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SUPPORTING STATEMENT

Rule 38a-1

A. JUSTIFICATION









1. Necessity for the Information Collection

Rule 38a-1 (17 CFR 270.38a-1) under the Investment Company Act of 1940 (15 U.S.C. 80a) (“Investment Company Act”) is intended to protect investors by fostering better fund compliance with securities laws.  The rule requires every registered investment company and business development company (“fund”) to:  (i) adopt and implement written policies and procedures reasonably designed to prevent violations of the federal securities laws by the fund, including procedures for oversight of compliance by each investment adviser, principal underwriter, administrator, and transfer agent of the fund; (ii) obtain the fund board of director’s approval of those policies and procedures; (iii) annually review the adequacy of those policies and procedures and the policies and procedures of each investment adviser, principal underwriter, administrator, and transfer agent of the fund, and the effectiveness of their implementation; (iv) designate a chief compliance officer to administer the fund’s policies and procedures and prepare an annual report to the board that addresses certain specified items relating to the policies and procedures; and (v) maintain for five years the compliance policies and procedures and the chief compliance officer’s annual report to the board. 
2.
Purpose of the Information Collection
The purpose of the information collection requirements in Rule 38a-1 is to ensure that funds maintain comprehensive, written internal compliance programs that promote compliance with the federal securities laws.  The information collections also assist the Commission’s examination staff in assessing the adequacy of funds’ compliance programs.
3.
Role of Improved Information Technology
Rule 38a-1 does not require the reporting of any information or the filing of any documents with the Commission.  Rule 38a-1 does require funds to maintain written policies and procedures.  Each fund also is required to maintain for at least five years a copy of the annual compliance report provided to the fund’s board of directors.  The Electronic Signatures in Global and National Commerce Act (P.L. 106-229, 114 Stat. 464 (June 30, 2000)) and the conforming amendments to rules under the Investment Company Act permit funds to maintain records electronically.  

4.
Efforts to Identify Duplication


Rule 38a-1 imposes a broad requirement that funds have in place written compliance policies and procedures.  Funds also are subject to certain requirements elsewhere in the federal securities laws that require them to maintain written policies and procedures.  The staff believes, however, that any duplication of recordkeeping requirements is limited.  Moreover, Rule 38a-1 does not require funds to maintain duplicate copies of records covered by these more targeted requirements, and a firm’s compliance policies and procedures are not required to be maintained in a single location.  The staff believes, therefore, that any duplication of regulatory requirements does not impose significant additional costs on funds.

5.
Effect on Small Entities


Funds, regardless of their size, are subject to the requirements of Rule 38a-1.  Effective internal compliance programs are essential for firms of all sizes.  Rule 38a-1 affords funds the flexibility to tailor their compliance program to the nature of their business.  Small firms, which generally have less complex and more limited operations, would likely need less extensive compliance programs than their larger counterparts.  Thus, Rule 38a-1 does not inappropriately burden small entities.  The Commission believes that it could not adjust the rule to lessen the burden on small entities of complying with the rule without jeopardizing the interests of investors in small funds.
6.
Consequences of Less Frequent Collection


Less frequent information collection would be incompatible with the objectives of Rule 38a-1.  The annual reviews required under Rule 38a-1 are integral to detecting and correcting any gaps in the program before irrevocable or widespread harm is inflicted upon investors, and extending the time between reviews increases the likelihood that such harm could go unchecked.

7.
Inconsistencies with Guidelines in 5 CFR 1320.5(d)(2)


Rule 38a-1 would require funds and advisers to maintain their internal compliance policies and procedures and documents related to the annual review of those policies and procedures for at least five years.  Although this period exceeds the three-year guideline for most kinds of records under 5 CFR 1320.5(d)(2)(iv), the staff believes that this is warranted because the rule contributes to the effectiveness of the Commission’s examination and inspection program.  Because the period between examinations may be as long as five years, it is important that the Commission have access to records that cover the entire period between examinations.

8. Consultation Outside the Agency


The Commission requested public comment on the collection of information requirements in Rule 38a-1 before it submitted this request for extension and approval to the Office of Management and Budget.  The Commission received no comments in response to its request. 

More generally, the Commission and the staff of the Division of Investment Management participate in an ongoing dialogue with representatives of the investment company industry through public conferences, meetings, and informal exchanges.  These various forums provide the Commission and the staff with a means of ascertaining and acting upon paperwork burdens confronting the industry.  
9.
Payment or Gift to Respondents

Not applicable.
10.
Assurance of Confidentiality

If information collected pursuant to Rule 38a-1 is reviewed by the Commission’s examination staff, it will be accorded the same level of confidentiality accorded to other responses provided to the Commission in the context of its examination and oversight program.

11.
Sensitive Questions

Not applicable.

12. Estimates of Hour Burden
While Rule 38a-1 requires each fund to maintain written policies and procedures, most funds are located within a fund complex.  The experience of the Commission’s examination and oversight staff suggests that each fund in a complex is able to draw extensively from the fund complex’s “master” compliance program to assemble appropriate compliance policies and procedures.  Many fund complexes already have written policies and procedures documenting their compliance programs.  Further, a fund needing to develop or revise policies and procedures on one or more topics in order to achieve a comprehensive compliance program can draw on a number or outlines and model programs available from a variety of industry representatives, commentators, and organizations.
There are currently approximately 4,571 registered investment companies and 67 business development companies.
  Thus, approximately 4,638 funds are subject to Rule 38a-1.  
Among these funds, 105 funds were newly registered in the past year.  These 105 funds, therefore, were required to adopt and document the policies and procedures that make up their compliance programs.  Commission staff estimates that the average annual hour burden for a fund to adopt and document these policies and procedures is 80 hours.  Staff further estimates that the fund board of directors, at an hourly wage of $4,500, performs 3 of these burden hours, and a chief compliance officer, at an hourly wage of $391, performs 69 of these burden hours.
  Compliance clerks perform the remaining 8 hours of work, at an hourly wage of $63 per hour.  Thus, we estimate that the aggregate annual burden hours associated with the adoption and
documentation requirement is 8,400 hours,
 and the aggregate annual cost of the burden hours associated with the adoption and documentation requirement is $4,303,215.

All funds are required to conduct an annual review of the adequacy of their existing policies and procedures and the policies and procedures of each investment adviser, principal underwriter, administrator, and transfer agent of the fund and the effectiveness of their implementation.  In addition, each fund chief compliance officer is required to prepare an annual report that addresses the operation of the policies and procedures of the fund and the policies and procedures of each investment adviser, principal underwriter, administrator, and transfer agent of the fund, any material changes made to those policies and procedures since the date of the last report, any material changes to the policies and procedures recommended as a result of the annual review, and certain compliance matters that occurred since the date of the last report.  The staff estimates that each fund spends 42 hours per year, on average, conducting the annual review and preparing the annual report to the board of directors.  The staff estimates that the chief compliance officer performs 35 of these burden hours, at an hourly wage of $391.  Compliance clerks perform the remaining 7 hours of work, at an estimated hourly wage of $63 per hour.  Thus, we estimate that the aggregate annual burden hours associated with the annual
 review and annual report requirement is 194,796 hours,
 and the aggregate annual cost of the burden hours associated with the annual review and annual report requirement is $65,516,388.

Finally, the staff estimates that each fund spends 11 hours annually, on average, maintaining the records required by Rule 38a-1.
  Thus, the aggregate annual burden hours associated with the recordkeeping requirement is 51,018 hours.
  The staff estimates that the chief compliance officer performs 5 of these burden hours, at an hourly wage of $391.  Compliance clerks perform the remaining 6 hours of work, at an hourly wage of $63 per hour.  Thus, the aggregate annual cost of the burden hours associated with the recordkeeping requirement is $10,820,454.

In total, the staff estimates that the information collection under Rule 38a-1 entails   254,214 aggregate annual burden hours.
  The staff further estimates the aggregate annual cost of those burden hours is $80,640,057.

These estimates are made solely for the purposes of the Paperwork Reduction Act.  They are not derived from a comprehensive or even representative survey or study of the costs of Commission rules. 
13.
Estimate of Total Annual Cost Burden
The staff estimates that Rule 38a-1 does not impose any other material cost burdens on funds, apart from the cost of the burden hours.  Although Rule 38a-1 requires funds to maintain certain records for five years, these records may be maintained electronically and, even if maintained in hard copy, are unlikely to be voluminous.  The staff has not estimated a capital cost in connection with the recordkeeping requirements because funds and their advisers likely use existing recordkeeping systems to maintain the required compliance records.
14.
Estimate of Cost to the Federal Government

Rule 38a-1 does not impose a cost on the federal government.  Rule 38a-1 does not require funds to file any documents with the Commission.  Commission staff may, however, review records produced pursuant to the rule in order to assist the Commission in carrying out its examination and oversight program.

15.
Explanation of Changes in Burden

The estimated total annual burden hours decreased significantly from 339,029 to 254,214 hours.  The decrease in hours is attributable to decreases both in funds subject to Rule 38a-1 and in burden hours reported by the funds surveyed.  
The estimated aggregate annual cost of those burden hours decreased slightly from $93,479,749 to $80,640,057.  The slight decrease in aggregate annual cost of those burden hours is not proportional to the significant decrease in total annual burden hours.  This discrepancy is attributable to a staffing shift towards higher salaried employees that resulted in a decrease in compliance clerk burden hours and an increase in chief compliance officer burden hours. 
16.
Information Collection Planned for Statistical Purposes

Not applicable.
17.
Approval to not Display Expiration Date

Not applicable.
18.
Exceptions to Certification Statement

Not applicable.

B.
COLLECTION OF INFORMATION EMPLOYING STATISTICAL METHODS

Not applicable.
� 	These numbers are based on Commission filings, and are current as of December 2008.


� 	We have estimated that the hourly wage for a director is $500 and the median board size is nine, for a total hourly rate for the board of $4,500.  See C. Meyrick Payne, Jay Keeshan, The E3+O Process:  How to Set Fund Director Compensation, Mutual Fund Governance Consulting (Jan. 2007), available at http://production.mfgovern.com/content/view/66/97/ (“Once an estimate of time expended is determined, it makes sense to select a ‘base hourly rate’ to use as a starting point.  Given the background that is typically expected for a director position, it is not unreasonable to start with the same hourly rate paid to the board’s independent counsel or perhaps to the fund’s audit firm.  The rate can vary given regional differences, but is often in the $300-$600 per hour range.”); Eric Fricke, Mutual fund performance, board compensation, board fund holdings and manager turnover (Jan. 17, 2006) at 14, available at http://www.fma.org/SLC/Papers/mfgovperf9.pdf (stating that the 897 mutual funds studied for this paper had an average of 9.1 members per board and citing a 1997 paper that found average board size of 9 in a sample of funds within the 50 largest fund families).  The wage rates for all the other occupations in this statement are derived from the SIFMA Report on Management & Professional Earnings in the Securities Industry 2008, and are modified to account for an 1800-hour work-year and multiplied by 5.35 to account for bonuses, firm size, employee benefits and overhead. 


� 	This estimate is based on the following calculation:  105 funds x 80 hours = 8,400 hours.


� 	This estimate is based on the following calculation:  (105 funds x 3 hours by board of directors for adoption of policies and procedures x $4,500 per hour) + (105 funds x 69 hours by chief compliance officer for adoption and documentation of policies and procedures x $391 per hour) + (105 funds x 8 hours by clerical staff for adoption and documentation of policies and procedures x $63 per hour) = $4,303,215.


� 	This estimate is based on the following calculation:  4638 funds x 42 hours = 194,796 hours.


� 	This estimate is based on the following calculation:  (4638 funds x 35 hours by chief compliance officer for review and documentation of policies and procedures x $391 per hour) + (4638 funds x 7 hours by clerical staff for review and documentation of policies and procedures x $63 per hour) = $65,516,388.


� 	These records are copies of the fund’s compliance policies and procedures and the annual report provided to the fund board.


� 	This estimate is based on the following calculation:  4638 funds x 11 hours = 51,018 hours.


� 	This estimate is based on the following calculation:  (4638 funds x 5 hours by chief compliance officer for maintaining records x $391 per hour) + (4638 funds x 6 hours by clerical staff for maintaining records x $63 per hour) = $10,820,454.


� 	This estimate is based on the following calculation:  8,400 hours adopting and documenting policies and procedures + 194,796 hours reviewing policies and procedures and preparing annual report + 39,728 hours maintaining records =  254,214 hours.


� 	This estimate is based on the following calculation:  $4,303,215 (cost of adopting policies and procedures) + $65,516,388 (cost of reviewing policies and procedures and preparing annual report) + $10,820,454 (cost of maintaining records) = $80,640,057.





