The
Compliance Rule Release appears to seek retroactively to cure that defect by discussing
the position stated in the Compliance Rule Release and the proposed Disclosure Rule
Release as though it were settled law.
Questions were raised at the time the Staff letter was issued as to whether a
change in interpretation of this significance could be adopted by Staff by private letter,
rather than by the notice-and-comment process required under the APA for substantive
-

" Rcl.
44

IC-26287ij I-A; 68 Fed. Reg. at 70404.

Trnrrscript of Directors Rounrlrnble Seminar on Fair Vnlue Pricing (Chicago, June 7, 2001) at p. 2;
(Boston, June 13,2001) at p. 3; (New York, June 13, 2001) at p. 3 (remarks of Douglas Scheidt).
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changes in rules. As reflected in the Staffs comments below, the Commission Staff
apparently did not give the APA requirements consideration and instead relied entirely on
private discussions with the mutual fund industry.

0

[John O'Hanlon] One of the advantages of a rulemaking process is that
the Commission gets the benefit of views of thc industry and the people
who are actually doing this day to day. And, you know, things like costs
and benefits are taken into account. And Doug, I'm just curious, was there
any discussion given to whether it would be appropriate to do this type of
- provide this type of guidance in a rulemaking context?

D.S.

[Douglas Scheidt] Actually, there wasn't. And if we are merely doing
what we think is interpreting the law, we don't feel that there's any legal
obligation to seek comment from the public and publish, you know, the
proposed action for comment under the Administrative Procedure Act.

I can tell you what we did, though, We were concerned about the effect of
the position - of taking this - or reminding people of this position, and we
met with the representatives of the Investment Company Institute, and we
said "This is what we propose to do. What kind of impact do you think it
would - do you agree, do you disagree, what kind of impact do you think
it would h a v e ? ' h d the ICI told us that they agreed with our position.
They said it's the right thing. And in fact, they pointed t+I don't know,
most of you probably have seen the ICI's white paper on valuation. It was
issued in 1997. There is a discussion in that section that basically reflects
what the letter says on fair valuing foreign securities' stale prices. So we
did some homework, or we did some reaching out to talk to one of the
major representatives of the industry and got its rea~tion.~'

45

1

Trnnscripfof Directors Roundfnble Scminnr on Fair Value Pricing at pp. 10-1 1 , (Boston, June 13, 2001)
. (question of john O'Hanlon, Esq. Dechcrt and response of Douglas Scheidt, Associate Director and Chief
Counsel, SEC Division of Investment Management).
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This private dialog between the Commission Staff and the ICI has continued over several
years and well into the rulemaking period. On October 16,2003, Paul Roye, the Director
of the SEC's Division of Investment Management made the following statements:
The staff has been work in^ with the [mutual find1 industry to address the
negative impact of market timin~:on long-term shareholders. Last war,
the staff issued an interpretive letter permitting funds to provide for
delayed exchanges of shares from one fund to another in order to combat
market thin.:.
In addition, in a letter issued in 2001, the staff clarified
funds' oblisations to fair value their portfolio securities, including
intemational securities, if a significant event occurs between the time that
a security's closing price on an exchange is established and the time that
the fund calculates its NAV. ... In 2001, the staff reminded the fund
industry of funds' obligation to fair value their holdinns under certain
circumstances.46

On November 3, 2003 Division Director Roye made similar statements in his testimony
before the Senate Subcommittee on Financial Management, the Budget and International
Security:
The staff has been working with the mutual fund industry to address the
negative impact of market timing on long-term shareholders. Last year,
the staff issued an interpretive letter ~ermittinnfunds to provide for
delayed exchanges of shares from one fund to another in order to combat
market timing. ... [Iln a letter issued in 2001. the staff clarified funds'
oblieations to fair value their ~ortfoliosecurities, including intemational
securities, if a significant event occurs between the time that a security's
closing price on an exchange is established and the time that the fund
calculates its NAV.47.

Paul Roye, Director, SEC Division o f Investment Management, ALI-ABA Seminar: Investment
Management Regulation (Oct. 16,2003) (avail. on Commission website) (emphasis added).

46
47

Ahrftml Fun& Trading Prncticcs and Ab~rsesthat Hmrn Itivcsforr: Hearing BcJore the Subcommittze on
Finnrtcinl Mnnngemenr. the Budget, nnd Infernntional Sccwity of tire Senate Comnrit~ceon Governmental
AJoirs, Cong. 108, Sess. I (Nov.3, 2003) (written stalc~iicnto f Paul Roye, Director, Division of

investment Managcrnent) (emphasis added).
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The Commission has adopted in the Compliance Rule Release a rule on a
significant valuation issue that affects all mutual fund shareholders and variable
insurance contract holders, without any public process. The Commission has engaged in
a long and extensive private dialog with the ICI and representatives of the regulated
industry on which it has based this rule, and yet has failed to allow the general public in
on the debate over when and under what circumstances mutual fund directors should be
allowed or required to abandon actual market prices in valuing the portfolio securities of
mutual funds.
The Con~plianceRule Release, like the April 30,2001 Staff Letter, represents a
significant departure from prior Commission policy and interpretation of the 1940 Act.
As one knowledgeable observer put it:

I think the bulk of the industry views [the position described in the April
2001 letter] as a significant change of policy in that you can no longer rely
on the last-quoted price for a security on an exchange in making a fair
value determination. .. . I do think a number of us in the industry view it as
a bit of a sea change.48
The Staff Member who wrote the April 30,2001 Letter conceded that:

I think that it is perhaps viewed as an expansion in one respect. To the
extent that market volatility is deemed to be a significant event for
purposes of the letter, then, my understanding is that that's a new concept
to some people. That's one reason why we included in the example to the
letter, there are two pages of examples at the end, to show how market
volatility can cause dilution and how market volatility can sometimes
constitute a significant event. I don't think it was necessarily a new
concept that a corporate action that occurred between the close of the
Tokyo Stock Exchange and the fund's calculation of new asset value as of
4:00 p.m., I don't think that was a surprise to people that that might
constitute a significant event that would require fair valuation. So, I'll

1

Transcript of Directors Roundfable,Fair Vnluc Pricing Seminar (New York, June 13,2001) at pp. 4.8
(rcn~arkso f Elizabeth Krentzman, National Director, Regulatory Consulting, Deloitte & Touche, and
formcr scnior staffnic~nberat SEC Division of lnvestmcnt Managenlent).
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grant you that. Market volatility may be a new concept as far as
significant events go.49
The Staff member who wrote the letter initiallyjustified the issuance of the April
2001 Letter on the theory that it was merely a restatement of a long-standing SEC
position, reflected in a footnote to a 1984 rulemaking proposal on another topic. When
pressed on the issue at a seminar conducted for mutual fund directors to discuss the
letters, however, he readily conceded that the April 2001 Letter's indication that market
volatility and changes in general market trading prices after the close of a foreign
securities market are "significant events" mandating the use of fair valuation was
"novel." He did not seek to defend the claim that it originated in a footnote to a 1984
n~lemalcingproposal, a concession that drew laughter from the panel and an audience of
industry insider^.^'
Under the APA, substantive changes in the law and the way in which it is applied
by an agency are supposed to be made by a fonal, public, notice and conlrnent
nrleinaking process, with the decision reached by the agency heads, rather than by
interpretations issued exparle by the staff."
There is a reason that we have an APA. It is to force into the sunshine the federal
agency process for deciding major legal and policy matters of general applicability and to
place proposed changes in such policies into the public forum, so that all views will be
carefully considered. Rulemakings and major policy decisions anived at by private
dialog between representatives from the regulated industry and SEC staffmembers, many
of whom have spent much of their careers prior to joining the agency as employees or
lawyers for the industry, are unlikely to reach a fairly-considered result that incorporates
all available information and views. Opening up the process to the public results in a
more careful process and ultimately a better rulemaking. The notice-and-comment
rulemaking process is designed to "reintroduce public participation and fairness to
Transcript oJDirectors Roundfable. Fair Value Pricing Seminar (Chicago, June 7,2001) at p. 8 (remarks
of Douglas Scheidt, Associate Director and Chief Counsel, Division of Investment Management).

49

50

Trclnscript oJDirecfors Rouncilnble Seminar on Fair Value Pricing (Chicago Junc 7,2001) at pp. 8, 10I I (discussion between David Sturms, Esq.of Vedder, Price and Douglas Scheidt, Associate Director and
Chief Caunsel, SEC Division of Investnlent Management).
5l

Cl~tyslcrC orp. v. Bro~vn,4 41 U.S.281,302 (1979); Cubanski v. Heckler, 781
1986); Brown Exprcss, Inc. v. UnitedStdcs, 607 F.2d 695,702 (5th Cir. 1979); Pacific
Elccrric. Co. v. Fcd. Power Contm 'rr, 506 F.2d 33,37-38 (D.C. Cir. 1974).

5 U.S.C. $ 551

ct scq.;

F.2d I421 (9th Cir.
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affected parties aAer governmental authority has been delegated to unrepresentative
agencies,"'* and to "enable the agency promulgating the rule to educate itself,"53 before
the agency position becomes "chiseled into bureaucratic stone."54
In the words of the United States Court of Appeals for the Fifth Circuit:
The Supreme Court has stated that the notice and comment provisions
"were designed to assure fairness and mature consideration of rules of
general application." NLRB v. Wyman-Gordon Co., 394 U.S.759,764, 89
S.Ct. 1426, 1429, 22 L.Ed.2d 709 (1969). These provisions afford an
opportunity for "the agency promulgating the rule to educatc itself before
establishing rules and procedures which have a substantial impact on those
regulated." Texaco,Inc. v. Federal Power Comm 'n,412 F.2d 740, 744
(3rd Cir. 1969). Congress realized that an agency's judgment would only
be as good as the information upon which it drew. It prescribed these
procedures to ensure that the broadest base of information would be
provided to the agency by those most interested and perhaps best infornled
on the subject of the rulemaking at hand. See Shell Oil v. Federal Energy
Admin., 574 F.2d 512,s 16 (Temp. Emer. Ct. App. 1 9 7 8 ) . ~ ~
The flaws in the process are not simply a technicality. Rather, in the case of the
fair valuation provisions of the Compliance Rule Release, these process flaws have
resulted in major changes being made without any consideration of the nature of the
problem that needs to be addressed, all of the alternatives, all of the pros and cons, how
best to implement the selected alternative, and all of the unintended consequences of the
change. In contrast to the open, public, process-driven mechanism by which laws and
regulations are amended and major policy decisions that affect millions of people should
be made, privately-made rules and policy decisions that affect the general public are often
faulty and ill-considered, precisely because they are made in haste without consideration
of all of the data and input from all affected parties.

'' See Bnttcrion v. Mnrxlioll, 648 F.2d 694,703 (D.C. Cir. 1980)
53

See T~xctco,IIIC. v. Fed. Power Conm 'n, 4 12 F.2d 740, 744 (3rd Cir. 1969).

SI

See Atrrericnrt

55

See Plrillips Petrolctrtn. 22 F.3d at 620.

1:ed.n ojGov'fr Etnployces v. Block, 655 F.2d 1 153, 1 157 (D.C. Cir.

,
198 1).
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For example, the Commission has simply assumed--based largely on wildly
divergent estimates by two proft~sorsin the employ of pricing services that sell fair value
pricing to mutual fbnds-that the actions of "market timers" who invest in mutual funds
that own foreign exchange-traded securities present a serious problem of shareholder
dilution, and allow risk-free arbitrage opportunities for the market timers. The Staff in
the April 30,2001 Letter "demonstrated" the problem with an elaborate hypothetical
example showing the dilution and risk free arbitrage opportunities.
But even the ICI stated that the SEC Staffs example was suspect and did not
justify the use of fair value pricing. In its March 2002 memorandum on "Valuation and
Liquidity Issues for Mutual Funds," (which updated the ICI's 1997 memorandum on the
same topic) the ICI discusses the April 2001 SEC Letter at length and states that the
SEC's "example makes a number of assumptions that are unlikely to apply in many
instances" including a major after-hours shift of more than 10% in securities traded on a
foreign market as evidenced by subsequent trading in the US., a market timing
transaction that is over 22% of the aggregate size of the mutual fund involved, and that
the foreign market closes the next day in perfect correlation to the U.S.close. According
to the ICI, each of these events is highly unlikely to occur; and in combination as used in
the SECYshypothetical to justify the April 2001 Letter, they are an unrealistic set of
assun~ptionson which to base a major legal and policy shift.56 According to the ICI,
"nothing in the [SEC's April 301 2001 letter warrants a conclusion that the elimination of
arbitrage and the dilution that can result is an appropriate reason, in and of itself, to fair
value portfolio sec~rities."~'
In addition, the Commission appears to have faiIed to consider whether other
readily available alternatives, that do not require departure from actual market pricing,
would be sufficient to address market timing concerns.
Moreover, it appears that the Commission has not considered whether there is a
best way to go about fair valuation of foreign exchange-traded securities to bring them
forward to a 4 p.m. EST valuation, or even determine exactly when fair valuation should
be used in this context. The Compliance Rule Release purports to impose fair valuation
as a binding obligation, yet this obligation is imposed in such an amorphous and vague
way it will be impossible for investment companies and their shareholders to know
56

ICI, VALUATIONAND LIQUIDITYISSUES FOR MUTUALFUNDS at p. 7 (Mar. 2002 Supplement).

57

Id
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whether this new obligation is being met. This is a major daily issue affecting thousands
of funds and millions of shareholders that the Commission has not given adequate
consideration or defined in any way before purporting to impose this new requirement on
mutual h n d s and variable insurance funding vehicles and their shareholders and
policyholders. Different fair valuation methodologies can result in widely divergent
results, all of which may result in arbitrary adjustments to portfolio valuations.
Tllere is nothing in the record showing that the Commission considered the
consequences of its action-that by moving to a subjective fair value process, it is
removing one of the most important checks on portfolio managers in the 1940 Act and
imposing on independent directors a complex and subjective task that they are illequipped to perform properly.s8 Nor does there appear to have been any deliberations by
the Commission as to the significant difficutties faced by external auditors of mutual
funds or the Conunission's own examination and enforcement staff in trying to police a
subjective fair valuation ~tandard.~"
Thus, the Commjssion7s failure to follow the notice-and-comment process of
APA rulenlaking is not simply a technical oversight. It has resulted in a rulemaking in
which the Conmission did not consider all of the alternatives, the pros and cons of each,
the many ripple effects of the new position, and the processes that will need to be created
to replace market pricing in order to keep the fair valuation process from becoming next
year's financial scandal. The deliberations were conducted in secret between the
Commission Staff and the mutual fund industry, without input from shareholders or the
general public.
To date, the Commission has relied on the mutual fund industry, and "experts" in
the employ of vendors of pricing services to the industry for its information and

58

See, e.g., The Role oflnrlcpendent Invcstmenf Company Directors: Transcript of SEC Conference on flre
Role of lndependen~Investment Company Directors at p. 86 (Feb.23 & 24, 1999) (statement of Manuel
Jolulson, former Vice Chairman of Fcdcral Reserve System and independent director of Dean Witter
funds); Trarrscr-iplofDirccforsRoundfable.Fair Value Pricing Seminar (New York, June 13,2001) at p. 8
(remarks of Janlcs Anderson, Esq.partner at Wilmer. Cutler & Pickering).
59

See. e.g.. In tlrc M(~ttcrof Piper C(tpit(iJh4anngenrcnt. h c . cr al., SEC Docket 2525 (Nov. 30, 2000)
(Staff of Enforconent Division stating that fair valuation issues are among the most complex and timc
colauming enforcement issues).
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analysis.bOThe "cxperts," cited by the SEC,differ by a large amount in their assessment
of the impact of market timing (Zitzewitz finds an impact that is 2 $4times as large as
that found by the other professor cited by the ~ommission,6'and larger by a factor of 100
than those found by other academic^).^' The Commission should conduct its own study,
and gather real information from the public and a variety of sources, rather than simply
rely on persons with an obvious salesman's stake in requiring broader use of "fair value
pricing." A broader and more searching economic analysis that does not simply rely on
guesswork, industry-supplied experts, and unsupported assumptions is both important
and necessary to address these issues.
Professor Henry Manne, in a commentary published January 8,2004 in the Wall
Streef J o u r ~ ~ aexcoriated
l,
both the academics upon which the Commission has relied and
those conducting the matter for the govenunent agencies for their sloppy analysis and
rush to judgment.
The economic justification for much of Mr. Spitzer's claims rests squarely
on a recent, widely cited academic paper, "Who Cares About
Shareholders? Arbitrage-Proofing Mutual Funds," by Prof. Eric Zitzewitz
of the Stanford Graduate School of Business. This paper purports to show
that the various late-trading or market-timing schemes are costing longterm investors in American mutual funds about $4.9 billion a year. The
problem is that the paper demonstrated no such thing.

After explicitly acknowledging that there was no direct way of measuring
the diIution of long-term fund investors' interests, Mr. Zitzewitz estimated
the maxi~num amount that arbitrageurs or short-term traders could
theoretically make from such trading. He then simply assumed that the
long-term investors had lost that much in dilution of their shares. But he
took no account of individuals' and funds' responses to the behavior under
Assistant Professor Zilzewitz is a paid consultant to FT Interactive Data, a major third-party provider o f
fair value pricing services to mutual hnds. Professor Goetrmam is a paid consultant to ITG. Inc., also a
major third-party provider o f fair value pricing services to mutual funds. Each professor is prominently
featured on UIC website of the respective fair value pricing service and has appeared at various promotional
seminars for the services. See www.it~inc.coni;www.ftinttractivcdata.cotn.
61
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See Proposed Disclosltrc RltIc Release, Rel. No. 1C-26287, fn.13; 68 Fed. Reg. at 70404 (Dec. 17, 2003).

Alan Reynolds, Huldon to That Mu~unlFund WASiI TIMES (Nov. 2,2003), (avail. www.cato.org/cgibi1Jscriptsl~1rinttech.cgilrescar~hlarti~I~s/repolds-O3
I IOZ.htm1).
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investigation. Like static tax projections, which fail to account for
behavioral responses to a proposed tax change itself, Mr. Zitzewitz's
measure wrongly implies that long-term investors or fund mangers would
sit passively by while returns in their funds were being deeply eroded.
Not bloody likely.

Nevertheless, we know that market timers and late traders have made profits.
And, since their activities are not on their face either wealth-producing or wealthenhancing, we want to know where those profits came from; and, if they came
from the funds, whether there were any compensating benefits. But it is certainly
not acceptable to assume, as Mr. Zitzewitz did, and as Mr. Spitzer zealously
approve& that timers' revenues are actually being squeezed but of long-term
investors. 63
Thus, it appears that the Commission is relying on unsupported assumptions as it
makes critical regulatory decisions in an area of enormous importance. In addition, in
expanding the use of fair value pricing, the Commission has failed to study or propose a
concrete and effective system of conducting and controlling fair valuations and disclosing
to investors the issues, methods, and risks associated with the use of fair value pricing.
The Commission has made no effort in over 60 years to squeeze from the system the
subjectivity, randomness, and potential abuse inherent in the use of fair valuations. This
should be done through a formal study and attempt at developing best practices and
binding rules governing how fair valuations are to be conducted, by whom,when, and
using what methods. Division Director Paul Roye has labeled the current methods for
conducting fair valuations as "guestirnates.''4 Now, in the face of a massive industry
scandal, and against the background of all-too-frequent abuses in the conduct of fair
valuations,b5 the Commission is purporting to expand the use of fair value pricing into an
63
64

Henry G. Manne, Who[ Mufual Fund Scandal?. WALLST. J., Jan. 8,2004, at A22.
See transcript from Hearing Before the Subcomm. on Capital Markets, Insurance and Govemment-

Sponsored Enterprises, suprn note I 1.
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See: e.g.. In (he Matrer of FT Interactive D a t n , / M Intemctive Duta Corp., Investment Company Act
Release No. 2629 1 (Dec. 1 1, 2003),available at htt~:/lu~ww.~ec.~ovllitigation~ad1ni1~/ia-220
1.htm; SEC v
Iicarflnrtd Group,inc.. Litigation Release No. 16938 (Mar. 22,2001) availnhle nt
htlp://\\~ww.sec.gov/litigatio~~/litrelcases/lr
16938.11tm; White v. Heclr~larldIfigislt- Yiekl Municipal Bond
I-irrtd, 237 F.Supp.2d 982 (ED.Wis. 2002); In the MntterofJon D Hnrnmes.Albert Gory Sltilling, Allan
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area in which the statute precludes it--situations in which actual market prices are readily
available. The Commission has done so not in the text of the rule-but in two of the
Releases and footnotes to the Releases. These issues are far too complex and important
to the investing public for the Commission to address them in the back-handed fashion
set forth in the two Releases. This action violates the procedural requirements of the
APA for substantive rulemaking and is arbitrary, capricious, and otherwise not in
accordance with the law.

In his recent testimony before the U.S.Senate Banking Committee, Chairman
Donaldson emphasized the importance of a deliberative rulemaking process to address
the important issues relating to mutual fund regulation:

Footnote continued from previous page
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One of the challenges in rulemaking is to anticipate the unintended consequences
of some of the rules that you make. So it's a deliberate process. And if it's
rushed too fast without the proper putting the rule out there for comment. . .then
you make rules that have unintended ~onse~uences.'~
We agree with the Chairman and respectklly submit this comment letter in the
spirit of his comments. We believe the appropriate steps for the Commission to take are:
(1) to withdraw those portions of the two Releases that purport to modify the plain
language of Section 2(a)(41) and allow or require the use of fair value pricing
when actual market prices are readily available based on their being "unreliable"
by virtue of being a few hours old from foreign markets;
(2) conduct a study of the effect of market timing and active trading on mutual
funds and variable insurance products to determine the size and scope of the

impact, and whether action is appropriate;
(3) study the various alternatives available for addressing the issue, the impact
and potential benefits and adverse consequences of each alternative, and the
ineans for appropriately conducting and controlling each alternative;
(4) consider the impact of the various alternatives on matters such as investor
protection, transparency, fairness, consistency, internal control and audit, costs to
investors, and other important policy objectives;
(5) study fair value pricing methodologies and methods for benchmarking,
supervising, and controlling fair valuations in order to develop a more transparent,

uniform, welldefined and well-controlled consensus means for conducting fair
valuations in those contexts.where fair valuations are necessary; and
(6) if appropriate, aAer sufficient study and analysis, propose a series of rules
addressing the issue directly, with opportunity for public comment.

Review of Crcrreni Inwstigafions and Regulafoty Actions Regarding the Mutual FundIndustry: Hearing
Bcforc the Scrrore Banking, Housing and Urban Agairs Cumnr., Cong. 108, Sess. 1 (Nov. 18,2003)
(statenlent of SEC Chairman Donaldson). (unofficial transcript, Federal News Service).
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Only afier these steps have been taken and all of the comments considered and
weighed and addressed, should a rule be adopted on the use of fair value pricing. To the
extent legislation is required to address the issue, the Commission, after studying the
issues in detail so that it is in a position to make a meaningful proposal, should refer the
matter to Congress with recommendations for statutory changes.

