
   
 

The SEC recently charged eight former 
directors of a mutual fund with failing to 
oversee the valuation of portfolio securities.1 
The directors have denied the allegations. 
Although the case is currently in litigation, 
and the ultimate lessons may only be learned 
later, we think it’s important to describe some 
themes that will be of interest to fund 
directors and advisers, based on the SEC’s 
focus on valuation, as well as on boards’ own 
continuing scrutiny of valuation policies and 
practices. 

Background: Legal 
requirements 

The Investment Company Act of 1940 (the 
“1940 Act”) requires open-end funds to sell 
and redeem their shares at a price based on 
the fund’s current NAV. For a portfolio 
security with a readily-available market price, 
its value is that market quotation (Section 
2(a)(41) of the 1940 Act). In instances where 
market quotations are not “readily available” 
(e.g., private securities, illiquid securities, 
market closings, emergency trading halts, 
post-closing material events, etc.), fund 
directors are responsible for determining the 
“fair value” of portfolio securities. 

Specific SEC guidance on the concept of fair 
valuation is somewhat dated, although the 
SEC has indicated that it intends to update 
this guidance. Accounting Series Release 118 
(1971)2 provides guidance on methodologies 
for estimating fair values, and two letters in 
the late 1990s provide additional guidance on 
                                                             

1 See Investment Company Act of 1940 Release No. 
30300, December 10, 2012.  

2 Codified as SEC Financial Reporting Policies 
(FRP) Section 404.03. 

when fair values should be used (e.g., Division 
of Investment Management Letter to Craig S. 
Tyle, General Counsel, Investment Company 
Institute (December 8, 1999)). The SEC stated 
in ASR 118 that directors must “determine the 
method of arriving at the fair value of each 
such security. To the extent considered 
necessary, the board may appoint persons to 
assist them in the determination of such 
value, and to make the actual calculations 
pursuant to the board’s direction. The board 
must also, consistent with this responsibility, 
continuously review the appropriateness of 
the method used in valuing each issue of 
security in the company’s portfolio.”  

In addition, the SEC staff has stated that 
funds should continuously monitor for events 
that might necessitate the use of fair value 
prices and that funds should establish criteria 
for assessing the reliability of market 
quotations. Indicators that fair values should 
be used include, but are not limited to, 
infrequent sales, a thin market, or 
questionable quotations from broker-dealers. 

Board practice 

Directors generally delegate the day-to-day 
determinations of security valuations to the 
adviser’s internal valuation committee, and 
provide oversight of the process. Boards 
typically approve fair valuation procedures 
that include a description of the methodology 
that the adviser will use when making fair 
valuation determinations. The formal 
procedure should establish a hierarchy of 
sources and methods that an adviser will use 
when valuing securities.  
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Boards must also determine the 
documentation and reporting it would like to 
see from the adviser’s valuation committee. 
This is crucial to proper oversight, and the 
level of reporting may vary with the amount of 
detail and the prescriptive nature of the policy. 
Some boards may choose to designate one 
fund director (or members of a committee of 
directors) as a liaison to discuss difficult 
valuation issues with management as they 
arise. 

Beyond overseeing conformity with the 
valuation procedures, boards need to be 
vigilant for such things as changes in market 
conditions, types of investments being 
acquired, or changes in pricing service 
capabilities or pricing techniques that may call 
for the procedures’ modification. As funds, 
portfolio securities and markets evolve, 
situations may arise in which the existing 
policies become less effective, prompting the 
board and adviser to identify areas that may 
warrant policy and procedure updates. 

The SEC’s allegations  

The crux of the SEC’s recent enforcement 
action is that the directors allegedly delegated 
their fair valuation responsibility to an internal 
committee of the adviser and did not “specify a 
fair valuation methodology pursuant to which 
the securities were to be fair valued” or 
“continuously review the appropriateness of 
the method to be used in valuing each issue of 
security in the company’s portfolio.”  

According to the SEC, the board “made no 
meaningful effort to learn how fair values were 
actually being determined” and “received at 
best only limited information on the factors 
considered in making fair value 
determinations and almost no information 
explaining why particular fair values were 
assigned to portfolio securities.” The SEC 
states that this was “particularly egregious 
given that fair valued securities made up the 
majority—and in most cases upwards of 60%—
of the Funds’ net asset values.”3  

                                                             

3 Investment Company Act of 1940 Release No. 
30300, December 10, 2012.  

As noted, the directors have denied the 
allegations, and the case is in litigation.  

Relevant excerpts from the SEC’s case include: 

 Other than listing “nearly verbatim” the 
valuation factors discussed in prior SEC 
releases, the funds’ procedures “provided no 
meaningful methodology or other specific 
direction on how to make fair value 
determinations” (emphasis in original), 
which factors should apply to which security 
types, or how such factors should be 
weighted. 

 The valuation procedures approved by the 
board did not include “any mechanism for 
identifying and reviewing fair-valued 
securities whose prices remained 
unchanged for weeks, months, or even 
entire quarters.” 

 The adviser’s accounting unit, which 
assigned values to the securities, “did not 
use any reasonable analytical method to 
arrive at fair value.” Rather, fair value was 
initially set as purchased cost and “left… 
unchanged unless a sale or a price 
confirmation indicated a more than 5% 
variance from the previously assigned fair 
value.” Further, the SEC alleged that the 
fund’s portfolio manager “occasionally 
contacted [the accounting unit]… and 
specified prices for particular securities. 
Without any explanation of his basis for 
such prices, [the accounting unit] routinely 
accepted [those] prices.”  

 Monthly price confirmations (“essentially 
opinions on price from broker-dealers, not 
bids or firm quotes”) were used as support 
for valuations, but “obtained several weeks 
after the respective month-end,” and, “if a 
month-end price confirmation showed a 
price more than 5% different from the 
Funds’ current price,” the accounting group 
“would typically consult the portfolio 
manager on how to price that security,” 
which “effectively allowed the portfolio 
manager to select the fair value.” 

 The board adopted procedures that required 
that it be given “explanatory notes for fair 
values assigned to the securities.” However, 
such notes were never presented to the 
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board, and the board “never followed up to 
request [the] notes or any other specific 
information regarding the basis for the 
values assigned.” 

 The board did not “inquire what 
methodology was used by [the accounting 
group] to fair value particular securities or 
types of securities.” The information that 
was provided to the board did not provide 
directors a way to “determine … the type of 
security, the basis for a particular assigned 
fair value, or whether that price had 
changed from prior quarters.”  

Areas of focus for fund boards 

Given the importance of valuation, and 
continued SEC scrutiny in this area, PwC has 
developed a methodology to aid boards in 
reviewing their funds’ policies and their 
implementation. Among the areas of inquiry:  

 Do the procedures provide meaningful 
guidance on how fair values are to be 
determined and how the factors will be 
weighed? What methodology will be 
designated for each type of security?  

 Do the procedures contain references to 
analytical methods of valuation? (e.g., use of 
models, cash flow analysis, backtesting). 

 Do the procedures address the regularity of 
review, particularly for prices that have 
remained unchanged?  

 Do the procedures contain descriptions of 
how and when price confirmations will be 
obtained, and the nature of those 
confirmations (e.g., sales, bids or firm 
quotes, dealer opinions)?  

 Do the procedures contain sufficient checks 
and balances regarding pricing overrides 
and discretion provided to portfolio 
managers?  

 Do the procedures strike the appropriate 
balance between the amount of specific 
methodologies, guidelines and reporting 
stated in the fund’s valuation procedures 
and the level of board involvement? 

 Is the board receiving all reports and 
information required under the funds’ 
policies? 

 Do the valuation reports presented by the 
adviser or other fund service providers 
contain enough information for the board to 
assess fair valuation patterns or trends 
across months and quarters for specific 
funds and securities? 

 Is the board receiving sufficient reporting to 
oversee the adviser’s controls around 
valuation, including stale price reports, 
liquidity reports, securities sales vs. value 
reports, and price override reports? 

 Does the board understand the level of 
involvement of portfolio managers in 
assigning/suggesting fair values? 

 Does the board have mechanisms in place to 
determine whether changes in market 
conditions or investment parameters 
necessitate changes in the funds’ valuation 
procedures? 

 Has the board developed mechanisms to 
request additional reporting from the 
adviser during times of market stress? 

 Does current board membership reflect the 
requisite knowledge and expertise to 
understand and deal with valuation issues? 

Conclusion 

We expect that boards and advisers will 
continue to review policies and practices in 
this area, given the importance of valuation 
and the SEC’s current focus.  
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Additional information 
 

For additional information about PwC’s Financial Services Regulatory Practice and 
how we can help you, please contact:  

Dan Ryan  
Financial Services Regulatory Practice Chairman 
646 471 8488 
daniel.ryan@us.pwc.com 

Alison Gilmore 
Financial Services Regulatory Practice Marketing Leader 
646 471 0588 
alison.gilmore@us.pwc.com 

 
Contributors: Lori Richards and Kent Knudson. 
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To learn more about financial services regulation from your 
iPad or iPhone, click here to download PwC’s new 
Regulatory Navigator App from the Apple App Store. 

Follow us on Twitter @PwC_US_FinSrvcs 
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