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The Securities and Exchange Commission today announced the publication of its views relating to some of
the more important questions concerning the accounting by registered investment companies for investment
securities in their financial statements and in the periodic computations of net asset value for the purpose of
pricing their shares. The questions relate both to the amounts at which investment securities should be carried
and to the circumstances under which individual securities may be included among the assets. This release
discusses certain accounting matters in order to give additional guidance to the management of investment
companies, as well as certain related auditing procedures which are considered appropriate for the guidance

of independent accountants. A release was issued by the Commission on October 21, 1969 [1] on the specific
subject of the problems relating to so-called “restricted securities,” i.e., those which must be registered under
Section 5 of the Securities Act of 1933 prior to public sales, and the discussion of valuation herein does not alter
any of the special considerations applicable to such securities as discussed in that release.

The financial statements of registered investment companies appearing in registration statements, proxy
statements, and annual reports filed with the Commission are governed by various provisions of the Investment
Company Act of 1940 (the “Act”), the rules thereunder, and by Regulation S-X, Article 6 of which sets forth
accounting rules applicable to such companies. While Regulation S-X does not by its terms apply to periodic
reports to stockholders, Section 30(d) of the Act provides that such reports “shall not be misleading in any
material respect in the light of the reports” (including annual reports) required to be filed under Section 30(a)
and (b). To the extent that any provisions in an investment company’s articles of incorporation, trust indenture or
other governing legal instruments specify accounting procedures inconsistent with those required by Regulation
S-X, the latter must be followed in accordance with Rule 6-02-1 thereof.

Inclusion of Securities in the Portfolio

The statement of assets and liabilities of a registered investment company comprises, for the most part, not only
investments in securities which are held by a custodian or are on hand, but also frequently includes securities
as to which contracts to purchase have been entered into but which have not been received. Securities held
by a custodian or on hand that have been contracted to be sold are excluded from the investments in such
statement. In the ordinary transaction through a broker, recording the transaction on the date the broker
advises the investment company that the securities have been purchased or sold (the “trade date”), rather than

© 2020 CCH Incorporated and its affiliates and licensors.
All rights reserved.

1 Dec 3, 2020 from Cheetah®

http://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah
http://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah
https://prod.resource.cch.com/resource/scion/document/default/%28%40%40SEC95+17CFR231.5120%29sec0109013e2c842f13a1?cfu=TAA&cpid=WKUS-Legal-Cheetah&uAppCtx=cheetah


Accounting Series Releases, Accounting Series RELEASE NO. 118
Accounting for Investment…

when delivery is made or due (the “settlement date”), is the established and acceptable practice in investment
company accounting.

In the case of purchases or sales of securities other than in the usual brokerage transactions, the date on which
the investment company obtains an enforceable right to demand the securities or the payment therefor—the
date the transaction should be recorded—is sometimes difficult to determine. The considerations involved in
determining such transaction date are similar to those discussed in the aforementioned release (No. 113) on
restricted securities. When a question arises as to the date an enforceable right is obtained by the investment
company, an opinion of legal counsel as to when the right occurred should normally be obtained by the
company’s management and made available to the independent accountant. Such an opinion should be in
writing, and a copy should be included in the accountant’s working papers.

Where the propriety or validity of an investment in a security by an investment company is questionable because
of particular provisions of the Act, or state law, or the company’s investment policy or other representations as
stated in its filings with the Commission, or legal obligations in respect of a contract or transaction, a written
opinion of legal counsel should also be obtained by the company’s management, made available to the
independent accountant, and a copy included in the working papers. If the questions of propriety or validity are
not satisfactorily resolved, the circumstances of the investment should be disclosed in the financial statements or
notes thereto.

Securities held by the company or its custodian should be substantiated by the company’s independent
accountant in the course of an audit by inspection of such securities or by obtaining confirmation from a
custodian which maintains the securities in custody pursuant to clause (1) of Section 17(f) of the Act. When
securities contracted to be purchased but not yet received are included in the statement of assets and liabilities,
confirmation of the contract to purchase should be obtained from the bank, broker, or other person responsible
for the delivery of such securities. Where satisfactory confirmation has been received, audit procedures
normally need not be extended to obtain evidence of subsequent receipt of the securities by the company or its
custodian unless additional substantiation is considered necessary by the independent accountant under the
circumstances. Where satisfactory confirmation has not been received, subsequent receipt of such securities
should be substantiated by other appropriate procedures.

In accordance with Section 30(e) of the Act, the certificate of the company’s independent accountant should
include a brief statement concerning the substantiation of securities owned. Except for securities contracted
to be purchased but not received, the certificate should state that the securities were either inspected by the
independent accountant or, where the company’s securities were maintained in custody pursuant to clause
(1) of Section 17(f) of the Act, were confirmed to him by the custodian. In the case of securities contracted to
be purchased but not received by the company or its custodian, reference should be made to confirmation by
banks, brokers, or others or to alternative procedures, as appropriate in the circumstances.

Valuation of Securities

Under Rule 6-02-6 of Regulation S-X, the statements of assets and liabilities of open-end investment companies
must reflect all assets at value, showing cost parenthetically, while closed-end companies may elect to use either
this basis or to reflect all assets at cost, showing value parenthetically.

“Value” is defined in Section 2(a)(39) [2] of the Act. For purposes of determining the amounts at which securities
and other assets are carried in the statements of assets and liabilities included in annual and other reports and
in registration statements filed by investment companies, “value” is defined in pertinent part as: “(i) with respect
to securities for which market quotations are readily available, the market value of such securities; and (ii) with
respect to other securities and assets, fair value as determined in good faith by the board of directors …” This
definition is also used in Rule 2a-4 under the Act as the required basis for computing periodically the current net
asset value of redeemable securities of investment companies for the purpose of pricing their shares.

In some circumstances value can be determined fairly in more than one way. Hence, the standards set forth
below should be considered as guidelines, one or more of which may be appropriate in the circumstances of
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a particular case. These standards should be followed, and a company’s stated valuation policies should be
consistent with them. Any variation from the standards should be disclosed in the financial statements or notes
thereto even though the variation is in accordance with the company’s stated valuation policy. In addition, any
deviation from a stated valuation policy, whether or not in conformity with the standards, should be disclosed in
the financial statements or notes thereto.

Securities Listed or Traded on a National Securities Exchange

Ordinarily, little difficulty should be experienced in valuing securities listed or traded on one or more national
securities exchanges, since quotations of completed transactions are published daily. If a security was traded
on the valuation date, the last quoted sale price generally is used. In the case of securities listed on more than
one national securities exchange the last quoted sale, up to the time of valuation, on the exchange on which the
security is principally traded should be used or, if there were no sales on that exchange on the valuation date,
the last quoted sale, up to the time of valuation, on the other exchanges should be used. With respect to the time
of valuation Rule 22c-1 under the Act requires that current net asset value shall be computed not less frequently
than once daily as of the time of the close of trading on the New York Stock Exchange.

If there was no sale on the valuation date but published closing bid and asked prices are available, the valuation
in such circumstances should be within the range of these quoted prices. Some companies as a matter of
general policy use the bid price, others use the mean of the bid and asked prices, and still others use a valuation
within the range considered best to represent value in the circumstances; each of these policies is acceptable if
consistently applied. Normally, it is not acceptable to use the asked price alone. Where, on the valuation date,
only a bid price or an asked price is quoted or the spread between bid and asked prices is substantial, quotations
for several days should be reviewed. If sales have been infrequent or there is a thin market in the security,
further consideration should be given to whether “market quotations are readily available.” If it is decided that
they are not readily available, the alternative method of valuation prescribed by Section 2(a)(39)—“fair value as
determined in good faith by the board of directors” —should be used.

Over-the-Counter Securities

Quotations are available from various sources for most unlisted securities traded regularly in the over-the-
counter market. These sources include tabulations in the financial press, publications of the National Quotation
Bureau and the “Blue List” of municipal bond offerings, several financial reporting services, and individual
broker-dealers. These quotations generally are in the form of inter-dealer bid and asked prices. Because of
the availability of multiple sources, a company frequently has a greater number of options open to it in valuing
securities traded in the over-the-counter market than it does in valuing listed securities. A company may adopt
a policy of using a mean of the bid prices, or of the bid and asked prices, or of the prices of a representative
selection of broker-dealers quoting on a particular security; or it may use a valuation within the range of bid and
asked prices considered best to represent value in the circumstances. Any of these policies is acceptable if
consistently applied. Normally, the use of asked prices alone is not acceptable.

Ordinarily, quotations for a security should be obtained from more than one broker-dealer, particularly
if quotations are available only from broker-dealers not known to be established market-makers for that
security, and quotations for several days should be reviewed. If the validity of the quotations appears to be
questionable, or if the number of quotations is such as to indicate that there is a thin market in the security,
further consideration should be given to whether “market quotations are readily available.” If it is decided that
they are not readily available, the security should be considered one required to be valued at “fair value as
determined in good faith by the board of directors.”

Securities Valued “in Good Faith”

To comply with Section 2(a)(39) of the Act and Rule 2a-4 under the Act, it is incumbent upon the Board of
Directors to satisfy themselves that all appropriate factors relevant to the value of securities for which market
quotations are not readily available have been considered and to 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
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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. The directors must recognize their responsibilities in
this matter and whenever technical assistance is requested from individuals who are not directors, the findings
of such individuals must be carefully reviewed by the directors in order to satisfy themselves that the resulting
valuations are fair.

No single standard for determining “fair value … in good faith” can be laid down, since fair value depends upon
the circumstances of each individual case. As a general principle, the current “fair value” of an issue of securities
being valued by the Board of Directors would appear to be the amount which the owner might reasonably expect
to receive for them upon their current sale. Methods which are in accord with this principle may, for example, be
based on a multiple of earnings, or a discount from market of a similar freely traded security, or yield to maturity
with respect to debt issues, or a combination of these and other methods. Some of the general factors which the
directors should consider in determining a valuation method for an individual issue of securities include: 1) the
fundamental analytical data relating to the investment, 2) the nature and duration of restrictions on disposition
of the securities, and 3) an evaluation of the forces which influence the market in which these securities are
purchased and sold. Among the more specific factors which are to be considered are: type of security, financial
statements, cost at date of purchase, size of holding, discount from market value of unrestricted securities of the
same class at time of purchase, special reports prepared by analysts, information as to any transactions or offers
with respect to the security, existence of merger proposals or tender offers affecting the securities, price and
extent of public trading in similar securities of the issuer or comparable companies, and other relevant matters.

This release does not purport to delineate all factors which may be considered. The directors should take into
consideration all indications of value available to them in determining the “fair value” assigned to a particular

security. [3] The information so considered together with, to the extent practicable, judgment factors considered
by the board of directors in reaching its decisions should be documented in the minutes of the directors’ meeting
and the supporting data retained for the inspection of the company’s independent accountant.

Auditing Security Valuations

In the case of securities for which market quotations are readily available, the independent accountant should
independently verify all the quotations used by the company at the balance sheet date and satisfy himself that
such quotations may properly be used under the standards stated above.

In the case of securities carried at “fair value” as determined by the Board of Directors in “good faith,” the
accountant does not function as an appraiser and is not expected to substitute his judgment for that of the
company’s directors; rather, he should review all information considered by the board or by analysts reporting
to it, read relevant minutes of directors’ meetings, and ascertain the procedures followed by the directors. If the
accountant is unable to express an unqualified opinion because of the uncertainty inherent in the valuations of
the securities based on the directors’ subjective judgment, he should nevertheless make appropriate mention
in his certificate whether in the circumstances the procedures appear to be reasonable and the underlying
documentation appropriate.

When considering values assigned to securities by the company, the independent accountant should consider
any investment limitations or conditions on the acquisition or holding of such securities which may be imposed
on the company by the Act, by its certificate or by-laws, by contract, or by its filings with the Commission. If
such restrictions are met by a narrow margin, the independent accountant may need to exercise extra care in
satisfying himself that the evidence indicates that the security valuation determinations were not biased to meet
those restrictions.

Investments in Affiliates or Affiliated Persons

Various rules of Regulation S-X require that the financial statements of an investment company state separately
investments in, investment income from, gain or loss on sales of securities of, and management or other service
fees payable to, (a) controlled companies and (b) other “affiliates.” As stated in Rule 6-02-4 of Regulation S-X,
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the term “affiliate” means an affiliated person as defined in Section 2(a)(3) of the Act, and the term “control” has
the meaning given in Section 2(a)(9) of the Act. The term “affiliated person” is defined in Section 2(a)(3) of the
Act in such a manner as to encompass such control relationships and also the direct or indirect ownership of
five percent or more of the outstanding voting securities of any issuer. An affiliated person as there defined also
includes any officer, director, partner, co-partner, or employee or, with respect to an investment company, any
investment adviser or member of an advisory board thereof.

In ascertaining the existence of any such affiliations, the independent accountant should consider the facts
obtained during the course of an audit and also make inquiries of the company’s management; and his working
papers should include written representations from the management as evidence of such inquiries. The
representations should be in the form of a statement that the company, except to the extent indicated, (i) does
not own any securities either of persons who are directly affiliated, or, to the best information and belief of
management, of persons who are indirectly affiliated, (ii) has not received income from or realized gain or loss
on sales of investments in or indebtedness of such persons, (iii) has not incurred expenses for management
or other service fees payable to such persons, and (iv) has not otherwise engaged in transactions with such
persons. Where there is a question as to the existence of an affiliation, a written opinion of legal counsel should
be obtained by the company’s management, made available to the independent accountant, and a copy included
in the working papers. Regulation S-X requires disclosure in the financial statements or notes thereto of details of
such investments and transactions.

By the Commission.

[Letter to Committee on Investment Companies]

December 16, 1970

Mr. Robert M. Maynard, Chairman

Committee on Investment Companies

American Institute of Certified Public Accountants

666 Fifth Avenue

New York, NY 10019

Dear Mr. Maynard:

I want to thank you and your committee for the assistance you have given us in developing a much needed
Accounting Series Release on Accounting for Investment Securities by Registered Investment Companies which
the Commission has approved for publication.

The Commission has considered your committee’s suggestions with particular reference to the circumstances
in which a “subject to” opinion would be appropriate. I am authorized to advise you that the “subject to” form
of qualified opinion may be used when an investment company’s portfolio includes a significant amount
represented by securities for which market quotations are not readily available and when the auditor is satisfied
that the procedures followed and the information obtained are adequate to enable the board of directors to value
the securities but is unable to form an opinion as to the fairness of the specific values determined in good faith
by the board of directors. As developed in our conversations, an opinion in the following form, introduced by the
standard scope paragraph, in the interests of uniformity of language should be used:

As discussed more fully in Note 1 to the financial statements, securities amounting to $— (—% of net assets)
have been valued at fair value as determined by the Board of Directors. We have reviewed the procedures
applied by the directors in valuing such securities and have inspected underlying documentation; while in the
circumstances the procedures appear to be reasonable and the documentation appropriate, determination of fair
values involves subjective judgment which is not susceptible to substantiation by auditing procedures.

In our opinion, subject to the effect on the financial statements of the valuation of securities determined by the
Board of Directors as described in the preceding paragraph, the (financial statements) present fairly …
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Sincerely,

Andrew Barr

Chief Accountant

Footnotes
1 Investment Company Act Release No. 5847; Accounting Series Release No. 113. See also a supplementary

release issued on April 13, 1970, Investment Company Act Release No. 6026; Accounting Series Release No.
116.

Note. See letter to the American Institute of Certified Public Accountants, above.
2 Section 2(a)(39) was redesignated 2(a)(41), effective December 14, 1970. Public Law 91-547, sections 2(a)(2),

84 Stat. 1413.
3 With regard to restricted securities, consideration should be given to the discussion in the release on this

subject (see Note [footnote] 1 supra).
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