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Investment Companies Industry
Developments— 2001/02
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your investment
companies industry audits. The knowledge delivered by this Alert
assists you in achieving a more robust understanding of the busi
ness and economic environment your clients operate in. This Alert
is an important tool in helping you identify the significant risks
that may result in the material misstatement of your client's finan
cial statements. Moreover, this Alert delivers information about
emerging practice issues, and information about current account
ing, auditing, and regulatory developments.
If you understand what is happening in the investment companies
industry and you can interpret and add value to that information,
you will be able to offer valuable service and advice to your clients.
This Alert assists you in making considerable strides in gaining that
industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—200112002 (product no. 022280kk).

Economic and Industry Developments
Statement on Auditing Standards (SAS) No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311),
among other matters, provides guidance for auditors regarding the
specific procedures that should be considered in planning an audit
in accordance with generally accepted auditing standards (GAAS).
SAS No. 22 states that the auditor should obtain a knowledge of
matters that relate to the nature of the entity’s business, its organiza
tion, and its operating characteristics, and consider matters affecting
the industry in which the entity operates, including, among other
matters, economic conditions as they relate to the specific audit.
5

Also, paragraph 2.99 in the Audit and Accounting Guide Audits
o f Investment Companies (Guide) states that economic conditions
in the jurisdictions in which funds invest may affect the auditor’s
assessment of inherent risk for assertions in investment compa
nies’ financial statements. Factors that auditors should consider
include local rates of inflation, government stability, and local tax
rules. Auditors should consider whether such indicators create,
intensify, or mitigate inherent risk.

Economic Developments
The Weakened Economy
The year 2001 was one of opportunity as well as challenge for the
investment companies industry. Investment companies looked to
provide investors with professional asset management in an atmos
phere where the economic news during the first three quarters in
2001 was mixed. As of the fourth quarter, the U.S. economy is
weak and the economic outlook uncertain. Adding further uncer
tainty to that weak economic picture are the ramifications of the
September 11 attacks upon the United States.
Through the first three quarters o f 2001, the downward slide of the
Dow Jones Industrial Average (DJIA) and the National Association
of Securities Dealers Automated Quotation (NASDAQ) compos
ite that began in 2000 continued, including steep declines follow
ing the September 11 attacks. The D JIA ended the third quarter of
2001 below 9000, and the NASDAQ below 1500. Through the
first six weeks of the fourth quarter, however, both the D JIA and
NASDAQ have regained the losses experienced after the markets
reopened on September 18. The Federal Reserve Board has cut the
federal funds rate on separate occasions during the past year to 2.0
percent at November 6, 2001. Corporate earnings reports through
the first three quarters of 2001 were weak in many sectors.
For a thorough discussion of the economic and business environ
ment, see the AICPA general Audit Risk Alert 2001/02. Also, the
brief summaries of the audit, accounting, and regulatory guidance
discussed in this section of the Alert are for information purposes
only and should not be relied on as a substitute for a complete read
ing of the applicable standard or issuance.
6

September 11 Impact
As you prepare to conduct audits of firms affected by the events cen
tered on the terrorist attacks, you need to realize that your clients
may be working in a new business environment. You must gain an
understanding of this new environment to adequately plan and per
form the audit. Some companies in the investment companies in
dustry may have been affected directly. Other companies in the
investment companies industry may experience more indirect ef
fects. For example, your investment companies industry clients may
experience effects related to shifts in demand for their products or
services. Service providers that are used by the client may have been
adversely affected. Clients may also have had to address additional
issues in obtaining price quotations when valuing their investments.
Although in certain instances the implications for the clients busi
ness environment may have been temporary, auditors may also need
to consider the potential for any ongoing implications on the client's
business environment.
In addition to the obvious economic implications, a number of ac
counting and auditing issues are raised as a result of the September
11 terrorist attacks and related subsequent events. These issues affect
those businesses and auditors directly affected by the attacks and
those businesses and auditors who were not directly affected, but
whose clients, vendors, suppliers, and others were directly affected.
A thorough discussion of the ability of auditors to assist their
clients in recovering accounting records, obtaining audit evidence,
and considering the risk of fraud and other audit-related matters is
offered at www.cpa2biz.com. In addition, www.cpa2biz.com offers
extensive guidance on accounting, independence, tax, technology,
and regulatory considerations.
Emerging Issues Task Force (EITF) Issue No. 01-10, “Accounting
for the Impact of the Terrorist Attacks of September 11, 2001,”
addresses the proper accounting treatment for matters related to
the terrorist attacks. EITF Issue No. 01-10 states that the eco
nomic effects of the events were so extensive and pervasive that it
would be impossible to capture them in any one financial state
ment line item. The EITF decided against extraordinary treatment
for any of the costs attributable to the terrorist attacks.
7

Responding to inquiries from accounting firms and registrants,
the Securities and Exchange Commission (SEC) issued Interpre
tive Release No. IC-25157, Bookkeeping Services Provided by Au
ditors to Audit Clients in Emergency or Other Unusual Situations
(effective date: September 14, 2001), which states that account
ing firms may assist clients that had offices in and around the
World Trade Center by participating in the recovery process to fa
cilitate a timely, effective, and efficient revitalization of their audit
clients’ records and systems that were destroyed in the events of
September 11, 2001, without impairing the auditor’s indepen
dence from those clients.
Also, on September 14, 2001, the SEC announced actions to ease
certain regulatory restrictions temporarily. (See Release No. IC25156, Order Under Sections 6(c), 17(d), and 38(a) o f the Investment
Company Act o f1940 Granting Exemptionsfrom Certain Provisions of
the Act and Certain Rules Thereunder, and Release No. IC-25165,
Order Extending Prior Order Under Sections 6(c), 17(b) and 38(a) of
the Investment Company Act o f1940 Granting Exemptionsfrom Cer
tain Provisions o f the Act and Certain Rules Thereunder.)
Copies of the SEC Orders and Interpretive Releases, along with
information on additional SEC actions taken on September 21,
2001, are available on the SEC Web site at www.sec.gov.

Fund Performance
Fund performance varied in 2001. The downturn in fund perfor
mance that began in 2000 for a number of technology-investmentoriented funds continued in 2001. Investors who had seen their
investments perform well in recent years, sometimes showing dou
ble-digit (and even triple-digit) gains, in many instances saw their
funds perform unfavorably and with double-digit losses in 2001.
Net fund assets decreased for a number of funds through the first
three quarters. These decreases were attributable to market de
clines, as well as investor redemptions and decreased sales.
Despite the negative performance of many funds, many investors
continued to invest in mutual funds. While some investors contin
ued to hold onto their investments in stock funds, other investors
8

pulled out from these funds, especially during the third quarter.
Many investors favored funds that could provide more stable and
consistent returns, such as tax-exempt bond funds or money mar
ket funds. Other funds, such as certain “value oriented” funds that
had seen a significant number of redemptions in 2000, also were
benefiting from improved sales in 2001.
Investment companies continue in 2001 to operate in an industry
crowded with competitors, and to face competition from other fi
nancial institutions, such as broker-dealers, banks, and insurance
companies, for the available pool of investor funds. In recent years,
the availability of financial information through sources such as the
Internet has provided investors with expanded access to financial
information previously available only to professional money man
agers. Many investors felt empowered to direct their own equity
trading activities. Recent market volatility may prompt these in
vestors to look to professional money managers for more assistance
with investment decisions going forward.

Investing in Riskier Debt Instruments
Investment companies may have effected more frequent or signifi
cant changes in the composition of their securities portfolio as
compared with recent periods, to achieve better returns for in
vestors during the current market downturn. Auditors should con
sider the possibility that investment companies, seeking higher
returns for investors, may be investing in debt instruments that
have a greater potential for default. Also, the economic decline has
resulted in a number of rating downgrades, bankruptcy filings, and
liquidity problems with these issues, especially among high-risk
technology-related companies. As discussed in paragraph 2.59 of
the Audit and Accounting Guide Audits o f Investment Companies
(Guide), adverse economic developments often lead to increases in
the default rates of debt securities. In addition to occasional capital
infusions, professional fees to legally restructure the investments are
frequently incurred by bondholders. Paragraphs 2.56 and 2.57 of
the Guide note that for defaulted debt securities, in accordance
with Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 5, Accountingfor Contingencies,
9

accrued interest should be written off when it becomes probable
that the interest will not be collected and the amount of uncol
lectible interest can be reasonably estimated. The portion of interest
receivable on defaulted debt securities written off that was recog
nized as interest income should be treated as a reduction of interest
income. Write-offs of purchased interest should be reported as in
creases to the cost basis of the security, which will result in an unreal
ized loss. Paragraphs 2.60 and 2.61 of the Guide discuss accounting
for capital infusions and workout expenditures. Auditors should also
focus on the valuations of potentially distressed securities, consider
ing the guidance in paragraphs 2.126 through 2.135.

Increased Pressures on Management
Auditors of investment companies should consider the increased
pressures that some investment companies may face to meet per
formance expectations. Also, in instances where an adviser is
highly dependent on revenues generated from one or a few funds,
substantial declines in net assets in those funds may result in se
vere financial pressure on the adviser's operations. When auditing a
client subject to increased pressures, auditors should consider
whether such pressures could indicate a fraud risk factor. SAS No.
82, Consideration o f Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 316), provides guidance to
auditors in fulfilling the responsibility to plan and perform the
audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether caused by
error or fraud. SAS No. 82 states that the significance of risk factors
varies widely for a particular entity. The auditor should exercise
professional judgment when considering risk factors individually
or in combination and whether there are specific controls that
might mitigate the risk.
Help Desk— Further information on implementing SAS No. 82
is available in the AICPA publication Considering Fraud in a

Financial Statement Audit: Practical Guidancefor Applying SAS
No. 82 (product no. 008883kk). This publication provides an
in-depth understanding o f SAS No. 82, supplemented by indus
try-specific fraud risk factors and guidance for investment com
panies, practice aids and examples, including common fraud
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schemes and expanded audit procedures; and sample engagement
letters, representation letters, and workpaper documentation.

Going Concern Considerations
Auditors should consider whether economic and industry condi
tions existing in those industry or geographic sectors where a fund
invests might identify information about certain conditions or
events that, when considered in the aggregate, indicate that there
could be substantial doubt about the fund’s ability to continue as a
going concern for a reasonable period of time. The significance of
such conditions and events would depend on the circumstances,
and some may have significance only when viewed in conjunction
with others. SAS No. 59, The Auditors Consideration o f an Entity’s
Ability to Continue as a Going Concern (AICPA, Professional Stan
dards, vol. 1, AU sec. 341), provides examples of such conditions
and events. Also, the auditor should consider the disclosure require
ments in Statement of Position (SOP) 94-6, Disclosure o f Certain
Risks and Uncertainties, in instances where an adviser's inability to
continue operations may constitute a current vulnerability due to
the fund’s dependence on the adviser's services.

Regulatory Developments1
SAS No. 22, Planning and Supervision, states that in planning the
audit, the auditor should consider matters affecting the industry
in which the entity operates as they relate to the audit, including,
among other matters, government regulations. Auditors should
note that investment companies may be subject to a number of
regulatory requirements.
1. Readers should be alert for updates, amendments, or other changes to the rules dis
cussed in this section of the Alert and other recent developments related to regulatory
activities. The brief summaries provided in this section o f the Alert are for information
purposes only. Readers should refer to the full text of the regulations and other docu
ments that are discussed in this section o f the Alert. The complete text of Securities and
Exchange Commission (SEC) final rules discussed in this section of the Alert, rules
adopted subsequent to the writing of this Alert, as well as proposed rules and other
SEC information, can be obtained from the SEC Web site at www.sec.gov. See the
“Information Sources” section at the end o f this Alert for a list o f Internet resources,
including some Web sites, that can provide additional information on regulatory issues
and developments.
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Chapter 1 in the Audit and Accounting Guide Audits of Investment
Companies (Guide) includes a discussion of investment company
regulation. Generally, an investment company is required to regis
ter with the SEC under the Investment Company Act of 1940
(1940 Act) if one of the following is true:2
•

Its outstanding securities, other than short-term paper, are
beneficially owned by more than 100 persons (including
the number of beneficial security holders of a company
owning 10 percent or more of the voting securities of the
investment company).3

•

It is offering or proposing to offer its securities to the public.

Paragraph 1.23 in the Guide discusses other regulations that audi
tors of investment companies should be familiar with, including
the Securities Act of 1933 (the 1933 Act), the Securities Exchange
Act of 1934 (the 1934 Act), and the Investment Advisers Act of
1940 (Advisers Act).
The federal securities laws are supplemented by formal rules and reg
ulations. The SEC also issues a variety of other releases and state
ments, including its financial reporting releases and releases under
the 1933 Act, the 1934 Act, the 1940 Act, and the Advisers Act.
Many apply to the investment companies industry. The auditor
should be familiar with them and with the SEC registration and re
porting forms.

Auditor’s Responsibility Concerning Illegal Acts
In addition, auditors of investment companies should be aware of
the requirements of SAS No. 54, IllegalActs by Clients (AICPA, Pro
fessional Standards, vol. 1, AU sec. 317). SAS No. 54 prescribes the
nature and extent of the consideration that the auditor should give
to the possibility of illegal acts by a client in audits of financial state
ments in accordance with GAAS. The term illegal acts refers to vio2. Otherwise, the company is exempted from registration by section 3(c)(1) of the Invest
ment Company Act of 1940 (1940 Act).
3. Section 3(c)(7) of the 1940 Act allows certain companies to have an unlimited number
of qualified investors.
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lations of laws or governmental regulations. SAS No. 54 states, in
part, that the auditor considers laws and regulations that are gener
ally recognized by auditors to have a direct and material effect on
the determination of financial statement amounts. Entities may be
affected by many other laws or regulations relating more to an en
tity’s operating aspects than to its financial and accounting aspects,
and the financial statement effect of these laws and regulations is
indirect. Their indirect effect is normally the result of the need to
disclose a contingent liability because of the allegation or determi
nation of illegality.
When an auditor concludes, based on information obtained and, if
necessary, consultation with legal counsel, that an illegal act has or
is likely to have occurred, the auditor should consider the effect on
the financial statements as well as the implications for other aspects
of the audit.

SEC Regulations
The following is a summary of some of the rules that the SEC is
sued since the writing of last year's Alert.
•

Methodfor determining market capitalization and dollar value
o f average daily trading volume; application o f the definition of
narrow-based security index. In August 2001, the SEC and the
Commodity Futures Trading Commission (CFTC) adopted
joint final rules to implement new statutory provisions en
acted by the Commodity Futures Modernization Act of
2000 (CFMA). Effect date: August 21, 2001. The CFMA,
which became law on December 21, 2000, establishes a
framework for the joint regulation by the CFTC and the
SEC of the trading of futures on single securities and on nar
row-based security indexes.

•

Treatment o f repurchase agreements and refunded securities as
an acquisition o f the underlying securities. In July 2001, the
SEC adopted new Rule 5b-3 and conforming amendments
to Rules 2a-7 and 12d3-1 under the 1940 Act that affect
the ability of investment companies to invest in repurchase
agreements and pre-refunded bonds under the 1940 Act.
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Rule 5b-3(a) allows funds to treat the acquisition of a repur
chase agreement as an acquisition of the underlying securi
ties for purposes of sections 5(b)(1) and 12(d)(3) of the
1940 Act if the obligation of the seller to repurchase the se
curities from the fund is “collateralized fully.” Rule 5b-3(b)
codifies, for purposes of section 5(b)(1), the conditions spec
ified in the SEC staff's no-action position permitting a fund
to treat an investment in a “refunded security” as an invest
ment in the escrowed U.S. government securities. Effective
date: August 15, 2001.
•

Electronic recordkeeping by investment companies and invest
ment advisers. In May 2001, the SEC adopted amendments
to Rule 3 1a-2 under the 1940 Act, and Rule 204-2 under the
Advisers Act. The amendments expand the circumstances
under which funds and advisers may keep records on elec
tronic storage media, and clarify and update SEC record
keeping rules. Effective date: May 31, 2001.

•

Technical amendments to instructions for registration form for
certain investment company securities. In March 2001, the
SEC made technical amendments to the instructions to
Form 24F-2. Form 24F-2 prescribes the method by which
certain investment companies calculate and pay registration
fees on securities they issue. Effective date: March 12, 2001.

•

Disclosure o f mutualfund after-tax returns. In January 2001,
the SEC adopted amendments to Form N-1A; Rule 34b-1
under the 1940 Act; and Rule 482 under the 1933 Act. The
amendments require mutual funds to disclose in their
prospectuses after-tax returns based on standardized formu
las comparable to the formula currently used to calculate be
fore-tax average annual total returns. The amendments also
require certain funds to include standardized after-tax re
turns in advertisements and other sales materials. Effective
date: April 16, 2001. Section II.J in Release No. IC-24832
contains compliance date information. In September 2001,
the SEC extended the compliance date for certain amend
ments to Rule 34b-1 under the 1940 Act and Rule 482
under the 1933 Act.
14

•

Investment company names. In January 2001, the SEC adopted
new Rule 35d-1 under the 1940 Act. The rule requires a reg
istered investment company with a name suggesting that the
company focuses on a particular type of investment to invest
at least 80 percent of its assets in the type of investment sug
gested by the name. The rule also addresses names suggesting
an investment company focuses its investments in a particu
lar country or geographic region, names indicating that a
company’s distributions are exempt from income tax, and
names suggesting a company or its shares are guaranteed or
approved by the U.S. government. Effective date: March 31,
2001. Compliance date: Registered investment companies
must comply by July 31, 2002. Release No. IC-24828A,
issued in March 2001, corrects a typographical error in the
text to Rule 35d-1.

•

Role o f independent directors o f investment companies. In
January 2001, the SEC adopted new Rules 2al9-3, 10e-1,
and 32a-4 under the 1940 Act; amendments to Rules 0-1,
10f-3, 12b-1, 15a-4, 17a-7, 17a-8, 17d-1, 17e-1, 17g-1,
18f-3, 23c-3, 30d-1, 30d-2, and 3 1a-2 under the 1940
Act; amendments to Forms N-1A, N-2, and N-3 under
the 1940 Act and 1933 Act; and amendments to Schedule
14A under the 1934 Act. The SEC rescinded Rule 2a19-1
under the 1940 Act. The amendments to certain exemp
tive rules under the 1940 Act require, for investment com
panies that rely on those rules, that:
- Independent directors constitute a majority of the
fund’s board of directors.
- Independent directors select and nominate other inde
pendent directors.
- Any legal counsel for the fund’s independent directors
be an independent legal counsel.
The amendments require funds to provide information about
their directors, including:
- Basic information about the identity and business experi
ence of directors (required in tabular format in the fund’s
15

annual report to shareholders, statement of additional
information (SAI) and proxy statements for election of
directors).
- Fund shares owned by directors (required in SAI and
proxy statements relating to election of directors).
- Information about directors that may raise conflict of in
terest concerns (required in SAI and proxy statements).
- The board's role in governing the fund (required in SAI
and proxy rules).
- All disclosure for independent directors presented sepa
rate from disclosure for interested directors in the SAI,
proxy statements, and annual reports to shareholders.
In addition, the rules and amendments:
- Prevent qualified individuals from being unnecessarily
disqualified from serving as independent directors.
- Protect independent directors from the costs of legal dis
putes with fund management.
- Permit the SEC to monitor the independence of direc
tors by requiring funds to keep records of their assess
ments of director independence.
- Temporarily suspend the independent director mini
mum percentage requirements if a fund falls below a re
quired percentage due to an independent director’s death
or resignation.
- Exempt funds from the requirement that shareholders
ratify or reject the directors’ selection of an independent
public accountant, if the fund establishes an audit com
mittee composed entirely of independent directors.
Effective date: February 15, 2001, except the rescission of
Rule 2a19-1 is effective May 12, 2001. (For compliance
dates see section III in Release No. IC-24816.) In February
2001, the SEC issued Release No. IC-24816A containing
corrections to the preamble, final rules, and forms.
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• Adjustments to civil monetary penalty amounts. In January
2001, the SEC adopted a final rule that implements the
Federal Civil Penalties Inflation Adjustment Act of 1990, as
amended by the Debt Collection Improvement Act of 1996,
which requires that the SEC adopt a regulation adjusting for
inflation the maximum amount of civil monetary penalties
under the 1933 Act, 1934 Act, 1940 Act, and the Advisers
Act. Effective date: February 2, 2001.
•

Delivery o f proxy statements and information statements to
households. In October 2000, the SEC adopted amend
ments to Rule 154 under the 1933 Act, and Rules l4a-2,
14a-3, 14a-7, 14b-1, 14b-2, 14c-3, and Schedules 14A
and 14C under the 1934 Act. The amendments permit
companies and intermediaries to satisfy the delivery re
quirements for proxy statements and information state
ments with respect to two or more security holders sharing
the same address by delivering a single proxy statement or
information statement to those security holders, modify
the rules for householding annual reports, and permit
householding of proxy statements combined with prospec
tuses. Effective date: December 4, 2000, the date on which
companies can rely on these rules to begin householding.
Companies may begin to solicit consents to householding
prior to the effective date of these rules.

• Adoption o f updated EDGAR Filer Manual. The SEC adopted
revisions to the Electronic Data Gathering, Analysis, and Re
trieval (EDGAR) Filer Manual. See Releases No. IC-25102,
No. IC-24827, and No. IC-25168.
•

Delegation o f Authority to the Director o f the Division of Mar
ket Regulation. The SEC issued several final rules in 2001,
amending its rules delegating authority to the Director of
the Division of Market Regulation. See Releases No. 3444691, No. 34-44626, No. 34-44397, No. 34-44079, and
No. 34-43985.

The following is a summary of another rule that the SEC issued dur
ing the past year for investment advisers.
17

•

Electronic filing by investment advisers; amendments to Form
ADV; technical amendments. In December 2000, the SEC
made technical revisions to Forms ADV, ADV-W, ADV-H,
ADV-NR, and related rules under the Advisers Act. The revi
sions are administrative corrections to amendments adopted
in Advisers Act Release No. 1897 on September 12, 2000.
Effective date: January 1, 2001.

Also, as discussed in last year's Alert, the SEC adopted amendments
in November 2000 to its auditor independence requirements,
amending Rule 2-01 of Regulation S-X and Item 9 of Schedule
14A under the 1934 Act. Among the amendments to Rule 2-01 of
Regulation S-X, Rule 2-01 (c)(1)(ii) describes other financial inter
ests of an auditor that would impair an auditor’s independence
with respect to an audit client because they create a debtor-creditor
relationship or other commingling of the financial interests of the
auditor and the audit client. Rule 2-01 (c)(1) (ii)(G) addresses in
vestments in an entity that is part of an investment company com
plex. See the definition of investment company complex in Rule
2-01(f) (14). Effective date: February 5, 2001 (there are transition
dates for certain situations).

Other Recent SEC Developments
SEC Special Study—Report on Mutual Fund Fees and Expenses
In January 2001, the SEC’s Division of Investment Management
released a report entitled “Report of the Division of Investment
Management on Mutual Fund Fees and Expenses” (Report), a
study of trends in mutual fund fees and expenses experienced
over the past 20 years. Section I describes the background and
scope of the Report and provides a summary of findings. Section
II describes the regulatory framework with respect to mutual
fund fees and expenses, summarizes corporate governance and
disclosure standards that apply to fund fees and expenses, and de
scribes recent SEC initiatives regarding fund fees and expenses.
Section III presents trends in fees. Section IV describes the Divi
sion of Investment Management’s recommendations concerning
the corporate governance structure for the oversight of fund fees
and the disclosure that investors receive regarding fund fees. The
18

Report addresses a recommendation by the General Accounting
Office to require disclosure of the dollar amount of fund fees paid
indirectly by investors, and recommends that the SEC consider
requiring that the dollar amount of actual fees paid by investors
be disclosed in semi-annual and annual shareholder reports.
The text of the Report is available on the SEC Web site at
www.sec.gov/ news/studies/feestudy.htm.
SEC Division of Investment Management—April 2001
Letter Regarding Valuation Issues
In April 2001, the staff of the SEC’s Division of Investment Man
agement issued a letter4 regarding valuation issues (2001 Letter)
that follows up on their December 1999 letter,5 and addresses sev
eral topics for further clarification and guidance.
The 2001 Letter states the staff’s views on the obligations of funds
and their directors under the 1940 Act to determine in good faith
the fair value of the funds’ portfolio securities when market quota
tions are not readily available, as well as on other topics, such as the
valuation of securities traded on certain foreign exchanges and the
inappropriate use of fair value pricing for securities for which mar
ket quotations are readily available.
Among other matters, the 2001 Letter states that funds should
continuously monitor for events that might necessitate the use of
fair value prices, and establish criteria for determining whether
market quotations are readily available. Funds should assess the
availability of market quotations for their portfolio securities each
day by reviewing various factors, including whether the securities
are thinly traded, sales have been infrequent, or other data exist
that may call into question the reliability of the market quotations.
The 2001 Letter also provides additional guidance regarding the
good faith requirement, the valuation of certain foreign securities
4. Letter from Douglas Scheidt, associate director and chief counsel, SEC Division of
Investment Management, to Craig S. Tyle, general counsel, Investment Company
Institute, April 30, 2001.
5. Letter from Douglas Scheidt, associate director and chief counsel, SEC Division of
Investment Management, to Craig S. Tyle, general counsel, Investment Company
Institute, December 8, 1999.
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subject to trading limits or “collars” on the exchanges or markets
where they primarily trade, and views on the obligation of funds to
value their portfolio securities for which market quotations are
readily available.
Frequently Asked Questions About Mutual Fund
After-Tax Return Requirements
The staff of the SEC's Division of Investment Management has
prepared responses to frequently asked questions about the mu
tual fund after-tax return rule (see the “SEC Regulations” section
of this Alert). The responses are posted on the SEC Web site at
www.sec.gov.
SEC Concept Release—Actively Managed
Exchange-Traded Funds
In November 2001, the SEC issued the Concept Release Actively
Managed Exchange-Traded Funds. The Concept Release seeks com
ments on various issues relating to actively managed exchangetraded funds. The Concept Release is available on the SEC Web
site at www.sec.gov.
Portfolio Pumping
The SEC Office of Compliance Inspections and Examinations
formed a task force to look into the practice of portfolio pumping.
Information on recent SEC actions related to this practice is avail
able on the SEC Web site at www.sec.gov.

SEC Annual “Dear CFO” Letter
The accounting staff of the SEC's Division of Investment Manage
ment periodically issues a generic letter addressed to the chief finan
cial officers (CFOs) of investment company registrants and their
independent public accountants to assist them in addressing certain
accounting-related matters. The following summary highlights the
comments addressed in the most recent (February 2001) letter.6
6. The February 14, 2001, “Dear C F O ” letter is available on the SEC Web site at
www.sec.gov. Look for the next “Dear C FO ” letter on the SEC Web site.
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Audit Guide Implementation
In 2000, the AICPA revised the Audit and Accounting Guide Audits
o f Investment Companies. The letter reminds registrants and their
auditors that SEC Staff Accounting Bulletin (SAB) No. 74 requires
disclosure of the impact of new accounting standards that have
been promulgated, but are not yet effective, in the footnotes to the
financial statements. (See the discussion “Audit and Accounting
Guide Audits o f Investment Companies” in the “Accounting Pro
nouncements and Guidance Update” section of this Alert for addi
tional information about the Guide.)
Senior Securities Table Disclosure
Registrants have asked whether the senior securities table infor
mation required by Item 4 of Form N-2 can be deemed audited
because it is derived from information contained in the audited
financial statements, even though it is not covered by the audi
tor’s opinion on the financial statements and the financial high
lights. The letter states that the independent accountant must express
an opinion on the senior securities table itself or on a financial
statement or financial highlights that include the senior securities
table. Registrants must include, or incorporate by reference, this
opinion in the registration statement.
AIMR Performance Verification and Auditor Consents
The letter states that a number of presentations in registration state
ments that are stated as complying with the Association for Invest
ment Management and Research Performance Presentation
Standards (AIMR-PPS standards) do not fully comply. The letter
reminds registrants that if registrants choose to disclose that perfor
mance information is prepared and presented in accordance with
AIMR-PPS standards, it may be misleading to not comply with all
the performance and presentation standards required by the AIMR
standards. Additionally, when a third party, such as an independent
public accountant, is named in the registration statement as having
performed a verification in accordance with AIMR-PPS standards,
the written consent of that third party is required to be filed as an
exhibit to the registration statement.
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Discounting Market Quotations for Large Holdings
(Block Discounts)
The letter states that a question was received about whether it is ap
propriate for a registered investment company to value an unre
stricted security at a discount or premium from a readily available
market quotation based solely on the size of the investment com
pany’s holding. The 1940 Act requires a registered investment com
pany to value securities using market quotations when they are
readily available. Therefore, it is not believed appropriate to dis
count or mark-up a readily available market price for an unrestricted
security solely because an investment company holds a large quan
tity of the outstanding shares of an issuer or holds an amount that is
a significant portion of the security’s average daily trading volume.
Updating Requirements for Financial Highlights Included in
a Registration Statement Subsequent to a Stock Split
Several registrants have asked whether retroactive adjustment to the
financial highlights and financial statements is required after an in
vestment company issues a stock split. The letter states that when a
stock split occurs after the effective date of the registration state
ment, some registrants make a supplemental filing pursuant to
Rule 497 to provide investors with information about the transac
tion, including an updated financial highlights table showing the
effect of the stock split on a per share basis. Since the supplemental
filing under Rule 497 does not update the registration statement,
this information does not need to be audited. However, the regis
trant is required to include an audited retroactively adjusted finan
cial highlights table when filing its annual update or any other
post-effective amendment to the registration statement.
Pro Forma Financial Statements and Filings Pursuant to
Rule 488 of the 1933 Act
The letter states that a growing number of registration statements to
register shares to be issued in a merger of investment companies
filed pursuant to Rule 488 requesting automatic effectiveness do not
include required pro forma, audited annual, or unaudited semi-an
nual financial statements. The staff considers the filing materially
incomplete when an open-end investment company files pursuant
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to Rule 488 and excludes this information, and will suspend the au
tomatic effectiveness by notifying the registrant in writing.
Financial Highlights and Financial Statements During
Reorganizations When Performance Is Being Carried Over
The staff received numerous inquiries each year on the financial
statements and financial highlights requirement for “shell” invest
ment companies who utilize the historical performance of a prede
cessor entity subsequent to reorganization. The letter states when
investment companies reorganize existing funds or classes into new
“shell” entities and carry over past performance information, the
new “shell” entities should also carry over the prior financial high
lights and financial statements if they meet the requirements set
forth in the no-action relief provided to Janus Adviser Series dated
August 28, 2000.
Auditor Independence Issues7
The letter reminds registrants and auditors for both investment
companies and investment advisers that auditors of any financial
statements filed with the SEC must comply with the provisions of
Independence Standards Board (ISB) Independence Standard No. 1,
Independence Discussions with Audit Committees. Among other mat
ters, ISB Standard No. 1 requires auditors to discuss their indepen
dence with management. In the letter, the board of directors or their
audit committee are encouraged to consider the SEC's rule amend
ments concerning auditor independence in this discussion. Also, as
applied to investment companies and to investment advisers, the
letter states that a robust discussion of the services provided by audi
tors to related entities within the mutual fund complex, including
affiliated broker/dealers and other funds in the complex and the po
tential independence issues that may arise, is encouraged.

7. In July 2001, the AICPA and the SEC, with the agreement o f the members of the In
dependence Standards Board (ISB), announced that the ISB would discontinue opera
tions effective July 31, 2001. See Release No. IC-25066, SEC P olicy S tatem ent:
Establishment a n d Im provem ent o f Standards R elated to Auditor Independence, in which
the SEC amends Financial Reporting Release No. 50 to state that it will no longer look
to the ISB for leadership in establishing and improving auditor independence stan
dards applicable to auditors of financial statements of SEC registrants.
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Ratification of Independent Accountants
Rule 32a-4 under the 1940 Act exempts investment companies
from the 1940 Act requirement that shareholders vote on the selec
tion of the fund’s independent public accountant if the investment
company has an audit committee composed wholly of indepen
dent directors. While the rule is optional, in the letter, investment
company registrants are encouraged to consider adopting an
audit committee consisting solely of independent directors.

Audit Issues and Developments8
Auditing Investments
An investment company’s securities portfolio typically comprises
substantially all its net assets. Accordingly, the audit of an invest
ment company’s investment accounts is a significant portion of the
overall audit because of the relative significance of those accounts
and of the related income accounts. In auditing the investment ac
counts, the auditor should consider various aspects of the invest
ment company’s transactions with brokers, custodians, and pricing
services. Although the overall direction of the investment activities
of an investment company is the responsibility of its board of di
rectors, the board typically delegates the routine operating and
investment decisions to an investment committee, a portfolio man
ager, or in most situations, an investment adviser.
The composition of an investment company’s portfolio is primar
ily a function of the company’s investment objectives and strategy
to achieve them. As discussed in the “Economic and Industry
Developments” section of this Alert, investment companies may
have effected more frequent or significant changes in the compo
sition of their securities portfolios as compared to recent periods,
in order to achieve better returns for investors during the current
market downturn. And as noted in the discussion “SEC Regula
tions” in the “Regulatory Developments” section of this Alert, the
SEC adopted a new rule that will require a registered investment
8. Readers should refer to the full text of the auditing standards and other pronouncements
that are discussed in this section of the Audit Risk Alert.
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company with a name suggesting that the company focuses on a
particular type of investment to invest at least 80 percent of its assets
in the type of investment suggested by the name. During the past
year, investment companies may also have implemented system
changes made necessary, for example, by the conversion in 2001 of
equities and options from fractional (eighths and sixteenths of a dol
lar) to decimal (dollars and cents) pricing. Other changes may be
necessitated for new types of investments.
When auditing the investment accounts, auditors should consider
the guidance in Chapter 2, “Investment Accounts,” of the Audit
and Accounting Guide Audits o f Investment Companies (Guide).
(See the related discussion “Audit and Accounting Guide Audits of
Investment Companies" in the “Accounting Pronouncements and
Guidance Update” section of this Alert.) Paragraphs 2.98 through
2.136 provide guidance on auditing procedures for investment ac
counts. Paragraphs 2.28 through 2.39 provide guidance on meth
ods o f valuing investments, and paragraphs 2.65 through 2.97
discuss accounting for foreign investments.
Paragraph 2.101 in the Guide notes that the auditor should review
such relevant investment company documents as the latest
prospectus, statement of additional information, certificate of in
corporation, bylaws, and minutes of the board of directors’ and
shareholders’ meetings to gain an understanding of the investment
company’s investment objectives and restrictions, and consider
whether management has a program to prevent, deter, or detect
noncompliance with the investment company’s investment restric
tions. The auditor should also consider whether the program has
identified noncompliance with the stated investment restrictions
and test the operation of the program to the extent considered nec
essary. An investment company’s failure to comply with its stated
investment restrictions may be considered a possible illegal act that
may have an indirect effect on the financial statements of the fund.
Should an auditor become aware of the possibility of an illegal act,
the procedures delineated in SAS No. 54, Illegal Acts by Clients,
should be applied. Auditors may also be required, under certain
circumstances, pursuant to the Private Securities Litigation Reform
Act of 1995 (codified in section 10A(b)1 of the 1934 Act), to make
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a report to the SEC relating to an illegal act that has a material effect
on the financial statements.
Auditors should also consider the guidance in SEC Accounting Se
ries Releases No. 113 and No. 118, as well as recent SEC Division of
Investment Management staff interpretive letters (see the related dis
cussion “SEC Division of Investment Management—April 2001
Letter Regarding Valuation Issues” in the “Regulatory Develop
ments” section of this Alert). This guidance may be useful to auditors
and financial statement preparers in assessing investment valuations.
Additional audit guidance for auditing investments is available in
SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 332), which became effective for audits of financial state
ments for fiscal years ending on or after June 30, 2001, and in the
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities. See the “New Auditing and Attesta
tion Pronouncements” section of this Alert for more information
about this Audit Guide.
Auditors should also consider the need for using the work of a spe
cialist for valuation of complex financial instruments or restricted
securities. SAS No. 73, Using the Work of a Specialist (AICPA, Pro
fessional Standards, vol. 1, AU sec. 336), can be useful in providing
guidance to auditors who use the work of a specialist in performing
an audit in accordance with GAAS.

Impact of New Accounting Pronouncements
Investment companies may be implementing new accounting
standards that could have a significant impact on their account
ing procedures and financial statements, such as the new accounting
guidance in the Audit and Accounting Guide Audits of Investment
Companies. (See the related discussion “Audit and Accounting
Guide Audits o f Investment Companies" in the “Accounting Pro
nouncements and Guidance Update” section of this Alert.)
SAS No. 55, Consideration o f Internal Control in a Financial State
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as
amended, provides guidance on the independent auditor's consider
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ation of internal control in planning the audit of financial state
ments in accordance with GAAS, including a discussion of the en
tity’s risk assessment for financial reporting purposes. Risks relevant
to financial reporting include external and internal events and cir
cumstances that may occur and adversely affect an entity’s ability to
initiate, record, process, and report financial data consistent with
the assertions of management in the financial statements. Risks can
arise or change due to circumstances such as, among others, the
adoption of new accounting principles or changing accounting
principles. Auditors should obtain a sufficient knowledge of the
client’s risk assessment process to understand how management
considers risks relevant to financial reporting objectives and decides
how to address those risks, and auditors should be alert to the im
plications on the internal control of the client.

Analytical Reviews
SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329), requires that analytical procedures be used in
the planning and overall review stages of the audit. Auditors should
be aware of the need to have analytical procedures performed by
staff with sufficient industry expertise to properly evaluate the re
sults, particularly when analytical procedures are being performed
in lieu of other substantive procedures.
The AICPA has issued a new Audit Guide, Analytical Procedures, to
assist auditors in designing and performing analytical procedures in
financial statement audits conducted in accordance with GAAS. The
Audit Guide states that forming an expectation is the most impor
tant phase of the analytical procedure process. Numerous factors af
fect the amount of an account balance. Increasing the number of
factors considered in forming an expectation of the account balance
increases the precision of the expectation. Such factors include:
•

Significant events

•

Accounting changes

•

Business and industry factors

•

Market and economic factors
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•

Management incentives

•

Initial versus repeat engagement

The auditor needs to carefully consider the reliability of data used to
develop his or her expectations, taking into account, if necessary, the
results of other related procedures. Expectations formed under sta
ble economic conditions (for example, stable interest rates) or stable
environmental factors (for example, no regulatory changes) tend to
be more precise relative to an unstable economy or environment.
Auditors should consider various factors that could affect the preci
sion of expected balances for analytical review procedures. For ex
ample, Appendix B to this Alert provides a summary of new
accounting standards as a result of the implementation of the Audit
and Accounting Guide Audits o f Investment Companies. Also, busi
ness and industry factors may result in the establishment of new fee
structures or revisions to existing fee structures. For example, some
mutual funds have added redemption fees to discourage “in and
out” activity from market timers, or added or revised fees charged
to customers that do not maintain minimum account balances.
Recent economic developments include a number of interest rate
reductions during the past year, as well.
Other factors include any investment companies industry prac
tices, and whether any changes may have occurred as a result of
new regulations that may affect those practices. For example, mul
tiple class funds have unique operational and accounting issues,
including the methods and procedures to allocate income, ex
penses, and gains and losses to the various classes to determine net
asset value per share for each class, to calculate dividends and distri
butions to shareholders for each class, and to calculate investment
performance for each class.

Money Laundering Activities9
Money laundering is the funneling of cash or other funds gener
ated from illegal activities, often through legitimate financial insti9. This section of the Alert was drafted after consultation with the U.S. Department of
Treasury.
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tutions or businesses to conceal the initial source of the funds.
Money laundering is a global activity and, like the illegal activities
that give it sustenance, it seldom respects local, national, or inter
national boundaries. Current estimates of the size of the global
annual “gross money laundering product” range from $500 billion
to $1.5 trillion.10
Criminals use a wide variety of financial institutions and profes
sional advisers to launder the proceeds of crime, and, according
to the U.S. Department of the Treasury, securities investment
companies may also be vulnerable. The evolving dynamics of the
industry— mergers and acquisitions, broader product lines, new
technologies, and new distribution channels— generate important
business opportunities, but they also generate risks for securities
investment companies, including increased money laundering
vulnerability.
As these industry trends continue, as money launderers increas
ingly look for a wide range of financial services and conservative,
legitimate-appearing asset holdings, and as greater regulatory re
quirements for banks and other non-bank financial institutions
make it more difficult for them to evade detection, the securities
investment company industry may become increasingly vulnerable
to money laundering and more attractive to money launderers.
While money laundering activities and methods become increasingly
complex and ingenious, its “operations” tend to consist of three basic
stages or processes— placement, layering, and integration.
Placement is the process of transferring the actual criminal proceeds,
whether in cash or in any other form, into the financial system in
such a manner as to avoid detection by bank and non-bank financial
institutions and government authorities. Money launderers pay care
ful attention to national laws, regulations, governance, trends, and
law enforcement strategies and techniques to keep their proceeds
concealed, their methods secret, and their identities and professional
resources anonymous. A common placement technique is the struc

10. By definition, money launderers are in the business o f cloaking their activities and
revenue, making this approximation difficult.
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turing11 of cash deposits into legitimate financial institution ac
counts, converting cash into other monetary instruments or money
transfers, and using these instruments to conduct transactions
through another financial institution. Another placement technique
is customers making large deposits and investments with laundered
proceeds in the form of monetary instruments, bearer instruments,
or third-party checks, especially through third-party agents.
Layering is the process of generating a series or layers of transactions
to distance the proceeds from their illegal source and to obfuscate
the audit trail in doing so. Common layering techniques include
electronic fund transfers, often directly or subsequently into a
“bank secrecy haven” or a jurisdiction with lax recordkeeping and
reporting requirements; withdrawals of already-placed deposits in
the form of highly liquid monetary instruments, such as money or
ders and travelers checks; and requests for account transfers or
checks made payable to third parties with whom the account
holder appears to have no obvious relationship.
Integration, the final money laundering stage, is the unnoticed
reinsertion of successfully laundered untraceable proceeds into an
economy. This is accomplished through a wide variety of spend
ing, investing, and lending techniques and cross-border, legiti
mate-appearing transactions.
Money launderers tend to use the business entity more as a conduit
than as a means of directly expropriating assets. For this reason,
money laundering is far less likely to affect financial statements
than are such types of fraud as misappropriations and consequently
is unlikely to be detected in a financial statement audit. In addition,
other forms of fraudulent activity usually result in the loss or disap
pearance of assets or revenue, whereas money laundering involves
the manipulation of large quantities of illicit proceeds to distance
them from their source quickly and in as undetectable a manner as
possible. However, money-laundering activities may have indirect
effects on an entity’s financial statements.
11. S tructuring means breaking up large amounts of currency into smaller amounts to
conduct transactions in such a manner as to avoid currency reporting or other Bank
Secrecy Act requirements.
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Nevertheless, independent auditors have a responsibility under
SAS No. 54, IllegalActs by Clients, to be aware of the possibility that
illegal acts may have occurred, indirectly affecting amounts recorded
in an entity’s financial statements. In addition, if specific informa
tion comes to the auditor’s attention indicating possible illegal acts
that could have a material indirect effect (for example, the entity’s
contingent liability resulting from illegal acts committed as part of
the money laundering process) on the entity’s financial statements,
the auditor must apply auditing procedures specifically designed to
ascertain whether such activity has occurred.
Possible indications of money laundering include the following:
•

Transactions that appear inconsistent with a customer’s known
legitimate business or personal activities or means; unusual de
viations from normal account and transaction patterns.

•

Situations in which it is difficult to confirm a person’s identity.

•

Unauthorized or improperly recorded transactions; inade
quate audit trails.

•

Unconventionally large currency transactions, particularly
in exchange for negotiable instruments or for the direct pur
chase of funds transfer services.

•

Apparent structuring of currency transactions to avoid regu
latory recordkeeping and reporting thresholds (such as trans
actions in amounts less than $10,000).

•

Businesses seeking investment management services when
the source of funds is difficult to pinpoint or appears incon
sistent with the customer’s means or expected behavior.

•

Uncharacteristically premature redemption of investment
vehicles, particularly with requests to remit proceeds to ap
parently unrelated third parties.

•

The purchase of large cash value investments, soon followed
by heavy borrowing against them.

•

Large lump-sum payments from abroad.
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•

Purchases of goods and currency at prices significantly below
or above market.

•

Use of many different firms of auditors and advisers for as
sociated entities and businesses.

•

Forming companies or trusts that appear to have no reason
able business purpose.

Money laundering is considered to be an illegal act that will often
have an indirect effect on financial statement amounts under SAS
No. 54. Under SAS No. 54, the auditor should be aware of the
possibility that such illegal acts may have occurred. If specific in
formation comes to the auditor’s attention that provides evidence
concerning the existence of possible illegal acts that could have a
material indirect effect on the financial statements, the auditor
should apply audit procedures specifically directed to ascertaining
whether an illegal act has occurred.
Auditors should also note that laundered funds and their proceeds
could be subject to asset seizure and forfeiture (claims) by law en
forcement agencies that could result in material contingent liabili
ties during prosecution and adjudication of cases.
In June 2000, the OECD’s Paris-based Financial Action Task Force
(FATF), the worlds anti-money laundering watchdog intergovern
mental organization, issued a Review to Identify Non-Cooperative
Countries or Territories, expressly identifying 15 governments as
noncooperative with other countries and jurisdictions in combat
ing money laundering. Subsequently, in July 2000, the U.S. Trea
sury Department followed suit with a series of Financial Crimes
Enforcement Network (FinCEN) country advisories, which asked
U.S. businesses to pay closer attention to transactions linked to
these countries. During 2001, several of these jurisdictions were re
moved from the noncooperative lists and new ones added.
A description of federal regulations pertaining to money launder
ing appears in Appendix A, “Federal Regulations Related to Money
Laundering,” of this Audit Risk Alert.
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New Auditing and Attestation Pronouncements
Presented below is a list of auditing and attestation pronouncements,
guides, and other guidance issued since the publication of last year’s
Alert. The AICPA general Audit Risk Alert—2001/02 (product no.
022280kk) contains a summary explanation of all these issuances.
For information on auditing and attestation standards issued subse
quent to the writing of this Alert, please refer to the AICPA Web site
at www.aicpa.org/members/div/auditstd/technic.htm. You may also
look for announcements of newly issued standards in the CPA Letter,
Journal of Accountancy, and the electronic newsletter of the AICPA
Auditing Standards Team, In Our Opinion.
To obtain copies of AICPA standards and guides, contact the
Member Satisfaction Center at (888) 777-7077 or go online at
www.cpa2biz.com.
SAS No. 94

The Effect o f Information Technology on the Auditor’s
Consideration o f Internal Control in a Financial
Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 319)

SOP 01-3

SOP 01-4

Statement on Standards for
Attestation Engagements
(SSAE) No. 10
Audit Guide
Audit Guide
Audit Guide
Audit Guide
Practice Alert 2001-1
Practice Alert 2001-2

Perform ing Agreed-Upon Procedures Engagements
That Address Internal Control Over D erivative
Transactions as Required by the New York State
Insurance Law
Reporting Pursuant to the Association fo r Investment
M anagement an d Research Performance Presentation
Standards
Attestation Standards: Revision and Recodification
(AICPA, Professional Standards, vol. 2, AT secs.
101-701)

Auditing D erivative Instruments, Hedging Activities,
and Investments in Securities
Auditing Revenue in Certain Industries
Audit Sampling
Analytical Procedures
Common Peer Review Recommendations
Audit Considerations in Times o f Economic Uncertainty
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O f the pronouncements, guides, and other guidance listed above,
those having particular significance to the investment companies in
dustry are briefly explained below. These summaries are for infor
mation purposes only and should not be relied upon as a substitute
for a complete reading of the applicable standard.

Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities
This Audit Guide (product no. 012520kk) provides practical guid
ance for implementing SAS No. 92 on all types of audit engagements.
The Guide includes an overview of derivatives and securities and how
they are used by various entities, a summary of accounting guidance,
and a discussion of the three elements of the auditing framework: in
herent risk, control risk, and substantive procedures. Additionally,
practical illustrations and case studies are included in the Guide.

SOP 01-4, Reporting Pursuant to the Association for Investment
Management and Research Performance Presentation Standards
This SOP provides guidance to practitioners for engagements to
examine and report on aspects of an investment firm’s compli
ance with Association for Investment Management and Research
Performance Presentation Standards (AIMR-PPS standards) (a
Level I verification engagement). It also provides guidance on en
gagements to examine and report on the performance results of
specific composites in conformity with the AIMR-PPS standards
(a performance examination [Level II]). Such examination en
gagements should be performed pursuant to Chapter 1, “Attest
Engagements,” of SSAE No. 10, Attestation Standards: Revision
and Recodification (AT sec. 101).
The SOP has a section with an overview of the AIMR-PPS stan
dards, and in the appendixes to this SOP, you will find, among other
things, the following sample letters and illustrative reports:
•

Sample Engagement Letter: Level I Verification and Per
formance Examination (Level II)
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•

Sample Management Representation Letter: Level I Verifi
cation and Performance Examination (Level II)

•

Illustrative Attest Reports: Level I Verification

•

Illustrative Attest Reports: Level I Verification and Perfor
mance Examination (Level II)

This SOP supersedes two AICPA Notices to Practitioners: Exami
nation Engagements to Report on Investment Performance Statistics
Based on Established or Stated Criteria, issued by the AICPA’s Invest
ment Companies Committee in November 1995; and Engagements
to Report on Performance Presentation Standards o f the Association for
Investment Management and Research, issued by the AICPA Audit
ing Standards Division in July 1993. This SOP also supersedes para
graphs 11.18 through 11.22 of the Audit and Accounting Guide
Audits o f Investment Companies, Chapter 11, “Independent Audi
tor’s Reports and Client Representations.”
This SOP is effective for engagements to examine and report on as
pects of an investment firm’s compliance with, and/or examining
and reporting on specific composite results in conformity with, the
redrafted AIMR-PPS standards, the U.S. and Canadian version of
Global Investment Performance Standards. The SOP may not be
applied to engagements in which the investment firm has not yet
adopted the redrafted AIMR-PPS standards.

Accounting Pronouncements and Guidance Update
Presented below is a list of accounting pronouncements and other
guidance issued since the publication of last year’s Alert. The AICPA
general Audit Risk Alert—2001/02 (product no. 022280kk) con
tains a summary explanation of all these issuances. For informa
tion on accounting standards issued subsequent to the writing of
this Alert, please refer to the AICPA Web site at www.aicpa.org,
and the FASB Web site at www.fasb.org. You may also look for
announcements of newly issued standards in the CPA Letter and
J ournal o f Accountancy.
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FASB Statement No. 141
FASB Statement No. 142
FASB Statement No. 143
FASB Statement No. 144
FASB Technical Bulletin
No. 01-1
SOP 00-3

SOP 01-1

Business Combinations
Goodwill and Other Intangible Assets
Accounting fo r Asset Retirement Obligations
Accounting fo r the Impairment or Disposal o f
Long-Lived Assets
Effective Date f o r Certain Financial Institutions o f
Certain Provisions o f Statement 140 Related to the
Isolation o f Transferred Financial Assets
Accounting by Insurance Enterprises fo r
Demutualizations and Formations o f M utual
Insurance H olding Companies and fo r Certain
Long-Duration Participating Contracts
Amendment to Scope o f Statement o f Position 95-2,
Financial Reporting by Nonpublic Investment
Partnerships, to Include Commodity Pools

SOP 01-2
Audit and Accounting Guide
Questions and Answers

Accounting and Reporting by Health and Welfare
Benefit Plans
Audits o f Investment Companies
FASB Statement No. 140

O f the pronouncements and other guidance listed above, those
having particular significance to the investment companies indus
try are briefly explained below. These summaries are for informa
tion purposes only and should not be relied upon as a substitute for
a complete reading of the applicable standard.
Also, a summary of EITF consensuses reached from the November
2000 meeting through the September 2001 meeting of the FASB’s
EITF can be found in the AICPA general Audit Risk Alert—

2001/2002.

Audit and Accounting Guide Audits of Investment Companies
Overview
The AICPA issued the Audit and Accounting Guide Audits o f In
vestment Companies (Guide), new edition as of December 1, 2000.
The Guide was prepared by the AICPA Investment Companies
Guide Task Force to assist investment companies in preparing fi
nancial statements in conformity with generally accepted account-
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ing principles (GAAP) and to assist independent auditors in auditing
and reporting on those financial statements in accordance with
GAAS. The Guide describes operating conditions and auditing
procedures unique to the investment company industry and illus
trates the form and content of various investment company finan
cial statements and related disclosures.
The preface to the Guide includes a section titled “Summary of
New Accounting Standards.” This Summary is included as Appen
dix B to this Alert.
The Guide has been updated with conforming changes as of May 1,
2001, to reflect recently issued authoritative pronouncements.
Impact on Other Literature
The Guide supersedes the AICPA Audit and Accounting Guide
Audits o f Investment Companies (with conforming changes as of
May 1, 1998), and SOP 93-2, Determination, Disclosure, and Fi
nancial Statement Presentation o f Income, Capital Gain, and Re
turn o f Capital Distributions by Investment Companies. The Guide
incorporates the following authoritative material specific to in
vestment companies:
•

SOP 89-2, Reports on Audited Financial Statements o f Invest
ment Companies

•

SOP 89-7, Report on the Internal Control Structure in Audits
o f Investment Companies

•

SOP 93-1, Financial Accounting and Reporting for HighYield Debt Securities by Investment Companies

•

SOP 93-4, Foreign Currency Accounting and Financial State
ment Presentation for Investment Companies

•

SOP 95-2, Financial Reporting by Nonpublic Investment
Partnerships

•

SOP 95-3, Accountingfor Certain Distribution Costs of Invest
ment Companies
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Effective Date and Transition
The accounting and financial reporting provisions of the Guide
that describe changes required by other new authoritative literature
should be applied using the effective dates specified in that litera
ture. Except as described in the Guide, changes in accounting and
financial reporting required by the Guide shall be applied prospec
tively and shall be effective for annual financial statements issued
for fiscal years beginning after December 15, 2000, and for interim
financial statements issued after initial application. Earlier applica
tion is permitted. Restatement of previously issued financial state
ments is not permitted. (See the related discussion “Audit Guide
Implementation” in the “SEC Annual ‘Dear CFO’ Letter” section
of this Alert. That discussion reminds registrants and their auditors
that SEC SAB No. 74 requires disclosure in the footnotes to the fi
nancial statements of the impact of new accounting standards that
have been promulgated but are not yet effective. As the Guide is ef
fective for fiscal periods beginning on or after December 15, 2000,
disclosures required by SAB No. 74 will be required for fiscal years
ending through November 30, 2001.)
Accounting Standards Executive Committee Projects on
Blockage and the Scope of the Guide
Chapter 1 in the Guide discusses the kinds of companies consid
ered to be investment companies to which the provisions of the
Guide apply. As noted in the Guide, the FASB expressed con
cerns regarding both the clarity of the scope of the Guide and the
use of a blockage factor in estimating the fair value of certain un
restricted investments that have a quoted market price in an ac
tive market. As a result, the Accounting Standards Executive
Committee (AcSEC) is undertaking two separate projects to ad
dress those concerns. For both issues, the new Guide includes
“standstill” provisions on current accounting practice as follows:
•

Until the project to clarify the scope of the Guide is final
ized, entities should consistently follow their current ac
counting policies for determining whether the provisions of
the Guide apply to investees of the entity or to subsidiaries
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that are controlled by the entity. Further discussion of this
matter appears in the FASB staff announcement in EITF
Topic D-74, Issues Concerning the Scope o f the AICPA Audit
Guide on Investment Companies.
•

If it was an entity’s accounting policy in investment com
pany financial statements issued for fiscal years ending on
or before May 31, 2000, to apply a blockage factor to esti
mate the fair value of certain unrestricted investments that
have a quoted market price in an active market, the entity
may continue to apply that policy to those and similar in
vestments. However, disclosure of the existence of such a
policy is required. Otherwise, an entity may not elect to
adopt such a policy pending the completion of AcSEC’s
project on this matter or FASB’s project on measuring fi
nancial instruments at fair value.

Additional information on these and other AcSEC projects is avail
able on the AICPA Web site at www.aicpa.org. Information on
FASB projects is available on the FASB Web site at www.fasb.org.

Implementation Guidance for Private Investment
Companies (Nonregistered)
The AICPA has created a task force to develop guidance related
to the implementation by private investment companies of cer
tain provisions of the Audit and Accounting Guide Audits o f In
vestment Companies. The guidance will relate primarily to the
method of disclosing financial highlights by nonregistered invest
ment companies.
To the extent that such guidance is developed, it would be issued in
the form of a Technical Practice Aid (TPA) in December 2001 or
at the latest by early January 2002. The guidance will be available
on the AICPA Web site at www.aicpa.org/members/div/acctstd/
general/othitem.htm.
To follow the status of this project, please visit the above AICPA Web
site address or e-mail Fabiola Ferrer at fferrer@aicpa.org.
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SOP 01 -1, Amendment to Scope of Statement of Position No. 95-2,
Financial Reporting by Nonpublic Investment Partnerships,
to Include Commodity Pools
AcSEC issued SOP 01-1, Amendment to Scope o f Statement o f Posi
tion 95-2, Financial Reporting by Nonpublic Investment Partner
ships, to Include Commodity Pools. Paragraph 5(b) of SOP 95-2,
Financial Reporting by Nonpublic Investment Partnerships, excludes
from its scope “investment partnerships that are commodity pools
subject to regulation under the Commodity Exchange Act of
1974.” SOP 01-1 deletes paragraph 5(b) of SOP 95-2. Therefore,
SOP 95-2 applies to investment partnerships that are commodity
pools subject to regulation under the Commodity Exchange Act of
1974. SOP 01-1 also replaces paragraph 5 of SOP 95-2 in its en
tirety with the following:
This SOP applies to investment partnerships that are exempt
from SEC registration under the Investment Company Act of
1940 and defined as investment companies in the Guide, with
one exception.1This SOP does not apply to investment part
nerships that are brokers and dealers in securities subject to
regulation under the Securities Exchange Act of 1934 (regis
tered broker-dealers) and that manage funds only for those
who are officers, directors, or employees of the general partner.
Investment partnerships identified in the previous sentence as
being exempt from the scope of this SOP should comply with
the financial reporting requirements in the AICPA Audit and
Accounting Guide Brokers and Dealers in Securities.
Investment partnerships that are SEC registrants must comply
with the financial statement reporting requirements as set
forth in the Guide and as required by Articles 6 and 12 of the
SEC’s Regulation S-X.
1. Investment partnerships that are commodity pools subject to regulation
by the Commodity Futures Trading Commission (C FTC) should also
comply with the financial statement reporting requirements of Part 4 of
the C FTC Regulations.

SOP 01-1 is effective for financial statements issued for periods end
ing after December 15, 2001. Earlier application is encouraged.
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SEC Staff Announcement, EITF Topic No. D-96, Accounting for
Management Fees Based on a Formula
The SEC staff was asked to provide its views on revenue recogni
tion under arrangements (other than those covered by AICPA SOP
81-1, Accounting for Performance o f Construction-Type and Certain
Production-Type Contracts) that contain a performance-based in
centive fee that is not finalized until the end of a period of time
specified in the contract, and to consider the accounting for the in
centive fee at interim dates before the end of the measurement pe
riod specified in the arrangement. The issue arises because of the
possibility that fees earned by exceeding performance targets early
in the measurement period may be reversed due to missing perfor
mance targets later in the measurement period.
EITF Topic No. D-96 provides the following illustrative example:
Investment Advisor A manages Fund B and is paid a flat fee per
month (“base fee”) . In addition, Advisor A also will receive 20
percent o f Fund B’s returns in excess of the return on the S&P
500 for the year. The contract is terminable by either party with
reasonable notice at the end o f each quarter. In the event o f a ter
mination, the amount due for the incentive fee will be calculated
at the termination date based on the fund and S& P 500 returns
to date. Assume that Fund B's returns exceed the returns o f the
S& P 500 by $200,000 in the first quarter, $100,000 in the sec
ond quarter, and $50,000 in the fourth quarter, and that the re
turn on the fund is $75,000 less than the S&P 500 return in the
third quarter. Thus, the total return o f Fund B for the year ex
ceeds the comparable S& P 500 return by $275,000. Advisor As
share o f the $275,000 is $55,000.

EITF Topic No. D-96 notes that based on informal surveys re
ceived, the SEC staff understands that a majority of investment
advisers apply an accounting policy in which the manager does
not record any incentive fee income until the end of the contact
year (Method 1). For the illustrative example, Method 1 would re
sult in Adviser A recording $55,000 in incentive fee revenue in the
fourth quarter. Under another method used by other companies
(Method 2), the company records as revenue the amount that
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would be due under the formula at any point in time as if the con
tract were terminated at that date. For the illustrative example,
Method 2 would result in Adviser A recording $40,000 of incen
tive fee revenue in the first quarter and $20,000 in the second quar
ter. In the third quarter, $15,000 of the previously recognized
revenue would be reversed in revenue. In the fourth quarter, $10,000
of incentive fee revenue would be recognized.
EITF Topic No. D-96 notes that the SEC staff would not object
to either Method 1 or Method 2 as described in Topic No. D-96;
however, the SEC staff considers Method 1 to be the preferable
accounting policy. The SEC staff would object to a variation on
Method 2 that reduces the amount of revenue that would be rec
ognized under Method 2 to the extent management believes it is
likely that a portion of the calculated amount will be lost due to
future performance.
EITF Topic No. D-96 also provides disclosure guidance with regard
to these arrangements, provides additional guidance for certain vari
ations to the basic fact pattern described in the illustrative example,
and states that the SEC staff would encourage registrants with ques
tions about contracts that are similar to, but vary from, the example
to submit those questions to the SEC staff for preclearance.
The transition guidance of this SEC staff announcement, among
other matters, states that the provisions of this announcement should
be adopted no later than the beginning of the first fiscal quarter of
the fiscal year beginning after December 15, 2001 (January 1, 2002,
for a calendar-year company). Early adoption is permitted.

FASB Technical Bulletin No. 01-1, Effective Date for Certain
Financial Institutions of Certain Provisions of Statement 140
Related to the Isolation of Transferred Financial Assets
The Technical Bulletin defers, until 2002, application of the isola
tion standards of FASB Statement No. 140, Accountingfor Transfers
and Servicing o f Financial Assets and Extinguishments o f Liabilities,
as clarified in FASB staff guidance published in April 2001 (see the
following section), to banks and certain other financial institutions.
Those institutions also will be allowed up to five years of additional
transition time for transfers of assets to certain securitization mas
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ter trusts. That additional transition time applies only if all beneficial
interests issued to investors after July 23, 2001, permit the changes in
structure necessary to comply with those isolation standards.

Questions and Answers About FASB Statement No. 140
The FASB published a Special Report on February 15, 2001, that
addresses the most frequently asked questions about FASB State
ment No. 140. On April 19, 2001, the FASB staff published a set of
questions and answers about isolation of financial assets transferred
by banks and other entities, focusing on rights of redemption. Fi
nally, on August 7, 2001, the FASB staff published a set of questions
and answers about the limitations on the activities of a qualifying
special-purpose entity set forth in paragraphs 35 through 44 of
FASB Statement No. 140.

On the Horizon
Auditors should keep abreast of auditing and accounting develop
ments and related guidance that may affect their engagements. The
AICPA general Audit Risk Alert—2001/02 summarizes some of the
more significant ongoing projects and exposure drafts outstanding.
Presented below is information about certain ongoing projects and
exposure drafts that are especially relevant to the investment compa
nies industry. Remember that exposure drafts are nonauthoritative
and cannot be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo
sure drafts, including downloading a copy of the exposure draft.
Standard-Setting Body

Web site

AICPA Auditing Standards Board

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards
Executive Committee

www.aicpa.org/ members/div/acctstd/edo/
index.htm

Financial Accounting
Standards Board

www.rutgers.edu/Accounting/raw/fasb/
draft/draftpg.html

Professional Ethics Executive
Committee

www.aicpa.org/members/div/ethics/
index.htm
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Help Desk—The AICPA’s standard-setting committees are now
publishing exposure drafts o f proposed Professional Standards
exclusively on the AICPA Web site. The AICPA will notify in
terested parties by e-mail about new exposure drafts. To have
your e-mail address put on the notification list for all AICPA ex
posure drafts, send your e-mail address to memsat@aicpa.org.
Indicate “exposure draft email list” in the subject header field to
help process the submissions more efficiently. Include your full
name, mailing address and, if available, your membership and
subscriber number in the message.

New Framework for the Audit Process
The Auditing Standards Board (ASB) is reviewing the auditor's con
sideration of the risk assessment process in the auditing standards,
including the necessary understanding of the client's business and
the relationships among inherent, control, fraud, and other risks.
The ASB expects to issue a series of exposure drafts in late 2001 and
2002. Some participants in the process expect the final standards to
have an effect on the conduct of audits that has not been seen since
the “Expectation Gap” standards were issued in 1988.
Some of the more important changes to the standards that are ex
pected to be proposed are:
•

A requirement for a more robust understanding of the en
tity’s business and environment that is more clearly linked to
the assessment of the risk of material misstatement of the fi
nancial statements. Among other things, this will improve
the auditor’s assessment of inherent risk and eliminate the
“default” to assess inherent risk at the maximum.

•

An increased emphasis on the importance of entity con
trols with clearer guidance on what constitutes a sufficient
knowledge of controls to plan the audit.

•

A clarification of how the auditor may obtain evidence
about the effectiveness of controls in obtaining an under
standing of controls.

•

A clarification of how the auditor plans and performs au
diting procedures differently for higher and lower assessed
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risks of material misstatement at the assertion level while
retaining a “safety net” of procedures.
These changes collectively are intended to improve the guidance on
how the auditor operationalizes the audit risk model.
You should keep abreast of the status of these projects and pro
jected exposure drafts, inasmuch as they will substantially affect the
audit process. More information can be obtained on the AICPA’s
Web site at www.aicpa.org.

Investment Companies Regulatory Liaison Task Force
The AICPA has established the Investment Companies Regulatory
Liaison Task Force to liaise with regulatory agencies to advocate the
profession’s views and to provide technical counsel to ensure that
related regulatory or broad private-sector requirements involving
accounting, auditing, or work by CPAs for the investment compa
nies industry are consistent with and workable under Professional
Standards set in the private sector.
Information on the task force and meeting highlights can be ob
tained at the AICPA Web site at www.aicpa.org.

Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs

On the Bookshelf
The following publications deliver valuable guidance and practical
assistance as potent tools to be used on your engagements.
•

Checklist Supplement and Illustrative Financial Statements for
Investment Companies, a nonauthoritative financial account
ing and reporting practice aid for preparers or reviewers of
financial statements of investment companies (product no.
008769kk). This checklist should be used in conjunction
with the Checklists and Illustrative Financial Statements for
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Corporations (product no. 008768kk). (The March 2001
edition of this Checklist has been updated for the guidance
in the AICPA Audit and Accounting Guide Audits o f Invest
ment Companies, new edition as of December 1, 2000.)
• Audit Guide Auditing Derivative Instruments, Hedging Activi
ties, and Investments in Securities (product no. 012520kk).
• Audit Guide Audit Sampling (product no. 012530kk).
•

Audit Guide Analytical Procedures (product no. 012551kk).

•

Practice Aid Auditing Estimates and Other SoftAccounting In
formation (product no. 010010kk).

• Accounting Trends & Techniques—2001 (product no.
009893kk).
•

Considering Fraud in a Financial Statement Audit: Practical
Guidancefor Applying SAS No. 82 (product no. 008883kk).

Audit and Accounting Manual
The Audit and Accounting M anual (product no. 005131 kk) is a
valuable nonauthoritative practice tool designed to provide assis
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including audit
programs; auditors’ reports; checklists; engagement letters, man
agement representation letters, and confirmation letters.
CD-ROM
The AICPA is currently offering a CD-ROM product titled reSource:
AICPA’s Accounting and Auditing Literature. This CD-ROM enables
subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical
Practice Aids, and Audit and Accounting Guides (available for pur
chase as a set that includes all Guides and the related Audit Risk
Alerts, or as individual publications). This dynamic product allows
you to purchase the specific titles you need and includes hypertext
links to references within and between all products.
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Education Courses
The AICPA has developed a number of continuing professional
education courses that are valuable to CPAs working in the invest
ment companies industry. Those courses include:
•

The AICPA's Annual Accounting and Auditing Workshop
(2000-2001 Edition) (product no. 737061kk (text) and
187078kk (video)). Whether you are in industry or public
practice, this course keeps you current, informed, and shows
you how to apply the most recent standards.

•

SFAS 133: Derivative and Hedge Accounting (product no.
735180kk). This course helps you understand GAAP for
derivatives and hedging activities. Also, you will learn how
to identify effective and ineffective hedges.

•

Independence (product no. 739035kk). This new interac
tive CD-ROM course will review the AICPA authoritative
literature covering independence standards (including the
newly issued SECPS independence requirements), SEC
regulations on independence, and ISB standards.

•

SEC Reporting (product no. 736745kk). This course will
help the practicing CPA and corporate financial officer learn
to apply SEC reporting requirements. It clarifies the more
important and difficult disclosure requirements.

•

Internal Control Implications in a Computer Environment
(product no. 730617kk). This practical course analyzes the
effects of electronic technology on internal controls and pro
vides a comprehensive examination of selected computer
environments, from traditional mainframes to popular per
sonal computer set-ups.

Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An an
nual fee ($95 for members and $295 for nonmembers) will offer
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unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register today at infobytes.aicpaservices.org.
CPE CD-ROM
The Practitioner's Update (product no. 738110kk) CD-ROM helps
you keep on top of the latest standards. Issued twice a year, this cut
ting-edge course focuses primarily on new pronouncements that will
become effective during the upcoming audit cycle.

Member Satisfaction Center
To order AICPA products, receive information about AICPA activ
ities, and find help on your membership questions call the AICPA
Member Satisfaction Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the
application of the AICPA Code of Professional Conduct. Call
(888) 777-7077.

Web Sites
AICPA Online
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af
fairs affecting CPAs. In addition, AICPA Online offers informa
tion about AICPA products and services, career resources, and
online publications.
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CPA2Biz
This new Web entity is the product of an independently incorpo
rated joint venture between the AICPA and state societies. It cur
rently offers a broad array of traditional and new products, services,
communities, and capabilities so CPAs can better serve their clients
and employers. Because it functions as a gateway to various profes
sional and commercial online resources, cpa2biz.com is considered
a Web “portal.”
Some features CPA2Biz provides or will provide include:
•

Online access to AICPA products like Audit and Accounting
Guides, and Audit Risk Alerts

•

News feeds each user can customize

•

CPA “communities”

•

Online CPE

•

Web site development and hosting

•

Electronic procurement tools to buy goods and services
online

•

Electronic recruitment tools to attract potential employees
online

•

Links to a wider variety of professional literature

•

Advanced professional research tools

Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end of this Alert.
This Audit Risk Alert replaces the Investment Companies Industry
Developments—2000/01 Audit Risk Alert. The Investment Compa
nies Industry Developments Audit Risk Alert is published annually. As
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you encounter audit or industry issues that you believe warrant dis
cussion in next year’s Alert, please feel free to share them with us.
Any other comments that you have about the Alert would also be
appreciated. You may e-mail these comments to mkasica@aicpa.org
or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

Federal Regulations Related to
Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problems of
money laundering and other financial crime, authorizes the U.S. De
partment of the Treasury to issue regulations requiring financial insti
tutions to file reports, keep certain records, implement anti-money
laundering programs and compliance procedures, and report suspi
cious transactions to the government (see 31 CFR Part 103). Failure
to comply with BSA reporting and recordkeeping provisions may re
sult in the assessment of severe criminal and civil penalties. Invest
ment companies are defined as financial institutions under the Act
(Tide 31 USC 5312 (a) (I)), and unless they are subsidiaries of bank
holding companies, they are not currently required to report suspi
cious activity either by employees or by customers, to the Treasury
Department. The Treasury Department encourages all bank and
non-bank financial institutions to voluntarily report regarding suspi
cions of money laundering and related financial crime, as appropri
ate. Subsidiaries of bank holding companies are required to report
suspicious activity by the Federal Reserve (12 CFR 225). The An
nunzio- Wylie Anti-Money Laundering Act of 1992 provides a safe
harbor from civil liability for reporting financial institutions.
Internal Revenue Service regulations require investment companies
to file reports for cash transactions greater than $10,000 (26 USC
60501).1 BSA rules governing the reporting of international trans
portation of currency or monetary instruments (CMIRs— Customs
Form 4790) and foreign bank and financial accounts (FBARs—
Treasury Form TDF 90-22.1) have not been modified since 1989
and 1987, respectively. However, on January 16, 1997 (see Federal
Register) Treasury issued a proposal to expand the statutory defini

1. However, responsibility to report may lie with the investment company’s transfer agent
or selling broker-dealer/underwriter in connection with reportable payments.
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tion of monetary instruments to include foreign bank drafts (see
Federal Register for that date).
The International Organization of Securities Commissions, in its
“Objectives and Principles of Securities Regulation,” obliges member
states (Principle 8.5) to require securities firms to “have in place poli
cies and procedures” to reduce the likelihood of money laundering.
For copies of BSA forms mentioned here and more information re
garding anti-money laundering issues as they affect investment com
panies, consult the FinCEN Internet site at www.treas.gov/fincen.
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APPENDIX B

Summary of New Accounting Standards
AICPA Audit and Accounting Guide
Audits of Investment Companies
—

The Audit and Accounting Guide Audits o f Investment Companies
requires the following:
1. Premiums and discounts on debt securities should be amor
tized using the interest method. The prior Guide was silent
on whether funds should be required to amortize premiums
and discounts on debt securities. (See paragraph 2.52.)
2. Guidance is provided in paragraphs 8.17 through 8.26 for
the accounting for organization costs and offering costs as
follows:
a. Types of costs that should be accounted for as organiza
tion costs and offering costs are listed.
b. The requirements of SOP 98-5, Reporting on the Costs of
Start-Up Activities, to expense organization costs as in
curred are discussed.
c. Offering costs for closed-end funds and investment
partnerships should be charged to paid-in capital upon
sale of the shares or units. Offering costs for open-end
funds and closed-end funds with a continuous offering
period should be accounted for as a deferred charge until
operations begin and thereafter, amortized to expense
over 12 months on a straight-line basis. This guidance
does not change prevailing industry practice nor does it
differ from that provided in the prior Guide.
d. Offering costs for unit investment trusts (UITs) should be
charged to paid-in capital on a pro rata basis as the units or
shares are issued or sold by the trust (when the units are
purchased by the underwriters). The prior Guide did not
provide guidance on accounting for offering costs of UITs.
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3. Paydown gains and losses on mortgage- and asset-backed se
curities should be recorded as adjustments to interest in
come, not as realized gains and losses. (See paragraph 2.52.)
4. Guidance is provided in paragraphs 7.48 through 7.50 on
the accounting for payments by affiliates and corrections of
restriction violations. Affiliates may make payments to a fund
for one of the following reasons:
a. To reimburse the effect of a loss (realized or unrealized) on
a portfolio investment, often caused by a situation outside
the fund’s, or its affiliate’s, direct control.
b. To make the fund whole relative to a realized loss on a
portfolio investment directed by the fund adviser in vio
lation of the fund’s investment restrictions.
The Guide requires both types of payments as well as any
gain or loss realized on an investment restriction violation to
be combined and reported as a separate line item in the
statement of operations. Each type of payment and any gain
or loss on investment restriction violations should be dis
closed and described separately in the notes to the financial
statements. In addition, the effect on total return of the pay
ments and any gain or loss on investment restriction viola
tions should be quantified and disclosed in a manner similar
to disclosure of the effect of voluntary waivers of fees and ex
penses on expense ratios.
5. A liability for “excess expense” plans should be recorded if,
and to the extent that, the established terms for repayment
of the excess expenses to the adviser by the fund and the at
tendant circumstances meet the criteria of (a) Financial Ac
counting Standards Board (FASB) Statement of Financial
Accounting Concepts No. 6, Elements o f Financial State
ments, paragraph 36, and (b) FASB Statement No. 5, Ac
countingfor Contingencies, paragraph 8. In most instances a
liability for excess expenses under such plans will not be
recorded until amounts are actually due to the adviser under
the reimbursement agreement because it is not likely the
criteria of those paragraphs will be met at an earlier time. (See
paragraph 8.05.)
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6. New guidance has been provided for accounting, report
ing, and auditing of multiple-class funds, master-feeder
funds, and funds of funds. The new guidance is primarily
derived from Securities and Exchange Commission (SEC)
rules, letters, and positions in exemptive orders and prevail
ing industry practice. (See Chapter 5.)
7. Certain financial statement presentation and disclosures in
cluding the following:
a. The prior Guide required investment companies to dis
close a complete listing of investments consistent with the
SEC ’s disclosure requirements of Regulation S-X. The
Guide defines the reporting requirements for two groups
of investment companies: investment companies and non
public investment partnerships. Nonpublic investment
partnerships are required to follow the reporting require
ments of SOP 95-2, Financial Reporting by Nonpublic In
vestment Partnerships. As indicated in paragraph 7.10 of the
Guide, other investment companies should disclose the
following in the absence of regulatory requirements:
(1) Each investment (including short sales, written op
tions, futures, forwards, and other investment-re
lated liabilities) whose fair value constitutes more
than 1 percent of the fund's net assets.
(2) All investments in any one issuer whose fair values
aggregate more than 1 percent of the fund’s net assets.
(3) At a minimum, the 50 largest investments.
b. Investment companies presenting financial statements in
accordance with generally accepted accounting principles
should also include disclosure of financial highlights,
which consists of per-share operating performance, net in
vestment income and expense ratios, and total return for
all investment companies organized in a manner using
unitized net asset value. For investment companies not
using unitized net asset value, financial highlights should
be presented and consist of net investment income and
expense ratios and total return. (See paragraph 7.01.)
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c. Total distributable earnings and total distributions (with
returns of capital reported for tax purposes shown as a
separate line item) may be presented in the statement of
assets and liabilities and the statement of changes in net
assets, respectively, with disclosure of the tax basis com
ponents of net assets and distributions in the notes to the
financial statements. The prior Guide required separate
reporting of the components of distributable earnings as
undistributed net investment income, accumulated net
realized gains or losses, and unrealized appreciation or de
preciation, and separate reporting of distributions from
each of the first two components. (See paragraph 7.01.)
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INFORMATION SOURCES
Organization

American Institute of
Certified Public Accountants

Web site, Address, Telephone

www.aicpa.org
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077

Financial Accounting Standards Board

www.fasb.org
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

Financial Crimes Enforcement
Network (FinCEN)

www.treas.gov/fincen

U.S. Securities and Exchange
Commission

www.sec.gov
SEC Headquarters:
450 Fifth Street, NW
Washington, DC 20549-0011
Publications Unit:
Telephone: (202) 942-4040
SEC Public Reference Room:
Telephone: (202) 942-8090
(202) 942-8092 (tty)

Investment Company Institute

www.ici.org
1401 H Street NW
Washington, DC 20005
General Information:
Telephone: (202) 326-5800

022281

