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FREDERICK M. WERBLOW 
For-ry Second Floor 

153 East 53 rd Street, New York, N. Y. 10022 

April 15, 1986 

Securities and Exchange Commission 

The Boards of Directors of: 
E.F. Hutton & Company Inc. 
The Investment Companies for which 

E.F. Hutton & Company Inc. 
acts as Investment Adviser or Sponsor. 

IN THE MATTER OF E.F. HUTTON & COMPANY INC. 
ADMINISTRATIVE PROCEEDING FILE NO. 3-6582 

I was engaged as the independent Consultant pursuant to the 

Securities and Exchange Commission "Order Instituting 
Proceedings, Findings and Order Imposing Remedial Sanctions" 
(the Order). According to Section IV.G. of the Order, the 
overall objectives were to review the manner in which E.F. 
Hutton & Company Inc. (E.F. Hutton) administers its invest
ment company operations and to report upon and make 
recommendations relating to the administration and 
operations of investment companies to which E.F. Hutton acts 
as investment adviser or sponsor (Hutton funds), to 
determine whether: 

(a) Hutton's transmission of monies arising from the settle
ment of the Hutton funds' transactions in their capital 
stock is consistent with prospectus disclosure; 

(b) the funds' capital stock transactions are in compliance 
with the requirements of Rule 22c-l as well as prospec
tus disclosure; 

(c) the monies received under the funds' l2b-l plans are 
computed in accordance with the methods described in the 
plans; 
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(d) the procedures for the transmittal of monies by Hutton 
for the purchase of variable annuities are consistent 
with federal securities laws and to make recommendations 
for whatever remedial actions are deemed appropriate; 

(e) the policies and procedures utilized by Hutton to pre
vent violations of federal securities laws in connection 
with its investment company business are adequate and to 
recommend, where appropriate, changes in policies and 
procedures and staffing necessary-to assure ongoing 
compliance. 

I have considered the directives described above in deter
mining the scope of the review. (As used throughout this 
letter and report, the term "review" constitutes the proce
dures listed in Section I - Project Scope of the attached 

report.) 

The review has included procedures to identify the adminis

trative requirements applicable to the operations of the 

Hutton funds contained in their prospectuses and statements 

of additional information and the applicable federal securi
ties laws to which such investment companies are subject. I 
relied upon Stanley J. Friedman, Esq. and the firm of 
Shereff, Friedman, Hoffman & Goodman, of which he is a part
ner, to advise me as to the applicable federal securities 

laws. 

From the requirements so identified, specific control objec
tives were developed for the administration and operations 

of the Hutton funds. The review then concentrated upon 

(ii) 
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identifying and obtaining descriptions of the control 

procedures designed to provide reasonable assurance that 

such objectives were met. A review was then made of the 

identified control procedures to determine whether such 
procedures were suitably designed to meet the control 
objectives. Where the procedures did not appear to be 

sufficient, recommendations were made for improvement. The 
review was performed during the period December 2, 1985 to 
April 11, 1986 and the findings and recommendations are 
applicable as of the date the review procedures were 

performed. 

The management of E.F. Hutton and the Hutton funds are 

responsible for establishing and maintaining systems of 

control for administering their investment company 
operations in accordance with the federal securities laws 
and the related rules and regulations thereunder. In 
fulfilling this responsibility, estimates and judgments by 

management are required to assess the expected benefits and 
related costs of control procedures. One of the primary 

objectives of a system of control is to provide management 

with reasonable, but not absolute, assurance that investment 

company operations are administered in accordance with the 
federal securities laws and other applicable regulations. 

Because of inherent limitations in any system of controls, 
errors, irregularities or instances of noncompliance may 
occur and not be detected. Also, projection of any evalua
tion of a system to future periods is subject to the risk 

(iii) 
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that procedures may become inadequate because of changes in 
conditions or that the degree of compliance with the proce

dures may deteriorate. 

This review is unique in several respects. First, there is 

no authoritative guidance in professional literature for a 

review of this particular type. Second, as there is no 

objective definition of the federal securities laws that 
apply to such a review, some interpretation is required. 
Furthermore, there is no commonly accepted set of control 

objectives derived from the federal securities laws for 
which procedures should be designed, and, it is recognized 

that the body of federal securities law is extensive, 
detailed and complex. Few, if any, similar organizations 

have been subject to such a review to determine how their 

procedures comply with the federal securities laws; so there 

is little or no precedent available to judge the results of 

such a review. It is important to consider the nature of 

this study in order to evaluate the findings and 

recommendations resulting therefrom. 

As a result of the review, recommendations have been 

developed to improve the design of the control procedures to 

administer the operations of the Hutton funds. The more 

significant recommendations, including the findings and 

recommendations directly related to items listed in Section 

IV.G.(l)(a)-(e) of the Order, are included in this letter. 

Other recommendations to improve the design of control 

procedures are included in Section II of the report. 

(iv) 
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During the course of the review, as preliminary findings 

became known, they were discussed with E.F. Hutton and/or 

Hutton Life personnel and in some cases with Hutton's coun

sel and counsel for the funds. As a result, in response to 

certain recommendations, E.F. Hutton represented that cer

tain procedures were modified or new procedures were insti
tuted. The findings and'recommendations in Section II of 
the report are based upon conditions noted at the time of 
the review and do not reflect subsequent changes in control 
procedures. 

FINDINGS AND RECOMMENDATIONS FOR STRENGTHENING ADMINISTRA
TIVE CONTROL PROCEDURES: 

While E.F. Hutton has many established policies and 

procedures, execution of such procedures depends upon 

trained personnel and adequate supervision and is affected 
by many factors, including transaction volumes and market 
changes. Adherence to the philosophy of maintaining a 
strong control and monitoring function requires continued 
dedication of sufficient resources to perform that function. 

As noted in Section II of the report, a measure of control 

of the operations of the Hutton funds is provided by a com

bination of:separation of duties among various E.F. Hutton 
entities and outside agents, the use of data processing and 
the confirmation process. The system is further stren&th
ened when entities and/or individuals who are completely 
independent of the processing make periodic reviews, as is 
the case in the independent third party review of the share
holder accounting system at the transfer agent for some of 

the funds. 

(v) 
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Notwithstanding these general controls, the administrative 

procedures performed by Hutton Asset Management Division 
(HAM) and by Hutton Life are the primary control mechanisms. 
The following recommendations are designed to strengthen the 

policies, procedures and staffing of Hutton Asset Manageme~t 
and Hutton Life to enable them to better perform their func

tions in administering those Hutton funds pursuant to the 

federal securities laws: 

RECOMMENDATION 1: 

E.F. Hutton should provide additional management resources 
to its Hutton Asset Mana ement Division Administration sec

app ~ca e, reta~n the 
the re20rt to monitor 
superv~se the 

While at the time of this review, work was being performed 

on a daily basis to monitor compliance, the effectiveness of 

the Hutton Asset Management Administration group could be 

improved by providing additional management resources to 

more fully support the Chief Administrator. While 
management must evaluate the cost of the enhanced staffing 
in relation to the potential benefits to be derived, the 

following additional resources should be considered: 

1. An assistant to the Chief Administrator to whom the Chief 
Administrator can delegate ongoing responsibility for 
supervising and monitoring the outside agents serving the 
funds. Also, the assistant should have the responsi
bility of establishing continuing education programs 
covering, among other subjects, compliance issues for HAM 
officers and employees. 

2. A full time in-house legal counsel resident in, or in 
close proximity to, the offices of HAM with broad experi
ence in dealing with issues surrounding the Investment 
Company Act of 1940 and other federal securities laws and 
with appropriate access to senior management of E.F. 
Hutton and Hutton Asset Management. 

(vi) 
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3. Resources to support the manager in charge of the Finance 
Department in the prevaration of financial statements, 
monitoring the agents calculations of the funds' daily 
net asset values per share, including the calculations of 
the fees pertaining to 12b-1 plans, reviewing tax 
returns, the development and/or review of tax basis 
financial information and anticipating tax issues for the 
funds based upon emerging tax regulations. 

4. An internal audit function dedicated solely to the Hutton 
funds. The responsibilities of such an individual or 
group should be to develop a formal program to monitor 
the activities of agents serving the funds and to provide 
additional assurance to the management of Hutton Asset 
Management and the directors of the funds that the 
detailed policies and procedures which are listed 
throughout Section II of the accompanying report have 
been implemented, continue to be in place and are working 
as intended. The activities of that auditor or group 
should combine periodic on-site reviews of each outside 
agent and the E.F. Hutton entities serving the funds, as 
well as procedures performed on an unannounced (surprise) 
basis to ascertain whether controls are in place and 
functioning as intended. The audit function should 
incorporate reviews of automated functions as well as 
manual procedures. 

RECOMMENDATION 2: 

or anize a de with mana ement 
resources to a m~n~ster existing new ~nvestment 
companies. 

Even though the Hutton VIP Separate Account and VIP Fund are 

of modest size, the same complement of administrative 

resources should be applied to those operations as are ap

plied to the other Hutton funds. Such resources should 

include a general counsel and an accountant, each thoroughly 
familiar with the Investment Company Act of 1940; and an 
administrator/compliance officer to, among other activities, 
monitor the outside agents serving these funds. 

(vii) 
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While full-time resources may not be cost justified, the 

cost/benefit deliberations should take into consideration 

the need of the funds to comply with the federal securities 

laws even when they are of modest size. 

Initially the activities of the staff assigned to Hutton 
Asset Management and Hutton Life should focus on the 

recommendations included in this report and the development 
of policies and procedures to carryout those recommenda

tions.- In addition, if new investment company products are 
developed, a program should be organized to identify the 
control objectives relevant to such products pursuant to the 

federal securities laws and to establish policies and 
procedures designed to provide reasonable assurance that 
such objectives are met. 

FINDINGS REGARDING ITEMS SPECIFICALLY ADDRESSED IN THE 
ORDER: 

Sections IV.G.(l)(a)-(e) of the Order defined the nature of 

the review. Items (a)-(d) identified specific issues to be 

addressed. The scope of the work performed to address these 

issues is described in Section I of the report. The find

ings and recommendations resulting therefrom are described 

below and follow the statement of each issue: 

(viii) 
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IV.G.(I)(a) : monies from 
~n 

Throughout the development of the control objectives and the 
documentation of procedures presented in Section II of the 

report, the flow of monies associated with each of the funds 
was identified and documented. Also, selected transactions 
were followed through the applicable processing cycles. The 
timing of those transactions was evaluated and compared to 
prospectus disclosures. 

The following recommendations relate to two inconsistencies 

with prospectus disclosures that were found. 

RECOMMENDATION 3: 

Legal counsel of the Cash Funds should be consulted regard
ing the procedures under which the daily settlement with the 
Bank of New England includes a payment to E.F. Hutton for 
estimated redemptions paid to Provident Bank for shareholder 
checks written and credit card purchases, in order to 
resolve any possible inconsistencies with the federal 
securities laws. 

Shareholders with AMA and ARA accounts have checkwriting 

privileges with Provident National Bank of Philadelphia 
(Provident) and, in the case of the AMA account, may have 

American Express credit card purchases debited to their 
Hutton brokerage account. These debits may require a 

redemption from the shareholder's Cash Fund if the debits 
exceed a customer's free credit balances. E.F. Hutton 

settles these charges with Provident in federal funds on the 
day they are presented, but does not receive the proceeds of 

(ix) 
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Cash Fund redemptions in federal funds until the next 
business day. Each day E.F. Hutton is paid an amount based 

on an estimate of the redemptions arising from these charges 
presented that day. On the next business day, the 

difference between the actual charges and the estimate is 
settled and, contemporaneously, the procedure is repeated. 

This practice should be considered as explained in the 
recommendation above. 

RECOMMENDATION 4: 

All monies received by Hutton Life for the purchase of 
variable annuities should be deposited directly with Hutton 
Life. 

For initial and subsequent payments, Hutton Life deposits 

checks received into a California bank account of E.F. 
Hutton for wire transfer to E.F. Hutton in New York. It was 

noted during the review that the procedure was for monies to 
be wired back to Hutton Life within two days for transfer to 

First Interstate Bank in Los Angeles, custodian for the VIP 
Fund. This transfer procedure allows E.F. Hutton, rather 

than Hutton Life, to use the funds for the two-day period. 
Accordingly, procedures should be changed to eliminate 

transfers of cash to and from E.F. Hutton in New York. 

IV.G.(I)(b): The funds' capital stock transactions are in 
compliance with the requirements of Rule 22c-l 
as well as prospectus disclosure. 

Procedures for compliance with Rule 22c-l were identified 
and documented. The following recommendation relates to an 
exception that was noted during the review. 

(x) 
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RECOMMENDATION 5: 

Share redemptions 
and VIP Fund as a 

ros-

For transfers within the VIP Separate Account and VIP Fund 
series a one-day delay e~isted between the day redemptions 

were executed and the day purchases were executed. The one
day lag in the transfer procedure existed only for the 

period January 6, 1986 through January 13, 1986. 
Subsequently, Hutton Life reimbursed the fund and its 

contractowners for the change in value for that one-day lag 
and began processing both components of the transfer on the 

same day. 

In addition, based upon the review, the following 
recommendation should be considered: 

RECOMMENDATION 6: 

review of its 

During the review it was determined that certain essential 
functions that affect compliance with the funds' prospectus 
guidelines relating to Rule 22c-l are performed by E.F. 

Hutton internal data processing systems. Such functions 
include the transaction processing cutoffs at both 2:00 P.M. 

and 4:00 P.M. for the Cash Funds and the HIS and MUNI Funds, 
respectively, the sweep of "good funds" from the 

(xi) 
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AMA/ARA accounts into the Cash Funds at the Bank of New 
England, edits of shareholder account information and trans

actions and the preparation of confirmations and statements. 

It would seem consistent with the interests of the funds to 

have an independent review of. these systems performed. 

IV.G.(l)(c): The monies received under the funds' l2b-l 
plans are comeuted in accordance with the 
methods descrLbed in the plans. 

The distribution plans for the HIS and Cash Funds were 
reviewed and some fee calculations were tested. As a result 
of inquiries made during the review, HAM has recently 
learned that there is a need for the HIS recordkeeping agent 

to recompute the distribution fees for HIS beginning in 

September 1985. Accordingly, the following recommendation 

should be adopted: 

RECOMMENDATION 7: 

E.F. Hutton should have the distribution fee for HIS recom
puted beginning September 1985 and implement erocedures to 
ascertain that the dail calculation of the dLstribution 

ng un er yLng support, LS accurate. 

During the review the observation was made that the calcula

tion procedures for HIS would be easier to understand and 
monitor if the distribution plan were more specific as to 

the method of calculation. 

(xii) 
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Also, in light of current regulatory interest in Rule l2b-l 
plans, HAM should consider, with outside counsel for HIS and 

the Cash Funds, the nature of the expenses that may be in
curred and the fees that may be received by the distributor 

under the distribution plans, and, in the case of HIS, the 
process by which those expenses should be allocated among 

its series. Consideration of these matters by such outside 
counsel should be helpful to the directors of HIS and the 

Cash Funds in their evaluation of information and delibera
tions regarding the distribution plans and their annual 

renewal. 

IV.G.(I)(d): The procedures for the transmittal of monies by 
Hutton for the purchase of variable annuities 
are consistent with federal securities laws. 

The control objectives and E.F. Hutton and Hutton Life's 

procedures for administering the Hutton VIP Separate Account 

and VIP Fund are described in Section II-D of the Report. 

The procedures for the transmittal of applications and 
payments for purchases of variable annuities were analyzed 
and tested. Based upon the advice of my legal counsel, I 
believe these procedures were in conformity with the federal 

securities laws. 

RECOMMENDATION 8: 

E.F. Hutton should adopt a uniform method of transmittin 
monies an appl cat ons to Hutton Li e or the initial 
purchases of variable annuity contracts. 

During the review it was noted that at least two methods 
were used for transmitting initial applications and payments 

for variable annuity contracts to Hutton Life for process
ing. Some transmittals were made by wire and others were 

made by mail. Those sent by mail served to extend the time 

(xiii) 
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between execution of the application by the prospective 

contractowner and the receipt of the application and payment 

at Hutton Life, which issues the contracts. Since the 

process was discretionary, it resulted in a need to monitor 

and control two sets of procedures. 

There is no specific mandate in the federal securities laws 

for a preferred processing mode. Nevertheless, it seemed to 
be in the best interests of both the prospective 
contractowners and E.F. Hutton if an expedited (wire) 

transmittal were adopted as the standard. Also, this seems 

to be in keeping with the spirit of Rule 22c-1. 

I have been advised that instructions were sent by E.F. 

Hutton to its sales offices to adopt the wire order 

transmittal method as the standard. 

IV.G.(l)(e): 

As a result of the review, recommendations were developed to 

institute or to strengthen policies and 'procedures to pre

vent violations of the federal securities laws. Certain of 

these recommendations are contained below in this letter and 

the rest are described and summarized in Section II of the 

accompanying report. 

(xiv) 
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RECOMMENDATIONS RESULTING FROM INCONSISTENCIES WITH OR 
POSSIBLE VARIANCES FROM THE DISCLOSURES IN THE FUNDS' 
PROSPECTUSES AND/OR STATEMENTS OF ADDITIONAL INFORMATION 
AND/OR FROM POSSIBLE INCONSISTENCIES WITH THE FEDERAL 
SECURITIES LAWS. 

During the course of the review, in consultation with my 
legal counsel, the following recommendations explained in 

the caption above were developed: 

RECOMMENDATIONS: 

9. A determination should be made whether transactions with 
affiliates of American Express Company are consistent 
with prospectus and statement of additional information 
restrictions of the Municipal Cash Reserve Fund, AMA 
Cash Fund and the Hutton Government Fund. 

10. The calculation of the market value of collateral re
ceived on repurchase agreements as a percentage of the 
amount due on the agreement should be documented. This 
percentage should be verified and documented on subse
quent days until maturity of the agreement to monitor 
the .adequacy of the collateral. 

11. Hutton Asset Management should compute the net asset 
values for the Short Term Investment Series of HIS and 
the Money Market Series of the VIP Fund each week on a 
market value basis and compare that computation to the 
amortized cost valuations as required by the procedures 
adopted by the Boards of Directors. 

12. The financial statements of the VIP Fund and the VIP 
Separate Account should be prepared to more fully comply 
with the requirements of Regulation S-X and Section 
30(d) of the 1940 Act and the rules thereunder and 
Hutton Life procedures should be enhanced to monitor 
compliance. 

13. Hutton Life should review with outside counsel for the 
VIP Fund and its directors the arrangements under which 
VIP Fund assets are maintained at First Interstate Bank 
to determine compliance with applicable federal securi
ties regulatory requirements. 

(xv) 
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This report is intended solely for use by the Securities and 
Exchange Commission and the Boards of Directors of E.F. 
Hutton & Company Inc. and the Hutton funds. Under their 
agreement pursuant to the Order, it should not be used or 
relied on for any other purpose. 

* * * * * 

During the course of this review, Price Waterhouse, Stanley 
J. Friedman, Esq. and Shereff, Friedman, Hoffman & Goodman, 

and I have received all documents requested of E.F. Hutton, 
met with all persons associated with E.F. Hutton with whom 
we desired to meet and have received the cooperation of E.F. 
Hutton and its officers, agents and employees. The coop
eration received from E.F. Hutton was consistent with the 
Order, Sections IV.G. (2) and (3). 

Yours very truly, 

Frederick M. Werblow 

(xvi) 
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E.F. HUTTON & COMPANY INC. 

APPROACH TO THE REVIEW 

INTRODUCTION: 

Mandate for the review: 

This report describes the approach, the findings and recom
mendations resulting from a review of the administration of 

the Hutton funds. The review was undertaken pursuant to a 

Securities and Exchange Commission "Order Instituting Pro
ceedings, Findings and Order Imposing Remedial Sanctions" 

(the Order) dated October 29, 1985. 

The Order contains the mandate for the review in Section 

IV.G.(l). That section describes four specific areas to be 

covered (Section IV.G.(l)(a)-(d)) and a general mandate to 

study the policies and procedures used by E.F. Hutton to 
prevent violations of the federal securities laws in con

nection with administering its investment company business. 
(Section IV.G.(l)(e)). The applicable sections state: 

"Within 15 days after the date of the Order, [E.F. Hutton 

shall] employ an independent Consultant knowledgeable in 

investment adviser and investment company operations and 

acceptable to the Commission, who shall review and examine 

the manner in which Hutton administers its investment com

pany operations. The Consultant's duties and responsibili
ties shall include, without limitation or restriction of any 

kind: 

(1) Full and complete authority to review, report upon and 
make recommendations relating to administration and 
operations of investment companies ("funds"), to which 
Hutton acts as investment adviser or sponsor to deter
mine whether: 
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(a) Hutton's transmission of monies arising from the 
settlement of the funds' transactions in their capi
tal stock is consistent with prospectus disclosure; 

(b) the funds' capital stock transactions are in com
pliance with requirements of Rule 22c-1 as well as 
prospectus disclosure; 

(c) the monies received under the funds' 12b-1 plans are 
computed in accordance with methods described in the 
plans; 

(d) the procedures for the transmittal of monies by 
Hutton for the purchase of variable annuities are 
consistent with federal securities laws and to make 
recommendations for whatever remedial actions he 
deems appropriate; 

(e) the policies and procedures utilized by Hutton to 
prevent violations of federal securities laws in 
connection with its investment company business are 
adequate and to recommend, where appropriate, 
changes in policies and procedures and staffing 
necessary to assure ongoing compliance." 

Appointment of the Independent Consultant: 

With the concurrence of the Securities and Exchange Commis

s ion, E. F. Hutton se lected Frederick M. \\1erb low, a partner 

of Price Waterhouse, as the independent Consultant to 

conduct the review. 

The Order states in Sections IV.G.(2) through (7), that the 

independent Consultant: 

(2) " .•. shall have access to any and all documents in the 
possession of Hutton and may meet with any person, in
cluding, but not limited to, any officer, director, 
agent and employee of Hutton;" 

(3) " ••. shall receive the full cooperation of Hutton .•. ;" 

(4) " .•• may communicate with the staff of the Commission .•. ;" 
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(5) " ... shall report to the Commission ... as the Commission 
shall request .•. ;" 

(6) " ... may engage such assistance, clerical, legal or 
expert, as necessary and at reasonable cost to carry out 
his duties ... ;" 

(7) " ••. shall prepare and submit to the Commission and 
Hutton a public report of his findings and 
recommendations for any changes in Hutton's operations. 
The report shall also contain recommendations relating 
to new procedures and the continuation of existing 
procedures concerning items (a) to (e) above., to ensure 
that all such operations and procedures are in 
accordance with applicable law. The Report shall be 
provided to Hutton's Board of Directors and to the 
Boards of Directors of the funds." 

This report is intended to satisfy the objective stated in 

Section IV.G.(7). 

Assistance Engaged: 

Section IV.G.(6) of the Order permits the independent Con

sultant to engage assistance as necessary to carry out his 

duties. Accordingly, Mr. Werblow engaged the firm of Price 

Waterhouse, of which he is a partner, to conduct the review 

with him, and Stanley J. Friedman, Esq., a partner of 

Shereff, Friedman, Hoffman & Goodman, and that firm to act 

as his legal counsel. The Commission and E.F. Hutton 

approved these appointments. 

Interpretation of the Order: 

While paragraphs IV.G.(I)(a)-(d) are specific, paragraph 

IV.G.(I)(e) contains two terms that require interpretatiori:. 

"federal securities laws" and "investment company business." 
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Federal securities laws - Upon advice of Stanley J. 
Friedman, Esq. and Shereff, Friedman, Hoffman & Goodman, it 

was decided that the federal securities laws relevant to the 

subject under review include: 

o Investment Company Act of 1940, as amended. 

o Securities Act of 1933, as amended. 
o Securities Exchange Act of 1934, as amended. 

o Investment Adviser's Act of 1940, as amended. 

These four statutes and the rules and regulations thereunder 

were considered in light of the mandate in Section IV. G. 
(l)(e) of the Order "to determine whether ..• the policies and 

procedures utilized by Hutton to ~revent violations of 
federal securities laws in connection with its investment 
company business are adequate and to recommend, where appro

priate, changes in policies and procedures and staffing 

necessary to assure ongoing compliance". Since most of the 
requirements and restrictions governing Hutton's investment 

company business are imposed by the Investment Company Act 
of 1940, the other three statutes were considered primarily 
in terms of their applicability to policies and procedures 
required for compliance with the Investment Company Act of 

1940. For example, the prospectuses and statements of addi
tional information of the Hutton funds were read not for 

general compliance with the Securities Act of 1933 and the 

applicable forms thereunder, but rather as a guide in iden

tifying the control objectives and describing the policies 
and procedures set forth in Section II of this report. In 
addition, specific disclosures in these documents were con

sidered and evaluated where required as part of the review 
mandated by items (a) and (b) of Section IV. G. (1) of the 
Order or where the review mandated by those items and items 
(c), (d) and (e) of that section indicated that particular 
policies and procedures might be inconsistent with the 
Investment Company Act of 1940. 
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The review also considered the procedures relating to com

pliance with subchapter M of the Internal Revenue Code and 

with certain state securities laws since these are important 

aspects of the administration of investment company 

operations. 

Investment company business - E.F. Hutton's investment com

pany business can be viewed from several perspectives: the 
investment companies that are sponsored by E.F. Hutton; the 

Hutton internal organization and outside agents that serve 
those investment companies and form the environment for the 

administration of investment company operations; and -the 

functions that the Hutton entities and its outside agents 

perform on behalf of the Hutton sponsored investment 

companies. 

Hutton Sponsored Investment Companies: 

The Order makes specific reference to both the Hutton In
vestment Series Inc. (HIS) and Hutton's variable annuity 

contracts and identifies specific objectives related to 

them. The text of Section IV.G.(l) is expanded to include 

"administration and operations of investment companies 

("funds") to which Hutton acts as investment adviser or 

" sponsor ... 

After discussions with the staff of the Securities and 

Exchange Commission and E.F. Hutton and its legal counsel, 

the independent Consultant and the advisers he engaged 

determined that the scope of the Order should include the 

following: 

Hutton Investment Series Inc. (HIS) 

o Short Term Investment Series 

o Growth Series 

o Bond and Income Series 
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o Emerging Growth Series 

o Option Income Series 

o Government Securities Series 

o Basic Value Series 

o Precious Metals Series 

Hutton Municipal Bond Funds (MUNI) 

o Hutton National Municipal Fund Inc. 

o Hutton California Municipal Fund Inc. 

o Hutton New York Municipal Fund Inc. 

Hutton Cash Funds (CASH) 

o Cash Reserve Management, Inc. 

o Municipal Cash Reserve Management, Inc. 

o Hutton AMA Cash Fund, Inc. 

o Hutton Government Fund, Inc. 

Hutton Variable Investment Program (VIP) 

o The VIP Separate Account of E.F. Hutton Life Insurance 
Company 

o Hutton VIP Fund 
- Money Market Series - Variable Account I 
- Equity Series - Variable Account II 
- Bond and Income Series - Variable Account III 

Hutton Sponsored Unit Investment Trusts (UITs) 

o The Consultant was advised that as of December 1985 
there were approximately $4.4 billion of assets in over 
300 separate series of unit investment trusts that had 
been sponsored by E.F. Hutton. 

Hutton Telephone & Telecommunications Tax-Advantaged Trust 

o This fund had approximately $200,000 in assets at 
October 31, 1985. 
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The work program that was developed to study these invest

ment companies grouped the funds into four categories: 

o HIS and MUNI Funds 

o CASH Funds 

o VIP Separate Account and VIP Fund -

o UITs 

The administration and operations surrounding each of these 

groups are fairly consistent for all funds within each 

group. The only exceptions are the series of the Hutton VIP 

Fund. These represent the investment vehicles for the 
Hutton VIP Separate Account and are administered by many of 
the same agents as the Hutton HIS and MUNI funds. Yet, for 

clarity, the description of administrative activities pursu

ant to the federal securities laws for the VIP Fund is 
included in Section II D. which describes the administration 

of the VIP Separate Account of E.F. Hutton Life Insurance 

Company. 

The size of the Hutton Telephone & Telecommunications Tax

Advantaged Trust at the time of this study was relatively 

insignificant. \Yhat is more important, Hutton has advised 

that this trust is being discontinued. Accordingly, it was 

given little consideration during the review. 

Hutton Internal Organization and Outside Agents: 

The organization that provides for the administration of the 

operations of the Hutton funds is large and diverse. 
Directly or indirectly, it involves a portion of the 

internal E.F. Hutton organization and a variety of outside 

agents. Exhibit 1 at the end of this section contains a 

chart which depicts each of the Hutton investment company 

groups and the entities that are involved in providing ad-
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ministration and support services to them. This review has 

identified the functions provided by these internal and 

outside agents. 

The process is controlled largely by the Administration 

section within the Hutton Asset Management Division of E.F. 

Hutton. The organization of this section is shown in 

Exhibits 2 and 3. This group reports to the Senior Officer 

in charge of Hutton Asset Management and, ultimately, is 

responsible to the funds' directors. It has the responsi

bility to interact with, supervise and monitor the outside 

agents, including outside legal counsel, who serve the funds 

and to coordinate with the various E.F. Hutton entities 

which serve or interact with the funds. 

E.F. Hutton Life Insurance Company staff provides adminis

tration for the Hutton VIP Separate Account and VIP Fund. 

The organization and functions performed by these adminis

trative groups are described more fully in the Overview 

sections included in Section II of the report. 

Functions Performed: 

In order to provide a focus for the review and a structure 

for the resulting report, the essential functions or activi

ties of the funds are grouped into several categories: 

o Shareholder (capital stock) and variable annuity con
tractholder (unit) activities (sales, redemptions, ex
changes, etc.), dividend and distribution declarations, 
disbursements to or reinvestments for shareholders or 
contractholders and the transmission of monies 

o Portfolio (investment) activities (buys, sells, income 
and capital changes) and transmission of monies 
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o Fund and Separate Account expenses, including accrual 
and disbursements of expenses, including distribution 
fees 

o Fund accountin~, including calculations of net asset 
values of the unds and unit values of the Separate 
Account 

o Financial reporting 

o Regulatory compliance 

These functions apply to the HIS, MUNI and CASH funds. The 

VIP Fund has many of the same characteristics except that 

each series has only one shareholder, the Separate Account. 

The Hutton VIP Separate Account has characteristics in addi

tion to those mentioned above and differs in certain repects 

from the HIS, MUNI and CASH funds. The UITs are not active
ly managed after the day of deposit and, by definition, they 

do not continuously offer their shares in the ordinary 

course of business. Hence, the grouping of functions de

scribed above are not applicable to UITs. 

Notwithstanding the differences noted, this grouping of 

functions identified provided a framework for conducting the 

review. The findings and recommendations contained in Sec

tion II of this report generally follow that structure. 

PROJECT APPROACH AND SCOPE 

Approach to the review: 

This review was divided into five phases -

1. list of co.ntrol uestions 

2. Documentation of work flow and cash flow. 
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3. Limited verification of procedures. 

4. Develo ment of recommendations to stren then the adminis-
tratlon 0 lnvestment company operatlons. 

5. Preparation of a final report. 

The following is a general description of each phase; 

however, the Project Scope Section contains the procedures 

performed for each group of funds. 

List of Control 

The Order states that the review should cover the way in 
which Hutton administers its investment company operations 

and should consider the policies and procedures to prevent 

violations of the federal securities laws. This has been 

interpreted to mean the identification of the policies and 

procedures that create a control environment for the Hutton 

investment company operations and development of recom

mendations designed to improve such control procedures. 

Therefore, a primary requirement was to compile a list of 

control questions which were used to formulate control 

objectives for each of the major groupings of Hutton spon

sored investment companies. The control objectives so 

developed were used to identify the control procedures 

employed by E.F. Hutton and its outside agents which were 

designed to provide E.F. Hutton with reasonable assurance of 

compliance with policies and restrictions outlined in the 

prospectuses and statements of additional information of 

each of the Hutton funds as well as with the applicable 

federal securities laws. 

The control objectives developed for each area of the review 

are outlined in Section II of the report. That section 

contains a series of charts grouped by type of investment 

company and by function within company. Each chart contains 
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a list of control objectives, a description of the E.F. 

Hutton control procedures designed to provide reasonable 

assurance that each control objective is met and, wherever 

appropriate, recommendations to enhance the control proce

dures or to institute new procedures. 

The control objectives were prepared with the assistance of 

the independent Consultant's legal counsel. Such counsel 

reviewed the funds' prospectuses and statements of addi

tional information, as well as the procedures dealt with in 

this report, in light of the federal securities laws and the 

rules and regulations thereunder. 

Although the review pursuant to the order covered each 

detailed control objective identified in the federal securi

ties laws and in the funds' prospectuses and statements of 

additional information, the objectives contained in Section 

II of this report are presented sometimes at a summary level 

to highlight the essential administrative functions. 

Phase 2: Documentation of Work Flow and Cash Flow: 

This phase involved identifying and documenting Hutton's 

policies and procedures for the administration of investment 

company operations. This objective was pursued by: 

o interviewing those involved in or responsible for the. 
process involving each investment company or fund group 

o gathering written documentation of the procedures, 
wherever it was available, or preparing such documenta
tion, if it was not; and 

o gathering, on a selective basis, relevant evidentiary 
matter to support the representations made by those who 
were interviewed. 
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The documentation prepared covered not only the control pro

cedures and flow of transactions, but also the timing and 

nature of the cash flows associated with the transactions 

affecting the Hutton funds. The process of preparing docu

mentation was useful in gaining an understanding of the 

control procedures contained in Section II of the report. 

Phase 3: Limited Verification of Procedures: 

During the course of Phase 2, particular attention was paid 

to the items outlined in the Order, specifically procedures 

described in Section IV.G.(l)(a)-(d). These procedures were 
tested by tracing selected transactions through the 

processing steps outlined in the documentation. 

The testing performed in conjunction with this review was 

intended to provide those conducting the review with a bet

ter understanding of the design of the process. The testing 

was not intended to assure that any specific set of transac

tions was processed accurately nor was it intended to pro

vide assurance with regard to financial statement balances 

contained in any reports cover~ng the Hutton funds identi

fied in this review. 

Once the documentation was fully prepared, copies were 

reviewed with the E.F. Hutton management and supervisory 

personnel, outside counsel for the funds and representatives 

of the outside agents serving the funds to confirm that the 
procedures documented were representative of the control 

procedures in effect at the time of the review. 

Phase 4: Development of Recommendations: 

During the course of this review, and in the preparation of 

supporting documentation and this ~eport, opportunities were 

identified where the organization, staffing and procedures 
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surrounding Hutton's administration of investment company 

operations should or could be strengthened. The recommenda

tions so developed were divided into two categories. 

The first set of recommendations concern issues in which it 

was perceived there was an inconsistency or possible vari

ance from the disclosures in the prospectuses and/or state

ments of additional information and/or possible inconsis

tencies with the federal securities laws. They are 

presented in the letter which is an integral part of the 

final report of the independent Consultant. 

The second set represent conditions where, in the view of 

the independent Consultant, controls would be strengthened 

if the recommendations were adopted. These recommendations 

are presented in Section II and arose, either as a result of 

the documentation of the control procedures or were de

veloped based upon the Consultant's experience with similar 

practices in the industry. 

During the course of the review, as preliminary findings 

became known they were discussed with E.F. Hutton and/or 

Hutton Life personnel responsible for the areas involved 

and, in some cases, with Hutton's counsel and counsel for 

the funds. As a result, in response to certain recommenda

tions, E.F. Hutton represented that certain procedures were 

modified or new procedures were instituted. The findings 

and recommendations in Section II of the report are based 

upon conditions noted at the time of the review and do not 

reflect subsequent changes in control procedures. 

Phase 5: Preparation of a Final Report: 

The final report of the independent Consultant consists of 

the letter and the accompanying report. 
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.The letter describes the findings and sets forth the more 

important recommendations of the independent Consultant. 

The report describes the approach to the project and the 

scope of the work performed. It also presents in detail the 

control objectives reviewed and the procedures employed by 

E.F. Hutton and its agents to meet those objectives and 

describes the findings of the review. 

Consistent with an understanding of the requirements in the 

Order, the review was not of sufficient scope to enable the 

independent Consultant or those he engaged to express, and 

he and they do not express, an opinion as to whether the 

degree of compliance with the control procedures referred to 

above was sufficient to provide the Board of Directors of 

E.F. Hutton & Company Inc. and the Boards of Directors of 

the Hutton funds with reasonable assurance that the control 

objectives were met at any time or for ~ny period of time. 

Also, he, and those he engaged, are unable to express, and 

do not express an opinion on the system of controls for the 

administration of investment company operations taken as a 
. whole. 

The review was not an examination conducted in accordance 

with generally accepted auditing standards and, accordingly, 
neither the independent Consultant nor those he engaged 

express an opinion on any financial st~tements of E.F. 

Hutton or any of the Hutton funds. 

Project Scope: 

General: 

The project scope for the HIS, MUNI, Cash and VIP Funds 

consisted of the following general steps: 

1. Reading each prospectus and statement of additional 

.information for each of the funds and identifying 
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investment policies and restrictions, operating guide

lines and compliance issues. In addition, the transfer 

agent and custodian agreements as well as the 1984 

annual financial statements for each of the funds was 

read. 

2. Compilation of the requirements of the applicable 

federal securities laws and the rules. and regulations 

the'reunder for the administration of investment company 

operations. Such requirements were reviewed by the 

legal counsel for the independent Consultant as de

scribed under Interpretation of the Order. 

3. Preparation of checklists to be used during the inter

views which considered the requirements identified in 

steps 1 and 2. 

4. Formulation of control objectives. The control objec

tives were further refined as the Project Team visited 

units within E.F. Hutton as well as the various depart

ments within each of the outside agents providing 

administrative services to the Hutton funds. 

5. Interviews with managers in each of the Hutton depart

ments and at various departments of the outside agents 

listed on Exhibit 1 (excluding subcustodians, legal 

counsel and independent accountants). These interviews 

included obtaining selected documents to confirm the 
interviewers' understanding of the representations made 

during the interview process. A limited number of 

transactions were traced through certain transaction 

processing systems in order to further confirm the 

Project Team's understanding of the system design. The 

documentation prepared as a result of the interviews 

was reviewed with those who were interviewed as an 

additional check that it accurately described the 
procedures represented to be in effect. 
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6. Copies of the reports of the independent accountants of 

the funds regarding internal accounting controls 

resulting from their December 31, 1985 examinations 

were obtained and read. No material weaknesses were 

disclosed in any of those reports. 

7. The Project Team requested E.F. Hutton to obtain a 

written report from the independent accountants of each 

fund describing the scope of the procedures performed 

on the items set forth iri the Order, including the four 

items in Section IV.G.(l)(a)-(d). Also requested was a 

description of the procedures performed by such inde

pendent accountants relating to EDP sy~tems and the 

data processing environment of E.F. Hutton. Copies of 

these reports were read. Matters included therein were 

clarified by discussions with the respective 

independent accountants. 

Regulatory Compliance: 

Regulatory compliance was one of the major functional areas 

reviewed and the scope of this review covered the following 
departments of E.F. Hutton and Hutton Asset Management 

Division, which is primarily responsible for establishing 
policies and procedures designed to provide reasonable 

assurance that the funds comply with the applicable 

regulatory requirements: 

o Investment management 

o Compliance Department 

o Finance Depart~ent 

o Fund administration 

o Shareholder operations 

o E.F. Hutton Legal Department 
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Investment management: 

The Project Team interviewed each of the senior or lead 

portfolio managers. This group included lead managers of 

portfolios for virtually all of the investment companies 

subject to the review. Other selected portfolio managers, 

traders and operations personnel were interviewed as well. 

During the interviews, emphasis was placed on identifying 

the procedures used to comply with the applicable investment 

objectives and restrictions contained in the funds' pro

spectuses and statements of additional information and with 

other regulatory requirements. In addition, the following 

procedures were discussed: 

o the investment decision making process 

o trade authorization and execution 

o interaction with the custodians and recordkeeping agents 

for the funds 

o monitoring interest and dividends' receivable and 

corporate actions. 

The Project Team observed certain procedures performed by 

these various individuals and obtained copies of selected 

documentation and reports. 

The Project Team documented the procedures and reviewed the 

documentation with those interviewed, who confirmed that it 

was representative of the procedures in effect. 

Compliance department: 

The Project Team interviewed the Compliance Officer and 

obtained copies of the compliance manuals for all funds. 

Such manuals contained checklists used on a daily basis to 

monitor compliance with certain investment restrictions, the 

Investment Company Act of 1940 and rules thereunder. The 
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compliance checklists for all funds were reviewed for com

pleteness by comparison to the investment restrictions 
contained in the prospectuses and statements of additional 

information as well as to the applicable rules of the 
Investment Company Act of 1940. The Project Team selected 

one day's portfolio transaction authorization tickets for 

two portfolios of HIS and one Cash Fund and traced selected 

tickets to the applicable fund portfolio records. The 

Project Team obtained completed daily compliance checklists 

prepared by the HAM Compliance Department personnel which 

documented the compliance of such transactions with the 

investment restrictions. 

The Project Team also obtained and read the "access persons" 

lists maintained by the Compliance Officer. 

The procedures performed to monitor compliance with the 

requirements of Subchapter M of the Internal Revenue Code, 

and in particular, the 30% gross income limitation, were 

discused with the Compliance Officer. 

The Project Team read a selection of the Compliance Offi
cer's reports to the Boards of Directors for HIS and for a 

selected Cash Fund-as well as selected portfolio managers' 

signed statements indicating compliance with the require

ments of Rules 10f-3, 17a-7 and 17e-1. 

Finance department 

The Project Team compared the 1984 annual financial reports 

for the funds to Article 6 of Reguiation s-x and with 

Section 30 of the Investment Company Act of 1940 to identify 

the presence or absence of required disclosures. 

The manager of the Finance department was interviewed to 
identify the functions performed by the department including 
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the functions related to both internal and external 

financial reporting and the degree of his monitoring of the 

recordkeeping agents. 

The control procedures surrounding, budgeting, approving 

fund disbursements, review and revision of 'expense accruals, 

allocation of expenses to each series of the series funds, 

preparation of management information and the extent of the 

department's involvement in the preparation of annual and 

semiannual reports to shareholders, Form N-SAR, Form N-1A, 

proxy information and the 24(f)-2 filings were identified, 

among others. 

Copies of selected financial and operating reports prepared 

by the Finance department and submitted to management and 

directors of the HIS series were obtained and read. 

Fund administration: 

The Project Team interviewed the Fund Administrator to 

determine the duties and responsibilities of that position 

and the procedures followed to meet the control objectives 

identified. Copies of the distribution lists for director's 

information and registration statements were obtained to 

corroborate the representations made regarding preparation 

and distribution of such information. Copies of the regular 

newsletters and information sheets sent to Account Execu

tives were also obtained and the procedures for communicat

ing with the Account Executives and others were identified. 

The Project Team also interviewed the Chief Administrator 
and obtained a description of the control procedures used by 

him and the other departments of Hutton Asset Management 

Division to provide reasonable assurance that the funds 
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comply with the applicable federal securities laws. The 

Project Team gained an understanding of the manner in which 

the Chief Administrator supervises the departments that 

report to him and the procedures for interacting with other 

E.F. Hutton departments. 

The Project Team obtained and read the 1985 compliance 

calendars for the funds for which HAM has administrative 

responsibilites. Such calendars were also reviewed by legal 

counsel to the independent Consultant. 

The compliance calendars for HIS and Cash Reserve Management 

Inc. were selected and compared to the summary of applicable 

requirements of the Investment Company Act of 1940 and the 

rules and regulations thereunder. 

The Project Team selected items listed on the calendars and 

compared the items selected to the corresponding minutes of 

the meetings of the Boards of Directors in order to deter

mine whether the actions were taken as required. 

The minutes of the meetings of the Boards of Directors for 

HIS and Cash Reserve Management, Inc. were reviewed for the 

adequacy of the presentation and the content of the 

information contained therein by legal counsel to the 

independent Consultant. 

Finally, the Project Team made inquiries about cash flows 

with regard to portfolio transactions and procedures used to 

follow up failed portfolio trades and past due income, 

including the extent to which credit is received by the 

funds from the custodians on cash balances. The Project 

Team compared their understanding of these procedures with 

the other members of the Project Team performing work at the 

funds' custodians. 
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Shareholder operations: 

The Project Team interviewed the manager in charge of 

Shareholder Operations to gain an understanding of the 

procedures used to monitor compliance with state securities 

laws. It was found that Hutton Asset Management engages the 

outside legal counsel to the funds to monitor the state 

securities law requirements and register additional shares. 

The Project Team interviewed outside legal counsel to the 

Cash Funds to identify the procedures used to monitor share 

sales and registrations. 

E.F. Hutton Legal Department: 

The Project Team interviewed the in-house legal counsel of 

E.F. Hutton who has been assigned the responsibility for 

assisting the Hutton Asset Management Division. The 

interview concentrated on procedures performed by such 

counsel and the extent of his involvement in investment 

company matters for the funds. 

HIS AND MUNI FUNDS: 

Procedures Performed by Area of the Review: 

The HIS and MUNI Funds were considered together because they 

are served by the same set of agents and their transactions 

follow the same general transaction paths. 

The first step was to understand the flow of transactions 
for these investment companies. In addition to the general 

procedures mentioned above, this was done by discussions 

with the Chief Administrator at Hutton Asset Management, as 

well as with the supervisors of each of the departments 

involved in the administration process. These discussions 
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were supplemented by reading the descriptions of procedures 

contained in E.F. Hutton's Mutual Fund Directory. Also, a 

review was made of the current prospectus and statement of 

additional information for each of the investment companies. 

From this information a set of control objectives was 

prepared which was used as the basis for the review. This 

set of control objectives was combined with control objec

tives .developed from the detailed review of the federal 
securities laws. 

The control objectives were further refined as the project 
team visited units within E.F. Hutton as well as the various 

departments within each of the outside agents providing 

administrative services to these investment companies. 

To enhance the Project Team's understanding of the flow of 

transactions and to review the specific areas of inquiry 

noted in Section IV.G.(c) of the Order, the Project Team 

performed the following procedures in addition to the 

general procedures mentioned above. 

Shareholder transactions: 

Section IV.G.(l) of the Order identified the two following 

specific areas of inquiry regarding shareholder 

transactions: 

(a) Hutton's transmission of monies ar~s~ng from the 
settlement of the funds' transactions in their capital 
stock is consistent with prospectus disclosure. 

(b) The funds' capital stock transactions are in compli
ance with the requirements of Rule 22c-l as well as 
prospectus disclosure. 

These matters were specifically considered during the review 

and the procedures set forth below were performed. 
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The Project Team read the prospectus disclosures regarding 

the pricing of capital shares for the Bond and Income Series 

and the Government Securities Series of HIS. The time of 

valuation of such shares was changed from 2:00 p.m. to 4:00 

p.m. (New York City time) as disclosed in the HIS prospectus 

dated November 18, 1985. This amendment was considered in 

the Project Team's review of the pricing of capital share 

purchases for the HIS series. 

A visit was made to a branch office of E.F. Hutton to 

discuss and observe matters regarding shareholder order 

processing. The Project Team interviewed the branch office 

manager and an Account Executive to discuss and observe 

procedures for (i) opening an E.F. Hutton investment 

account, (ii) order ticket processing and entry, including 

time and date stamping, and (iii) preparation of transaction 

confirmations and customer statements. Supervisory review 

and approval procedures were also discussed and observed. 

Order ticket documents supporting a limited number of sample 

shareholder transactions, as reflected on E.F. Hutton 

transaction reports, were read. 

Several visits were made to the transfer agents for the 

funds to discuss and obtain an understanding of the 

processing of shareholder transactions, including share 

purchases, redemptions, exchanges, transfers, dividends and 

distributions and shareholder account maintenance. General 

and application controls surrounding the processing and 

recording of shareholder transactions were also discussed 

and observed. 

The Project Team obtained and read the most recent third 

party report on the internal accounting control review of 

the DST Systems, Inc. Mutual Fund System. 
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Sample documents evidencing the flow of transactions were 
inspected during the detailed interviews. Such documents 

served to confirm the Project Team's understanding of 

procedures for processing shareholder transactions, 

including those transmitted by E.F. Hutton. 

The Project Team visited the E.F. Hutton Cashiering Control 

department to discuss the procedures for the transmission of 

monies from E.F. Hutton to the custodian for capital share 

transactions. The Project Team interviewed the department 

manager and inspected sample reports and documents evidenc
ing capital share transactions and the transmission of 

related monies. The Project Team traced a sample transmis

sion of share purchase transactions and monies from E.F. 

Hutton to IFTC where the transactions were recorded on the 

shareholder accounting system and the monies were deposited 

in the fund custody account. 

Department managers and supervisors at both the E.F. Hutton 

HFD department and Retirement Account Operations department 

were interviewed to improve the Project Team's understanding 

of procedures and work flow regarding E.F. Hutton's handling 

of shareholder redemption orders. Procedures were discussed 

and observed regarding handling of different types of 

shareholder accounts (e.g., retirement accounts, regular 

accounts); reviews of shareholder orders; cutoff procedures; 

transmission of orders to the transfer agent; and other 

functions performed by these departments. Sample documents 

were obtained as evidence of the work and information flow 

and were discussed during the interviews. 

To further confirm the understanding of procedures and work 

flow, the Project Team traced a sample of share purchase and 

redemption transactions (20 it~ms) from E.F. Hutton 

transaction activity reports and summaries to the recording 
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of those items in the individual shareholder accounts on the 

DST Mutual Fund System. Sales charges on MUNI funds and 

contingent deferred sales charges on the HIS redemptions 

were recalculated for these transactions where applicable. 

Portfolio transactions: 

Interviews were conducted at IFTC with personnel having' 

responsibility for custody and portfolio accounting func

tions. Procedures for recording portfolio transactions, 

interacting with HAM and the sub-custodian and the recon

ciliation of portfolio holdings were discussed in detail. 

Sample documents evidencing the authorization of trade 

executions and settlements were inspected as were recon

ciliations of statements of portfolio holdings prepared by 

the sub-custodian to the accounting records of the funds. 

The IFTC Portfolio Accounting and Custody department manual 
was obtained and read and the procedures included therein 

were discussed with IFTC managers and supervisors. In 

addition, the third party report on the internal accounting 

control review of the DST Systems, Inc. Portfolio Accounting 

System utilized by IFTC was reviewed by the Project Team in 

detail. This report provided documentation of the system's 
general and specific application controls. The "client 

responsibilities" identified in the report as well as IFTC's 

procedures to fulfill them were discussed in detail with 

IFTC. 

Cash, accounts payable and expenses: 

Section IV.G.(I) of the Order identified as a specific area 

of inquiry: 

"(c) the monies received under the funds' 12b-1 plans are 
computed in accordance with the methods described in 
the plans." 
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The Project Team performed the following procedures related 

to this issue: 

• The Distribution Plan of Hutton Investment Series Inc., 
as amended, and the related Distribution Agreement were 
obtained and read. 

• Plan disclosure in the HIS prospectus and statement of 
additional information dated November 18, 1985 was read. 

· The methodology applied by IFTC in the calculation of 
the HIS distribution fee was discussed with 
representatives of IFTC and E.F. Hutton. 

• The calculation of the HIS distribution fee for the 
month of December 1985 performed by IFTC was tested. 
The fee accrual for each day during the month was 
calculated and the calculation data was traced to its 
underlying support for a period of five days. 
Documentation evidencing payment of the December 1985 
fee to E.F. Hutton was also examined. 

The Project Team discussed the cash disbursement and expense 

authorization and recording procedures with HAM and IFTC 

personnel. The daily cash reconciliation procedures were 

discussed with IFTC and a few reconciliations were read. 

Fund accounting and calculation of 

net asset value per share: 

General accounting and review procedures were discussed with 

IFTC personnel on various occasions. Procedures were also 
discussed relating to the IFTC accounting manual and the DST 
Portfolio Accounting System third party review report, as 
noted above. Securities valuation and net asset value per 

, 
share computation procedures were discussed with HAM and 

IFTC personnel. A few documents evidencing review proce

dures and supervisory approval (e.g., Pricing Stratification 
reports and Net Asset Value Ro11forward schedules) were 

obtained and read. 
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CASH FUNDS 

Procedures Performed by Area of the Review 

To enhance the Project Team's understanding of the flow of ' 

transactions and to review the specific areas of inquiry in 

Section IV.G.(l) of the Order, the Project Team performed 

the following procedures for the Cash Funds in addition to 

the general procedures mentioned above. 

Shareholder Transactions: 

Section IV.G.(l) of the Order identified the two following 

specific areas of. inquiry regarding shareholder transac

tions: 

(a) Hutton's transmission of monies ar~s~ng from the 
settlement of the funds' transactions in their capital 
stock is consistent with prospectus disclosure. 

(b) The funds' capital stock transactions are in compliance 
with the requirements of Rule 22c-l as well as 
prospectus disclosure. 

These matters were specifically addressed during the review 

as part of the following procedures. 

A visit was made to a branch office of E.F. Hutton to 

discuss and observe shareholder order processing. The 

Project Team interviewed the branch office manager and an 

Account Executive. During these interviews procedures were 
discussed and observed for (i) opening an E.F. Hutton 

investment account, (ii) accepting and entering orders for 
Cash Fund capital share transactions and (iii) tracing 

transactions through customer statements. At the same time, 

supervisory and approval procedures were also discussed and 

observed. 
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Several visits were made to BNE to discuss,observe and 

document processing of shareholder transactions, including 

direct transactions with shareholders, transactions sub

mitted by E.F. Hutton, processing of dividends to share

holders and changes in shareholder account information. 

General and application controls surrounding BNE's 

computerized shareholder accounting system were also 

discussed and observed during separate visits. During the 

course of these detailed interviews, selected documents 

evidencing the flow of transactions were read to reconfirm 

the Project Team's understandini of the procedures for 
processing transactions. 

The Money Market Instruments Section of E.F. Hutton was also 

visited in order to discuss and observe procedures relating 

to the transmission of shareholder transactions to and from 

BNE', including procedures surrounding the follow up of items 

on the "break list" of differences between E.F. Hutton' and 

BNE records. A selection was made of differences reflected 

on one list and documentation·evidencing the disposition of 

the items was obtained and read. 

Portfolio Transactions 

Interviews were conducted at BNE with personnel having 

responsibility for custody and portfolio accounting. For 

one fund, documentat}on relating to a single day's portfolio 

transactions was obtained, including trade authorizations, 

interest cards, delivery/receipt instructions and settlement 

advices. Information regarding each transaction was traced 

through each relevant document evidencing vari9us stages of 
the transaction cycle at BNE. As previously described, 

procedures relating to investment management were also 
discussed and observed at Hutton Asset Management. 
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Cash/Accounts Payable/Expenses 

Section IV.G.(l) of the Order identified as a specific area 

o"f inquiry: 

(c) lithe monies received under the Cash Fund's l2b-1 plan 
are computed in accordance with the methods described 
in the plan. 1I 

This matter was considered during the review and the proce

dures described below were performed. 

Interviews were conducted at BNE with personnel responsible 

for fund accounting. Cash activity for the fund and day 

referred to at "Portfolio Transactions" was traced from the 

cash disbursement and receipts journals to documentation 

evidencing the transaction, and to the general ledger 

posting. 

The computation of each fund's distribution fee was obtained 
for a selected day and the amount charged to the expense was 

recalculated, noting that the net asset value used in the 

calculation agreed to that day's net asset value computa

tion. In addition, information contained in the 1985 annual 

financial statements was used to recompute the approximate 

ratio of distribution fees to average net assets for the 

year. The method of computation of l2b-l fees was compared 

to the 12b-l plan. Such plan was read by legal counsel to 
the independent Consultant. 

Fund Accounting and Calculation of Net Asset Value: 

Interviews were conducted at BNE with personnel responsible 

for fund accounting and the computation of net asset value. 

Procedures and controls surrounding fund accounting were 

discussed, including the performance of key reconciliations 

and the comparison of the portfolio's market value to the 

amortized cost valuation. 
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The net asset value computation and general ledger were 

obtained for the fund and day referred at "Portfolio 

Transactions" above. Portfolio purchases and sales and 

other selected activity were traced to the funds accounting 

records. General ledger balances were traced to the day's 

net asset value computation. 

Data Processing Systems 

The primary data processing systems affecting the Cash Funds 

are the E.F. Hutton order ticket processing system and the 
various systems at the Bank of New England. Unlike the HIS 

and MUNI Funds, neither of these systems is subject to a 

third party review. As a consequence, the Project Team made 

brief inquiries of the data processing group within E.F. 

Hutton as to the nature of the controls surrounding its 

application systems, its general data processing controls 

and its data security controls. In addition, the Team 

received representations from the external auditors for E.F. 

Hutton & Company Inc. regard~ng the nature of their review 

of data processing within E.F. Hutton. With regard to the 

Bank of New England, the Project Team made inquiries of the 

internal auditors of the Bank of New England to determine 

the nature and extent of the review performed by them of the 

data processing systems at the Bank. In addition, certain 

inquiries were made regarding general EDP controls at E.F. 

Hutton by the Project Team. 

HUTTON VIP SEPARATE ACCOUNT AND HUTTON VIP FUND 

The review covered the operations and control procedures of 

E.F. Hutton Life Insurance Company ("Hutton Life") with 

respect to the offer, sale and maintenance of individual 

flexible premium deferred annuity and variable accumulation 

contracts issued by the VIP Separate Account and funded 

through investments in the Hutton VIP Fund. 
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In its Order the SEC stated in paragraph No. 21: 

"Hutton receives payment for the purchase of variable 
annuiti contracts. In some instances, monies remitted are 
not transmitted by Hutton in a timely manner resulting in, 
among other things, some annuity contracts being purchased 
at other than current net asset value." 

The SEC then ordered in paragraph "F" that: 

"Hutton shall immediately take steps to insure that all 
monies received by it as payment for variable annuities 
shall be promptly transmitted -to the issuers of the 
variable annuities." 

Furthermore, Section IV.G.(l) of the Order identified a 

specific area of inquiry: 

"(d) the procedures for the transmittal of monies by Hutton 
for the purchase of variable annuities are consistent 
with federal securities laws and to make recommenda
tions for whatever remedial actions he deems appro
priate. 

The principal objective of the Project Team was to determine 

whether the procedures for transmitting and processing pur

chase payments for Hutton Life variable annuity contracts 

ar~ consistent with the federal securities laws. The most 

pertinent provision of the federal securities laws in this 

regard is Section 22 of the 1940 Act and Rule 22c-1 there

under according to legal counsel to the independent Con

sultant. For variable annuity contracts, Rule 22c-1 allows 

a variable annuity issuer (Hutton Life) to process initial 

purchase payments within a two-day/five-day time span. For 

subsequent payments, pricing must occur utilizing the cur

rent net asset value next computed after receipt of a 

purchase order in good form with payment. 
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Accordingly, a part of this review was to evaluate the 

existing systems and procedures utilized by Hutton Life to 

administer variable annuity contracts with particular 

emphasis on initial and subsequent purchase payments and the 

timing of the recording of the purchase in the VIP Separate 

Account and VIP Fund. 

The Project Team followed a set of general procedures 

similar to those employed for the other funds -including: 

(1) Obtaining and reading samples of the variable 
annuity contracts, prospectuses and statements of 
additional information of the Hutton VIP Separate 
Account and VIP Fund. 

(2) Defining specific contract objectives. 

(3) Identifying control procedures in existence to meet 
the defined control objectives. 

(4) Conducting interviews with Hutton Life personnel 
involved with variable annuity processing. 

(5) Documenting the procedures. 

(6) Performing tests of the procedures for selected 
variable annuity contracts. 

Hutton Life uses the services, systems and procedures of 

certain outside agents to process transactions and to 

maintain records and documents for its variable annuity 

contracts and for the operations of the Hutton VIP Fund. 

These service/system providers include Investors Fiduciary 

Trust Company ("IFTC"), DST Systems, Inc. ("DST") and First 

Interstate Bank ("FIB"). Additionally, Hutton Asset 

Management serves as Investment Adviser for the Hutton VIP 

Fund. 
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The Project Team did not review the systems of DST or IFTC. 

These systems were looked at in conjunction with the 

procedures performed for the HIS and MUNI funds. The DST 

Annuity System is used by Hutton Life on a remote basis. 

Rather, the Team read the third party internal control 

'reports of the operations and control procedures of DST 

Systems, Inc. related to its Annuity System Participant 

Accounting Application, dated September 16, 1985, Portfolio 

Accounting System, dated October 2, 1985 and the Mutual Fund 

Transfer Agency and Shareowner Servicing Functions, dated 

October 15, 1985. To supplement the review of these 
reports, the Team inquired into user controls at Hutton Life 

to the extent that such reports identified procedures or 

responsibilities of users of these systems. 

Through discussions with certain of the personnel at FIB, 

custodian for Hutton VIP Fund, the Project Team gained an 

understanding of the control procedures used by FIB's 

Institutional Custody Services and Trust Securities 
Operation Department as related to the VIP Fund. 

Finally, since these variable annuity contracts are dis

tributed solely by E.F. Hutton & Company Inc. Account Execu

tives, the Project Team visited a Hutton branch office and 
interviewed the Insurance Coordinator for the region. At 

that time, the specific procedures and systems utilized at 

the branch office level to process the sale of variable 

annuity contracts were identified. 

On two separate visits in January and February 1986, the 

Project Team identified and documented the major activities 
of the departments of Hutton Life which are involved in the 

processing, issuance and maintenance of variable annuity 

contracts, the VIP Separate Account and the Hutton VIP Fund, 

including their interaction with DST, IFTC, FIB and Hutton 
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Asset Management. Hutton Life officials, supervisors and 

clerical/administrative staff were interviewed to obtain an 

understanding of the relevant systems, procedures and 
records. Access was provided to the personnel and records 
requested; however, information pertaining to an internal 
audit of Hutton Life's Accounting and Annuity Service 

operations, was not provided until April 9, 1986. 

To focus on the specific directives of the SEC Order, the 

Project Team reviewed the processing of contractowner 

payments and related transactions'. This review included the 
Annuity Owner Service (AOS) , Annuity Receipt Processing 
(ARP) and Accounting departments which are primarily 
responsible for these functions. The period from November 1 
to December 31, 1985 was chosen to select new contacts 
issued and certain other operations were inquired into 
concurrently with visits made in January and February 1986. 

As part of the inquiry, a selection was made of variable 

annuity transactions consisting of initial and subsequent 

premium payments received by wire and mail, redemptions/ 
withdrawals, both full and partial, transfers between 

variable subaccounts, cancelations, death benefit claims and 
the issuance and maintenance of contracts and the main-
tenance of contractowner's records. A separate selection 
was made on a judgmental basis from contracts issued during 

the period November 1 through December 31, 1985 for each 

type of variable annuity contract issued and each type of 

payment processing mode, wire or mail, as well as of the 
other contract owner transactions noted above. Actual 

contractowner files were read which show the history of the 

contractowner's account. The transaction values including 
net asset values/pricing for the various transactions were 
selectively recomputed. On selected dates during the test 
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period payments/ receipts and disbursements were reconciled 

to and from Hutton Life for the Separate Account. 

The Project Team also inquired into the processing of 

payments received by Hutton Life from E.F. Hutton, and the 

processing of transactions between Hutton Life and FIB and 

Hutton Life and IFTC. 

UNIT INVESTMENT TRUSTS (UITS): 

In its Order of Temporary Exemption (Investment Company Act 
Release No. 14774, October 29, 1985) the SEC did not dis

cuss, in the context of its review of the deficiencies in 

E.F. Hutton's investment company operations, any deficien

cies specifically with respect to E.F. Hutton's unit 

investment trust operations. Accordinily, the scope of the 
review by the independent Consultant was not directed at any 

specific problem areas. 

The following SEC releases were read: 

a. Order Instituting Proceedings, Findings, and Order Impos
ing Remedial Sanctions (Investment Company Act Release 
NO. 14773, October 29, 1985; and 

b. Order of Temporary Exemption and Notice of and Order for 
Hearing on Application (Investment Company Act Release 
No. 14774, October 29, 1985); and 

c. Litigation Release No. 10915, October 29, 1985. 

In none of the foregoing releases was there any mention or 

discussion of any violations by the unit investment trusts 

of any of the federal securities laws including, in par

ticular, the Investment Advisers and Investment Company Acts 

of 1940. In its Order granting a Temporary Exemption from 

Section 9(a) of the Investment Company Act, the Commission 
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imposed certain restrictions upon E.F. Hutton. However, the 

Commission specifically stated that E.F. Hutton could 

sponsor new unit investment trusts or new series of existing 

UITs. 

Accordingly, a review of the administrative matters in the 

formation and monitoring of UITs which E.F. Hutton sponsors 

was conducted to determine whether the policies and proce

dures of E.F. Hutton were adequate to provide reasonable 

assurance of compliance with control objectives relating to 

the federal securities laws, specifically Section 26 of the 

Investment Company Act of 1940 applicable to UITs. The 

review did not extend to the operations of the independent 

trustees for UITs, the United States Trust Company of New 

York or the Bank of New England as the order was directed 

only to E.F. Hutton's policies and procedures. Also, review 

did not extend to the sales and secondary market activity of 

UITs since those functions are broker-dealer activities and 

are not considered part of investment company operations or 

administration. 

The review of administration of UITs sponsored by E.F. 

Hutton consisted of the following steps: 

1. Reading of orders and release referred to above to ascer
tain which findings, if any, pertain to the unit invest
ment trust operations of E.F. Hutton. 

2. Consultation with legal counsel to the independent 
Consultant to determine the applicable federal securities 
laws pertaining to the administration of UITs by E.F. 
Hutton. 

3. Inquiry as to the number of unit investment trust offered 
and personnel responsible for creating and supervising 
these trusts. 

4. Reading prospectus and trust indenture documents for a 
sample of series to determine any significantly different 
features among the varieties of trusts. 
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S. Interviews with selected personnel, depicted in the 
organization chart in Section II.E. of this report, who 
are responsible for creating and supervising these trusts 
to.gain an understanding of their procedures and respon
sibilities covering the creation and monitoring of the 
trusts. 

6. Identification of procedures associated with: 

- Compliance with federal securities laws, specifically 
Section 26 of the Investment C~mpany Act of 1940 as it 
applies to unit investment trusts. 

- Compliance with responsibilities as set forth in the 
prospectuses and trust indentures for E.F. Hutton. 

- Appropriate authorization and approvals 

- Custody and safekeeping of trust assets 

- Trust accounting and recordkeeping 

- Financial reporting to unitholders 

- Compliance with SEC annual report and registration 
statement filing requirements. 

7. Development of recommendations, where applicable, to in
stitute or strengthen policies and procedures to maintain 
or improve compliance with the Investment Company Act of 
1940 and prospectus and trust indenture guidelines for 
the Trusts. 
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E.F. HUTTON & COMPANY INC. 

ENTITIES SERVING THE E. F. HUTTON INV£STMENT COMPANIES 

Entities 

o E.F. Hutton - Broker/Dealer 

Branches and Account Executives 

o Hutton Asset Management 

Portfolio Managers/Assistants 

Administration 

- Administrator 
- Finance 
- Compliance 
- Line Operations 

Hutton Fund Distributors (HFD) 

o Legal 

o Public Finance (N.Y., Phila.) 

o Cashiering Control 

o Money Market Instruments 

o AMA/ARA Account Operations 

o E.F. Hutton Data Processing 

Systems Development 

Operations 

Telecommunications 

o E.F. Hutton Life Insurance Company 

o Transfer Agent and Dividend Disbursing Agent 

Investors Fiduciary Trust Company 

- DST Systems, Inc. 

Bank of New England 

Hutton 
Investment 

Series 

1-'39 

x 

x 

x 
X 
X 
X 

X 

x 

x 

x 

x 

x 

x 

X 

Municipal 
Bond 
Funds 

x 

x 

x 
X 
X 
X 

x 

X 

x 

x 

X 

x 

X 

X 

Cash 
Funds 

X 

x 

x 
X 
X 
X 

x 

X 

X 

X 

X 

x 

x 

Hutton VIP 
Separate 
Account 

x 

x 

EXHIBIT 1 

Hutton 
VIP 

Fund 

x 

x 

x 

x 

UITs 

X 

X 



EXHIBIT 1 (Cont'd) 

Hutton Municipal Hutton VIP 
Investment Bond Cash Separate VIP 

Entities Series Funds Funds Account Funds UITs 

0 Custodian and Recordkeeping Agents 

Investors Fiduciary Trust Company X X X (1) 

- Chase Manhattan Bank - subcustodian X X 

Bank of New England X 

- Bankers Trust Company - subcustodian X 

First Interstate Bank X 

- Chase Manhattan Bank - subcustodian X 

o Trustees 

u.s. Trust Company of New York X 

Bank of New England X 

o Legal Counsel to the Funds 

Cahill Gordon !it Re·indel X 

Dechert Price !it Rhoads X X X X 

o Legal Counsel to the Independent 

Directors 

Goodwin, Proctor and Hoar X X X 

Hufstedler, Miller, Carlson 
and Beardsley X 

o Independent Accountants 

Arthur Andersen X X X X 

Touche Ross !it Co. X X 

o Evaluators X 

(1) Recordkeeping agent only. 
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INVESTMENT 
MANAGEMENT 

(see Exhibit 3) 

I- EQUITIES I 
OPTIONS 

I- SHORT-TERM 
TAXABLE 

~ NON-TAXABLE 
FIXED INCOME 

- TAXABLE 
FIXED INCOME 

HUTTON ASSET MANAGEMENT DIVISION 

FUND 
ADMINISTRATION 

Fund 
Administrator 

ADMINIS
TRATIVE 

ASSISTANT 
(1 ) 

EXECUTIVE 
VICE PRESIDENT 
OF E.F. HUTTON 
& COMPANY INC 

ADMINISTRATION 
Sr. Vice President ................................................................................. . 

and 
Chief Administrator 

FINANCE 

Finance' 
Manager 

STAFF 
ACCOUNTANTS 

(2) 
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COMPLIANCE 

Compliance 
Officer 

STAFF 
ASSISTANTS 

(3) 

Exhibit 2 

INHOUSE 
LEGAL COUNSEL 
OF E.F. HUTTON 
& COMPANY INC. 

LEGAL 

Vice President 
(1 ) 

OPERATIONS I 
SHAREHOLDER 

SERVICES 
(18) 

I- HIS I HFD 

- CASH & MUNI
CIPAL FUNDS 



HUTTON ASSET MANAGEMENT DIVISION 
INVESTMENT MANAGEMENT GROUPS 

RELATING TO INVESTMENT COMPANY OPERATIONS 

EXECUTIVE 
VICE PRESIDENT 
OF E.F. HUTTON 
& COMPANY INC 

r·n· .. ···· .. ·· ...... · .. ·· .................... ·1 
I 

H.I.M. H.I.S.- H.I.S.- Orowlh H.I.S.-
SHORT-TERM 

Hullon OOY·I Fund, 
NON-TAXABLE HullOll N.II01101 

Bille EOUITY GROUP Serlo. OPTION INCOME Opllon Inc. lIunlclpol Fun. .................................. 
TAXABLE FIXED INCOME Vlru. H.I.S.- Enorgy Income Hunon AliA Cllh Hunon _ yolt! 

SR. INVESTMENT s_. CHIEF INVESTMENT Oro .... Se, •• PORTFOLIO S.,". Fund, 'nCo lIunlclpol Fun' 
OFFICER 

OFFICER AND H.I.S.- Prlclou. MANAGER SR. PORTFOUO Colh Rn_ 11_ SR. PORTFOUO Hullon CoU'omlo 
"DIRECTIONS" 

PORTFOLIO 11.101. Sorlo. MANAGER .go ... n~ Inc. MANAGER lIunlclpol Fun. 

MANAGER V.I.P.- Equity H.I.S.- Shorl-Iorm 

I 
lIunlclp.1 C •• h 

Serlo. 
In ... __ Sorl .. 

_Fun' 

I V.I.P.- lIonoy 
lIorb_ S_I 

I I 
ASST. 

SHORT-TERM 
PORTFOLIO PORTFOLIO ...... PORTFOLIO PORTFOLIO ....... PORTFOLIO .. .... PORTFOLIO 

TAX EXEMPT PORTFOLIO 
MANAGER MANAGER MANAGER MANAGER MANAGER MANAGER 

PORTFOLIO MANAGER 
MANAGER 

I I 
I 

TRADERS. RESEARCH PORTFOLIO TRADINQ ASST. 
ASSOCIATES AND TRADER PORTFOLIO 
ADMINISTRATIVE (1) ASSISTANTS ASSISTANTS 

MANAGER I 
STAFF (2) (2) 

TRADER 
(7) (1) 

ADMINISTRATIVE 
ASSISTANT 

(1) 

1-42 

TAXABLE 
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SR. PORTFOUO 
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II. HUTTON FUNDS 

FINDINGS AND RECOMMENDATIONS 
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E.F. HUTTON & COMPANY INC. 

FINDINGS AND RECOMMENDATIONS 

This section summarizes the findings of the review of 

investment company operations at E.F. Hutton, Hutton Life 

Insurance Company and their agents. It is comprised of five 

major sections. 

The first section presents findings relating to regulatory 

compliance issues for the HIS, MUNI, and Cash Funds. These 

issues were summarized in this section to avoid duplication 

in the remaining sections since these funds are suhject to 

similar control procedures. Occasionally a regulatory issue 

will be included in another section for these funds where it 
was considered necessary to clearly present a set of 

procedures. Regulatory compliance issues for the VIP 

. Separate Account, VIP Fund and UITs are included in the 

sections applicable to those fund groups. 

The remaining four sections summarize the findings for the 

four fund groups which were the subject of the review, 
namely: 

o HIS and MUNI Funds 

o Cash Funds 

o VIP Separate Account and the VIP Fund 

o Hutton sponsored UITs 

Each of the five sections is comprised of two subsections, 

an Overview and a summary of Control Objectives and 

Procedures. In each case, the Overview describes the 

investment products or funds to which it applies, the E.F. 
Hutton, Hutton Life entities or outside agents who 
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participate in processing transactions for the funds or 

perform administrative duties for the funds, the key 

transaction cycles for the funds and the general control 
environment. 

The summary of Control Objectives and Procedures consists of 

a series of charts which are divided into three columns. 

The first column contains a description of the control 
objectives which were the subject of the review. The second 
column contains a list of procedures or functions performed 

by the E.F. Hutton entities, Hutton Life or the funds' 
outside agents which are designed to provide reasonable 
assurance that the control objectives are satisfied. The 

third column is used to express a view as to the adequacy of 

the procedures and describe comments or findings or to 
present recommended procedures to strengthen the 

administrative controls over the administration of E.F. 

Hutton's or Hutton Life's investment company operations. 

Generally the charts are organized by the types of transac
tions or activities that effect the E.F. Hutton investment 
companies. The major groupings are: 

o Shareholder transactions 

o Portfolio transactions 

o Cash, accounts payable and expenses 

o Fund accounting and net asset value computations 

o Financial reporting 

In many cases, these categories are further subdivided. The 

categories are different for UITs and the Hutton VIP 
Separate Account. The Regulatory Compliance section is 
subdivided by the various federal securities laws. In read

ing the charts, it will be noticed that the nature and ex
tent of the control objectives and the procedures employed 
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to satisfy the objectives may differ among the fund groups. 

These" differences are due to differences in the nature of 

the funds and variety of entities and agents involved in 

serving them. It was found that more than one set of proce

dures could be deemed to be appropriate to satisfy the 

control objectives. 

In attempting to review the effectiveness of the administra

tion of investment company operations, one of the first 

considerations was to develop an understanding of the 

general control environment. It was noted that there are 

several factors common to the fund administrative network of 

Hutton entities and outside agents which provide an 

important measure of control. These include: 

o Separation of duties 

o Use of data processing 

o "Third party" or "single auditor" reviews 

o Dual processing systems 

o The confirmation process 

o Administrative controls 

Separation of Duties - The number of entities involved in 

the process of administering the Hutton funds' operations 

serves as a measure of control since duties that might be 

deemed incompatible from a control standpoint if performed 

by one entity are divided among several entities, both 
internal and external to Hutton. While this adds to the 

complexity of the organizational structure, it also serves 

to provide a variety of cross checks of one entity or 

agent's work against another's, and this provides a broad 
measure of control. 
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During this study the separation of duties and the nature 
and extent of the cross checks performed was reviewed. 

These primary control procedures were documented and are 

summarized in the charts contained herein. 

Use of Data Processing - The transaction processing environ

ment both within E.F. Hutton and at its outside agents 

places a high degree of reliance upon automated systems. 

Such systems include: 

o The E.F. Hutton Order Ticket Processing, Bookkeeping 
(Cashiering), Security Margin and Statements systems. 

o Automated interfaces with the Bank of New England and 
DST Systems, Inc. (OST); 

o Automation at Investors Fiduciary Trust Company and at 
DST of the Portfolio Accounting System (PAS), Mutual 
Fund System and the Annuity System Participant Ac
counting Application (Annuity System) processing 
system; 

o Automation of the shareholder accounting system at the 
Bank of New England. 

All are a part of the general control environment. 

Data processing systems can provide an added measure of 
control versus manual processing. In such an environment 
reliance can be placed upon properly designed and controlled 

systems to handle the same transactions uniformly over a 
period of time. The emphasis, of course,.is upon properly 

\ 

designed and controlled systems~ Systems that are poorly 
designed and controlled can significantly increase the risk 
of both intentional and unintentional errors. The extent to 
which the systems involved in the Hutton funds operations 
environment are controlled is addressed in general in the 
remainder of this section and in specific references in the 

charts summarizing control operations and procedures. 
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Third Party Reviews - With the emphasis placed upon the 
proper design and control of data processing systems, a use

ful secondary control can be obtained if third parties have 

made recent, substantive reviews of the controls and the 

.processing environment. In the case of the Hutton funds the 

following third party reports were issued covering DST 

Systems, Inc.: 

o General EDP Controls dated September 2, 1985 

o Portfolio Accounting System (PAS) dated October 2, 
1985 

o Mutual Fund Transfer Agency and Shareowner Servicing 
Functions dated October 15, 1985 

o Annuity System Participant Accounting Application 
dated September 16, 1985 

The added control of these reviews is implied when these 

systems are referenced throughout this report. 

The data processing systems at E.F. Hutton are extensive, 
highly integrated and complex. They are subject to annual 

review by the independent accountants of E.F. Hutton as part 

of their examination of the financial statements. 

The processing systems at the Bank of New England are not 

subject to a third party or single auditor review, but they 

are reviewed by the internal auditors within the bank and 
they come under scrutiny during the independent audit of the 
Bank and the Cash Funds of Hutton as part of their annual 
examination of the financial statements of such entities. 

Dual Processing - In limited instances, notably in the pro

cessing of shareholder transactions for the Cash Funds by 
the Bank of New England (BNE), there is an added measure of 

control since BNE and E.F. Hutton run systems in parallel. 
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Most shareholder transactions are processed through the E.F. 

Hutton network and forwarded to BNE as shareholder servicing 

agent and as the accounting agent for the Cash Funds. 

Transactions processed by BNE directly with Cash Fund share

holders are sent to E.F. Hutton as well. Hutton has control 

procedures designed to balance the records of Hutton and BNE 

daily and investigate and correct any differences. 

The rationale for dual processing is that the Cash Funds are 

used as the investment vehicle for free credit balances for 

certain Hutton investment accounts and those balances are 

"swept" automatically into th~ Cash Funds generally on a 

daily basis. Also, the Cash Funds may be used as a tem

porary investment vehicle by other Hutton clients. There

fore, it is important for E.F. Hutton to have data regarding 

transactions in the Cash Funds to include in its client 

statements. Likewise, it is critical for BNE to control all 

transactions effecting the Cash Funds in its role as share

holder servicing agent. 

This dual processing of the Cash Funds represents a broad 

based general control. 

Confirmation Process - Generally, financial or maintenance 

transactions, whether submitted by the shareholder directly 

to the agent or through their Account Executive or performed 
by automated processes, ~.g., dividend reinvestments, sy~te

matic payment plans, systematic withdrawal plans, sweep of 

free credit balances, are confirmed. The confirmation may 

be a separate form or may be the monthly shareholder 

statement. While this control depends upon the effective 

review of the confirmation or statement by the shareholder, 

it does represent a significant control mechanism. 
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Cash Fund transactions whether effected through the E.F. 
Hutton Order Ticket System and its related integrated pro

cessing systems or directly with BNE are confirmed to Hutton 
clients in Hutton's monthly statements. For the HIS and MUNI 

Funds, the Transfer Agent sends a confirmation directly to 

the shareholder. This confirmation process represents a 

significant primary control which is enhanced since both the 

shareholder and the shareholder's Account Executive are sent 

copies of the confirmations and/or statements. 

Administrative Controls - Another important general control 
feature in the administration of E.F. Hutton investment 

company operations is the Hutton Asset Management Division 
Administration section depicted in Exhibit 2 to Section I of 
this report. It is the function of this group to supervise 
and monitor most of the investment company operations, to 
interact with E.F. Hutton departments and outside agents 

and, as is described more fully in the Regulatory Compliance, 
Overview as well as the charts which follow, to perform 
certain financial reporting and compliance functions on 
behalf of the E.F. Hutton investment companies. This moni

,toring of the control network is itself a significant secon-
dary control feature. Consequently, the analysis of the 
organization, staffing, functions and qualifications of this 
group within E.F. Hutton formed a significant part of this 
review. 

Hutton Life Insurance Company and is charged with adminis

tration of operations surrounding the Hutton VIP Separate 
Account and the VIP Fund series. 

Administration of the UITs is divided among several Hutton 
entities depending upon the types of investments being made 
by the trusts. As described in Section II.E. of this 
report, there are three Divisions within E.F. Hutton which 
share this responsibility: Hutton Asset Management and the 
Public Finance divisions in New York and Philadelphia. 
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A. REGULATORY COMPLIANCE 



A.I. REGULATORY COMPLIANCE 

OVERVIEW 



INVESTMENT PRODUCTS: 

E.F. HUTTON & COMPANY INC. 
REGULATORY COMPLIANCE 

OVERVIEW 

This section applies to the following investment companies advised 

~r sponsored by E.F. Hutton: 
HUTTON INVESTMENT SERIES INC. 
HUTTON NATIONAL MUNICIPAL FUND INC. 
HUTTON CALIFORNIA MUNICIPAL FUND INC. 
HUTTON NEW YORK MUNICIPAL FUND INC. 
HUTTON AMA CASH FUND, INC. 
CASH RESERVE MANAGEMENT INC. 
MUNICIPAL CASH RESERVE· MANAGEMENT, INC. 
HUTTON GOVERNMENT FUND INC. 

CONTROL SYSTEMS - KEY PARTICIPANTS: 
Hutton Asset Management (HAM) is the division of E.F. Hutton which 
is responsible for administering the above fund operations. It 

interfaces with various other departments and divisions of E.F. 

Hutton, including the marketing, distribution and legal depart
ments. In its capacity as investment adviser to the Hutton funds, 

HAM administers the affairs of the funds and provides the funds 

with investment management and is responsible for making investment 
decisions on behalf of the Hutton funds in accordance with the 

investment objectives, policies and restrictions set forth in the 

funds' registration statements. HAM also provides the funds with 

the necessary office space, telephone and other communications 
facilities and personnel to perform administrative and clerical 
functions, including monitoring the performance of the funds' 

agents and overseeing the financial reporting to shareholders and 

the funds' compliance with the federal securities laws and the 
other laws and regulations to which the funds are subject. 

HAM also provides investment management to the VIP Fund. The 
administrative and other functions for the VIP Fund are performed 
by E.F. Hutton Life in La Jolla, California or agents and are 
discussed in Section II.D. of this report. 

II A-I 



This section provides a brief description of HAM's organizational 

structure, staffing levels, functional responsibilities and rela

tionships with outside agents as well as the general policies and 

procedures used by HAM to oversee that the funds for which it has 

administration responsibility comply with the applicable regulatory 

requirements. 

HAM is organized along functional lines as follows: 

Investment Management 
Administration 
F1nance 
Compliance 
Shareholder Support Operations 

Investment Management 

Investment management - is provided by several groups, each of 

which specializes in certain types of securities and is directed by 

a senior portfolio manager. 

The portfolio managers and assistarit portfolio managers in each 

group are responsible for making investment decisions for each of 

the portfolios which they manage and they report directly to a 

senior official of E.F. Hutton & Company Inc. who is the chief 

executive in charge of E.F. Hutton's HAM division and is President 

of· the funds. 

Each group has several traders and trading assistants who are 

responsible for assisting the portfolio managers by executing 

transactions, preparing and maintaining the portfolio records, 

interfacing with the custodians of the respective funds and 

performing other functions necessary to provide investment 

management services. 

HAM utilizes essentially manual portfolio records. Each portfolio 

'group follows many similar procedures; however, there are distinct 

differences in the degree of utilization of the records provided by 

the custodians of the funds and the review procedures performed 

,with respect to such records. A description of each group and the 

related portfolios for which the group is responsible follows: 
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1. Equity Group: This group manages the HIS Growth, Emerging 

Growth, and Precious Metals Series and the VIP Fund Equity Series. 

Including the senior portfolio manager, the group consists of three 

full-time portfolio managers, two traders and five research 

associates and administrative support staff. 

2. "Directions" Group: This group is part of the Hutton 

Investment Management Division of E.F. Hutton & Company Inc. and 

prepares an advisory 

company portfolios. 

to provide portfolio 

letter and manages several non-investment 

Its only investment company responsibility is 

management to the HIS Basic Value Series. One 

portfolio manager in the group has been assigned this responsi

bility in addition to his other duties. This portfolio ~anager 
utilizes the operations support staff of the Equity Group for 

executing trades and maintaining the required records for the Basic 

Value Series. 

3. Option Group: The option group consists of a portfolio 

manager and a trading assistant and is responsible for the manage

ment of the HIS Option Income Series. 

4. Taxable Money Market Group: The taxable money market group 

is responsible for managing the Cash Reserve Management Fund Inc., 

the Hutton Government Fund, Inc., the Hutton AMA Cash Fund, Inc. 
and the Short Term Investment Series of HIS as well as the Money 

Market Series of the VIP Fund. In addition, this group interfaces 

with the other portfolio groups and invests the temporary cash 

portion of the equity and long-term taxable debt portfolios. The 

group consists of a senior portfolio manager and three other port

folio managers/assistant portfolio managers and two portfolio 
assistants. 

5. Taxable Long Term Debt Group: This group is responsible for 
managing the HIS Government Series and the HIS Bond and Income 

Series as well as the Bond and Income Series of the VIP Fund. In 

addition, the group is responsible for managing institutional 
accounts under the direction of a separate portfolio manager who 
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reports to the senior portfolio manager. The group consists of 
three portfolio managers and four assistant portfolio managers/ 

traders. In addition to its portfolio management responsibilities, 

this group is unique with respect to the funds because it furnishes 

prices to the recordkeeping agent for use in the computation of the 

daily net asset values of the above mentioned long term debt port

folios. 

6. Tax Exempt Group: This group is responsible for managing 

the Hutton National Municipal Fund, the Hutton New York Municipal 

Fund and the Hutton California ,Municipal Fund as well as the Muni

cipal Cash Reserve Fund. The senior portfolio manager is assisted 

by another portfolio manager whose responsibility is managing the 

Municipal Cash Reserve Fund and the temporary cash portion of the 

other MUNI funds. The group also has two trading assistants. 

Administration -
The Chief Administrator of HAM is responsible for all the admin

istrative and operational functions of all of the Hutton funds

managed by HAM with the exception of the administrative functions 

of the VIP Funds which a~e the responsibility of Hutton Life. The 

Chief Administrator is assisted by a Fund Administrator and an 

administrative assistant. The Fund Administrator's responsibili

ties include coordination of the preparation of registration 

statements with outside legal counsel, independent accountants and 

the applicable departments within HAM; coordination with the 

marketing and sales departments; and various communications 

regarding fund distribution, including presentation of training 

seminars. The other departments which are described below report 
directly to the Chief Administrator. 

Finance Department -

This department consists of a manager and two assistants. This 

department is responsible for internal reporting of HAM's financial 

results, internal reporting for the funds and coordinating with the 
I 

funds' recordkeeping agents, independent accountants and outside 
legal counsel regarding the preparation of external reports for 
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shareholders and financial information to be included in regulatory 

reports and filings. The Finance Department also coordinates with 

the recordkeeping agents and independent accountants on financial 

and tax reporting issues applicable to the funds. 

Compliance Department -

The Compliance Department consists of a Compliance Officer and 

three assistants who have responsibility for determining trans

actions reported by the portfolio managers have been appropriately 

processed by the recordkeeping agents of the funds. This depart

ment also determines that such transactions are in compliance with 

certain prospectus restrictions and certain other investment re
strictions and limitations to which the funds, including the VIP 

Fund, are subject. These include Rules 10f-3 and l7a-7 under the 

Investment Company Act of 1940. The Compliance Officer is respon

sible for reviewing the reports received from certain "access 

per~ons" pursuant to the codes of ethics adopted by the funds. 

The group prepares an analysis of the realized gains on the sale of 

securities held less than three months and is responsible for 

alerting management concerning compliance with the 30% gross income 

limitation on such gains for federal income tax purposes. The 

Compliance Officer reports directly to the Board of Directors on 

the various funds' compliance with the investment restrictions and 

the above mentioned rules. 

Shareholder Support Operations -

This group has responsibility for checking certain redemption 

requests made on the HIS Series and interfacing with the transfer 

agent and the distributor. Its prime functions are described in 

the HIS and MUNI funds section of this report. 

Outside Professional Firms: 

HAM relies extensively on outside legal counsel to the Hutton funds 

and on the funds' independent accountants in administering the 

funds' operations and effecting compliance with federal securities 

laws, state securities laws and federal and state tax rules and 
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regulations. Certain of the functions provided by such profes
sionals are described in detail in the procedures sections which 

follow. Dechert Price & Rhoads are the outside legal cou~sel to 

the HIS and MUNI funds and the VIP Fund and VIP Separate Account. 

Cahill Gordon & Reindel are the outside legal counsel to the Cash 

funds. Arthur Andersen & Co. are the indep~ndent accountants for 

the HIS, Muni and Cash funds. Touche Ross & Co. are the inde

pendent accountants for the VIP Fund and the VIP Separate Account. 

Legal counsel to the independent directors of all the Hutton funds 

except the VIP Fund are Goodwin, Proctor & Hoar. Hufstedler, 

Miller, Carlson & Beardsley are legal counsel to the independent 

directors of the VIP Fund. 

CONTROL SYSTEM - PRINCIPAL CONTROLS: 

The objectives and procedures section which follows identifies. 

individual control objectives and the procedures used by HAM and 

its agents to accomplish the objectives. Some of the more impor

tant elements of the control environment are summarized below. 

- Management reporting and review: 
The procedures adopted by HAM provide for review of investment and 

operating data by executive management. The portfolio managers 

meet regularly with the senior Hutton official in charge of HAM to 

discuss investment strategies and performance. Operational infor

mation is prepared on a monthly basis and reviewed by both the 

senior Hutton official in charge of HAM and the Chief Adminis

trator. HAM provides performance and other data, including port

folio brokerage commission summaries and expense data to the boards 

of directors of the Hutton funds on a quarterly basis. 

- Awareness of Prospectus limitations: 

HAM portfolio managers have the responsibility to determine that 

trades comply with the restrictions and limitations in the 

prospectus and statement of additional information for each of the 

Hutton funds. The portfolio managers in the different groups have 

adopted procedures regarding their responsibility for compliance to 

different degrees. 
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- Independent review of each transaction for compliance: 

Checklists which contain the more significant restrictions and 

limitations are used by the Compliance Department to check whether 

each transaction made by any of the funds violates any restric

tions. Such compliance checklists also include certain restric

tions imposed by the Investment Company Act of 1940 and rules and 

regulations thereunder, including Rule 2a-7, Rule 10f-3 and Rule 

l7a-7. 

- Periodic monitoring of compliance with certain federal income 
tax requirements: 

Qualification checklists are prepared monthly by the Compliance 

Department to determine compliance with certain Subchapter M re

quirements. 

- Reliance on independent accountants for federal and state tax 
reporting compliance: 

Hutton requests its independent accountants to supervise its 

recordkeeping agent in the preparation of tax basis information and 

relies on such accountants to prepare the federal and state tax 

returns. This effort is coordinated by the manager of the HAM 

Finance Department. 

written summaries of actions necessar with 
state securLt es aws: 

HAM requests each outside legal counsel to the funds to furnish 

compliance calendars which are listings of all filings and other 

actions required under the federal and state securities laws. 

The Chief Administrator delegates to others at HAM and to outside 
entities the actions listed on such calendars and informally 

monitors the status of such actions. 
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A.2. REGULATORY COMPLIANCE 

CONTROL OBJECTIVES AND PROCEDURES 
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A.2.a. REGULATORY COMPLIANCE 

COMPLIANCE WITH THE INVESTMENT 

COMPANY ACT OF 1940 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Calculation of net asset value 
and recordin~ of transactions 
complies wit the retuirements 
of Rule 2a-4 and 2a- with 
respect to the Cash Funds. 

2. The fund comtlies with the 
Jrversificat on requirements 
of the 1940 Act. 

3. The composition of the board 
or-directors of each fund 
complies with the re~uirements 
of Sections 10 and 1 of the 
1940 Act. 

4. Each member of the board of 
directors of each fund holds 
such office in accordance with 
the requirements of Section 16 
of the 1940 Act. 

5. The £rincital account in, offi
cer s des gnated annua ly by 
the directors. 

E.F. HUTTON & COMPANY INC. 

HIS, HUTTON MUNICIPAL ANn CASH FUNDS 

COMPLIANCE WITH THE INVESTMENT COMPANY Ar.T OF 1940 

Control Procedures 

l.(a) See Calculation of Net Asset Value section 
for a description of the procedures 
established to comply with Rule 2~-4. 

2. 

3. 

4. 

(b) The funds' directors have adopted procedures 
designed to comply with Rule 2a-7. Such 
procedures have been reviewed by the funds' 
outside legal counsel. 

(c) HAM's Complianc~ nepartment is responsible 
for monitoring compliance with 2a-7. 

Compliance with the prospectus restrictions 
is monitored on II daily basis by the HAM 
Compliance Department. Such prospectus re
quirements are more restrictive than the 
diversification requirements; so compliance 
with prospectus requirements should ensure 
compliance with the diversification require
ments in the 1940 Act. 

HAM relies on outside legal counsel to the 
funds to monitor compliance with this 
requirement. 

HAM relies on the funds' outside legal coun
sel to advise when such actions must be taken 
and to include this item for appropriate 
action at directors' and shareholders' meet
ings. 

5.(a) HAM relies on outside legal counsel to the 
funds to include such action in the respec
tive board meeting agendas on a timely basis. 
Actions are taken at the directors meetings. 

(b) HAM provides the name of the person to be 
designated the principal accounting officer. 
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Comments/Recommendations 

Control design is considered ade
quate except as otherwise disclosed 
in the "Calculation of Net Asset 
Value" sections of this report. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

5-1 The person designated as the 
principal accounting officer 
does not function in that 
capacity. Accordingly, con
sideration should be given to 
designating the individual who 
performs such functions as the 
principal accounting officer. 



Control Objectives 

6. Purchases of securities of an 
issuer durin, the existence of 
an underwrit n~ or sellIng 
syndicate in w ich E.F. Hutton 
is a memher are made in ac
cordance with the requirements 
of Rule 10£-3. 

7. The investment restrictions 
imposed b~ Section 12 of the 
Act and t e various rules 
adopted thereunder are fol
lowed. 

8. A plan pursuant to Rule l2b-l 
has been adopted if distri
bution ex~enses are to be 
reimburse to the distributor 
from the assets of the fund. 

Control Procedures 

6.(a) The boards of directors have adopted and 
annually approve procedures and review on a 
-quarterly basis transactions effected in 
accordance with Rule 10f-3. 

7. 

(b) The portfolio managers and traders inquire 
for all "new issues" as to whether E.F. 
Hutton is a member of the underwriting syndi
cate. 

(c) Certain portfolio managers, including those 
who manage the cash funds, have established 
an informal procedure of not purchasing 
securities in which r..F. Hutton is R member 
of the underwriting syndicate. Portfolio 
managers who purchase such securities repre
sented that they do so with full knowledge of 
the limitations and requirements of 
Rule 10f-3. 

(d) The established procedures of HAM require 
that transactions made hy the portfolio man
agers pursuant to Rule 10f-3 be reported to 
the Compliance Officer quarterly. The Com
pliance Officer reviews such transactions for 
compliance with Rule 10f-3 and includes the 
listings signed by the portfolio managers in 
a report to the funds' boards of directors. 

Most of the investments prohibited by Section 
12 are included in the funds' investment 
restrictions disclosed in their Registration 
Statements. 

8.(a) The Chief Administrator of HAM is aware of 
the requirements of Rule 12b-l and the funds 
have adopted 12b-l plans wherever the dis
trihutor is reimbursed for distribution 
expenses from the assets of the fund. 

(b) The funds' outside legal counsel is also 
familiar with the distribution arrangements 
of each fund. HAM relies on such counsel to 
advise management and the directors of the 
funds of the need for adoption of such a plan 
wherever necessary. 
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CommentS/Recommendations 

6-1 Procedures should be revised to 
require portfolio managers or 
traders to indicate on the 
trade ticket whether transac
tions effected are subject to 
Rule IOf-3 so that the Compli
ance Department can be alerted 
to such transactions. 

6-2 Forms which list the require
ments of Rule 10f-3 should be 
revised to include all the 
requirements of Rule 10£-3. 
Such forms should be completed 
for each trade subject to Rule 
10f-3 either by the portfolio 
manager or by the Compliance 
Department of HAM on a timely 
basis, not quarterly, as re
quired by current procedures. 

7-1 HAM should include all 
restrictions imposed by Sec
tion 12 and the applicable 
rules thereunder on the check
lists used by the Compliance 
J)epartment. 

7-2 See recommendations made in 
the Investment Portfolio sec
tion for the respective funds. 

Control design is considered 
adequate. 



Control Objectives 

9. The Plan is administered in 
accordance with the require
ments of Rule 126-1. 

Control Procedures 

9.(a) All l2b-l plans have been reviewed by both 
the outside legal counsel to the funds and 
the outside legal counsel to the independent 
directors of the funds. 

(b) The outside legal counsel to each fund pre
pares listings of actions required to he 
taken by the funds, called "compliance calen
dars", as well as agendas listing actions 
required for each meeting of the Boards of 
Directors. 

(c) Outside legal counsel to the independent 
directors requests in writing that HAM pre
pare specific information which is required 
to be presented to the directors in order for 
the directors to review and properly evaluate 
the continuance of the l2b-l plan annually. 

(d) Information to he presented to the directors 
is prepared as a coordinated effort of the 
outside counsel for each fund and the Fund 
Administrator of HAM. Both the Chief Ad
ministrator of HAM and the President of the 
funds review all materials submitted to the 
boards of directors. 

(e) The boards of directors, including the disin
terested directors, take actions required by 
Rule 12b-1. 

(f) The information submitted to the directors 
regarding expenses incurred hy the distrib
utor under Rule 12b-l is prepared from the 
internal records of HAM which are part of the 
accounting and recordkeeping system of E.F. 
Hutton and are subject to audit by the inde
pendent accountants of E.F. Hutton. 

(g) The information used in the calculation of 
the 12b-l fees is generated hy third party 
agents which maintain the books and records 
of the funds. These cal~ulations are subject 
to independent audit on an annual basis. 
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Comments/Recommendations 

9-1 See Recommendation No. 7 in the 
Letter in this report. 



Control Objectives 

10. The funds' investments in 
broker/dealers COm~IY wIth the 
re~uirements of Ru e IZd3-1 
whLch permIts purchases of 
such broker/dealers If the 
applicable requirements are 
met. 

11. The advisory and underwriting 
contract, includint the adop
tion and renewal 0 such con
tracts, comply with the 
requIrements of SectIon 15 and 
the applIcable rules there
under. 

Control Procedures 

10.(a) The portfolio managers are aware of the 
limitations and restrictions which apply to 
investments in broker/dealers under Rule 
12d-l prior to its amendment on July 20, 19R4 
through Release No. IC-14036 and redesig
nation as Rule 12d3-1. The combination of 
the previous requirements and the investment 
restrictions of the funds is more restrictive 
than the current requirements of Rule 12d3-1. 

(b) The compliance checklists which are used to 
review each securities transaction entered 
into by any of the funds contains guidance 
regarding the requirements of old Rule 12d-l 
and serves as a check for compliance with 
certain requirements of this rule. 

ll.(a) Outside legal counsel to the funds reviews 
the investment advisory and underwriting 
contracts to determine that such contracts 
are in compliance with the applicable 
requirements of the 1940 Act and the rules 
and regulations thereunder. 

(b) Outside leg~l counsel is responsible for 
preparing the compliance calendars and 
agendas for the meetings of the boards of 
directors and helping to ensure that the 
actions required to be taken by the directors 
are taken in a timely manner in accordance 
with the applicable rules. 

(c) Procedures similar to those described above 
for Rule 12b-l (Control Objective No.9.) 
with respect to information provided by HAM 
apply to the advisory contracts. 

(d) The independent directors of the fund review 
and approve continuance of the investment 
advisory and principal underwriting contracts 
on an annual basis. 

II A-13 

Comments/Recommendations 

10-1 Checklists used by the Compli
ance Department should be 
updated to include the re
quirements of Rule 12rl3-1. 

10-2 The Compliance Department 
should maintain a listing of 
all such broker/dealers and 
any applicable parent compa
nies as a reference to assure 
all applicable transactions in 
broker/dealer securities are 
identified and the require
ments of Rule 12d3-1 are 
reviewed for compliance. 

10-3 When applicable, portfolio 
managers and traders should 
clearly indicate on the trade 
ticket that a transaction is 
subject to the requirements of 
Rule 12d3-1. 

Control design is considered 
adequate. 



Control Objectives 

12. Affiliated and interested 
parties are identified by fund 
management and reviewed with 
directors. 

13. The retorts required by the 
code 0 ethics are filed and 
monitored for potential con
flicts/affiliated transactions 
or other transactions requir
ing consideratIon by manage
ment and the directors. 

Control Procedures 

l2.(a) The funds' outside and in-house legal counsel 
coordinate with HAM to define affiliaterl and 
interested parties anrl, periodically, discuss 
the requirements and prohibitions of dealing 
with affiliated parties with the portfolio 
management groups of HAM. 

(b) The Compliance Officer of HAM prepares a 
listing of "access persons" and submits it to 
outsirle legal counsel for inclusion in the 
material sent to the board of directors. 

(c) The funds have adopted a code of ethics which 
requires all "access persons" to report af
filiated transactions to the Compliance Offi
cers or the funds' outside counsel monthly. 

(d) The Compliance manuals include definitions of 
affiliated persons and types of prohibited 
transactions. 

13. (a) A code of ethics is reviewed annually for 
applicability and access persons are required 
to submit written reports to the Compliance 
Officer of HAM, or in the case of the senior 
officers and rlirectors to outside legal coun
sel, regarding any transactions that should 
be reported under such code of ethics. 

(b) The Compliance Officer and outside legal 
counsel receive listings of securities trans
actions of the funds as well as securities 
listed on the recommended list of E.F. 
Hutton. They compare them to the transac-' 
tions listed on the monthly reports from 
"access persons". Established procedures 
require that exceptions to the code of ethics 
be brought to the attention of the Chief 
Administrator of HAM. 

(c) The Compliance Officer and the funds' outside 
legal counsel have established procedures to 
follow-up and obtain required reports from 
all "access persons". 

II A-14 

Comments/Recommendations 

See recommendations 14-1; 14-2 and 
14-3. 

Control design is considered 
adequate. 



Control Objectives 

14. Transactions with affiliates 
prohibited by Section 11(a) 
are not entered into and those 
permitted by Rules 11a-6 are 
onlh undertaken in accordance 
wit the provisions of such 
rules. 

15. Securities transactions with 
related investment companies 
are effected in accordance 
with the requirements of Rule 
TTa-7. 

16. Securities transactions exe
cuted through E.F. Hutton are 
made in compliance with the 
requirements of Rule 11e-1. 

Control Procedures 

14.(a) See the procedures described above under 
Control Objective No. 12 regarding identifi
cation of affiliates. 

(b) Transactions permitted by Rule 17a-6 are not 
entered into as a matter of internal policy. 

15.(a) The board of directors of any fund intending 
to engage in transactions with an affiliated 
fund has adopted procedures under Rule 17a-7. 
Such procedures are reviewed by the funds' 
outside legal counsel. 

(b) The directors review such procedures for 
continued applicability annually. 

(c) HAM portfolio managers of the Fixed Income 
and Money Market funds generally do not deal 
with affiliated funds and the Cash Funds have 
not adopted Rule l7a-7 procedures. Estab
lished procedures of HAM require that the 
equity portfolio managers execute any securi
ties transactions between related investment 
companies in accordance with the procedures 
adopted by the Directors under Rule l7a-7. 

(d) The portfolio managers report quarterly any 
such transactions to the Compliance Officer 
who includes them in the reports submitted 
for review by the boards of directors. 

l6.(a) The boards of directors of the HIS and Hutton 
Municipal Funds have adopted procedures pur
suant to Rule l7e-l. Such procedures have 
been reviewed by the outside legal counsel to 
the funds. The Cash Funds do not deal with 
E.F. Hutton to effect securities transactions 
and therefore have not adopted procedures 
pursuant to Rule l7e-l. 

It A-IS 

Comments/Recommendations 

14-1 A comprehensive list of af
filiates, interested parties, 
and ,access persons should be 
developed. Types of prohib
ited transactions with such 
persons should be indicated 
and the list should be dis
tributed to all portfolio 
managers and other members of 
HAM's Adminis'tration, Finance 
and Compliance Departments. 

14-2 HAM should require written 
confirmation on a quarterly 
basis by all portfolio man
agers that transactions en
tered into comply with all the 
applicable 1940 Act rules and 
regulations with respect to 
affiliated transactions. 

14-3 See Recommendation No. 9 in 
the Letter in this report. 

15-1 Forms should be developed 
which list all the require
ments of Rule 17a-7. Such 
forms should be completed for 
each of the transactions sub
ject to Rule 17a-7 either by 
the portfolio manager or by 
the Compliance Department of 
HAM on a timely basis. 

Control design is considered 
adequate 



Control Objectives Control Procedures Comments/Recommendations 

17. The custodian selected com
plies with the reJuirements of 
Sections 17(f) an 26 of the 
Act. 

18. The use of securities deposi
tories, such as the Federal 
Book Entry System or Deposi
tory Trust Company is reviewed 
and ap~roved in accordance 
with t e requirements of Rule 
17f-4. 

19. Custody of foreign assets is 
in accordance with an arrange
ment which com1lies with the 
requirements 0 Rule 17£-5. 

(b) Outside legal counsel to the funds prepare 
the annual compliance calendars and board 
meeting agendas previously described, on 
which they include the annual approval of the 
procedures adopted under Rule l7e-l. 

(c) HAM procedures require the portfolio managers 
to list all transactions executed during the 
prior quarter at other than the established 
rates and the commission amounts per share 
for such transactions. Such reports are 
submitted to the boards of directors for 
review and approval. 

l7.(a) HAM analyzes the custodians it has selected 
by making a review of their financial state
ments and third party auditor reports where 
available. 

(b) Outside legal counsel to the funds prepares 
custodian agreements entered into by the 
funds to ensure such agreements comply with 
the requirements of the 1940 Act and rules 
and regulations thereunder. 

(c) Provisions in the custodian agreements 
require that the funds approve any subcusto
dian arrangements prior to such arrangements 
being entered into by the custodians. 

18.(a) HAM relies on outside legal counsel to the 
funds to include the annual review and ap
proval of the depositories (Federal Hook 
Entry and Depository Trust Co.) on the 
agendas for the board meetings. 

(b) The boards of directors review and approve 
such arrangements. 

19.(a) HAM has represented that the funds own no 
foreign securities or other foreign assets 
requiring a foreign custodian. Securities of 
foreign issuers purchased by the funds are 
limited to American Depository Receipt shares 
and are held by the regular custodians/sub
custodians. 

(b) HAM has advised that, should investments in 
foreign issuers requiring foreign custodians 
he contemplated, procedures pursuant to 17f-5 
must be adopted. 

II A-16 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

20. The boards of directors, in
cluding the reduired number of 
disinterested irectors, 
determine the ade~Uacy of the 
fidelity bond eac fiscal year 
and that such bond complies 
with the requirements of Rule 
17g-1. 

21. The adequac~ of the fidel itt 
bond is rev1ewed ~eriodical y 
by management to etermine 
covera,e is in accordance with 
Rule I g-l(d). 

22. A code of ethics meetin~ the 
requirements of Rule 17J-l has 
been adopted by management and 
directors. 

Control Procedures 

(c) Outside legal counsel to the funds has 
discussed the issue with the directors and 
made them aware of such requirements. 

20.(a) HAM relies on outside legal counsel to the 
funds to determine actions needed to be taken 
by the hoards of directors and to include 
such actions on the compliance calendars 
and/or the board meeting agendas referred to 
above. 

(b) HAM's Fund Administratdr coordinates the 
information required for each directors' 
meeting and, with respect to Rule 17g-l, 
provides the information required hy outside 
counsel to present to the directors. 

2l.(a) The adequacy of the fidelity bond is reviewed 
annually as described under Control Objective 
No. 20 above. 

(b) HAM's policy is to maintain the fidelity 
bond at a level that would comply with the 
requirements of Rule 17g-1(d) if all funds 
insured under the bond reach the maximum 
level of growth projected in the HAM Oivision 
annual husiness plan. 

22.(a) HAM has adopted for all funds a code of 
ethics pursuant to Rule 17j-l. 

(b) Outside legal counsel to the funds has 
reviewed the code of ethics for technical 
compliance with Rule 17j-l. 

II A-17 

Comments/Recommendations 

Control design is considered 
adequate. 

21-1 A HAM officer or employee 
should review the adequacy of 
the fidelity bond for compli
ance with Rule 17g-1 at least 
quarterly. -

Control design is considered 
adequate. 



Control Objectives 

23. Capital transactions and bor
rowings comply with the re
quirements of Section 18(f). 

24. The voting requirements im
posed b~ Rule 18(£) are com
plied wLth for matters voted 
on by directors and share
holders. 

25. Oistributions made comply with 
the notification requirements 
of Rule 19a-1. 

Control Procedures 

23.{a) The investment restrictions included in each 
of the funds' prospectuses have been drafted 
to be as restrictive or more restrictive than 
the requirements of Section 18. Compliance 
therewith should achieve compliance with 
Section 18. 

24. 

(b) The various checklists used by the Compliance 
Oepartment of HAM contain questions which 
would indicate noncompliance with some re
quirements of Section 18. 

HAM relies on the funrl's outside legal coun
sel to monitor that voting on the items noted 
in Rule 1R(f) is in accordance with the rule. 

25.(8) The manager of the Finance Oepartment of HAM 
has advised that he is aware of the sources 
of dividends and distributions and coordi
nates the calculation of such distributions 
with the independent accountants. 

(b) HAM relies on the funds' independent accoun
tants to advise HAM if distributions are made 
from a source requiring notification under 
Rule 19a-l. 

(c) The manager of the Finance Oepartment drafts 
the language in the notification to share
holders in conjunction with the independent 
accountants and the recordkeeping agent. 

It A-18 

Comments/Recommendations 

23-1 HAM should incorporate all of 
the applicable requirements of 
Section 18 in the checklists 
used by the Compliance Oepart
ment. 

Control rlesign is consirlered 
adequate. 

Control design is considered 
adequate. 



26. 

Control Objectives 

Distributions of lon~-term 
capital ga1ns are ma e no more 
than once dur1ng any twelve 
month ~eriod as required by 
Rule 1 b-1 

27. The approeriate material to be 
required 1n £roxy statements 
h* the 1940 ct and rules 
t ereunder is included therein 
and there are no material 
omissions or misstatements. 

Control Procedures 

26.(a) The independent accountants for the funds 
calculate the distributable income of the 
funds in conjunction with the recordkeeping 
agents on an annual basis. 

(b) The Manager of the Finance Department reviews 
with the funds' independent accountants the 
amounts to be distributed and the sources 
from which such distributions are to be made. 

(c) HAM's Finance Manager has advised that he is 
aware of the prohibitions of this rule and 
has, for one of the cash funds, obtained 
exemptive orders permitting more frequent 
distributions. 

(d) Portfolio managers have been instructed to 
monitor the portfolio for investments held 
longer than six months and advise the Chief 
Administrator prior to realizing gains on the 
sale of such investments. 

27.(a) HAM has delegated the preparation of proxy 
materials to the funds' outside legal counsel 
and coordinates the preparation of such 
statements with each outside legal counsel. 

(b) The funds' outside legal counsel prepares a 
list of information required of fund direc
tors and officers. 

(c) HAM's Chief Administrator receives such ques
tionnaires, distributes them to the appropri
ate parties and coordinates the submission of 
such information with the funds' outside 
legal counsel. 

(d) Financial information included in the proxy 
statement is prepared by HAM. 

(e) Proxy statements are reviewed by the Chief 
Administrator and the President of the funds. 

II A-l9 

Comments/Recommendations 

26-1 HAM should establish more 
formal procedures to monitor 
long-term capital gains from 
securities transactions for 
the money market funds which 
do not have exemptive orders 
permitting more frequent dis
tributions than once during a 
twelve-month period. Also, 
consideration should be given 
to seeking exemptive orders 
for such funds. 

26-2 See recommendations included 
in the section of this report 
entitled "Compliance with 
Federal and State Tax Regula
tions." 

Control design is considered 
adequate. 



Control Objectives 

28. The directors take the neces
sary actIon of approvInt the 
tIme of determInatIon 0 net 
asset value in accordance wIth 
the requIrements of Rule 
22c-l. 

29. The sales and redemptions of 
fund shares comply wIth the 
requirements of SectIon 22 and 
in particular Rules 22c-l, 
22d-l and 22e-l. 

Control Procedures 

28.(a} HAM relies on each fund's outside legal coun
sel to advise it and the directors that the 
time of day of determination of the net asset 
value should be approved each year. Such 
legal counsel also reviews each prospectus 
and is responsible for helping ensure that 
the disclosure made therein with respect to 
the timing of the calculation of net assets 
is in compliance with the rule. 

(b) HAM is responsible for assuring ,that the 
operations of each fund with respect to pric
ing are in compliance with the prospectus 
disclosures. HAM undertakes to accomplish 
this objective by the procedures described 
under Control Objective No. 2 of the Compli
ance with the Securities Act of 1933 section. 

29.(a} Outside legal counsel participates in draft
ing the funds' registration statements which 
disclose the policies required by such rules. 

(b) HAM distributes such registration statements 
to the portfolio managers, the custodian and 
transfer agents as well as its Chief Adminis
trator and in house legal counsel for review 
of the applicable sections. 

(c) HAM also obtains written assurance on an 
annual basis from the agents of the funds 
that they are complying with the requirements 
of the prospectuses and statements of addi
tional information. HAM's Chief Administra
tor visits each agent at least quarterly, and 
has advised that he intends to obtain such 
assurance on a quarterly basis. 

(d) As an additional control, HAM requests the 
independent accountants of the funds to 
review such prospectuses and statements of 
additional information and advise HAM as to 
whether the information contained therein is 
consistent with their knowledge of the funds' 
operations gained during their annual exami
nation of the funds' financial statements. 

(e) See procedures described in the Shareholder 
Transactions and Fund Accounting and Calcu
lation of the Net Asset Value sections of 
this report. 

II A-20 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

30. All sales literature of the 
Hutton funds is filed with the 
Securities and Exchange Com
mission as required by Rule 
246-2 and is reviewed for 
compliance with NASD guide
lines. 

31. The notifications and filing 
fees required by Rule 24f-2 
are ~repared accurately, and 
are iled within 60 days sub
sequent to each funds' fiscal 
year-end. 

32. Sales of shares do not exceed 
authorized or registered 
shares. 

Control Procedures 

30.(a) Sales and advertising literature is required 
to be sent to in-house counsel of E.F. Hutton 
who reviews and forwards it to the outside 
counsel to the funds. Outside counsel files 
such information with the NASn, the SEC and 
the various states, as applicable, after 
becoming satisfied with the adequacy of the 
disclosures and the compliance with NASD 
requirements. 

(b) The funds' outside legal counsel sends copies 
of the filings to or otherwise notifies in
house legal counsel. 

(c) The Chief Administrator reviews sales 
literature prior to its use. 

3l.(a) The requirements and due dates for filing the 
notices are brought to the attention of HAM 
by the funds' outside legal counsel. 

32. 

(b) Such filing is listed on the compliance 
calendar prepared by the funds' outside legal 
counsel and furnished to HAM. 

(c) The information required for the filings is 
furnished by HAM. 

(d) The Fund Administrator is responsible for 
coordinating with the funds' outside legal 
counsel and providing such counsel with the 
information necessary to prepare the 24f-2 
notice and to file it on a timely basis. 

(e) Draft 24f-2 notices are sent back to HAM by 
such counsel and the information thereon is 
checked by the manager of the Finance depart
ment prior to filing. 

(f) The funds' outside legal counsel sends a copy 
of the filing or verbally confirms to HAM the 
24f-2 filings were made. 

HAM relies upon the funds' outside counsel 
and its transfer agents to advise it when to 
authorize or register additional shares. 

II A-2l· 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

32-1 HAM should establish proce
dures whereby a designated. 
officer checks, at least 
monthly, that shares sold do 
not exceed shares authorized 
or registered. 



Control Objectives 

33. Shareholder re~orts required 
under Section 0 and Rule 30d 
are filed and conform with 
those requirements as well as 
with Regulation S-x. 

34. 

35. 

The funds' books and records, 
including those maintained hy 
their agents meet the re
juirements ot Rule 31a-l and 
la-3 and are maintained for 

the required periods of time 
pursuant to Rule 31a-2. 

The funds' independent ~ublic 
accountants are selecte annu
ally as required under Section 
32 of the Act. 

Control Procedures 

33.(a) The time of reporting requirements to share
holders are communicated to HAM by its out
side counsel on the compliance calendar. 

(b) The Manager of the Finance Department coor
dinates with the funds' outside leeal counsel 
and the funds' independent accountants in 
order to effect timely and accurate filing of 
the information required. 

(c) HAM relies on its independent accountants to 
ensure that the reports filed comply with 
Regulation S-X, Section 30(d) of the 1940 
Act and Rule 30{d) thereunder and generally 
accepted accounting principles. 

34. (a) The funds' contracts with their agents re
quire such agents to maintain the records for 
which they are responsihle in accordance with 
Rule 31a-l and for the periods of time re
quired by Rule 31a-2. 

(b) 

35. 

Outside legal counsel was engaged to perform 
and did perform a review for compliance with 
Rules 31a-l and 31a-2 for the records main
tained by HAM. HAM's Chief Administrator has 
represented that this procedure will become 
an annual procedure. 

HAM relies on the funds' outside legal coun
sel to advise when such actions must he taken 
and to include this item for appropriate 
action at the directors' and shareholders' 
meetings. 

It A-22 

Comments/Recommendations 

33-1 See the recommendations listed 
under the Financial Reporting 
section of this report for the 
respective funds. 

34-1 The Chief Administrator of HAM 
shouln obtain a written report 
from the funds' outside legal 
counsel stating the findings 
of their review to verify 
compliance with Rules 31a-l 
and 31a-2. 

34-2 HAM should consider establish
ing procedures to determine 
that the agents of the funds 
and other departments of F..F. 
Hutton maintain the records 
required by Rules 3la-l and 
31a-3 in proper form and for 
the period required by Rule 
31a-2. 

Control design is considered 
adequate. 



Control Objectives 

36. The funds comply with all 
other relevant requirements of 
the Investment Compana Act of 
1940 and have a proce ure to 
identify and comply with 
changes in such requirements. 

Control Procedures 

36.(a} HAM relies on the funds' outside counsel to 
advise it of all the relevant requirements of 
the Investment Company Act of 1940 and the 
rules and regulations thereunder. HAM also 
relies on outside counsel to identify changes 
in regulatory requirements and tq advise HAM 
of the actions required to ensure compliance. 

(h) HAM personnel receive and are responsible for 
reviewing letters from the lnvestment r.ompany 
Institute which indicate changes in applica
hIe regulatory requirements. 

(c) HAM sends officials to industry conferences 
that discuss recent developments. 

II A-23 

Comments/Recommendations 

36-1 See Recommendation No. I in 
the Letter in this report. 

36-2 Responsibility for reviewing 
for changes in regulations or 
coordinating such review with 
outside legal counsel should 
be fixed in one individual at 
HAM. That individual should 
be responsible for advising 
portfolio managers and other 
appropriate individuals of the 
applicable changes. 

36-3 HAM should require their port
folio managers, Complaince 
Officer and other applicable 
employees to attend, at least 
annually, continuing education 
seminars emphasizing compli
ance with regulatory require
ments and investment 
restrictions as well as cur
rent changes in such require
ments. 

36-4 HAM should adopt a plan to 
prepare written procedural 
manuals for each department. 



A.2.b. REGULATORY COMPLIANCE 

COMPLIANCE WITH THE SECURITIES 

ACT OF 1933 

II A-24 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Registration statements and 
amendments include all disclo
sures reruired to be made by the 
ap~licab e Form (Form N-IA) or 
ot er applicable federal securi
ties laws regulations and inter
pretations. 

E.F. HUTTON & COMPANY INC. 

HIS, HUTTON MUNICIPAL AND CASH FUNDS 

COMPLIANCE WITH THE SEClIRITIES ACT OF 1933 

Control Procedures 

l.(a) HAM relies on outside legal counsel for the 
funds to prepare the registration statements 
in accordance with the Applicable rules and 
regulations of the 1933 and 1940 Acts. Coun
sel coordinates information needed from HAM 
with the Fund Administrator. 

(b) The Fund Administrator is responsible for 
requesting such information from the appli
cable agents and the applicable departments at 
HAM. 

(c) Drafts prepared by outside counsel are sent to 
the Fund Administrator who distributes them to 
the applicable agents and departments which 
supplied the information and to the Chief 
Administrator of HAM and the President of the 
funds. Outside legal counsel is responsible 
for incorporating the appropriate comments 
received into the final draft. 

(d) The final draft is then reviewed by the inde
pendent accountants for the funds to determine 
that the financial and other information is in 
agreement with the records of the funds and 
with the independent Accountants understanding 
of the funds' operations. 

(e) The Fund Administrator maintains a final ap
proval listing and obtains written approval 
from each department AS well as the indepen
dent accountants for the material included in 
the registration statements prior to printing 
and filing. 

(f) The registration statements and prospectuses 
are reviewed and approved by the boards of 
directors. 

II A-25 

Comments/Recommendations 

1-1 Control design is considered 
adequate; however, see 
Recommendation No. 1 in the 
letter in this report. 



Control Objectives 

2. The funds operate as described 
in their prospectuses and regis
tration statements. 

3. 

4. 

Information (i'ncludin~ financial 
information) set fort or incor
porated bI reference in the 
registrat on statements is in
cluded on the basis of appropri
ate supporting data and such 
filin~s are reviewed and ap
lrove by management prior to 
iling. 

Registration statements are 
amended as required to kee~ 
materially correct and suc 
amendments are iregared and 
filed on a time y asis in 
accordance with Rule 48~{a) 
4RS{b) of the 1933 Act. 

them 

or 

Control Procedures 

2.(a) See the procedures described throughout this 
report. 

3. 

(b) HAM requests the agents for the funds to 
review and to submit written statements on an 
annual basis that the services performed by 
them are in accordance with the prospectus. 

(c) The HAM Chief Administrator meets with the 
outside agents on a quarterly basis to review· 
their operations. He also meets with the 
portfolio managers and other managers of HAM 
departments on a weekly basis, among other 
matters, and could become aware of any actual 
or proposed changes in operations. 

See the procedures described in l.(a) and 2(b) 
above. Also the manager qf the Finance 
Department is responsible for the accuracy of 
all financial information and checks such 
information prior to gtving final clearance to 
the Fund Administrator. 

4. (a) HAM relies on the funds' outside legal counsel 
to determine the filing requirements of regis
tration statements and amendments thereto, and 
to include such requirements on the compliance 
calendars which are furnished to HAM. 

(b) These calendars are up-dated one month in 
advance of the month actions are required to 
be taken thereon, and responsibilities for the 
actions to be taken as listed on such calen
dars are delegated to managers within HAM. 

(c) The Fund Administrator has responsibility to 
coordinate the timing and information fur
nished to the funds' outside legal counsel, as 
noted above; so the draft of the registration 
statement can be prepared on a timely basis. 

(d) HAM relies on the funds' outside legal counsel 
to review the final filing copy and to file 
the registration statements with the SEC. 
Such counsel are delegated responsibility for 
checking that all written consents, 
signatures, reports and exhibits are included. 

II A-26 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Concrol Objeccives 

5. Prospeccuses are senc co exisc
ing shareholders and prospeccive 
shareholders as required. 

6. The funds comily wich all ocher 
relevanc requ remencs of che 
Securicies Acc of 1933 as well 
as any changes in applicable 
rules and incerprecacions. 

5. 

Concrol Procedures 

The Fund Administracor and/or che operacions 
deparcment staff coordinate the printing of 
the final prospectus and shipping to the 
shareholder servicing agent or the F..F. Hucton 
departments responsible for mailing. HAM 
corresponds with such agents or departments to 
confirm such mailings have taken place as 
required. 

6.(a) HAM relies on the funds' outside legal counsel 
co advise HAM of all the requirements of the 
1933 Act so HAM may furnish whatever informa
tion is required and authorize outside legal 
counsel to prepare and file whatever reports 
or notices are required under the 1933 Act. 
In this connection such counsel prepare 
compliance calendars and furnish them to HAM. 

(b) HAM relies on outside legal counsel for the 
funds to identify changes in the applicable 
securities laws, to advise HAM of the change 
and to assist in reviewing the effect on HAM's 
operations and on the various E.F. Hutton 
funds. 

(c) HAM personnel receive and are reponsible for 
reviewing letters from the Investment Company 
Institute which indicate changes in applicable 
regulatory requirements. 
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Comments/Recommendations 

Control design is considered 
adequate. 

6-1 See the comment under C0ntrol 
Objective No. 36. in the Compli
ance with the Investment Company 
Act of 1940 section. 

6-2 HAM should document on the com
pliance calendars, the HAM man
ager responsible for ensuring 
that each item listed is appro
priately performed. 

6-3 HAM should request the outside 
legal counsel to the Cash Funds 
to expand the liscing and 
descriptions of items requiring 
action on the compliance 
calendars. 



A.2.e. REGULATORY COMPLIANCE 

COMPLIANCE WITH THE SECURITIES 

AND EXCHANGE ACT OF 1934 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Proxy statements are prefared in 
accordance with the aSPI cable 
regulations and inclu e all 
disclosures required to be in
cluded therein by the federal 
securities laws. 

2. The information included in 
proxy materials is correct in 
all material respects. 

3. Proxy statements are prepared 
and mailed in accordance with 
the timing requirements of the 
applicable regulations. 

E.F. HUTTON & COMPANY INC. 

HIS, HUTTON MUNICIPAL AND CASH FUNDS 

COMPLIANCE WITH THE SECURITIES AND EXCHANGE ACT OF 1934 

Control Procedures Comments/Recommendations 

l. HAM relies on the funds' outside legal counsel Control design is considered ade-
to draft proxy statements and to include all quate. 
required information. 

2.(a) The funds' outside legal counsel'requests 
information necessary to be included in the 
proxy statement from HAM. The Fund Adminis
trator or another officer of HAM, as desi
gnated by the Chief Administrator, has the 
responsibility for coordinating with outside 
legal counsel in gathering and providing such 
information to counsel. 

3. 

(b) The designated HAM official distributes the 
proxy statement to the Chief Administrator and 
the independent accountants for their review. 
All comments received are communicated to the 
funds' outside legal counsel. 

(c) The funds' outside legal counsel is respon
sible for revising the draft and preparing the 
final proxy statement. 

(d) Financial information included in the proxy 
statement is sent by HAM to the funds' inde
pendent accountants for review. 

HAM uses the shareholder servicing agent, an 
independent proxy solicitor and distribution 
agent, or the applicable department of E. F. 
Hutton to mail proxy statements and receive 
responses. The Fund Administrator is respon
sible for coordinating the printing and dis
tribution of proxy statements to the agent or 
Hutton department responsible for mailing the 
proxy statements. 
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2-1 HAM should consider fixing 
responsibility in the Fund 
Administrator for coordinating 
proxy preparation with outside 
counsel for all funds 
administered by HAM. 

2-2 Distribution sheets and sign-off 
procedures for the preparation 
of proxy statements similar to 
those used for the preparation 
of registration statements 
should be adopted. 

2-3 See recommendation 36-1 in the 
Compliance with the Investment 
Company Act of 1940 section. 

Control design is considered ade
quate. 



4. 

5. 

Control Objectives 

Actions are approved or disap
proved by vote of the required 
percentage of shareholders in 
accordance with the federal 
securities laws. 

The funds com~lY with all other 
relevant requ rements of the 
Securities and Exchange Act of 
1934. 

Control Procedures 

4. Ham requests outside, legal counsel for the 
funds to determine whether the vote on each 
proposal is legally sufficient in order to 
pass or reject such proposals. 

5.(a) HAM relies on the funds' outside legal counsel 
to advise HAM and the directors of the funds 
of relevant requirements of the Securities and 
Exchange Act of 1934 in order thAt they may 
take any actions necessary to meet such 
requirements. 

(b) The manager of the Finance Oepartment of HAM 
receives and is responsible for reviewing 
letters from the Investment Company Institute 
which indicate changes in applicable regula
tory requirements. 
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Comments/Recommendations 

Control design is considered ade
quate. 

See comment under Control Objective 
No. 1 under the section of this 
report entitled "Compliance with the 
Securities Act of 1933." 



A.'2. d. REGULATORY COMPLIANCE 

COMPLIANCE WITH THE INVESTMENT 

ADVISERS ACT OF 1940 
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E.F. HUTTON & COMPANY INC. 

HIS, HUTTON MUNICIPAL AND CASH FUNDS 

COMPLIANCE WITH THE INVESTMENT ADVISERS ACT OF 1940 
(LIMITED TO PROVISIONS AFFP.CTING REGI1I.ATEI> INVESTMENT COMPANIES) 

Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Records retuired b~ Rule 
204-2(a)(1 ) regar in~ trans
actions made by the a viser or 
advisory representatives are 
maintained. 

2. "Access persons" are identified 
and procedures exist to monitor 
transactions by access persons. 

3. The portfolio managers comply 
with the provisions of Rule 
206(3)-2 with respect to agency 
cross transactions and alloca
tions of cost/proceeds on trans
actions made for several funds 
are fair and equitable. 

Control Procedures 

l.(a) The E.F. Hutton Legal nepartment has advised 
each E.F. ~utton division performing advisory 
functions of the applicahle recordkeeping 
requirements of the Investment Advisers Act of 
1940, including the records required by Rule 
204-2(a)(12) at least annually. 

2. 

(b) Outside legal counsel of the funds request HAM 
to prepare a list of "access persons" each 
quarter and this is submitted to the boards of 
directors quarterly. Such counsel review 
HAM's procedures to monitor transactions made 
by such persons. 

(c) Written reports from all "access persons" are 
required to he submitted monthly to the Com
pliance Officer at HAM or outside legal coun
sel who review such reports to identify any 
transactions made which are not in accordance 
with the Code of Ethics or federal securtities 
laws. They also follow-up on reports not 
received. 

See the procedures described above. 

3.(a) In-house legal counsel of E.F. Hutton, in 
coordination with outside legal counsel to the 
funds, periodically discuss certain of the 
regulatory requirements of the 1940 Advisers 
Act with the portfolio managers, including 
affiliated party transaction prohibitions. 
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Comments/Recommendations 

1-1 E.F. Hutton should estahlish 
procedures to review annually 
the records maintained hy ~AM 
for compliance with 'the record
keeping requirements of the 
Investment Advisers Act of 1940 
and particulsrly, Rule 
204-2(a)(12), at least annually. 

See recommendation 1-1 above. 

3-1 Written documentation of the 
procedures used by the port
folio managers in effecting 
block transactions for more 
than one fund should be pre
pared by HAM and distributed to 
the applicable equity portfolio 
managers. Compliance with such 
procedures should be monitored 
by the Compliance Department or 
an internal auditor. 



Control Objectives Control Procedures 

(b) HAM advised that the portfolio managers, other 
than the equity portfolio managers, do not 
engage in agency cross transactions as a 
matter of internal policy. The equity 
portfolio managers effect such transactions in 
accordance with procedures adopted by the 
boards of directors which are designed to 
comply with the requirements of Rule 17a-7 
under the Investment Company Act of 1940. 

(c) HAM advised that the equity portfolio managers 
are informed that block trades for more than 
one fund should be allocated on a fair and 
equitahle basis. 
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Comments/Recommendations 



A.2.e. REGULATORY COMPLIANCE 

COMPLIANCE WITH FEDERAL AND 

STATE TAX REGULATIONS 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. The funds meet the various re
quirements of subchapter M of 
the Internal Revenue Code, and 
qualify as regulated investment 
companies for federal income tax 
purposes. 

F..F. HUTTON & COMPANY INC. 

HIS, HUTTON MUNICIPAL AND CASH FUNDS 

COMPLIANCE WITH FEOERAL AND STATE TAX RF.GIJLATIONS 

Control Procedures 

l.(a) HAM's manager of the Finance Department pre
pares budget estimates of the "short-short" 
gains allowable for each series of HIS and 
each other fund at the beginning of each year. 

(b) The estimates are furnished to each portfolio 
manager after review and approval by the Chief 
Administrator of HAM and the President of the 
func!s. 

(c) The Compliance Officer prepares the 307. short
short gains report daily basec! upon reports 
received from the recordkeeping agent and 
distributes such reports to the Chief Adminis
trator of HAM and the President of the funds. 
It is his responsibility to alert the 
President of the funds whenever there is a 
concern as to compliance with this tax re
quirement. 

(d) The Compliance Officer prepares a checklist on 
a monthly basis which includes the asset 
diversification and income requirements of 
Subchapter-Me 
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CommentS/Recommendations 

1-1 HAM should establish prucedures 
to develop informati,on on a tax 
basis monthly and utilize such 
tax basis information in the 
preparation of the monthly com
pliance checklists. 

1-2 Responsibility for preparation 
of the monthly tax compliance 
checklist should be fixed in an 
individual who is familiar with 
the federal income tax require
ments applicable to regulated 
investment companies. Other
wise, a qualified tax consultant 
should be engaged to periodi
cally prepare such checklists. 

1-3 Summary checklists of the more 
important tax regulations which 
affect portfolio management anc! 
book/tax differences should be 
developed and sent to the port
folio managers. Also, consider
ation should be given to having 
portfolio managers identify 
transactions with book/tax dif
ferences (i.e. original issue 
discounts, wash sale losses, 
gains on option transactions, 
etc.). 

1-4 HAM should expedite efforts to 
develop a system to monitor the 
book and tax requirements of 
options and futures ttansac
tions. 



Control Objectives 

2. The taxable income and capital 
gains for the reporting ~eriod 
are determined and proce ures 
exist to ensure distribution of 
such amounts in order to have no 
federal tax liabIlIty for the 
investment company. 

3. Federal and state tax returns 
are reviewed and aperoved bt a 
knowledgeable indivLdual pr or 
to fIlIng. 

Control Procedures 

(e) HAM advised that it requests its independent 
accountants to perform a detailed compliance 
review during the annual audit and to instruct 
and supervise the recordkeeping agents to 
prepare annual tax basis information for each 
fund. Also ijAM requests the independent ac
countants to ~etermine that book/tax adjust
ments are made and that the information 
complies with the federal income tax rules and 
regulations. 

2.(a) Ham advised that it requests its inrlependent 
accountants to determine that the income and 
capital gains amounts prepared hy the record
keeping agents are in accordance with the 
federal income tax regulations to which the 
fund is subject. 

(b) The manager of the Finance Department 
receives a copy of certain of the recordkeep
ing agents working papers and discusses the 
dividend and distribution amounts with the 
independent accountants. 

(c) The funds' dividend and distribution amounts 
are discussed by the Finance Manager with the 
respective portfolio managers for reasonable
ness. 

(d) The Fund Administrator and/or manager of the 
Finance Department coordinate with the funds' 
outside legal counsel to present to the direc
tors the appropriate resolutions and informa
tion so they may declare the appropriate 
dividends and distrihutions for tax purposes. 

(e) The manager of the Finance Department is 
responsible for coordinating with the share
holder servicing agent to determine that the 
dividends and distributions distributed by the 
shareholder servicing agent are in agreement 
with the amounts declared by the directors. 

3.(a) The manager of the Finance Department reviews 
the tax returns prior to signing by the Chief 
Administrator. 
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commentS/Recommendations 

1-5 The recordkeeping agents' re
sponsibility for maintaining tax 
basis records should be ex
pressly stated in the custodian 
contract. 

2-1 The reconciliation of financial 
accounting to tax basis informa
tion should be obtained and 
reviewed by the manager of the 
Finance Department. 

3-1 The tax policies followed by 
each fund should be documented 
in writing and reviewed and 
approved by the manager of the 
Finance Department. 



4. 

Control Objectives 

Tax returns are pre tared appro
priatel~ and are £i ed on a 
timelyasis and other federal 
and state tax reporting require
ments are met. 

5. Changes in federal and state tax 
legislation and regulations are 
monitored on a timely basis and 
the funds' pol1cies and proce
dures are changed as required. 

Control Procedures 

(b) HAM advised that it requests it~ independent 
accountants to determine that the tax policies 
used by the funds are consistent with those 
used in prior years and to bring any differ
ences to HAM's attention for review and 
approval. 

4.(a) HAM engages its independent accountants to 
prepare the federal, state and local tax 
returns l)f each fund and to lidvise HAM to file 
such returns on Ii timely basis. 

5.(a) HAM relies on its outside legal counsel and 
its independent accountants to bring to HAM's 
attention any legislation or changes which may 
affect any of the funds. 

(b) HAM Finance Oepartment coordinates with the 
independent accountants and outside legal 
counsel to review the impact of any new tax 
legislation. 
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Comments/Recommendations 

Control design is considered 
adequate. 

5-1 HAM should fix responsibility 
for reviewing changes in tax 
rules and regulations and deter
minin~ their impact on the 
funds accounting and operating 
policies in an appropriate HAM 
official knowledgeable about tax 
matters. 
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B.1. HIS AND HUTTON MUNICIPAL FUNDS 

OVERVIEW 
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E. F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

OVERVIEW 

INVESTMENT PRODUCTS: 

The Hutton Investment Series Inc. ("HIS") consists of the 

following eight series: 

Short Term Investment Series - invests in a variety of money 

market instruments. 

Bond and Income Series - invests in bonds and other income

producing securities. 

Government Securities Series - invests primarily in U.S. 
Government securities. The series also may write listed 

covered call options and secured put options and purchase 
protective put options on U.S. Government securities. For 

hedging purposes, the series may purchase and sell interest 

rate futures contracts and listed put and call options 
thereon. 

Growth Series - invests in common stocks or securities con
vertible into or exchangeable for common stocks. 

Emerging Growth Series - invests in common stocks, or 

securities convertible into or exchangeable for common 
stocks, primarily of emerging growth companies. 

Option Income Series - invests primarily in dividend-paying 
common stocks and writing listed covered call options 

thereon. The series also may write secured and purchase 
protective put options. 
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Basic Value Series - invests in common stocks or securities 

convertible into or exchangeable for common stocks which are 

believed by the investment adviser to be undervalued. 

Precious Metals Series - invests primarily in equity securi

ties of companies principally engaged in mining, processing, 

fabricating or distributing gold or other metals or min
erals. The series also may invest in gold or silver bullion 

or other metals, write covered call options and write 

secured and purchase protective put options. 

The Hutton National Municipal Fund Inc., Hutton California 
Municipal Fund Inc., and Hutton New York Municipal Fund Inc. 
("Hutton Municipal Funds") invest primarily in debt securi
ties exempt from federal incdme taxes and state and city 
income taxes, as applicable. 

CONTROL SYSTEM - KEY PARTICIPANTS: 

E. F. Hutton & Company Inc. ("E.F. Hutton"), through its 
Hutton Asset Management ("HAM") division, serves as the 

investment adviser to the HIS and Hutton Municipal Funds. 
E.F. Hutton also is the distributor of the shares of these 
funds. HAM portfolio managers are responsible for all 

investment decisions for the funds. The HAM Compliance 

Department i~ responsible for monitoring the funds' 
investment compliance with the applicable prospectus and 
regulated investment company requirements. The HAM Finance 
Department is responsible for matters relating to external 
and internal financial reporting. 

Investors Fiduciary Trust Company ("IFTC") is the transfer 
agent and custodian for the HIS and Hutton Municipal Funds. 

IFTC has a service agreement with DST Systems, Inc. ("DST") 
providing for DST to perform all transfer agent functions 
for the funds. All fund shareholder records are maintained 
on DST's Mutual Fund System (the "0ST System"). 
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IFTC also performs the daily accounting and calculation of 

net asset value per share for the funds. HAM portfolio 

management informs IFTC of executed securities transactions 

and the HAM Finance Department provides IFTC with relevant 

information regarding fund expenses, dividends and distribu

tions. 

The Chase Manhattan 'Bank, N.A. ("Chase Manhattan") serves as 

sub-custodian to the funds pursuant to sub-custodian agree

ments with IFTC. Chase Manhattan maintains all securities 

positions, including those through book entry in central 

depositories (Depository Trust Company and the Federal 

Reserve Book Entry System) and performs other custodial 

functions for the funds, such as the collection of invest

ment income. 

CONTROL SYSTEM - KEY TRANSACTION CYCLES: 

Shareholder transactions: 

Shares of the funds may be purchased only through Account 

Executives of E.F. Hutton, except for subsequent purchases 

of Hutton Municipal Fund shares and HIS shares for non

retirement accounts which may be made directly through DST. 

Purchases of fund shares through Account Executives flow 
through the regular E.F. Hutton Order Entry System. The 

transaction information flow for purchases and other sig

nificant shareholder transactions is shown in,the Exhibit at 

the end of this section. The E.F. Hutton Order Entry System 
performs various edit and validation checks on purchase 

transactions entered at the E.F. Hutton branch offices. 

E.F. Hutton systematically transmits purchase transaction 

data to DST on the settlement date of the trades (five busi

ness days after trade date). 
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Shareholders may redeem shares by contacting their Account 

Executive (provided shares are held in non-certificate form) 
or by telephoning or writing to DST. E.F. Hutton 

communicates instructions to DST for redemptions and other 

shareholder transactions, (e.g., transfers of account 

registrations), through a teletype wire system (the "Wire 

System"). The E.F. Hutton HFD Department reviews all 

redemption requests prior to their transmission to DST. 
Such reviews include a "lookup" of the shareholder's account 

on the DST System on a remote inquiry terminal to check 
essential account information and balances. The HFD Depart
ment also handles Account Executives' inquires and requests 
for certain changes to shareholder account registrations. 

The E.F. Hutton Retirement Account Operations ("RAO") 
reviews redemption requests, prior to HFD Department review, 

for shareholder retirement accounts (e.g., IRA, Keogh ac

counts) where E.F. Hutton is the trustee ("EFH Self-Directed 

Accounts"). This review is performed to ascertain that 
requests include all required information, however, no 
lookup of the shareholder's account is performed. RAO is 

also responsible for handling Account Executives' inquiries 
and assisting in setting up Systematic Withdrawal Plans for 
EFH Self-Directed Accounts. 

DST is responsible for recording all shareholder transac
tions transmitted to it by E.F. Hutton or received from 
shareholders in the funds' shareholder records if received 
in "good order". The overall control environment of the DST 
System consists of the following four components: 

1. Organizational and management controls, 
2. Control procedures performed by DST operating 

personnel (manual procedures), 
3. Control features programmed into the DST System 

software (system controls), and 
4. Controls over the electronic data processing (EDP) 

function. 
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Within OST there is one division dedicated to the E.F. 

Hutton funds with well defined reporting lines. OST manage
ment reports that OST processing personnel receive appropri

ate training upon hire and all employees are bonded. 

OST quality control personnel and internal audit groups 
regularly perform reviews of the OST System's internal con

trols and transaction processing. In addition, an indepen
dent "third party" internal accounting control review of the 

OST System is performed annually. No material internal 
control weaknesses were disclosed as a result of the 1985 

"third party" review. 

Portfolio transactions: 

IFTC advises HAM portfolio management of cash available for 

investment; portfolio managers also maintain their own 

records of cash availability. HAM portfolio management 

advises IFTC of portfolio transactions for recording in the 
funds' records and as an authorization to receive or deliver 

securities. IFTC provides instructions to Chase Manhattan 
for transaction settlements. IFTC communicates with HAM 
portfolio management and Chase Manhattan to resolve any 
failed transaction settlements. 

Fund accounting and calculation of net asset value per 
share: 

IFTC maintains the funds' portfolio and accounting records 
on a computerized OST Portfolio' Accounting System. IFTC 
fund accounting personnel record investment, shareholder and 
other transactions in the funds' subsidiary and general 
ledgers. Securities pricing is performed by the system 
based on market prices obtained by system interfaces with 

outside service bureaus and manually entered prices. The 
system automatically calculates net asset value per share 
for review by IFTC personnel. 
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An independent "third party" review of the DST general EDP 

controls and the Portfolio Accounting System application 

controls is performed annually. No material weaknesses 

regarding such controls were disclosed as a result of the 

1985 "third party" review. 

Financial reporting: 

Financial reporting to shareholders is the responsibility of 

the HAM Finance Department. Financial statements and note 

disclosures are prepared by the Finance Department based on 
the records maintained for the funds by IFTC. The financial 
statements and note disclosures are audited by the indepen

dent accountants. The filing requirements for the reports 
on Form N-SAR and the registration statements and amendments 

thereto are determined by the outside legal counsel to the 
funds. The outside legal counsel prepares and files the 
Forms N-SAR and registration statements in coordination with 
the HAM Finance Department and Chief Administrator. 

CONTROL SYSTEM - PRINCIPAL CONTROLS: 

The principal controls for the HIS and Hutton Municipal 
Funds include (i) the separation of duties among the various 

E.F. Hutton departments and agents for the funds (ii) the 

confirmation procedures and (iii) the third party reviews of 

certain data processing systems utilized. Such controls are 
an integral part of the overall control environment as 
discussed in the forepart of this section II. 

* * * * * 

The above E.F. Hutton departments and entities serve to form 
a broad control environment for the HIS and Hutton Municipal 

Funds. The involvement of these various groups provides for 
a complex control environment but also adds a measure of 
control where such groups interact and check each others' 
work. 
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SHARetOLDEB' 
SHAREHOLDER TRANSACTlONS BANK I 

1) PURCHASES 

Regular -
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Account Executive 

- Transfers --
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E.F.HUTTON 
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B.2. HIS AND HUTTON MUNICIPAL FUNDS 

CONTROL OBJECTIVES AND PROCEDURES 
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B.2.a. HIS AND HUTTON MUNICIPAL FUNDS 

SHAREHOLDER TRANSACTIONS 
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Control Objectives 

What procedures are desi~ned to 
provide reasonable assurance that: 

1. All capital stock purchase 
transactions are properly 
authorized. 

(a) Purchases through E.F. 
Hutton 

(b) Purchas~s through transfer 
agent 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

SHAREHOLDER TRANSACTIONS 

PURCHASES 

Coutrol Procedures 

l.(a)(l) In order to process a trade, a prospective 
shareholder must have an account with EFH. 
Standard forms and procedures exist to 
establish an account. 

(2) An application must he completed to 
establish a tax-deferred retirement 
account. Standard procedures exist to 
complete the application. 

(3) Purchase transactions through EFH are 
confirmed by EFH to the client and Account 
Executive. 

(4) Trades settle on settlement date 
automatically (see description at the 
control objectives 4., 7. and 14. below). 

(5) Purchase transactions are confirmed by DST 
to the shareholder and Account Executive. 

(b)(l) All purchase orders sent to the transfer 
agent directly must be for an established 
shareholder account and include payment. 
Shareholders may make subsequent purchases 
of Hutton Municipal Fund shares and HIS 
retirement account purchases through the 
transfer agent. 

(2) All purchase transactions are confirmed by 
DST to the shareholder and Account 
Executive. 

(3) The processing at DST is subject to 
periodic internal quality control reviews 
and a third party review. 
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CommentS/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

2. Purchase orders comrl y with 
minimum purchase do lar 
amounts as set forth In each 
prospectus. 

(a) Purchases through E.F. 
Hutton 

(b) Purchases through transfer 
agent 

3. Purchase orders are not 
accepted for same day pricing 
after 4:00 p.m. "New York 
Citi' (Eastern Standard) time. 

(a) Purchases through E.F. 
Hutton 

(b) Purchases through transfer 
agent 

4. Purchases throufh E.F. Hutton 
settle five bus ness days 
after the order Is accepted. 

5. Adjustments and correctiuns to 
purchase orders placed with 
E.F. Hutton prior to 
settlement date are properly 
authorIzed. 

2.(a) 

(b) 

3. (a) 

(b) 

4. 

5.(a) 

Control Procedures 

Transactions processed through the EFH 
Order Entry System are edited to determine 
that minimum purchase requirements are 
met. 

DST has estabished procedures for 
processing personnel to review orders to 
check required minimum purchase amounts 
are met. The DST System does not edit 
transactions for this requirement. 

The EFH Order Entry System has a 
programmed cut-off at 4:00 p.m. New York 
City time. Mutual fund transactions will 
not be accepted by the system after this 
time. 

DST has established procedures for 
processing personnel to cut-off the 
acceptance of purchase orders fur 
processing in accordance with the 
requirements outlined in each prospectus. 

Established EDP operations routines at EfH 
~rovide for the direct transmission of the 
'Pending file" of detailed transaction 
data to the nST System (computer-to
computer) on settlement date. This takes 
place on the morning of the fifth husiness 
day after the trade date ("T+5"). 

Adjustments (nonmonetary) to purchase 
transactions flow through the EFH Order 
Entry System in the same way that the 
original purchase transactions do as 
described above. Adjustments are cut-off 
011 the fourth businl:!ss day after the trade 
date ("T+4"). 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

6. Purchases made hy check or by 
wirinf federal funds to the 
trans er a~ent bf 4:00 p.m. 
"New York ity" Eastern 
Standard) time are settled on 
the same business day. 

7. ~~l purchase orders placed 
WLtn E.F. Hutton are 
accurately transmitted to the 
transfer agent on settlement 
date and processed. 

Control Procedures 

(b) Corrections "(monetary) are transmitted to 
New York for correction where they are 
reviewed, approved and entered. Account 
Executives may not process such 
corrections directly. 

(c) Corrections are confirmed to the 
shareholder and Account Executive through 
the EFH system. 

(d) The transmission to DST on T+5 
incorporates the adjustments and 
corrections. The updated trades arc 
confirmed to the shareholders and Account 
Executives by DST after processing. 

6. (a) DST dates and time stamps all purchase 
orders upon receipt. DST has established 
procedures to cut off all purchase orders 
at 4:00 P.M. "New York City" time. 

(b) DST has estahlished procedures to review 
such purchase orders and check that 
payments, instructions and other 
shareholder information are in good order. 
Purchases in ~ood order are entered into 
the OST System Eor nightly processing. 

(c) DST confirms all purchases to the 
shareholder and Account Executive. 

(d) EdCh day a report of transaction 
statistics is prepared by UST which 
highlights any processing backlogs by type 
of transaction. DST supervisors monitor 
these reports daily. HAM also reviews 
such reports periodically. 

7.(a) EFH has established EDP contruls tu assure 
the tran"Hlct ions entered intu the EFH 
Order Entry System flow into the "Pending 
File." 

(b) EFH has established EDP cuntrols to assure 
the transmission of the "Pending File" to 
DST on T+5. 

II H-12 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

8. Periodic purchases under 
Check-A-Matic programs are 
proherly authorized and comply 
wit prospectus requirements. 

Control Procedures 

(c) EFH provides DST with updated batch 
control totals of pending purchases for 
each fund everyday. Both DST and EFH 
Cashiering Control persounel reconcile the 
batch control totals to the actual 
purchase transactions transmitted each 
day. EFH Cashiering Control investigates 
and resolves any differences noted. 

(d) The morning after settlement date, DST 
sends a computer record to EFH of all 
purchase transactions accepted by the DST 
System. The EFH computer compares this 
record to its own records and a '~reak 
list" of any exceptions is created. The 
exceptions are investigated and resolved 
by EFH Cashiering Control personnel. 

(e) DST confirms all purchase transactions 
processed to the shareholder and Account 
Executive. 

(f) The purchase transaction charge to the 
client's EFH investment account appears on 
the client's monthly EFH brokerage 
statement. 

8. (a) Shareholders complete a standard 
authorization form for DST to establish a 
Check-A-Matic program and for the 
shareholder's bank to accept preautilorized 
check (PAC) requests for transmission of 
monies to DST. 

(b) The standard form includes all items 
required by the prospectuses. 

(c) The form is reviewed and approved by DST 
personnel prior to entry into the DST 
System. 

(d) Paid PAC checks, ori~inally generated by 
the DST System, are returned to 
shareholders with their bank statements. 

(e) Check-A-Matic purchases are confirmed by 
OST to the shareholder and Account 
Executive. 

II K-13 

CommentS/Recommendations 

Control design is considered 
adequate. 



Control Objectives 

9. Purchases are effected using 
the net asset value per share 
next determined after receipt 
of the order. 

10. The aptro~riate sales charge 
is app ie to purchases of 
Hutton Munici~al Fund capital 
shares, inclu ing those 
pursuant to rights of 
accumulation and Letters of 
Intent. 

(a) Purchases through E. F. 
Hutton 

9.(a) 

Control Procedures 

IFTC fund accounting (record keeping agent 
for the funds) provides the DST corporate 
actions department with the closing net 
asset value (NAV) per share for each fund 
at the end of each day along with the 
change in NAV per share from the previous 
day. The corporate actions department 
enters ~he daily prices into the DST 
System. 

(b) To help check that a correct NAV price is 
entered into the system, DST procedures 
require that the current NAV per share and 
the change from the previous day be 
entered into the system. The system 
calculates the change in NAV per share and 
compares it to the change entered. The 
changes must agree or the new NAV price is 
not accepted. 

(c) The application of the current NAV per 
share to the transactions is part of the 
regular nightly processing routines which 
operate under system controls. These 
controls are subject to a third party 
review and the DST processing of 
transactions is subject to periodic 
internal quality control reviews. 

(d) Confirms to shareholders and Account 
Executives include transaction prices. 

10.(a)(I) The EFH Order Entry System calculates the 
appropriate sales charge based on the rate 
indicated on the sales order by the 
Account Executive. This is done so that 
only net sales proceeds are scnt to the 
fund for transactions processed through 
E.F. Hutton. 

(2) The DST System also calculates the sales 
charges for purchases through EFH. The 
net dollar amounts calculated by DST 
should agree to the amounts calculated and 
transmitted by EFH. Differences are 
identified and resolved in the daily cash 
reconciliation process at DST. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

(b) Purchases through transfer 
agent. 

11. Purchase transactions are ac
curate!! recorded In the 
shareho der accounts on a 
tIme!y basis. 

12. Purchase transactions are ac
curate!! confIrmed to 
shareho ders and Account 
ExecutIves. 

13. Capital shares issued 
reconcile to monies received 
for such purchases. 

Control Procedures 

(3) Purchases of shares through EFH are 
confirmed to the shareholder and Account 
Executive by both EFH and DST. 

(b) (1) The sales charge on purchases of Hutton 
Municipal Fund shares is calculated by the 
nST System based on rights of accumulation 
information or Letters of Intent supplied 
directly by the shareholder or through 
EFH. 

(2) 

(3) 

11. (a) 

DST quality control and internal audit 
personnel perform reviews of DST ord~r 
processing periodically. 

DST confirms all purchases to the 
shareholders and Account Executives. 

Transactions are edited and balanced 
through the DST System daily. 

(b) Daily cash reconciliations are prepared at 
DST. 

(c) Exceptions are resolved by DST personnel. 

(d) Transactions processed are confirmed to 
the shareholders and Account Executives. 

l2.(a) Confirmations to shareholders and Account 
Executives are automatically produced by 
the EFH Order Entry System if the trade 
was transmitted through such system. 

(b) Confirmations to shareholders and Account 
Executives are generated by the nST System 
as part of the normal processing routines. 

13. (a) DST and IFTC reconcile capital share 
activity to cash receipts reflected on 
fund custody bank statements (see further 
description at 14(c) below). 

(b) The reconciliation is performed-hy DST 
personnel independent of the transaction 
processing areas. 

II K-lS 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

14. Monies for purchase orders 
placed with E.F. Hutton are 
transmitted to the custodian 
on settlement date. 

15. Capital shares certificates 
are properly controlled. 

16. The fund shares are legally 
registered for sale in the 
states in which sales are 
made, and the registration 
fees are properly computed and 
paid. 

Control Procedures 

l4.(a} Each day the EFH Order Entry System 
produces a Daily Mutual Fund Trading 
Activity Report which indicates the net 
cash due to the funds for all pending 
settlement dates. This information is 
reported to OST each day by telex wire. 

(b) On the morning of settlement date EFH 
Cashiering Control authorizes a wire 
transfer of monies from EFH to each fund's 
bank account at the custodian. Collection 
of amounts due from shareholders is the 
responsibility of individual Account 
Executives at the branch offices. 
Personnel at the transfer agent reconcile 
cash transfers to information previously 
received by telex wire. 

(c) Monies received by IFTC are transferred 
into fund custody accounts at IFTC and are 
available on morning of T+6. OST 
personnel reconcile monies received from 
EFH to information previously provided by 
telex wire and to the processed 
shareholder transactions. 

l5.{a) Certificates are issued by OST only upon 
written request from the shareholder or 
EFH (based on shareholder request). 

16. 

(b)' There is a certificate log on the OST 
System indicating the sequence of 
certificates issued and their current 
status. 

(c) There are manual controls over used, not 
used and voided certificates. 

(d) Blank certificates are under physical 
control and subject to periodic physical 
counts by personnel independent of the EDP 
and certificate processing areas. 

(e) These procedures are subject to internal 
as well as third party reviews. 

HAM relies on the funds' outside legal 
counsel to regi.ster shares of the funds in 
states in which shares are sold and that 
registration fees are properly computed 
and filing requirements are met. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

11. Additional shares are 
registered in each state and 
become effective with 
sufficient time to preclude 
sales in excess of shares 
registered. 

l1.(a} 

Control Procedures 

HAM has its outside legal counsel prepare 
compliance calendars or otherwise advise 
it of dates by which additional shares 
should he registered in each state. HAM 
receives totals of shares sold in each 
state on a monthly basis and submits such 
information to the fund's outside legal 
counsel. 

(b) Outside legal counsel has been engaged to 
compare shares sold to shares registered 
and coordinate with the operations 
department personnel at HAm to register 
shares with sufficient time to preclude 
excess sales. 

TI K-11 

Comments/Recommendations 

11-1 HAM should assign an officer 
or employee the responsi
bility to monitor reports 
prepared by outside counsel 
for consistency with fund 
sales data. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. All capital share redem1tion 
transactions are proper y 
authorized and in good order. 

(a) Redemptions through E.F. 
Hutton 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

SHAREHOLDER TRANSACTIONS 

REOEMPTIONS 

Control Procedures 

l.(a)(l) Redemptions through F..F. Hutton are 
initiated by the shareholder contacting his 
or her Account Executive. Account 
Executives transmit all redemption 
requests, including the required 
shareholder account and transaction 
information, by wire to the E.F. Hutton HFD 
Department (regular accounts) or to the 
E.F. Hutton Retirement Account Operations 
department (EFH Self-Directed Accounts). 

(2) Personnel at the HFD Department review each 
redemption requt!st to determine if it is in 
good order. Redemption orders for shares 
held in EFH Self-Directed Accounts are 
initially reviewed by the Retirement 
Account Operations department and then 
transmitted to the HFO Department by wire. 
HFO confirms the essential information by 
viewing the shareholder's account on the 
OST System via a remote terminal. If 
everything is in good order, HFD wires the 
request to DST. 

(3) nST personnel perform a similar review ~nd, 
if everything is in order, the request 1S 
entered into the DST System for nightly 
processing., 

(4) The nST System performs edit and validation 
checks on all requests during processing. 

(5) DST confirms all transactions to 
shareholders and Account Executives. 

II H-IR 

COiDIoents/Recommendat ions 

Control design is considered 
adequate. 



Control Objectives 

(b) RedemQtions through 
transfer agent 

2. Redemption requests accepted 
by E.F. Hutton are promptly 
and accurately transmItted to 
the transfer agent. 

3. Redemption reruests in excess 
of account ba ances are not 
processed. 

(a) Redemptions through E.F. 
Hutton 

Control Procedures 

l.(b)(l) The DST review and entry process is 
essentially the same as described at 
l.(a) (3) - (5) above, plus DST personnel 
ascertain whether the requests include 
proper endorsements and signature 
guarantees. 

2. 

(2) Redemption checks and sharehold~r orders 
are reviewed by the DST processing 
department prior to distribution of the 
checks. 

(3) The processing at DST is subject to a third 
party review. 

The HFD Department wilL not accept orders 
after 1:00 p.m. New York time in accordance 
with prospectus ~uidelines. HFD personnel 
review and assemble orders in batches which 
are wired to the transfer agent by 
2:00 p.m. New York City time for same day 
processing. 

3.(a)(1) The,HFD I)epartment,reviews the sharehol
der s account bdlance on a remote DST 
inquiry terminal to ensure the request does 
not exceed the balance in the account. If 
it is in excess, the request is rejected 
and ref~rred hack to the respective Account 
Executive. If it is not in excess, the 
request is wired to OST for processing. 

(2) OST personnel receiving redemption request 
wires from ~FH also review the 
shareholder's account balance prior to 
processing the transaction. If it exceeds 
the account balance it is rejected and 
referred back to HFD. If not, it is 
processed. 

II H-19 

Comments/Recommendations 

1-1 Daily quality control reviews 
of redemption orders sent 
directly to DST should be 
performed by DST personnel 
independent of the processing 
function who should ascertain 
that any processing errors and 
transactions listed on 
exception reports are followed 
up and corrected. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives Control Procedures Comments/Recommendations 

(b) Redemptions through 
transfer agent 

4. For shares held in certificate 
form, the certificates are 
returned to the transfer agent 
prior to effecting the 
redemption request. 

5. Redemption requests are not 
accepted for same dar ericing 
after the times spec fLed in 
the prospectuses. 

(a) Processed through E.F. 
Hutton 

3.(b) 

4. (a) 

(3) During the nightly batch cycle, the DST 
System edits the transaction to confirm the 
request does not exceed the account 
balance. If it does, the transaction is 
rejected and printed on an edit error 
listing for resolution with EFH. 

The process is the same as 3.(a)(2) and (3) 
above except that DST resolves rejected 
items by communication with the shareholder 
directly. 

Such redemptions must be processed directly 
through DST. 

(b) DST personnel review the shareholder's 
account on the system to determine if 
shares are held in certificate form. If 
so, personnel check to ascertain the 
appropriate certificates accompany the 
request with proper endorsements and 
signature guarantees. These personnel 
cancel the certificates and process the 
transaction. 

(c) The HFI> Department checks redemption 
requests submitted through EFH by viewing 
the shareholder account nn a DST inquiry 
termindl to be certain shares arc not held 
in certificate form. If they are, the 
request is rejected and the Accuunt 
Executive is notified to instruct the 
shareholder to forward the request to DST 
directly. 

5. (a) (l) Account F:xecllt ives are made aware of cut
offs through internal EFH written 
instructions and the prospectuses. 

(2) The EFH wire system time and date stamps 
all wires transmitted. 

(3) EFH persunnel responsible for forwarding 
wire redemption requests to the transfer 
agent monitor the cut-offs. 
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Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives Control Procedures 

(4) DST personnel are instructed not to process 
redemption requests for same day pricing if 
received after the cut-off time. 

(b) Processed through transfer 5.(b)(I) nST personnel time and date stamp all 
agent direct redemption requests upon receipt. 

6. Redemptions under Systematic 
Withdrawal Plans are made in 
accordance with prospectus 
guidelines. 

(a) Regular accounts 

(2) nST personnel are instructed not to process 
redemption requests for same day pricing if 
received after the cut-off time specified 
in the prospectus. 

6.(a)(I) Normal processing procedures require the 
shareholder to complete a standard request 
form for a Systematic Withdrawal Plan (SWP) 
which incorporates the prospectus 
requirements. 

(2) The form is submitted to the Account 
Executive who forwards it to DST. 

(3) OST personnel review the request arid enter 
the essential information into the DST 
system. 

(4) The system generates the periodic 
redemption checks during the normal 
processing routines. 

(5) Checks are mailed to the shareholders by 
DST personnel independent of the processing 
areas, or the checks are deposited in a EFH 
Kansas City branch account and recorded as 
credits to the shareholders' EFH investment 
accounts. The funds are availahle to the 
shareholder on the morning following the 
day of deposit. 

(6) All redemption transactions are confirmed 
to the shareholders and Account Executives. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives Control Procedures 

(b) EFH Self-Directed Accounts 6.(b)(1) The process is essentially the same as 
described in 6.(a) above except the request 
form is submitted through the EFH 
Retirement Account Operations department. 

(c) IFTC retirement accounts 

7.' Redemptions are effected at 
the net asset value per share 
next determined after receipt 
of the request in "good 
order". 

6.(c) 

7. (a) 

(2) Redemption checks are returned to 
Retirement Account Operations to be 
processed 'and credited to the shareholders' 
EFH investment accounts. 

The process is the same as described in 
6.(a) above except the checks are mailed 
directly to the shareholders. 

See procedures described for control 
objective 9. under Purchases. 

(b) The procedures and controls described for 
the control objectives (1)-(6) above serve 
to check that the transactions are entered 
at the proper time and in accordance with 
prospectus guidelines. 

(c) Transact iOIlS are con firmed to the 
shareholders and Account Executives and 
such confirms include the NAV prices used. 
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Comments/Recommendatlons 

6-1 Systematic withdrawal plan 
redemption checks should not be 
returned to personnel 
responsible for forwarding 
instructions to the transfer 
agent. This condition is 
mitigated somewhat by the 
confirmation of redemptions to 
shareholders by DST, however, 
internal controls would be 
strengthened if such checks 
were credited directly to the 
client's investment account 
other than through Retirement 
Account Operations. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

8. Redemstions are accurately 
recor ed in the shareholder 
accounts on a timely basis. 

9. The correct contingent 
deferred sales charge is 
imposed on HIS redemptions. 

8. (a) 

Control Procedures 

The DST System performs edit and validation 
routines covering shareholder fund code. 
name. account balance. etc. and produces 
edit listings of rejected items. 

(b) Edit listings of rejected items are 
reviewed and resolved by DST personnel 
daily. 

(c) Shareholders are provided with a nST 
statement of their account as a part of the 
confirmation process after every 
transaction "and periodically as specified 
in the prospectus. 

9. (a) The charge may be waived in certa~n cases. 
This is noted on redemption orders and 
entered into the system so that no deferred 
sales charge is applied. 

(b) If applicable, the DST System calculates 
the deferred sales charge in accordance 
with prospectus guidelines wherever 
possible. Oue to certain limitations of 
the current system, this is not always 
possible and the systelo rejects such 
transactions. The charge is then 
calculated manually by nST personnel. 

(c) All redemptiun checks and related 
documentation are reviewed after processing 
by the processing department. 

(d) Redemptions, including the deferred sales 
charges. are confirmed by DST to the 
shareholders and Account Executives. 

II B- 2 3 

Comments/Recommendations 

Control design is considered 
adequate. 

9-1 DST. under the supervision of 
HAM. is in the process of 
enhancing its system to calcu
late the contingent deferred 
sales charge for all HIS 
redemption orders processed. 
HAM should continue to check 
the calculation of the deferred 
sales charge. at least monthly, 
through the implementation of 
the DST System enhancements, 
and thereafter. quarterly. 

9-2 See recommendation at 1-1 ahove 
in this Redemptions section. 



Control Objectives 

10. Redemption lroceeds are 
promptl! pa d to redeeming 
shareho ders. 

10. (a) 

Control Procedures 

Redemption checks are produced by DST as a 
normal part of the nightly processing 
routines. 

(b) Checks are distributed and/or mailed 
subject to established procedures on the 
day after the nightly processing. 

(c) For shareholders who wish the redemption 
proceeds to be credited to their EFH 
investment account, the checks are batched 
and delivered to the EFH Kansas City branch 
and deposited. The redemption proceeds are 
keyed into the E.F. Hutton system at the 
Kansas City office and are reflected in the 
shareholders' accounts the following 
morning. These funds are available to 
shareholders when reflected in their 
accounts. 

(d) Cash payments for redemp,tion are reflected 
on the DST "supersheets' which are 
reconciled to each fund's custodian bank 
account activity. 

(e) Redemptions are confirmed by DST to the 
shareholders and Account Executives. 

(f) If redemption proceeds are credited to the 
shareholder's EFH investment account, this 
will appear on the monthly brokerage 
statement. 
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Comments/Recommendations 

Control design is considered 
adequate. 



Control Objectives 

11. Redemptions processed 
reconcile to monies disbursed 
for such transactions. 

12. Redemptions are accurately 
confirmed to shareholders and 
Account Executives. 

11. (a) 

Control Procedures 

Capital stock activity as reflected in the 
"supersheets" is reconciled daily to the 
cash activity reflected in. the fund's 
custody bank account. 

(b) Reconciliations are performed by a separate 
department at DST charged with this 
responsibility and by IFTC fund accounting 
personnel. 

12.(a) Confirmations to the shareholders and 
Account Executives are produced as a normal 
part of the DST System processing routines. 

(b) The DST system is subject to a third party 
review. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objective~. 

What procedures are designed to 
provide reasonable assurance that: 

1. Exchanges and transfers of fund 
shares are properly authorized 
in accordance with prospectus 
guidelines. 

(a) Processed through E.F. 
Hutton 

(b) Processed through transfer. 
agent 

2. No sales charge or other fees 
are charged for exchanges or
Hutton MunIcipal Fund shares. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

SHAREHOLDER TRANSACTIONS 

EXCHANGES, TRANSFERS AND SHAREHOLDER ACCOUNT MAINTENANCE 

Control Procedures 

l.(a)(l) The shareholder instructs his or her 
Account Executive to place an order for 
the exchange or transfer. 

(2) Account Executives wire instructions 
directly to DST for exchanges and to the 
E.F. Hutton HFD Department for transfers 
(registration changes). The HFD 
Department reviews transfer requests and 
then wires instructions to DST. All wires 
are time and date stamped. 

(3) DST personnel review exchange and transfer 
requests and compare the shareholder 
information to the shareholder's account 
on the DST System. 

(4) Trans<lctions are then processed in the 
normal processing cycle and confirmed to 
the shareholder and Account F:xecutive. 

l.(b)(l) For exchanges, the shareholder may call or 
send written instructions to DST directly. 
Phone call requests are tape recorded. 

2. (a) 

(2) For transfers, a shareholder must provide 
written instructions and a signature 
guarantee to DST. 

(3) See control procedures 1.(a)(3) and (4) 
above. 

The DST System is programmed to exclude 
the sales charge calculation on exchanges 
of Hutton Municipal Fund shares. 
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CommentS/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

3. No contingent deferred sales 
charge is imposed on exchanges 
of HIS shares. 

4. Exchanges and transfers in 
excess of account balances are 
not processed. 

5. Exchanges are valued at the 
proper dollar/share amounts. 

Control Procedures 

(b) DST confirms exchanges of fund shares, 
including share prices and amounts and 
dollar amounts, to the shareholders and 
Account Executives. 

(c) DST transaction processing is subject to 
periodic internal quality control reviews 
and a third party review. 

3.(a) The DST System is programmed to exclude 
the contingent deferred sales charge 
calculation on exchanges of HIS shares. 

(b) DST confirms exchanges of fund shares to 
the shareholders and Account Executives. 

(c). DST transaction processing is subject to 
periodic internal quality control reviews 
and a third party review. 

4. (a) PST personnel review each exchange and 
transfer request and compare transaction 
amounts to the shareholder's account 
balance to ensure it is not in excess. 

(b) The DST System edits each request against 
the shareholder's account balance and 
rejects transfers in excess of the account 
balance. Exchange requests in excess of 
the account balance are processed but only 
to the extent of the account balance. 

(c) The transactions are confirmed to the 
shareholders and Account Executive. 

(d) DST transaction processing is subject to 
periodic illternal quality control reviews 
and a third party review. 

5.(a) The DST System edits and processes both 
sides of the transaction at the same time 
and applies the NAV price entered into the 
system for the day to determine the number 
of shares sold and new shares received. 
See description of procedures for entering 
NAV prices at 9. under Purchases. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

6. All exchanges and transfers are 
accurately recorded In the 
shareholder accounts on a timely 
oasis . 

7. Maintenance changes to 
shareholder accounts are 
properly authorIzed. 

(a) Processed through E.F. 
Hutton 

(b) Processed through transfer 
agent 

Control Procedures 

(b) Both sides of-the transaction are 
confirmed to the shareholder and Account 
Executive including the dollar amounts and 
share prices and amounts. 

6. (a) DST personnel are instructed that 
exchanges are to be processed, if the 
request is received in "good order" by 
4:00 p.m. New York City time. 

(b) The DST System provides appropriate edit 
and validation routines as described 
above. 

(c) The DST System has internal balancing 
routines and prints out of balance 
conditions on an exception report for 
investigation. 

(d) DST confirms all transactions to the 
shareholder.s and Account Executive. 

(e) DST transaction processing is subject to 
internal quality control reviews and a 
third party review. 

7.(a)(1) Instructions are communicated by the 
shareholder to the Account Executive who 
wires them to DST. 

(2) DST personnel review the request and the 
shareholder's account and process the 
change. 

(3) Confirms are generated by the system for 
any change in an account and sent to the 
shareholder and Account Executive. 

(4) Shareholder account maintenance is subject 
to periodic internal quality control 
reviews and a third party review. 

7.(b)(1) The process is as described at 7(a) (2) -
(4) . 
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comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

8. Maintenance changes to 
shareholder accounts are 
processed on a tImely basis. 

9. Exchanges
fi 

transfers and other 
account c an es are confirmed to 

Account 

10. Shareholder correspondence and 
communications are adequately 
monitored. 

Control Procedures 

8.(a) These transactions are monitored by DST 
supervisors using reports detailing 
transaction statistics and status. 

(b) Statements to shareholders ~ndicate 
whether or not such changes were made as 
would the lack of a confirmation of a 
change to the shareholder and Account 
Executive. 

9. (a) Confirms are produced as a result of regu
lar system processing routines. Confirms 
are mailed by persons independent of 
transaction processing. 

10. 

(b) In the case of a change of address, DST 
sends a confirmation to the shareholder at 
the new address and to the Account 
Executive. 

(c) The OST System is subject to a third party 
review. 

The nature and volume of shareholder 
correspondence and telephone inquiries is 
monitored by DST management through use of 
statistical reports, which also indicate 
response times, and hy direct contact with 
employees responsible for such matters. 
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Comments/Recommendations 

Control design is considered 
adequate. 

9-1 Control design is considered 
adequate, except for changes 
of shareholders' addresses. 
For changes of shareholders' 
addresses, DST should he 
instructed to send confirma
tions to the old addresses as 
well as the new addresses, 
which would provide additional 
assurance that shareholders 
receive notification of all 
changes. 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Dividend and distribution rates 
are properly authorized. 

2. ShareholdeTs begin to receive 
dividends as specified in the 
prospectuses. 

3. Dividends and distributions are 
~erly processed and recorded 
111 the shareholder accounts. 

4. Dividend and distribution~
ments and reinvestments are pro
cessed in accordance with share
holder elections. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON HUNICIPAL FUNDS 

SHAREHOLDER TRANSACTIONS 

INVESTMENT INCOME DIVIDENDS AND CAPITAL GAIN DISTRIBUTIONS 

1.(a) 

Control Procedures 

Dividend and capital gain distribution 
rates are approved by the Board of 
Directors of each fund. Such resolutions 
are reflected in the minutes of the 
Directors meetings. 

(b) The amount of the distribution is 
communicated to the transfer agent by a 
designated fund officer. 

(c) For other than daily dividends which are 
determined by IFTC as approved by the 
funds, periodic dividends and distributions 
are determined and approved by fund 
officers. 

2.(a) 

3. (a) 

The DST System is programmed to begin pro
cessing dividends and distribution~ to 
shareholder accounts as of the dates speci
fied in the fund prospectuses. 

The DST System calculates the dividends and 
distributions applicable to each share
holder's account. 

(b) Amounts credited to shareholder accounts 
are aggregated and reconciled to the total 
amount declared. Differences are 
investigated and resolved. 

(c) Dividends and d istribut ions are confirmed 
to the shareholders and Account Executives. 

4. (a) The shareholder makes a formal election on 
initial purchase and can modify the elec
tion by communicating with the Account 
Executive or UST. 

II H-30 

Comments/RecolDmend~tions 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

s. Dividend and distribution checks 
are processed on a t{mel~ basis 
and adequately controlle . 

6. Dividends and distributions are 
confirmed to shareholders and 
Account Executives. 

7. Dividend and distribution infor
mation is accurately reported to 
snarehOTO~rs and the Internal 
Revenue Service (IRS). 

Control Procedures 

(b) DST personnel enter dividend and 
distribution elections and any subsequent 
changes into the system. The system 
automatically produces a check or reinvests 
the dividends and distributions as 
specified on payment dates. 

(c) Dividends and distributions reinvested are 
confirmed to the shareholders and Account 
Executives. 

s. (a) The DST System produces checks during 
nightly processing for designated payment 
date. 

6. 

7. 

(b) DST produces daily reports showing all 
processing and cash activity which are 
reviewed by DST and IFTC personnel who are 
familiar with regular processing routines. 

(c) Dividend and distrihution payments are 
confirmed to shareholders and Account 
Executives and reflected on monthly 
statements. 

(d) Used, unused and voided check stock are 
maintained under numerical control and are 
reconciled periodically. 

OST confir~s are prepared as a normal part 
of the nST processing routines. 

Dividend and distribution information re
ported to sharehnlders and to the IRS is 
extracted frOID tht~ same shareholder data 
files updated during daily processing. DST 
and fund management assure this information 
is repurted on a timely hasis. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



B.2.b. HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

II B-32 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Portfolio transactions are autho
rized by appropriate personnel. 

2. Oetails of executed and cancelled 
transactions are accurately 
recorded by traders. 

3. All transactions executed are 
accurately and completely commu
nicated to the recordkeepinf 
agent by the Investment adv ser. 

1. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

TRADE INITIATION AND RECORDING 

Control Procedures 

Hutton Asset Management (HAM) makes all 
investment decisions for HIS and the Hutton 
Municipal Funds. HAM portfolio managers and 
traders in New York execute trades and 
document details of transactions on trade 
tickets which are approved in writing by the 
responsible portfolio manager. In the absence 
of the portfolio manager, a designated officer 
of the fund will approve the transaction. 
Employees of IFTC have been instructed not to 
accept trade tickets which are not properly 
authorized. 

2.(a) Portfolio managers and traders confirm details 
of transactions with contra parties by phone 
or through the Derository Trust Company ID 
System prior to execution. 

(b) Portfolio managers and traders maintain their 
own records of securities positions and 
periodically agree amounts to reports received 
from IFTC. 

3.(a) HAM telecopies the trade tickets to IFTC for 
recording of securities transactions. Trade 
tickets for money market instruments are tele
copied on tradp date; all others on day fol
lowing trade date. 

(b) For all securities except U.S. Government 
securities, control totals of the number or 
amount of trades for the day are used by HAM 
and IFTC. U.S. Government securities 
transactions are confirmed individually. 

(c) HAM personnel compare trade tickets to trans
actions recorded by IFTC on the day following 
trade date for money market instruments and on 
the second day following trade date for all 
other securities. 
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Comments/Recommendations 

Control design is considered 
adequate. 

2-1 Control design is considered 
adequate; however, interest 
purchased on variable rate 
securities should be recomputed 
by HAM to check that amounts 
paid are accurately determined. 

3-1 Control rrocedures are con
sidered adequate for all trans
actions except securities dis
positions rursuant to tender 
offers. HAM should develop and 
implement procedures to 
identify and report to [FTC 
securities tendered for record
ing on appropriate dates. 



Control Objectives 

4. The recordkeepinf agent accu
rately records a I portfolio 
transactions no later than the 
business day following trade 
date. 

5. Investment restrictions set forth 
in lrospectuses are complied with 
inc uding those with respect to: 

Types of investments 
Industry limitations 
Individual issuers 

Control Procedures 

4.(a) IFTC accountants enter portfolio transactions 
into the portfolio accounting system based on 
trade tickets received from HAM. The system 
requires the entry of a security CUSIP number 
and all key fields for each transaction and 
performs extensions and other calculations. 
Transactions are recorded in investment 
related files in an "on-line, real-time" mode. 

(b) Debt maturities and expirations of options and 
futures contracts are identified by the system 
on pending files which are reviewed by IFTC 
accountants and manually accepted for record
ing on effective dates. 

(c) Price quotes obtained from Quotron do not 
contain prices for options after their expira
tion dates. This would be shown on the pric
ing reports. Accountants review pricing 
reports and investigate omitted prices which 
should identify any unrecorded option expira
tions. 

(d) IFTC accountants batch purchase and sale trade 
tickets received from HAM each day and agree 
the control totals (including maturities noted 
at 4(b» to net postings in general ledger 
investment accounts. 

(e) See HAM procedures at 2.(b) above. 

5.(a) Portfolio managers have stated that they are 
knowledgeable of prospectus policies and 
restrictions as well as current portfolio 
positions. Portfolio managers approve all 
portfolio trades. 

(b) For certain funds, portfolio summary sheets 
are prepared which indicate prospectus 
investment restrictions by the HAM Compliance 
Department. 

(c) Every portfolio transaction is checked to a 
tailored compliance checklist of prospectus 
investment restrictions by the HAM Compliance 
Department. 

(d) The Compliance Officer is required to periodi
cally report to the Boards of Directors the 
status of compliance with prospectus policies 
and restrictions. 
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Comments/Recommendations 

4-1 See recommendation to streng
then controls at 3. above. 

5-1 Summary listings of prospectuH 
investment requirements should 
be updaterl or developed, where 
applicable, for use by portfol
io managers. 

5-2 Compliance department check
lists should inclurle all appli
cable prospectus, 1940 Act, 
SEC, and significant IRS re
quirements. 

5-3 All portfolio management ques
tions regarding compliance 
should initially be directed to 
and coordinated by the HAM 
Compliance Officer. 



Control Objectives 

6. Portfolio transactions are in 
compliance with rules and regula
tions under the 1940 Act and with 
restrictions and limitations 
included in state Blue-Sky laws, 
including: 

Portfolio diversification 
Transactions with affiliated 
persons 

7. Prospectus restrictions relating 
to repurchase atreements are 
adhered to, inc uding: 

(a) Credit-worthiness of contra 
parties 

(b) Possession of collateral and 
adequacy of market value 

8. With resp~ct to reverse 
repurchase agreements: 

(a) Agreements are entered into 
only with credit-worthy 
parties. 

(b) Collateral delivered by the 
funds is not excessive. 

Control Procedures 

6.(a) See procedures described at 5. above. 

(b) Information regarding compliance is prepared 
by the Compliance Officer. 

(c) HAM relies on the funds' outside legal counsel 
to ascertain that all restrictions and 
limitations included in the various states 
securities laws are included as restrictions 
and limitations in the funds' objectives and 
policies which are monitored as noted at 5. 
above. 

7.(a) 1. The Boards of Directors have adopted 
written procedures regarding repurchase 
agreements. 

2. HAM monitors the credit-worthiness of 
contra parties and presently conducts 
transactions only with primary dealers. 
The listing of approved dealers is reviewed 
by the Board of Directors annually. 

(b) 1. The funds hav~ written agreements with all 
of their contra parties. 

2. Sub-custodian procedures provide for 
amounts to be paid only against r~ceipt of 
collateral. 

3. Portfolio managers and traders ascertain 
the adequacy of collateral upon entering 
into the transaction. 

8.(a) See procedur~s described at 7.(a) above. 

(b) The sub-custodian delivers securities only 
against payment in accordance with its 
contract. 
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Comments/Recommendations 

6-1 See recommendations under 5. 
above. 

7-1 HAM should continue efforts to 
have all dealers 'sign a rec~ntly 
revised repurchase agreement and 
ensure all agreements properly 
perfect a security interest in 
collateral received~ 

7-2 HAM should consider estahlishing 
limits for outstanding 
repurchase agreements with 
individual conta parties. 

7-3 See Recommendation No. 10 in 
the Letter in this report. 

8-1 See recommendation 7-1 above. 

8-2 ~AM should improve procedures 
to check that the lDark~t value 
of collat~ral delivered for 
reverse repurchase agreements 
is npt excess i ve. 



Control Objectives 

(c) Agreements are entered into 
only when investments with a 
more Favorable interest rate 
are available. 

(d) Sufficient cash or liquid 
assets are maintained in a 
segregated account to cover 
the amount of obligations. 

9. With resaect to when-issued and 
aerayed eIivery securities: 

(a) Transactions are appropri
ately identified and reported 
to IFTC. 

(b) Sufficient cash and liquid 
assets are maintained in a 
segregated account to cover 
the related liability. 

Control Procedures 

(c) Portfolio managers are charged with responsi
bility to enter into reverse repos only when 
proceeds may be invested at a higher rate. 

(d) Portfolio managers and traders identify 
collateral to be held in a segregated account 
by the sub-custodian and ascertain that 
initial market value segregated is in excess 
of the related liability. 

9.(a) Portfolio managers and trdders identify such 
transactions on trade tickets telecopied to 
IFTC. 

(b) Portfolio managers and traders identify cash 
and or liquid assets to be held in a 
segregated account by the sub-custodian and 
are responsible to check the value of such 
assets is sufficient. 

10. SufficiAPt collateral is held by 10. 
llie funds for loans of port folio 
securities. 

Portfolio managers have stated that as a mat
ter of internal policy, portfolio securities 
lending is not performed. Responsibility for 
adherence to internal policy is vested in 
portfolio managers under general supervision 
of fund management. 

11. Futures transactions are con
dUcted with approved and 
creditworthy parties and mar~in 
calls are properly calculate 
and approved. 

11. (a) Futures contracts are limited to the HIS 
Government Securities Series. 

(b) The Government Securities Series clears 
futures contracts and margin calls through 
the IfTC/sub-custodian. The sub-custodian 
agreement and credit-worthiness have been 
approved by HAM. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

9-1 HAM should improve procedures 
to determine the adequacy of 
the value of segregated assets 
underlying liabilities for 
when-issued and delayed 
delivery securities throughout 
the period such commitments 
are outstanding. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

11-1 Portfulio managers Hnd traders 
should verify margin require
ments for futures contracts 
determined by the subcustodiall 
periodically (at least weekly) 
and authorize all related cash 
movements in writing. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Oeliveries and recei~ts of secu
rities • including t ose effected 
through book entry procedures, 
and related cash movements are 
based upon appropriate 
authorization. 

2. Securities are delivered only 
~on receipt of parment, and 
payment is made on y upon receipt 
of securities by the sub-custo
dian. 

3. Differences on transaction set
tlements are promptly identified 
and resolved. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

TRADE SETTLEMENT 

Control Procedures 

l.(a) IFTC instructs the sub-custodian to receive 
and deliver securities and cash for trade 
settlements by way of an authorization form 
signed by two IFTC authorized signers. Forms 
are completed based on trade tickets received 
from HAM and are telecopied by IFTC to desig
nated personnel at the sub-custodian. 

(b) Sub-custodian personnel are instructed to 
agree securities settling to appropriate 
authorizations and to report any discrepancies 
to IFTC for follow-up with the HAM portfolio 
managers. 

(c) IFTC accountants agree actual movements of 
cash and securities reflected on daily bank 
statements to pending securities settlements 
and money market transactions recorded on the 
portfolio accounting system. 

2.(a) The sub-custodian ~as established procedures 
to receive and deliver cash and securities 
only in exchange for amounts indicated on lFTC 
authorization forms. 

(b) See description of procedures at l(b) above. 

3.(a) The system automatically creates a pending 
settlement record for each securities transac
tion recorded, except for transactions with 
same day settlement, such as money market 
transactions. 

(b) 11,':[,,' accountants agree actual settlements 
reflected on daily bank statements to pending 
settlement records and follow-up on 
differences noted. Settlement records for 
Hutton funds must he cleared manually on the 
system. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

4. Fails are promptly investigated 
and resolved. 

Control Procedures 

(c) In recording cash transactions and reversing 
receivables and payables for securities 
transactions, IFTC accountants are instructed 
to identify settlement differences. I FTC 
accountants and supervisors are responsible to 
resolve differences with the sub-custodian and 
HAM. 

4.(a) Fails are identified by IFTC and sub-custodian 
procedures described at 1. and 3. above. IFTC 
accountants and supervisors are responsible to 
contact HAM portfolio managers or traders and 
the sub-custodian to resolve fails. 

(b) Upon notification of fails from IFTC or 
brokers, HAM portfolio traders investigate 
fails and follow up until resolved. 
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Comments/Recommendations 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Securities are held by an inde
pendent custodian; personnel 
responsible for custOda of 
'securities are tnde en ent of 
accountin~ unct ons or other 
incompati Ie duties. 

2. Assets held by sub-custodian are 
properly segregated. Securities 
are periodically counted or com
pared to amounts held in a cen
tral depository account. 

3. Securities are appropriatel* 
registered in the name of t e 
fund or appropriate nominee. 

4. Statements of holdints are 
periodically reconci ed to the 
accounting records. 

1. 

2. 

3. 

4. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

SAFEKEEPING 

Control Procedures 

All securities are held under fund custody 
agreements with IFTC, an independent bank. 
Physical securities and book entry positions 
in central depositories (Depository Trust 
Company and Federal Reserve) are actually 
maintained by Chase Manhattan (under sub
custodian agreements with IFTC which the funds 
have approved). Chase Manhattan personnel 
responsible for custody of securities have no 
fund accounting responsibilities. 

Securities positions are maintained by the 
subcustodian in separate accounts for each 
fund. Physical securities are segregated by 
fund. The sub-custodian has established 
procedures to periodically count securities 
held physically and to reconcile positions 
maintained by book entry. 

Securities are usually maintained by book 
entry- in central depositories (DTC and Federal 
Reserve) if eligible. Other securities are 
registered in a subcustodian nominee name 
except for certain municipal obligations which 
are maintained in the existing registration 
upon acquisition 'to facilitate the collection 
of interest earned and subsequent 
transactions. 

IFTC has established procedures to reconcile 
statements of holdings prepared by the sub
custo'dian to the fund accounting records each 
month. Reconciliations are performed for each 
fund and all positions recorded on the fund's 
records are reconciled. ReconciliRtions are 
reviewed and approved by IFTC supervisors. 

II 13-39 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

3-1 Control design is considered 
adequate; however, HAM should 
consider requiring all 
municipal obligations to be 
registered in an appropriate 
nominee name. 

4-1 Control design is considered 
adequate; however, HAM 
personnel should review IFTC 
reconciliations of investment 
balances to sub-custodian 
holdings on a monthly basis: 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Dividend declarations and other 
corrorate actions are properly 
mon tored and recorded. 

2. Interest income is grocerly 
accrued on a daily aSLS. 

3. Interest rate chan es on variable 
rate lnstruments are prom~t y 
IOentified and reflected n the 
computation of interest income. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

INCOME RECORDING AND COLLECTION 

Control Procedures 

l.(a) The DST portfolio accounting system 
automatically identifies (through an interface 
with outside services) cash dividends and 
corporate actions (e.g., stock splits and 
stock dividends) and sets up entries to record 
such·items. IFTC accountants review dividends 
and corporate actions identified by the system 
and "accept" entries for recording. I FTC 
accountants review The Wall Street Journal and 
Standard & Poor's dividend reports to identify 
any dividends or corporate actions not 
reported by the outside service. 

(b) IFTC accountants are instructed to consult 
supervisors for recording of securities cost 
adjustments for corporate actions. 

(c) IFTC accountants review significant securities 
market price fluctuations to identify divi
dends and corporate actions as part of their 
daily review of sec~rities valuations. 

(d) Designated HAM trader assistants review 
dividends recorded by IFTC for the funds. 

2.(a) The accounting system automatically accrues 
interest income on debt instruments based on 
data entered when recording securities 
purchases. 

(b) Interest accruals in the aggregate are 
reviewed as part of daily analysis of the 
change in net asset value per share or yield. 

3.(a) HAM portfolio managers are responsible for 
obtaining interest rate changes and reporting 
such changes to IFTC for recording. 

(b) [FTC accountants antiCipate regular interest 
rate changes and contact HAM portfolio 
managers in the absence of notification. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

3-1 Control design is considered 
adequate; however, control 
would be enhanced if IFTC 
personnel checked rate changes 
supplied by HAM, at least on a 
sample basis, and checked 
interest rates for instruments 
where regular changes are not 
made, on a monthly basis. 



Control Objectives 

4. Non-tax-exempt interest is appro
priately identIfIed for the 
Hutton MunicIpal Funds. 

5. Ap1ropriate follow-up procedures 
ex st with ressect to past-due 
receIvables an wIth respect to 
dIscresancIes between amounts 
accrue and amounts receIved. 

6. Bond discounts and premiums are 
properly amortIzed. 

7. Premiums rec~ived on options are 
accounted for properly. 

Control Procedures 

4. IFTC has established manual procedures to 
identify and accumulate non-tax-exempt 
interest for these funds. IFTC personnel 
review year-to-date income journals to 
accumulate this information. 

5.(a) IFTC accountants record the receipt of 
interest and dividends as shown on daily bank 
statements. Differences between amounts ac
crued and received are identified by IFTC 
accountants in reversing receivables. 

(b) Amounts not received on payment dates are 
automatically moved by the system to past due 
receivable general ledger accounts and are 
recorded on past due income reports. 

(c) IFTC has established procedures for accoun
tants to investigate and resolve discrepancies 
and amounts not received with the sub
custodian. 

(d) The HAM equity group receiyes IFTC reports on 
dividends receivable an~ follows up with IFTC 
on past due amounts. 

6.(a) The accounting system automatically calculates 
and records the amortization of discounts and 
premiums on bonds to maturity/call based on 
data entered for securities acquisition. 

(b) Information regarding original issue discount, 
market discount and other items requiring 
special tax treatment is manually accumulated 
by IFTC personnel under the supervision of the 
funds' independent accountants. 

7.(a) IFTC accountants record premiums received on 
options upon instructions from the funds' 
portfolio managers (see procedures at 3. and 
4. under Trade Initiation and Recording). 
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Comments/Recommendations 

4-1 Control design is considered 
adequate; however, efficiency 
could be improved by identi
fying non-tax-exempt issuers 
upon acquisition and 
programming the system to 
accrue non-qualifying interest 
in a separate general ledger 
account. 

5-1 Control design is considered 
adequate, however, designated 
HAM personnel should review 
IFTC reports of past due 
interest income on a monthly 
basis. 

6-1 Control design is considered 
adequate for financial report
ing purposes; however, see 
recommendations 1-1 and 1-3 
under Compliance with Federal 
and State Tax Regulations. 

Control design is considered 
adequate. 



Control Objectives 

8. Realized gains and losses are 
properly computed and classified. 

Control Procedures 

(b) IFTC has established procedures to mark-to
market such amounts and record a realized gain 
or loss upon the expiration or disposition of 
an option. 

8.(a) When securities dispositions are recorded by 
IFTC accountants, the portfolio accounting 
system automatically selects the securities 
lots sold based on a programmed method, unless 
specifically identified by the portfolio 
manager. The system also calculates the 
realized gain or loss and classification as 
less than 3 months, 3-6 months or over 6 
months. 

(b) IFTC accountants review the reasonableness of 
recorded realized gains and losses determined 
by the system daily as part of the review of 
net asset value per share. 
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Comments/Recommendations 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that 
the funds do not suffer economic 
loss or loss of cash availability 
for investment from: 

1. Failed securities transactions. 

2. Uncollected or partiall~ 
collected income as of ay 
following payable date. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

PORTFOLIO TRANSACTIONS 

CREDIT ON FAILED SECUIUTIES TRANSACTIONS 
AND UNCOLLECTED INCOME 

Control Procedures 

l.(a) The daily cash availability amounts reported 
by the custodian include all trades that 
should settle for the day. 

(b) The HAM short-term portfolio manager attempts 
to invest all available cash reported at least 
on an overnight basis (and not more than the 
reported amount.) The custodian identifies 
additional cash credit balances resulting from 
failed securities purchase transactions and 
gives the fuods credit on their custodian fees 
as a percentage of the 90 day Treasury Bill 
rate. Credits are not given in excess of the 
custodian fees for the year. 

2.(a) For interest and dividends on securities held 
in a central depository (OTC), as well as 
coupon debeotures, the custodian gives cash 
availability to the funds on day following 
receipt, except for U.S. Government securities 
and other federal funds instruments where cash 
availability is given on payable date. 

(b) See IFTC and HAM procedures for the follow-up 
of past du~ income for the control objec
tive 5. under the Income Recording and 
Collection section. 
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Comments/RecomlDendations 

1-1 Control design is considered 
adequate; however, HAM should 
review with IFTC ways to 
utilize fail credits not 
utilized during the year. 

2-1 Control design is considered 
adequate; however, see 
recommendation 5-1 under the 
Income Recording and Collection 
section. 



B.2.c. HIS AND HUTTON MUNICIPAL FUNDS 

CASH/ACCOUNTS PAYABLE/EXPENSES 

II B-44 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Cash disbursements and re
cetpts are su~ject to aspro
pr ate author zation an 
review. 

2. Recorded cash disbursements/ 
receipts res resent afgregate 
sayments an collect ons 
uring the period and are 

properlS a7plied in reduction 
of pala Ie receivable balances 
or ot er appropriate accounts. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

CASH/ACCOUNTS PAYABLE/EXPENSES 

CASH 

Control Procedures 

1.(a) The custodian agreements with IFTC specify the 
levels of authorization required for various 
cash activities. IFTC maintains listings of 
authorized signatories. 

(b) Cash dishursements and receipts in connection 
with securities transactions are authorized as 
described at 1. under the Trade Initiation and 
Recording section. 

(c) Cash disbursements for expenses are made by 
IFTC after receiving written authorization 
from HAM. 

(d) IFTC has established procedures to control 
transfers of monies into or out of fund 
custody bank accounts. Such control proce
dures include the requirement that all trans
fers be approved by two IFTC authorized 
signers. 

2.(a) IFTC bank account reconciliation procedures 
(see description at 3. below) require that all 
cash receipts and disbursements are accounted 
for and recorded. 

(b) IFTC procedures for reviewing and recording 
trade settlements (see description at 3. under 
Trade Settlement section above) require that 
associated cash is recorded and applied to 
trade payable/receivable balances. 

(c) IFTC procedures for recording receipt of in
terest and dividends (see description at 5. 
under Income Recording and Collection section 
above) require that such amounts are recorded 
and applied to the appropriate receivahle 
balances. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives Control Procedures 

(d) Procedures for the authorization of disburse
ments for expenses (see description at 1. 
under Accounts Payable and Expenses section) 
provide for the proper recording of such 
amounts. Authorizations prepared by HAM and 
IFTC personnel indicate the applicable fund. 
Such disbursements are actually made from an 
IFTC general disbursement account which is 
funded by transfers of monies from fund bank 
accounts, authorized as described at l.{d) 
above. 

3. Bank reconciliations and 3. IFTC has established procedures for accoun
tants to reconcile bank statements for each 
fund daily. Accountants are required to 
account for all cash activity, as described at 
2. above, and reconcile ending bank balances 
to general ledgers. Bank reconciliations are 
approved by supervisory personnel. 

related procedures are ade-
quate to assure that activity 
and balances reflected in bank 
statements have been properly 
recorded. 

4. Cash transactions and require
ments are properly monitored 
to erovide assurance that cash 
obl1tations can be met and 
port olio manafers are aware 
of cash availa Ie for 
investment. 

4.{a) IFTC prepares a daily cash availability 
worksheet for each fund. All activity 
affecting cash balances is considered, 
including shareholder transactions and 
securities trade settlements and maturities. 
Every morning IFTC reports each fund's cash 
available for investment to HAM portfolio 
management. 

(b) Cash flow projections are furnished to HAM 
short-term portfolio managers continuously 
throughout the day until the final cash work
sheet is prepared no later than 12:30 p.m. New 
York City time. 

(c) HAM portfolio managers and traders maintain 
their own records of cash available for 
investment and compare their balances to those 
reported by IFTC for reasonableness. 

(d) Actual cash transactions are authorized and 
reviewed by procedures described at 1. and 2. 
above. 
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Comments/Recommendations 

3-1 Control design is considered 
adequate; however, HAM 
personnel should review IFTC 
bank reconciliations on a 
monthly basis. 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Expenses are profierly authorized 
and borne by eac fund in accor
dance with current agreements and 
the prospectus. 

2. With respect to HIS general 
expenses are property allocated 
among the series. 

1. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

CASH/ACCOUNTS PAYABLE/EXPENSES 

ACCOUNTS PAYABLE AND EXPENSES 

Control Procedures 

HAM personnel review and approve expense 
invoices and other charges for the funds. 
Approved expenses are transmitted to IFTC for 
payment. 

2.(a) HAM identifies expenses relating to individual 
series and general expenses to be allocated 
among the series, such as directors' fees, 
accounting and legal expenses. HAM determines 
the allocation of general expenses in 
accordance with prospectus guidelines. 

(b) IFTC records the allocation of general 
expenses to the series as authorized by HAM. 

3. Ex enses are for 3.(a) HAM develops an expense budget and accrual 
_i_n~t~h_e __ d_a.-i_l~y ____ ~F-~~~~~~n~e~t rates for each fund which are provided to 
asset value per IFTC. For expenses other than investment 

advisory and distribution fees which are 
calculated and accrued separately, IFTC 
accrues an amount each day based on the 
information supplied by HAM. 

(b) IFTC reviews the reasonableness of daily ex
pense accruals as part of the daily analysis 
of the change in net asset value per share or 
yield (see description at 5. below). 

(c) HAM and IFTC analyze expense accruals and 
rates in detail semi-annually to determine 
their reasonableness and any required 
adjustments. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

3-1 HAM Finance Department person
nel should monitor the accuracy 
of expense accruals at least on 
a monthly basis. 

3-2 Consideration of the require
ments of Rule 2a-4, including 
an analysis of the impact on 
capital share activity, should 
be documented by the HAM 
Finance Department personnel 
for the adjustment of expense 
accruals and rates. Formal, 
written documentation for 
expense adjustments should be 
provided to IFTC. 



Control Objectives 

4. Expense limitations pursuant 
state securities refulations 
monitored and compl ed with 
appropriately. 

to 
are 

5. Investment advisora fees are 
eroperly calculate and recorded 
1n accordance with current advi
sory agreements and prospectus 
disclosure. 

6. Distribution fees are ~roperly 
calculated and recorde in 
accordance with the Distribution 
Plan and prospectus disclosure. 

Control Procedures 

4.(a) IFTC personnel monitor compliance with 
applicable expense limitations, as required, 
to properly reflect net asset value per share. 

(b) IFTC reviews expense limitations in 
conjunction with its monthly financial 
reporting to HAM. 

(c) HAM reviews compliance with expense 
limitations as part of their semiannual review 
of expenses. 

5.(a) HAM is responsible for providing IFTC with 
current advisory fee rates as specified in 
current advisory agreements and prospectuses. 

(b) IFTC fund accounting personnel enter current 
advisory fee rates into the accounting system, 
except for the HIS Short Term Investment 
Series for which the fee calculation is 
performed manually. The system automatically 
calculates the advisory fees based on daily 
net assets and accrues such amounts. 

(c) HAM personnel review fund advisory fees for 
reasonableness on a monthly basis. 

(d) See description of IFTC NAV calculation review 
procedures at 5.(b) under Fund Accounting and 
Calculation of Net Asset Value Per Share 
section below. 

6.(a) \lAM is responsible for advising IFTC of any 
changes in the distribution plan status or fee 
structure. 

(b) IFTC calculates the distribution fee for HIS 
on a manual basis. IFTC obtains information 
regarding capital share activity from reports 
produced by the DST System and other data 
prepared by DST. Daily net asset information 
is obtained from fund accounting records. 

(c) See description of IFTC NAV review procedures 
at 5.(b) under Fund Accounting and Calculation 
of Net Asset Value Per Share section below. 
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commentS/Recommendations 

4-1 See recommendations at 3. 
above. 

5-1 Control design is considered 
adequate; however, HAM Finance 
Department personnel should 
check IFTC's calculations of 
advisory fees on a quarterly 
basis and as of the effective 
dates of any rate changes. 

6-1 See Recommendation No. 7 in the 
Letter in this report. 



B.2.d. HIS AND HUTTON MUNICIPAL FUNDS 

FUND ACCOUNTING AND CALCULATION OF NET 

ASSET VALUE PER SHARE 

II B-49 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Journal entries and other 
accounting input are appro
priately reviewed and approved. 

2. All assets and liabilities of the 
fund are reflected in the 
com1utation of net asset value on 
a t mely basis. 

o Assets and liabilities used 
in net asset value 
computations agree with 
underlying ledger balances. 

o Subsidiary ledgers and 
journals are in agreement 
with related general ledger 
accounts. 

o Inclusion of all securities 
positions in the net asset 
value computation. 

E.F. HUTTON & COMPANY INC. 

HIS AND HUTTON MUNICIPAL FUNDS 

FUND ACCOUNTING AND CALCULATION OF 
NET ASSET VALUE PER SHARE 

Control Procedures 

l.(a) Investment transactions are authorized and 
recorded transactions are reviewed by IFTC 
and HAM personnel as described under Trade 
Initiation and Recording. 

(b) The accounting system automatically sets up 
journal entries to record trade settlements, 
maturities, dividends, etc.; however, IFTC 
accountants must enter an "acceptance" into 
the system prior to actual recording. Accrual 
of interest is automatically recorded by the 
system. 

(c) IFTC has established procedures for fund 
administrators to file manually prepared 
support for all miscellaneous journal entries 
in posting books which are reviewed by 
supervisors. 

2.(a) The computation of net asset value is 
performed automatically by the system for each 
fund at the end of the day. IFTC fund 
administrators are instructed to check 
portfolio trades, journal entries and other 
system updates entered prior to the pricing of 
the portfolio (see 3. below) and calculation 
of NAV. 

(b) Since the DST portfolio accounting system 
calculates net asset value per share, the 
current general ledger balances are used in 
the computations. 

(c) Transactions recorded by IFTC are recorded in 
an "on-line, real-time" mode by the system and 
investment related files are updated at the 
same time. This helps to check that 
subsidiary ledgers and journals are in 
agreement with general ledger accounts. 
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Comments/Recommendations 

Control design is considered 
adequate. 

2-1 Control design is considered 
adequat~; however, considera
tion of the requirements of 
Rule 2a-4, including an 
analysis of the impact on 
capital share activity, should 
be documented by the HAM 
Finance Department personnel. 
Formal written documentation 
for adjustments should be 
provided to IFTC. 



Control Objectives 

3. Securities are properly valued. 

o Valuations are in accordance 
with policies set forth in 
prospectuses. 

o Significant or unusual 
changes in market prices 
are investigated. 

Control Procedures 

(d) The system highlights out-of-balance 
conditions (including differences between 
subsidiary and general ledgers) on various 
reports. IFTC accountants are instructed to 
investigate such conditions immediately. 

(e) Procedures described under the Trade 
Initiation and Recording section and those 
above provide for all securities to be 
recorded and investment subsidiary ledgers to 
be in agreement with the general ledger. 

3.(a) Fund management at HAM are responsible for 
advising IFTC of fund securities pricing 
policies as set forth in prospectuses and any 
changes thereto. 

(b) IFTC obtains market prices for securities, as 
specified in prospectuses, through system 
interface with outside pricing services 
(Quotron and J.J. Kenney), except for 
corporate bond U.S. Government and certain 
other securities where prices are supplied by . 
HAM. 

(c) Market prices for corporate bonds, U.S. 
Government and certain other securities are 
based on quotations obtained by HAM portfolio 
management from brokers and market makers for 
!FTC. 

(d) IFTC accountants review market prices for 
reasonableness by reviewing a pricing 
stratification report which indicates 
significant changes in prices and omitted 
prices. Accountants are instructed to 
investigate significant changes and omitted 
prices immediately which are also reviewed by 
supervisors. The change in each fund's total 
portfolio market value is also reviewed for 
reasonableness as part of the daily analysis 
of the change in net asset value per share. 
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Comments/Recommendations 

3-1 Adjustments to securities 
valuations and pr1c1ng errors 
should be evaluated by HAM 
Finance Department personnel 
giving consideration to the 
requirements of Rule 2a-4. The 
disposition should be 
documented in writing by 
Compliance Department personnel 
and approved by management. 

3-2 HAM should establish procedures 
for a second individual to 
check prices obtained and 
telecopied to IFTC for GNMA 
securities. 

3-3 HAM should establish procedures 
to check securities prices 
obtained by IFTC to an 
independent source on a test 
basis, especially for thinly 
traded securities such as 
municipal bonds. 

3-4 For equity portfolios, the 
portfolio managers or traders 
should adhere to established 
procedures and review securi
ties valuations performed by 
IFTC. 



Control Objectives 

4. The correct number of outstanding 
ca~ital shares is used in the 
ca culation of net asset value 
per share". 

5. The net asset value per share 
computation is properly reviewed 
and approved. 

6. For mone~ market funds usin, the 
"amortIze cost method to va ue 
securities and compute net asset 
value, procedures are adequate to 
determine the extent of deviation 
from market value and that such 
valuations are appropriate. 

Control Procedures 

(e) The HAM long-term taxable and tax-exempt bond 
portfolio management groups review IFTC 
securities valuations for reasonableness. 

4.{a) IFTC accountants record shareholder activity 
based on information supplied by EFH, for 
share purchases through EFH, and reports 
produced on the DST System. Since purchases 
through EFH have a normal 5 Dusiness day 
settlement period, EFH provides DST and IFTC 
with their total purchase amounts for each 
fund on day following trade date. IFTC 
converts dollar amounts to shares based on 
trade date NAV per share when recording EFH 
purchases. 

(b) IFTC accountants reconcile capital shares 
recorded on each fund's accounting records to 
DST's daily report of outstanding shares. 

(c) DST has established extensive system and 
processing controls to provide assurance that 
shareholder activity is properly processed and 
reported to system users. See Shareholder 
Transactions section for further description 
of procedures. 

5.{a) IFTC accountants investigate significant 
changes in securities prices as described at 
3.{d) above. Supervisors review dispositions. 

6. 

(b) IFTC requires that an analysis of the change 
in net asset value per share, or yield for 
money market funds, be prepared each day and 
approved by supervisors prior to the issuance 
of fund prices. These analyses are performed 
by completion of standard Net Asset 
Rollforward schedules for equity or bond funds 
and money market funds. The Rollforward 
schedules isolate the components of the change 
in net assets from the beginning to the end of 
the day. 

The HAM Compliance Department checks 
investments made by money market funds for 
compliance with Rule 2a-7 of the 1940 Act and 
certain related procedures adopted by the 
Board of Directors. 
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Comments/Recommendations 

Control design is considered 
adequate. 

5-1 Control design is considered 
adequate with respect to 
procedures performed by IfTC; 
however, HAM should review the 
Net Asset Rollforward schedules 
and calculations of net asset 
value per share for each fund 
on a monthly basis. 

6-1 See Recommendation No. Il in 
the Letter in this report. 



Control Objectives 

7. State expense limitations are 
properly monitored and 
reimbursements are made, if 
applicable. 

8. Books and records are maintained 
in accordance with Rules 31a-I, 
31a-2 and 31a-3 under the 1940 
Act. 

Control Procedures 

7.(a) State expense limitations are reviewed by the 
manager of the HAM Finance Department and the 
funds' independent accountants on a semi
annual basis. 

(b) IFTC reviews expense limitations on a monthly 
basis. 

8.(a) The funds' custodian agreements affix 
responsibility with IFTC for the proper 
maintenance of accounting and related records. 
The custodian agreements also provide for the 
funds' ownership of and accessibility to such 
records. 

(b) The IFTC accounting manual includes these 
rules and the records appear suitably designed 
to facilitate compliance. 
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Comments/Recommendations 

7-1 State expense limitations 
should be reviewed on a monthly 
basis by the HAM Finance 
Department, particularly in 
start-up situations. 

Control design is considered 
adequate. 



B.2.e. HIS AND HUTTON MUNICIPAL FUNDS 

FINANCIAL REPORTING 
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Control Objectives 

A. Annual and semi-annual reports to 
shareholders 

What procedures are designed to 
provide reasonable assurance that: 

1. The financial statements in
cluded in the annual and semi
annual reports to shareholders 
are prefared on the basis of 
atpropr ate su~porting data and 
f nal trial ba ances. 

2. Proposed adjustments by the 
rndependent accountants are 
reviewed and approved or waived 
h"y an appropriate or-rrCTal of 
Hutton Asset Management. 

E.F. HUTTON & COMPANY INC. 

filS AND HUTTON MUNICIPAL FUNDS 

fINANCIAL REPORTING 

Control Procedures 

l.(a) The funds have ,a third-party recordkeeping 
agent whose procedures include controls 
designed to check that general ledger 
transactions are properly accumulated, 
classified and summarized in the accounts and 
that closing entries are reviewed and approved 
by authorized personnel. 

(b) Monthly statements of assets and liabilities 
and operations are prepared by the 
recordkeeping agent and furnished to the HAM 
Finance Department. The financial statements 
to be included in the semi-annual and annual 
reports are prepared from these financial 
statements by the manager of the HAM Finance 
Department. 

(c) The draft financial statements are then 
reviewed by the fund's independent accountants 
for the funds and agreed to or reconciled to 
the balances on the funds' general ledgers. 

(d) The annual financial statements are subject to 
an examination in accordance with generally 
accepted auditing standards. The semi-annual 
financial statements are subject to a more 
limited review by the independent accountants. 

2.(a) Established procedures require that the 
independent accountants review the proposed 
adjustments developed during the annual 
examination with the ~anager of the HAM 
Finance Department. 

IT Ii- 55 

Comments/Recommendations 

1-1 Control design is considered 
adequate. 

2-1 Control design is considered 
adequate. 



3. 

C.ontrol Objectives 

The annual and semi-annual 
financial statements included in 
the respective reports to share
holders are fairly presented in 
accordance with generally ac
cepted accounting principles. 

4. The financial statements in
crwa.?d in the annual ana-semi
annual reports include all the 
~isclosures required by 
Regulation s-x for regulated 
investment companies. 

Control Procedures 

(b) The manaGer of Finance is responsible for 
lIuthorizing the recording or waiving of such 
adjustments. 

(c) The recording of any adjustments in the 
accounting records of the fund is the 
responsihility of IITC and this is verified by 
the independent accountants. 

(d) Both the manager of the Finance Department and 
the independent accountants determine that any 
agreed upon adjustments have been reflected in 
the financial statements of the fund prior to 
approving the final draft for printing. 

3.(a) HAM Finance Department drafts the financial 
statements of the funds and informally 
compares the disclosures therein to the 
financial statements of the prior year. 
Matters arising during the year which would 
i~pact financial accounting policies or 
disclosure are addressed as they arise and are 
considered in the preparation of the annual 
and semi-annual financial statements. 

4. 

(b) HAM relies on its independent accountants to 
determine that the financial statements are 
fairly presented in accordance with generally 
accepted accounting principles, disclosures 
made therein comply with such principles and 
the accounting policies disclosed therein are 
the policies followed by each fund during the 
period reported on. 

HAM relies on its independent accountants to 
determine that all disclosure required by 
Regulation S-X is included in the financial 
statements of the funds. 
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Comments/Recomllendations 

3-1 HAM should estahlish formal 
procedures to review the 
financial statements for fair 
presentation in accordance with 
generally accepted accounting 
principles and should consider 
the development and use of an 
appropriate checklist. 

4-1 HAM Finance Department should 
perform a review for compliance 
with the applicahle requirements 
of Regulation S-X and with 
Section 30(d) and Rule JOd of 
the 1940 Act to check that all 
disclosures required by federal 
securities laws are included. A 
comprehensive checklist should 
be developed for this purpose 
and completed and initialed hy 
the HAM Finance Department 
manager for each fund. 



Control Objectives 

5. The financial information in 
management's discussIon and the 
other financial InformatIon 
included In the annual report is 
COOSTstent wlth the financIal 
statements and is materIally 
correct. 

6. The annual and semi-annual 
reports, including the financial 
statements, are revIewed and 
approved by the appro*rIate 
levels of management efore 
issuance. 

7. The annual and semi-annual 
hC~drts are mailed to share-

o ers nnd are sent to the 
Secur{tr~~ and Exchange Commis
~on a tImely basis. 

Control Procedures 

5.(a) The other financial information included in 
the annual report is prepared from data 
supplied by the recordkeeping agent or from 
information disclosed in the financial 
statements. 

(b) HAM Finance Department is responsible for 
supplying and/or checking all of the other 
financial information included in the annual 
and semi-annual reports. 

(c) The independent accountants review the other 
data included in the annual report and verify 
to the extent possible that it is consistent 
with the audited financial statements. 

6.(a) The manager of the HAM Finance Department is 
responsible for the final review and approval 
of the annual and semi-annual financial 
statements and other financial information 
included in the annual and semi-annual 
reports. 

(b) The Chief Administrator of the funds also 
reviews all the information included in the 
annual report other than the financial state
ments. 

7.(a) Outside legal counsel advises HAM through the 
use of compliance calendars of the filing and 
mailing due dates for annual and semi-annual 
reports. 

(b) The manager of the Finance Department at HAM 
is responsible for coordinating the 
preparation of the financi.al statements and 
the reports in order to effect timely 
printing, mailing and filing. 

(c) The Chief Administrator ~(."i tors tlw status of 
the preparatioJl uf su!.:h n~ports with the 
F i/lance Dcpa rtlllent mllnagcr. 
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CommentS/Recommendations 

4-2 Procedures to update the check
list referred to in 4-1 for 
Changes in regulations should be 
established. 

5-1 Control design is considered 
adequate. 

6-1 Control design is considered 
adequate. 

7-1 Control design is considered 
adequate. 



Control Objectives 

8. Annual and semi-annual reports on 
Form N-SAR 

What procedures are designed to 
provide reasonable assurance that: 

1. The information included in Form 
N-SAR is accurate and complete 
and includes all required infor
mation. 

Control Procedures 

(d) The HAM Finance Department manager is 
responsible for checking that reports are 
printed and sent to IFTC for timely mailing to 
shareholders. HAM also follows up and 
receives verbal representation from IFTC that 
such reports have been mailed on time. 

(e) Outside legal counsel is requested to file 
reports to the SEC on a timely basis. 

1.(a) HAM is notified of the N-SAR filing 
requirements by outside legal counsel to the 
funds. 

(b) HAM relies on outside legal counsel to request 
the information required by them to properly 
prepare Form N-SAR. Outside legal counsel 
makes a written request of the Chief 
Administrator and others within HAM for' the 
information needed. 

(c) The Chief Administrator delegates the 
gathering of the information and coordination 
with outside legal counsel to the flAM Finance 
Department manager or the Compliance Officer. 
The designated manager separates the 
requirements and obtains the information 
required from the recordkeeping agent and the 
applicable devartments within HAM and 
furnishes such information to outside legal 
counsel. 

(d) The funds' N-SARs are reviewed by the Finance 
Department manager, who is responsible for 
checking the financial information included 
therein and copies of the N-SARs are sent to 
the independent accountants who check the 
accuracy of the other financial information 
included therein. 
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Comments/Recommendations 

1-1 Control design is considered 
adequate. 



2. 

Control Objectives 

The N-SAR is reviewed and ap
proved by the a~propriate levels 
of managment pr or to fIling. 

C. Registration statement - Form N-IA 

What procedures are designed to 
provide reasonable assurance that: 

1. The financial information in
cluded in Form N-IA is consis
tent with the annual financial 
statements and/or the books and 
records of the fund. 

2. 

1. 

Control Procedures 

Once the HAM Finance Department manager 
approves the N-SAR it is reviewed by the Chief 
Administrator and sent to outside legal 
counsel for filing with the SEC on a timely 
basis. 

See procedures described for preparation of 
financial 'information in Form N-1A under the 
section Compliance with the Securities Act of 
1933 . 

11 K-'ic) 

Comments/Recommendations 

2-1 Control design is considered 
adequate. 

1-1 Control design is considered 
adequate. 
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C. CASH FUNDS 



C.l. CASH FUNDS 

OVERVIEW 
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E.F. HUTTON & COMPANY INC. 

INVESTMENT PRODUCTS: 

CASH FUNDS 

OVERVIEW 

The Cash Fund and CRM invest in a variety of debt 
instruments maturing in less than one year. The Cash Fund 
is available exclusively to participants in E.F. Hutton's 
Asset Management Account ("AMA") program or its Asset 
Reserve Account ("ARA") program. These accounts combine an 
E.F. Hutton securities margin account, "a checking privilege 

on an account maintained" at Provident National Bank of 

Philadelphia ("Provident Bank"), and an investment in a 

money market fund; the AMA Account also features an American 
Express Gold Card. CRM is available to E.F. Hutton 
customers who are not AMA/ARA participants. 

MCRM invests in short term obligations the interest of which 
is exempt from Federal income taxes. The Government Fund 

invests in obligations issued or guaranteed by the United 
States or its agencies or instrumentalities. Each fund is 

available both to AMA/ARA participants and to other E.F. 
Hutton customers. 

All four funds are "money market funds" that seek to provide 
current income while maintaining liquidity and a constant 
net asset value of $1.00 per share. 
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CONTROL SYSTEM - KEY PARTICIPANTS: 

E.F. Hutton & Company Inc. ("EFH") acts as distributor for 

the cash funds. Contact with the transfer agent is the 

principal responsibility of the Money Market Instruments 

Department ("MMI"). Individual Account Executives have 

principal responsibility for contact with customers. 

Hutton Asset Management ("HAM") provides investment advisory 

services to the funds. Portfolio managers are responsible 
for decisions regarding the purchase and sale of portfolio 

securities. Compliance Department personnel are responsible 

for monitoring various matters relating to each fund's com

pliance with applicable regulatory requirements. The 

Finance Department is responsible for matters relating to 

external and internal financial reporting. 

'Bank of New England, National Association ("BNE") is the 

Funds' custodian and trans fer age.nt. BNE' s Operations group 

carries out the transfer agency function. The Custody 

Department performs the daily accounting for the funds. The 

Accounting Control group performs a·variety of checking 

procedures with respect to work performed by other BNE 

departments. 

Bankers Trust Company ("Bankers Trust") is the sub-custodian 

for the funds, holding and processing these securities which 

must be held in physical form as compared to book entry. 

BNE performs custodial functions for securities held in Fed 

book entry. 
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CONTROL SYSTEM - KEY TRANSACTION CYCLES: 

There are several key transaction cycles affecting capital 

shares: 

- Shareholders may purchase or redeem shares by direct wire 

transactions with BNE. 

- Redemptions may be effected through the use of a 

checkwriting privilege. 

- Purchase and redemption orders also may be placed with the 
customer's account executive, who transmits entries 
through the EFH order entry system. 

- Customers may request that the proceeds of a securities 

sale be used to purchase shares on the transaction's 

settlement date. Securities purchases will be paid for 

through redemption of shares, unless the customer requests 

otherwise. 

- AMA/ARA shareholder transactions are automatically gener

ated as Free Credit Balances achieve levels necessary to 
trigger automatic purchases, and as charges to the par

ticipant accounts (including both the brokerage account 

and checks written against the participant's account with 

Provident Bank) trigger redemptions. 

BNE Custody advises HAM portfolio managers of cash availa

bility, based upon information received from BNE Operations 

regarding shareholder transactions. HAM portfolio managers 
advise BNE Custody of portfolio transactions; BNE Custody 

updates cash availability for such transactions as well as 
any additional information received from BNE Operations. 

BNE Custody authorizes settlement by its Fed book entry area 

or by Bankers Trust's cage. 
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BNE Custody records the investment, shareholder and other 

transactions in the general ledger and performs the daily. 

calculation of net asset value and determines the dividend 

rate. BNE Operations computes, on a daily basis, dividends 

payable to shareholders, posts these to shareholders' indi

viduals dividends payable accounts and monthly pays (through 

EFH) or reinvests the dividends. 

CONTROL SYSTEM - PRINCIPAL CONTROLS: 

A principal control surrounding the shareholder transactions 

of the cash funds is the dual processing and recordkeeping 

by the transfer agent (BNE) and the distributor (EFH). BNE 

periodically furnishes to EFH a computer tape containing 

shareholders' positions in each fund. MMI runs this tape 

against EFH records and creates a "break list" of discrepan

cies between the two sets of records. MMI is responsible 

for investigating and resolving these discrepancies and 

documenting the disposition of each item. 

Another principal control surrounding the Funds is the exis

tence of a separate Accounting Control department at BNE. 

This department performs (or reviews) a variety of key rec

onciliations and procedures, independent of the departments 

originating the processing. Apart from the actual perfor

mance of the procedures, the existence of a separate group 
dedicated to control functions tends to strengthen the 

control environment. 

It should be noted that many of the BNE controls with 

respect to portfolio transactions and fund ac~ounting 

described in this report are manual; BNE is in the process 

of implementing an automated fund accounting system. 

Implementation is expected to be completed during 1986, at 

which point some of the manual controls identified in this 

report may be superseded by application controls designed to 

achieve the same objective. 
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C.2. CASH FUNDS 

CONTROL OBJECTIVES AND PROCEDURES 
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C.2.a. CASH FUNDS 

SHAREHOLDER TRANSACTIONS 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Capital stock purchase trans
actions are properly author
ized. 

(a) Purchases through F..F. 
Hutton 

(b) BNE wire purchases 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

SHAREHOLDER TRANSACTIONS 

PURCHASES 

Control Procedures 

l.(a)(l) In order to process a trade, a purchaser 
must have an account with E.F. Hutton. 
Standard forms and procedures exist to 
establish an account. EDP controls provide 
that the ini~ial purchase automatically 
generates the mailing of a prospectus. 

(2) EDP controls provide that proceeds of q 

customer securities transaction will be 
used to purchase cash fund shares on 
settlement date, based upon instructions on 
the order entry ticket for the transaction. 

(3) All purchases are confirmed by f..F. Hutton 
through the customer's monthly statement. 

(4) Responsihility for customer authorization 
is fixed with the Account Executive. 

l.(b)(l) A valid f..F. Hutton account number and 
payment must he furnished with the order; 
HNE will contact E.F. Hutton by telephone 
to verify account numbers if purchaser is 
not on BNE records. 

(2) All purchases are confirmed hy f..F. Hutton 
through the customer's monthly statement. 

II C-8 

Comments/Recommendations 

Control design is considered ade
quate. 



Control Objective 

(c) Automatic investment 

2. Minimum purchase dollar 
amounts are complied with as 
set forth in each prospectus. 

(a) Purchases through E.F. 
Hutton 

(b) BNE wire purchases 

3. Purchase orders are not ac
cepted after cut-off times 
specified in each prospectus. 

(a) Purchases through E.F. 
Hutton 

(b) BNE wire purchases 

Control Procedures 

l.(c)(l) An AMA/ARA Account application must be 
processed prior to participation in the 
program. 

2.(a) 

(b) 

3.(a) 

(b) 

(2) EDP controls in the E.F. Hutton systems 
provide that transactions are initiated in 
accordance with AMA/ARA account procedures. 

(3) All automatic purchases are confirmed by 
E. F. Hutton through customer monthly 
statement. 

Edit and valioation routines in the E.F. 
Hutton Order Entry system test for adher
ence to dollar minimums. 

Individual transactions are subject to 
manual review by BNF. clerical personnel for 
adherence to dollar minimums. 

EDP operating procedures require that the 
F..F. Hutton Order Entry system cut off 
purchase orders at 2:00 PM. Cash fund 
transactions will not be accepted after 
this cut-off. Wire order entry personnel 
are responsible for time and date stamping 
of all orders at the branch offices. 

Staff responsible for processing orders are 
adviseo of cut-off times by memoranda and 
are responsible for adherence thereto. 
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Comments/Recommendations 

Control design is considered ade
quate. 

3-1 Control design is consioered 
adequate; however controls would 
be enhanced by periodically 
reviewing the job control log to 
check that the job effecting 
cut-off is run at the appro
priate time. 



Control Objective 

4. Purchase orders received by 4.(a) 
E. F. Hutton are promptly and 
accurately transmitted to BNE. 

5. paiment for aurchases is prop
er y credite to the funds' 
accounts. 

(a) Purchases through E.F. 
Hutton. 

(b) BNE wire purchases 

6. AMA/ARA account purchases are 
executed in accordance with 
prospectus disclosure. 

(b) 

(c) 

5.(a) 

(b) 

(a) Free credit balances are 6.(a) 
defined in a manner con-
sistent with each prospec-
tus. 

(b) Free credit balances are 
invested upon exceeding 
the minimum level speci
fied in each prospectus. 

(b) 

Control Procedures Comments/Recommendations 

Application controls are established to Control design is considered ade-
determine that all orders flow into the quate. 
pending" file and are maintained there until 
transmission to BNE. 

Data transmission controls (including moni
toring of totals) are established to pro
vide that data received by BNE are 
complete. 

Periodic running of the "break list" by 
E. F. Hutton identifie~ any discrepancies 
between shareholder positions reflected by 
BNE and E.F. Hutton. 

BNE effects a single net daily settlement 
with E.F. Hutton, reflecting all share
holder activity received from E.F. Hutton 
for the four cash funds. A "daily recon
ciliation" worksheet, which summarizes 
total activity for each of the four funds 
by eight transaction types, is agreed upon 
by both parties prior to the wire transfer 
being effected. 

Direct purchases from shareholders are 
accepted upon the receipt of payment by 
Federal Funds wire. 

The E.F. Hutton [OP application which 
performs "good funds analysis" is designed 
to identify "Free Credit Balances" which 
are available to a participant on demand 
and which may he transferred from a par
ticipant's securities account without giv
ing rise to interest charges. 

The EDP application which performs the 
"sweep" is designed to be consistent with 
prospectus disclosures. 

II 1.-10 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective Control Procedures Comments/Recommendations 

7. Purchases are accurately 
reflected in shareholder ac
counts on a timely basis. 

7.(a) Periodic running of the "break list" by 
E.F. Hutton identifies any discrepancies 
between shareholder positions reflected by 
BNE and E.F. Hutton. 

Control design is considered ade
quate. 

8. The Fund shares are legally 8. 
regIstered for sale in the 
states in which sales are 
made, and the registration 
fees are properly computed and 
paid. 

(b) Shareholder transactions are confirmed 
through monthly statement to customer and 
Account Executive by E.F. Hutton. 

HAM relies on the funds' outside legal Control design is considered ade-
counsel to register shares of the funds in quate. 
states in which shares are sold and that 
registration fees are properly computed and 
filing requirements are met. 

9. Additional shares are reCis- 9.(a) 
tered in each atate and ecome 
effective with sufficient time 

HAM has its outside legal counsel prepare 9-1 
compliance calendars or otherwise advise it 

HAM should assign an officer or 
employee the responsibility to 
monitor reports prepared·by 
outside counsel for consistency 
with fund share sales data. 

to preclude sales in excess of 
shares registered. 

of dates by which additional shares should 
be registered in each state. HAM receives 
totals of shares sold in each state on a 
monthly basis and submits such information 
to the funds' outside legal counsel. 

(b) Outside legal counsel has been engaged to 
compare shares sold to shares registered 
and coordinates with the operations 
department personnel at HAM to register 
shares with sufficient time to preclude 
exess sales. 

(c) HAM has instructed outside counsel to the 
funds to register shares when they estimate 
that approximately three to six months of 
sales, based on a historical average, may 
occur prior tu exceeding the current 
registered amount. 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Capital stock redemption 
transactions are properly 
authorized. 

(a) Redemptions through E.F. 
Hutton 

(b) BNE wire redemptions 

E.F. HUTTON & COMPANY INC. 

CASH FUNOS 

SHAREHOLOER TRANSACTIONS 

REDEMPTIONS 

Control Procedures 

l.(a)(l) Responsibility for authorization of redemp
t ion requests from shar.!holders is fixed 
with the Account Executive. 

(2) EDP controls provide that cash fund shares 
will be redeemed to pay for customer 
securities purchases on settlement date, 
unless instructions to the contrary are 
indicated on the securities order ticket. 

(3) All redemptions are confirmed through 
monthly E.F. Hutton customer statement. 

l.(b)(l) BNE requires a completed expedited wire 
transaction application with guaranteed 
signature of shareholder. 

(2), BNE personnel verify telephone requests for 
wire redemptions by having caller repeat 
certain account information contained in 
the initial application. 

(3) Telephone conversations are recorded and 
tapes are periodically reviewed by super
visory personnel. 
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Comments/Recommendations 

Control design is considered ade
quate. 



Control Objective 

(c) BNE check redemptions 

(d) Automatic redemptions 

Control Procedures 

l.(c)(l) BNE requires a completed signature card 
(authorized by an E.F. Hutton stamp) and 
verifies signatures on all checks. 

(2) Shareholders receive paid checks at end of 
month. 

l.(d)(l) AMA/ARA account application must be 
processed prior to participation in the 
program. 

(2) EDP controls at E.F. Hutton provide that 
redemption transactions are initiated in 
accordance with each prospectus. 

(3) All automatic redemptions are confirmed by 
F..F. Hutton through monthly AMA/ARA account 
statement. 

Comments/Recommendations 

2. Redemptions requests are in Control design is considered ade-
"good order" as specified in quate. 
each prospectus. 

(a) Redemptions through E.F. 
Hutton 

(b) BNE wire redemptions 

(c) BNE check redemptions 

2. (a) 

(b) 

(c) 

Edit and validation routines at F..F. Hutton 
and BNE test for adequacy of shares owned, 
validity of account number and other 
attributes. 

BNE personnel are responsible for manual 
verification that shareholder application 
authorizing wire redemption is on file and 
that shares owned are adequate. 

BNE edit routines test for minimum amount 
and adequacy of shares owned. Manual 
review tests for signature validity, cur
rentness of dating of check and absence of 
any "stop check" orders. 

3. Redemption orders received by 3.(a} 
t.F. Hutton are promptly and 
accurately transmitted to BNE. 

Application controls ~t E.F. Hutton are 
established to determine that all orders 
flow into the pending file and are main
tained there until transmission to BNE. 

(b) Data transmission controls (including moni
toring of totals) are established to pro
vide that data received by BNE are 
complete. 

(c) Periodic running of "break list" by F..F. 
Hutton identifies any discrepancies between 
shareholder positions reflected by BNE and 
Eo F. Hutton. 
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Control design is considered ade
quate. 



Control Objective 

4. Redemption orders are cut off 
in accordance with prospectus 
disclosures. 

(a) Redemptions through E F. 
Hutton 

(b) BNE wire redemptions 

5. Redemption eroceeds are 
promptly paLd to redeeming 
shareho ders. 

(a) BNE wire transactions 

(b) Redemptions through E.F. 
Hutton 

6. AMA/ARA Account 
redemstions are 
accor ance with 
disclosures. 

automatic 
executed in 
prospectus 

(a) Free credit balances are 
defined in a manner con
sistent with each 
prospectus. 

(b) Debits to participant 
accounts are charged in 
accordance with the 
sequence set forth in each 
prospectus. 

7. Redem~tions are accurately 
recor ed in shareholders ac
counts on a timely basis. 

4. (a) 

(b) 

5. (a) 

(b) 

6. (a) 

(b) 

7.(a) 

Control Procedures 

Established EDP operating procedures re
quire that the order entry system cut off 
redemption orders at 2:00 PM. Cash Fund 
transactions will not be effected after 
this cut-off. Wire order entry personnel 
are responsible for dating and time stamp
ing orders. 

BNE clerks processing redemption orders are 
advised in writing of applicable cut-off 
times and are responsible for adherence 
thereto. 

Redemption proceeds are sent to bank ac
count specified by shareholder and will 
appear on the shareholder's monthly state
ment. 

Redemption ~roceeds are credited to the 
shareholder s account with E.F. Hutton, and 
will appear on the monthly statement sent 
to the shareholder and Account Executive. 

The E.F. Hutton EDP application which 
performs "good funds analysis" is designed 
to identify "Free Credit Balances" which 
are available to a participant on demand 
and which may be transferred from a par
ticipant's securities account without giv
ing rise to interest charges. 

The E.F. Hutton EDP application which per
form the "sweep" is designed to be consis
tent with prospectus disclosure. 

Periodic running of the "break list" by 
E. F. Hutton identifies any discrepancies 
between shareholder positions identified by 
BNE and E.F. Hutton. 
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Comments/Recommendations 

Control design is considered ade
quate. 

5-1 See Recommendation No. 3 in the 
Letter in this Report. 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

8. Redemption proceeds wired by 8. 
BNE are sent only to the 
authorized bank account of the 
shareholder. 

Control Procedures 

(b) Shareholder transactions are confirmed 
through statements sent by E.F. Hutton. 

Comments/Recommendations 

The initial application creates a recurring Control design is considered ade
payment authorization which is sent to the quate. 
wire room. Requests by BNE Operations for 
redemptions must be based on the recurring 
authorization, and accordingly will be 
wired only to bank account specified in the 
authorization. 

11 C-lS 



Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

SHAREHOLDER TRANSACTIONS 

TRANSFERS AND SHAREHOLDER ACCOUNT MAINTENANCE 

Control Procedures 

1. Transfers of shareholder ac- l.(a) Instructions are communicated by share
holders to Account Executives. Changes in 
address generate confirmations by E.F. 
Hutton which are mailed directly to the 
shareholder's old and new address. Other 
changes are reflected in the next customer 
statement. 

counts and other registration 
changes are properly author-
ized and processed on a timely 
basis. 

2. Shareholder transactions are 
atpropriatel y confirmed 
t rouyh AMA/ARA or conven
tiona brokerage account 
statements. 

(b) Changes in authorized check signatures (or 
initiation of check redemption privileges) 
require signature of shareholder, 
authorized by Account Executives. 

2. (a) EOP application controls are designed to 
check that all shareholder account activity 
recorded by E.F. Hutton is reported on 
statements. 

(b) Periociic running of the "break list" by 
E.F. Hutton identifies discrepancies 
between E.F. Hutton and fiNE records. 
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Comments/Recommendations 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

3. Ad~ustments and corrections of 
or ers are appropriately 
authorized. 

(a) E.F. Hutton initiated 
actions 

3.(a) 

(b) BNE initiated actions 

4. Capital share transactions can 4. 
be processed at trices other 
than $1.00 per s are in the 
event that such pricing should 
become necessary. 

(b) 

Control Procedures 

Trade corrections require the cancellation 
of the original order and the re-submission 
of a revised order in acr.ordance with nor
mal trade procedures. 

"Kickouts" of invalid transactions by RNE 
are telefaxed to E.F. Hutton for follow-up. 

E.F. Hutton and BNE maintain separate share 
and dollar records in order to permit 
processing of transactions at prices other 
than $1.00 per share. 
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Comments/Recommendations 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. A9gregate income available for l.(a) 
d1vidends to shareholders is 
properly determined. 

2. Shareholders entitled to divi
dends on record date are prop
erly determined. 

(a) Purchasing shareholders 2.(a) 
are entitled to dividends 
beginning on the next 
business day after the 
transaction; those share-
holders for which wires 
are received before noon 
are entitled to dividends 
on the same day. 

(b) Redeeming shareholders are (b) 
entitled to dividends up 
to and including the day 
of the transaction; those 
requesting same day wire 
redemptions are not en-
titled to that day's 
dividend. 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

SHAREHOLDER TRANSACTIONS 

. DIVIDENDS FROM INVESTMENT INCOME AND 
CAPITAL GAINS OISTRIBUTIONS 

Control Procedures 

The NAV worksheet, which sets forth the 
computation of daily net income, is manu
ally prepared by the Fund Accountant from 
the general ledger and is reviewed and 
approved by the BNE fund accounting super
visor. 

The daily dividend computation is hased
upon the current day's NAV worksheet. 
Shares outstanding therefore reflect the 
prior day's purchases and redemptions and 
any morning wire transactions which create 
a same-day change in dividend status. 

See above. 
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Comments/Recommendations 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective Control Procedures 

3. Dividends per share are srop -
erl! computed and aSPlle to 
Ind vIdual sharehol er divi
dends payable accounts. 

3.(a) The Dividend Rate Sheet is manually pre
pared by the Fund Accountant from the NAV 
worksheet, checked by a second fund ac
countant and custody supervisor, and is 
subject to two reviews by different de
partments at BNE (Accounting Control and 
Operations). 

4. Dividend payments and rein
vestments are properly pro
cessed. 

(b) 

(c) 

EDP application controls at BNE provide 
that the day's dividend is posted to each 
shareholder's account. 

The Daily Interest Summary Report is 
checked to the Dividend Rate Sheet by 
Accounting Control. 

(a) Dividends are paid or 
reinvested in accordance 
with each shareholder's 
election. 

4.(a) The master file maintained by BNE includes 
information regarding dividend options, 
which is based on data transmissions from 
E.F. Hutton. 

(b) Amounts payable are 
promptly credited to 
shareholder's E.F. Hutton 
account or reinvested on 
the payment date. 

s. Accurate reportin~ of dividend 5. 
and capital gain 1nformation 
to shareholders and the Inter-
nal Revenue Service. 

(b) (1) The BNE processing cycle for dividend pay
outs balances the total distribution to 
amounts paid in cash and amounts rein
vested. 

(b)(2) E.F. Hutton balances cash dividends 
received from HNE to aggregat~ amounts 
credited to shareholder accounts. Dividend 
payments and reinvestments are reported to 
shareholders on monthly E.F. Hutton custo
mer statements. 

All transactions are reflected in the cus
tomer account; Form 1099 is automatically 
generated by E.F. Hutton's tax reporting 
system for reportable customer account 
activity. 
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Comments/Recommendations 

Control design is considered ade
quate. 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective Control Procedures 

6. Dividend accruals, payments 6.(a) Dividend Rate Sheet is proved to the Daily 
Interest Summary Report by BNE. The rate 
sheet is derived from the NAV worksheet 
which reflects the recording of dividend 
information in each fund's general ledger. 

and reinvestments are properly 
eosted to each fund's account-
1ng records. 

(b) Dividend payouts relating to shareholders 
redeeming their accounts during the month 
are reported by BNE Operations and are 
subject to balancing controls over the 
Daily Interest Summary Report. 
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Comments/Recommendations 

Control design is considered ade
quate. 



C.2.h. CASH FUNDS 

PORTFOLIO TRANSACTIONS 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Portfolio transactions are 
authorized by appropriate 
personnel. 

2. Details of executed and can
celled transactions are accu
rately recorded by traders. 

1. 

2. 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

PORTFOLIO TRANSACTIONS 

TRADE INITIATION AND RECORDING 

Control Procedures Comments/Recommendations 

HAM designated individuals are authorized Control design is considered ade-
to initiate portfolio transactions; a list- quate. 
ing of such individuals is approved by the 
Board of Directors on a periodic basis. 
Each fund's custodian contract specifies 
that BNE may act only on the written autho-
rization of such individuals; BNE person-
nel are apprised in writing of authorized 
individuals by HAM officials. 

Portfolio managers and traders complete 
trade tickets which include all relevant 
information. All trades are verbally con
firmed with contra-party. Trade tickets 
document the names of individuals at the 
contra-party with whom the trade was made 
and with whom it was confirmed. 

2-1 Control design is considered 
adequate; however, interest pur
chased on variable rate securi
ties should be recomputed hy HAM 
to check that amounts paid are 
accurately determined. 

3. Transactions are communicated 3.(a) 
accuratel~ and completelt to 
the recor keeping agenty the 
investment adviser. 

All tickets are telefaxed to BNE custody 
promptly after completion. The numher of 
trades reported for each fund is agreed 
upon hy portfolio managers and BNE. 

Control design is considered ade
quate. 

(b) Portfolio managers and BNE agree projected 
cash balances at no later than 1:30 p.m. in 
order to determine that net money on pur
chase and sales are accurately recorded. 
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Control Objective 

4. The recordkeepiny agent accu
rately records a 1 portfolio 
transactlons no later than the 
business day after trade date. 

5. Transactions are in accordance 
with applicable proseectus 
requirements, includ~ng: 

4.(a) 

Control Procedures 

TradeH settled during the dai are compared 
agninHt trade tickets by RNE Fund Account
ing supervisor. 

(b) The HAM Compliance Department compares 
transactions reflected on reports from RNt 
to original trade tickets. 

- Type of instruments 5.(a) Portfolio managers have advised us that 
they are informed of applicable prospectus 
restrictions and requirements. - Diversification requirements 

6. Portfolio transactions are in 
compliance with rules and 
re~ulations under the 1940 Act 
an with restrictions and 
limitations included in state 
Rlue-Sky laws, including: 

Portfolio diversification 

Transactions with affili
ated persons 

(b) 

(c) 

6.(a) 

(b) 

Every transaction is checked by Compliance 
Department against tailored checklist of 
more important applicable requirements. 

Compliance Officer is required to periodi
cally report to the Board of Directors as 
to any instances of noncompliance. 

See procedures listed with respect to 5. 
above. 

HAM relies on the funds' outside legal 
counsel to ascertain that restrictions and 
limitations included in the various states 
securities laws are included as restric
tions and limitations in the funds' objec
tives and policies, which are monitored as 
noted in 5. above. 
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Comments/Recommendations 

Control design is considered ade
quate. 

5-1 Summary listings of applicable 
requirements should be developed 
and updated for use hy portfolio 
managers on all funds. 

5-2 The Compliance Department's 
checklists should include all 
applicable prospectus, 1940 Act, 
IRS and SEC requirements. 

5-3 All questions regarding compli
ance should initially he 
directed to and coordinated hy 
the HAM Compliance Officer. 

6-1 See recommendations in 5. above. 



Control Objective 

7. Prospectus restrictions relat
ing to repurchase ayreements 
are adhered to, inc uding: 

(a) Creditworthiness of 
contra-parties 

(b) Possession of collateral 
and adequacy of market 
value. 

8. With respect to reverse repur
chase agreements: 

(a) Agreements are entered 
into only when repurchase 
agreements are available 
at a more favorable rate. 

(b) Collateral delivered by 
the fund is not excessive. 

(c) Agreements are entered 
into only with credit
worthy parties. 

(d) Sufficient cash or other 
liquid assets are main
tained in a segregated 
account to cover the 
amount of the obligation. 

Control Procedures 

7.(a)(1) The Boards of Directors have adopted writ
ten procedures covering repurchase agree
ments. 

(2) HAM monitors creditworthiness of contra
parties and has advised that it conducts 
transactions only with primary dealers. 
The listing of approved dealers is reviewed 
by the Board of Directors annually. 

(b) (1) Written agreements are maintained with all 
contra-parties. 

(2) The fund custodian has procedures to effect 
payment only against receipt of securities; 
the custodian communicates information 
about failed collateral to HAM Compliance 
Department. 

(3) Portfolio managers are instructed to 
determine the adequacy of collateral upon 
entering into the transaction. 

Comments/Recommendations 

7-1 HAM should continue efforts to 
have all dealers sign a recently 
revised repo agreement and check 
that agreements properly perfect 
a security interest in collat
eral received. 

7-2 HAM should consider establishing 
limits for outstanding repur
chase agreements with individual 
contra-parties. 

7-3 See Recommendation No. 10 in the 
Letter in this Report. 

8.(a) Portfolio managers are responsible for 8-1 See recommendation 7-1 above. 

(b) 

(c) 

(d) 

entering into reverse repurchase agreements 
only when a more favorable rate will be 
obtained on a repurchase agreement. 

The fund custodian in accordance with its 
contract delivers securities only against 
payment. 

See 7.(b) above. 

Portfolio managers identify collateral, 
instruct the custodian to segregate it and 
determine that the initial market value 
segregated is in excess of the related 
liability. 
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8-2 HAM should improve procedures to 
check that the market value of 
collateral delivered under re
verse repurchase agreements is 
not excessive. 



Control Objective 

9. With respect to when issued 
and delayed delivery securi
ties transactions: 

(a) Such transactions are 9.(a} 
appropriately identified 
and reported to the custo-

'dian. 

(b) Sufficient cash and other 
liquid assets are main
tAined in a segregated 
Account to cover the 
related liability. 

10. Sufficient collateral is held 
by the funds for loans of 
portfolio securities. 

(b) 

10.(a} 

Control Procedures 

Portfolio managers identify such transac
tions on the trade authorization sent to 
the custodian. 

See 8.(d} above. 

Comments/Recommendations 

9-1 HAM should improve procedures to 
determine the adequacy of the 
value of segregated assets un
derlying such liahilities 
throughout the period such com
mitments are outstanding. 

Fund portfolio managers have stated that, Control design is considered ade-
as a matter of internal policy, portfolio quate. 
lending is not done. Responsibility for 
adherence to that policy is vested in 
portfolio managers under the general direc-
tion of HAM management. 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Deliveries and receipts of 
securities

h 
includin~ those 

effected t rou~h boo entry 
procedures, an related cash 
movements are based upon 
appropriate authorization. 

2. Securities are delivered only 
against receipt of payment, 
and payment is made only on 
delivery. 

3. Differences on settlement are 
promltl~ identified and 
reso ve . 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

PORTFOLIO TRANSACTIONS 

TRADE SETTLEMENT 

Control Procedures Comments/RecommendAtions 

I. (a) With respect to Fed book entry settlements, Control design is considered adc
manual buy/sell sheets authorizing settle- quate. 
ments are prepared at BNE by Fund Accoun-
tants based on trade authorizations, and 
are approved by a supervisor. All Fed book 
entry activity is matched to the buy/sell 
sheets. 

(b) With respect to physical settlements, the 
sub-custodian receives authorization from 
BNE via CRT. All activity processed by the 
sub-custodian is agreed to trade authoriza
tion by the Fund Accountant and supervisor. 

2.(a) Custodian and subcustodian agreements 
require that deliveries be made only 
against payments and payments only against 
receipt. RNE advised that cage personnel 
are appropriately instructed. 

3. 

(b) Review of cash and securities movements by 
BNE Fund Accounting identifies discrepan
cies; the daily cash reconciliation would 
also identify discrepancies. 

Cage personnel are instructed to agree 
settlements to the related authorizations 
and to report discrepancies to SNE Fund 
Accountants immediately. Daily cash 
reconciliation procedures would detect any 
differences not identified by cage per
sonnel. BNE advised that Fund Accountants 
are instructed to follow up by telephone 
with the portfolio managers, as necessary. 
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Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

4. Fails~~romttl~ investi
gat~ ana-reso ve • 

5. The funds do not suffer 
economic loss or loss of cash 
avaitaorrtty for investment as 
a resUlt- of failed securities 
t:ransactions. 

Control Procedures Comments/Recommendations 

4. Fails are reported by telephone to the Control design is considered ade-
p0rtfoLio managprs for follow-up. quate. 

5. (a) The custodian identifies book credit bal- Control design is considered ade-
ances resultulg from failed purchase trans- quate. 
actions and gives the fund a credit on the 
custodian fee as a percentage of the 90-day 
Treasury hill rate. (MCRM only.) On all 
funds, trades re~eive interest as if the 
fund received the security on settlement 
date. 

(b) For overdrafts arising from failed sale 
transactions, the custodian advances the 
cash to the fund at no charge and investi
gates the error to determine responsihility 
for the fail. HAM is responsible for fol
lowing up with receiving broker to check 
that custodian is compensated for over
drafts caused by receiving broker error. 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Securities are held by an l.(a) 
independent custodian; person-
nel resconsible for custody of 
securit1cs are independent of 
accountin~ functions or other 
incompati Ie duties. (b) 

2. Assets held by the custodian 
are procerly segreyated. 
Securit1es are per10dically 
counted or compared to amounts 
in a central depository 
account. 

3. Securities are promrtlh regis
tered in the name 0 t e fund 
or an appropriate nominee. 

4. Securities reflected in the 
funds' accounting records are 
held by or in the control of 
the funds' custodian. 

2. 

3. 

4. 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

PORTFOLIO TRANSACTIONS 

SAFF:KEI-:PI NG 

Control Procedures Comments/Recommendations 

The current agreement with the custodian Control design is considered ade-
and the custodian's agreement with the quate. 
subcustodian appropriately fix responsibil-
ity for safekeeping of assets. 

The recordkeeping function is organization
ally separate from areas responsible for 
custody. 

Physical segregation is the responsibility 
of the suh-custodian with respect to non
book entry securities. 

Securities are registered in the name of 
the fund's nominee in the absence of con
trary instructions. 

Statements of holdings are periodically 
reconciled to the accounting records by BNE 
Accounting Control personnel. 
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Control design is considered ade
quate. 

Control design is considered ade
quate. 

4-1 Control design is considered 
adequate; however, HAM personnel 
should review BNE reconcilia
tions of holdings on a monthly 
basis. 



Control Objective 

What procedures are designed to 
provide reasonable assuranc~ that: 

1. Interest income (including 
amortization of discount) is 
properly calculated. 

2. Interest rate changes on vari
able rate instruments are 
promptly identified and 
reflected in the computation 
of interest income. 

3. Non-tax exem1t income is ap
propriately dentified and 
reported. (Applies to Muni
cipal Cash Reserve Management 
Fund only.) 

4. Appropriate follow-up proce
dures exist with respect to 
past-due receivables and with 
respect to discrepancies 
between amounts accrued and 
amounts received. 

5. Realized gain and losses are 
alprocriately computed and 
c asstfied. 

1. 

2. 

3. 

4. 

5. 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

PORTFOLIO TRANSACTIONS 

INCOMF: RECORDING AND COLLF:CTION 

Control Procedures Comments/Recommendations 

The BNE Fund Accountant recomputes daily Control design is considered ade-
interest income on a proof sheet, using quate. 
"interest cards" as the source document. 
The interest cards constitute each fund's 
investment ledger. The proof is reviewed 
bi-weekly by Fund Accounting Supervisor. 

Fund Accountant notes frequency of interest Control design is considered ade
rate changes on "interest cards", and will quate. 
follow-up if the investment adviser does 
not furnish the information regarding up-
dated interest rates. 

BNE has manual procedures to identify and Control design is considered ade-
accumulate non tax-exempt interest for this quate. 
fund. BNE personnel review year to date 
journals to accumulate such information. 

BNE has manual procedures to identify past 
due interest and proofs of claim are filed 
with respect to all outstanding amounts. 

4-1 Control design is considered 
adequate; however; designated 
HAM personnel should review 
reports of past-due income 
receivable on a monthly basis. 

Amount appears on trade ticket received Control design is considered ade-
from HAM and is compared to number calcu- quate. 
lated by BNE Fund Accountant. Gains/losses 
subject to long-term treatment are identi-
fied by the Fund Accountant for reporting 
purposes. 
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C.2.c. CASH FUNDS 

CASH/ACCOUNTS PAYABLE/EXPENSES 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

CASH/ACCOUNTS PAYABLE/EXPENSES 

CASH 

Control Procedures Comments/Recommendations 

1. Cash disbursements and 1.(a) The custodian agreement with BNE specifies 
levels of authorization required for 
various cash activities. BNE maintains 
listings of individuals empowered to 
authorize cash transactions. 

Control design is considered ade
quate. receipts are subject to appro-

priate authorization and 
review. 

(b) Cash activity relating to securities set
tlements, shareholder transactions and fund 
expenses are subject to the controls de
scribed in the related sections of this 
analysis. 

2. Recorded cash disbursements/ 2.(a) BNE bank account reconciliation procedures Control design is considered ade-
receipts resresent a 9gregate 
~ayments an collectlons 
uring the period and are 

properil arplied in reduction (b) 
of paya Ie receivable bal-
ances or other appropriate 
accounts. 

3. Bank reconciliation and 3. 
r~lated procedures are ade-
~ate to assure that activity 
anrl balances reflected in bank 
statements have been properly 
recorded. 

(see 3. below) provide for recording all quate. 
cash receipts and disbursements. 

Procedures surrounding cash activity relat
ing to securities settlements, shareholder 
transactions and fund expenses (see related 
sections of this analysis) provide for 
recording and proper application that asso
ciated cash is properly recorded and ap
plied. 

Wires or bank advices relating to transac- Control design is considered ade-
tions are individually compared to the quate. 
recording of the related transactions. The 
remaining cash balance at the end of day is 
generally reflected as a deposit in savings 
account, leaving a zero cash balance. Both 
the savings account and cash balances are 
reconciled by Accounting Control to the 
respective bank statements on a next-day 
basis; reconciliations are reviewed by the 
Accounting r.ontrol Supervisor and furnished 
to the Fund Accountant. 
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Control Objective 

4. Cash transactions and require- 4.(a) 
ments are properly monitored 
to~rovide assurance that cash 
OhllL¥ations can be met and 
PErt olio manafers are aware 
o cash availa Ie for invest- (b) 
ment. 

Control Procedures Comments/Recommendations 

Projected maturities of investments are Control design is considered ade-
confirmed with portfolio managers at the quate. 
close of business on the day before matu-
rity. 

Cash flow projections are furnished by BNE 
to portfolio managers by telefax by 9:30 AM 
and are continuously updated throughout the 
day until the final cash worksheet is pre
pared no later than 1:30 PM. Updated and 
final cash availability is reported to and 
agreed upon with portfolio managers by 
telephone. 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Expenses are properly author- 1. 
{zed and borne by the fund in 
accordance with current ayree
ments and prospectus disc 0-

sures. 

2. Expenses are properly accrued 
for in the computation of net 
asset value. 

2. 

E.F. HUTTON & COMPANY INC. 

CASU FUNDS 

CASH/ACS~UNTS PAYABLE 

ACCOUNTS PAYABLE ANn EXPENSES 

Control Procedures 

Fund management at HAM review expense in
voices and other charges prior to approval 
and transmittal to BNE for payment and 
recording. Fund management approve 
expenses. 

Fund management at HAM (in consultation 
with the independent accountants) develop 
expense estimates and instructions which 
are updated on a quarterly basis. BNE Fund 
Accountants record expenses based upon in
structions from HAM. 
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Comments/Recommendations 

Control design is considered ade
quate. 

2-1 HAM Finance Department personnel 
should monitor the accuracy of 
expense accruals on at least a 
monthly basis. 

2-2 Consideration of the require
ments of Rule 2a-4, including an 
analysis of the impact on 
capital share activity, should 
be documented by the HAM Finance 
Department personnel for the 
adjustement of expense accruals 
and rates. Formal, written 
documentation for expense ad
justments should be provided to 
BNE. 



Control Objective 

3. Investment advisor~ fees are 
~edlY calculate and 
recor ed in accordance with 
curr-ent advisorr agreement and 
£...rospectus disc osure. 

4. Distribution fees are ~roperly 
calculated and recorde in ac
cordance with the Distribution 
Plan and prospectus disclo
sure. 

Control Procedures 

3.(a) Fund management at HAM provide BNE with 
current advisory fee rates as specified in 
current advisory agreements and 
prospectuses. BNE Fund Accountants compute 
advisory fees based on this information. 

4. 

(b) When paid at month-end, the fee for the 
month is reca1culated and checked against 
the daily accruals. 

(c) HAM Finance Department personnel review 
fund advisory fees for reasonableness on a 
monthly basis. 

Plan of distribution fees are computed 
based on average net assets. The 
computation is prepared on a daily basis 
and is reviewed by both BNE Operations and 
BNE Accounting Control. 
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Comments/Recommendations 

3-1 Control design is considered 
adequate; but HAM Finance 
Department personnel should 
check BNF.'s calculations of 
advisory fees on a quarterly 
basis and as of the effective 
dates of any rate changes. 

4-1 See 3-1 above. 



C.2.d. CASH FUNDS 

FUND ACCOUNTING AND CALCULATION 

OF NET ASSET VALUE 
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Control Objective 

What procedures are designed to 
provide reasonable assurance that: 

1. Journal entries and other 
accounting input and 
appropriately reviewed and 
approved. 

1. 

2. All assets and liabilities of 2. 
the fund are reflected in the 
computation of net asset value 
on a timely basis. 

(a) Agreement of net asset (a) 
value computations to 
underlying ledger balances 

(b) Agreement of subsidiary (b) 
ledgers and journals to 
related general ledger 
accounts 

(c) Inclusion of all securi- (c) 
ties positions in the net 
asset value computation 

3. Procedures are adequate to 
determine that the use of the 
amortized cost method is 
appropriate and to quantify 
the extent of deviation from 
market value. 

3. 

E.F. HUTTON & COMPANY INC. 

CASH FUNDS 

FUND ACCOUNTING ANn CALCIJLATION 

Of NET ASSET VALUE 

Control Procedures 

Miscellaneous journal entries require 
manually prepared support which is subject 
to review by fund accounting supervisors. 

Net asset value worksheets are prepared 
directly from the general ledger. 

The general ledger is balanced to sup
porting ledgers and journals on a daily 
basis by the BNE Fund Accountant. 

Procedures described in the Trade Initia
tion and Recording section provide for 
recording transnctions. 

The HAM Compliance Department checks 
investments made by the funds for compli
ance with Rule 2a-7 of the 1940 Act and 
certain related procedures adopted by the 
Board of Directors. RNE performs a 
periodic comparison of market value to 
amortized cost. 
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Comments/Recommendations 

Control design is considered ade
quate. 

2-1 Control design is considered 
adequate; however, consideration 
of the requirements of Rule 2a-
4, including an analysis of the 
impact on capital share 
activity, should be documented 
by the HAM Finance Department 
personnel. Formal written 
documentation for adjustments 
should be provided to BNE. 

2-2 Control design is considered 
adequate; however, comparisons 
prepared by BNE of market value 
to amortized cost should be 
reviewed by HAM on at lenst a 
quarterly basis. 

Control design is considered ade
quate. 



Control Objective 

4. Fund accounting records are 
main~ained in accordance with 
Rules 31a-l, 31a-2, and 31a-3 
under the 1940 Act. 

5. The net asset value per share 
comeutation is properly 
rev1ewed and approved. 

6. State expense limitations are 
groperl y monitored and reim

ursements are made, if 
applicable. 

Control Procedures 

4.(a) The custodian contract assigns recordkeep
ing responsibility to BNE, including 
responsibility for compliance with Rule 
3la-l. 

5. 

(b) BNE records appear suitably designed to 
faciliate compliance. 

The NAV worksheet prepared by the BNE Fund 
Accountant must be reviewed and approved by 
a Supervisor. 

6.(a) State expense limitations are reviewed by 
the manager of the HAM Finance Department 
and the funds' independent accountants on a 
semi-annual basis. 

(b) HAM requests BNE to monitor such limita
tions on a daily basis and advise HAM of 
situations where limitations are exceeded. 
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Comments/Recommendations 

Control design is considered ade
quate. 

5-1 Control design is considered 
adequate with respect to proce
dures performed by BNE; however, 
HAM should review the calcula
tion of net asset value for each 
of the funds on a monthly basis. 

6-1 State expense ltmtations should 
be reviewed on a monthly basis 
by the HAM Finance Department. 



C.2.e. CASH FUNDS 

FINANCIAL REPORTING 
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Control Objectives 

A. Annual and semi-annual reports to 
shareholders 

E.F. HUTTON & COMPANY INC. 

CAS" FUNDS 

FINANCIAL REPORTING 

Control Procedures 

What procedures are designed to provide 
reasonable assurance that: 

1. The financial statements 
included in the annual and semi
annual reports to shareholders 
are preeared on the basis of 
aepropr1ate su~porting data and 
f1nal trial ba ances. 

1.(a) The funds have third-party recordkeeping 
agents whose procedures include controls 
designed to check that general ledger trans
actions are properly accumulated, classified 
and summarized in the accounts and that 
closing entries are reviewed and approved by 
authorized personnel. 

(b) HAM relies upon its independent accountants to 
prepare the draft annual and semi-annual 
financial statements and agree or reconcile 
them to the balances on the funds' general 
ledgers. 

(c) The annual financial statements are subject to 
an examination in accordance with generally 
accepted auditing standards and the semi
annual financial statements are subject to an 
informal review by the independent accoun
tants. 

(d) The manager of the Finance Department of HAM 
reads the draft financial statements and 
coordinates with the independent accountants 
on any issues coming to his attention. 
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Comments/Recommendations 

1-1 HAM should establish procedures 
whereby the Finance Department 
prepares annual and semi-annual 
financial statements. 



Control Objective 

2. Proposed adjustments by the 
independent accountants are 
reviewed and approved or waived 
by an appropriate official of 
HAM. 

3. The annual and semi-annual 
financial statements included in 
the resfective retorts to 
shareho ders are airly 
presented in accordance with 
generally accepted accounting 
princ1ples. 

Control Procedures 

2.(a) Established procedures require that the 
independent accountants review with the 
manager of the HAM Finance Oepartment the 
proposed adjustments developed during the 
annual examination and the interim review. 

(b) The manager of finance is responsihle for 
authorizing the recording or waiving of such 
adjustments. 

ec) The recording of any adjustments in the 
accounting records is the responsihility of 
the recordkeeping agent And this is checked by 
the independent accountants. 

(d) Both the finance manAger and independent 
accountants determine that any agreed upon 
adjustments have heen reflected in the 
financial statements of the fund prior to 
approving the final rlraft for printing. 

3.(a) HAM Finance Department informally compares the 
disclosures therein to the financial state
ments of the prior year. Matters arising 
during the year which would impact financial 
accounting policies or disclosure are ad
dressed as they arise and are considered in 
the preparation of the annual and semi-annual 
financial statements. 

(b) HAM relies on the fund's independent ac
countants to determine that the financial 
statements are fairly presented in accordance 
with generally accepted accounting principles, 
disclosures made therein comply with such 
principles, and that the accounting policies 
disclosed therein are the policies followed by 
each fund during the period reported on. 
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Comments/Recommendations 

Control design is considered ade
quate. 

3-1 HAM should establish formal 
procedures to review the 
financial statements for fair 
presentation in accordance with 
generally accepted accounting 
principles and should consider 
the development and use of an 
appropriate checklist. 



4. 

5. 

6. 

Control Objective 

The financial statements in
cluded in the semi-annual and 
annual reports include all the 
disclosures required by 
Regulation S-X for regulated 
investment companies. 

The financial information in 
management's discussion and the 
other financial information 
included in the annual report is 
consistent with the financial 
statements and is materially 
correct. 

The annual and semi-annual 
reports, including the fInancial 
statements, are reviewed and 
approved by the approEriate 
levels of management efore 
ISsuance. 

4. 

Control Procedures 

HAM relies on the funds' independent ac
countants to determine that all disclosures 
required by Regulation S-X are included in the 
financial statements of the funds. 

5.(a) The other financial information included in 
the annual report is prepared from data 
supplied by the recordkeeping agent or from 
information disclosed in the financial 
statements. 

(b) HAM Finance Department is responsible for 
checking the other financial information 
included in the annual and semi-annual 
reports. 

(c) HAM requests the funds' independent accoun
tants to review the other data included in the 
annual report and check to the extent possible 
that it is consistent with the audited finan
cial statements. 

6.(a) The manager of the HAM Finance Department is 
responsible for the final review and approval 
of the annual and semi-annual financial 
statements and other financial information 
included in the annual and semi-annual 
reports. 

(b) The Chief Administrator of the funds also 
reviews all the information included in the 
annual report other than the financial 
statements. 
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CommentS/Recommendations 

4-1 HAM Finance Department should 
perform a review for compliance 
with the applicable requirements 
of Regulation S-X and with 
Section 30(d) and Rule 30d of 
the 1940 Act to check that all 
disclosures required by federal 
securities laws are included. A 
comprehensive checklist should 
be developed for this purpose 
and completed and initialed by 
the HAM Finance Manager for each 
fund. 

4-2 Procedures to update the check
list referred to in 4-1 for 
changes in regulations should he 
established. 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

7. The annual and semi-annual 
retorts are mailed to share
ho ders and are sent to the 
Securities and Exchange 
Commission on a timely basis. 

Control Procedures Comments/Recommendations 

7.(a) Outside legal counsel advises HAM through the Control design is considered ade
compliance calendars of the filing and mailing quate. 
due dates for annual and semi-annual reports. 

(b) The manager of finance or operations manager 
at HAM is responsible for coordinating the 
preparation of the financial statements and 
the reports in order to effect timely 
printing, mailing and filing. 

(c) The Chief Administrator monitors the status of 
the preparation of such reports with the 
Finance Department manager on an informal 
basis. 

(d) The manager of finance or the operations 
officer at HAM is responsible for checking 
that reports are printed and sent to the 
Hutton department responsible for timely 
mailing to shareholders. HAM also follows up 
and receives verbal representation from such 
department that such reports have been mailed 
on time. 

(e) Outside legal counsel is responsible for send
ing reports to the Securities and Exchange 
Commission on a timely basis and sends a copy 
of the transmittal letter or verbally confirms 
that such reports have been sent. 
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Control Objective 

B. Annual and semi-annual 
Report on Form N-SAR 

What procedures are designed to 
provide reasonable assurance that: 

1. The information included in Form 
N-sAR is accurate and complete 
and includes all required 
information. 

2. The Form N-SAR is reviewed and 
approved by the appropriate 
levels of management prior to 
filing. 

Control Procedures 

l.(a) HAM is notified of the N-SAR filing require
ments by outside lpgal counsel to the funds. 

(b) HAM relies on outside legal counsel to request 
the information required by them to prepare 
Form N-SAR. Outside legal counsel makes a 
written request of the Chief Administrator and 
others within HAM for the information needed. 

(c) The Chief Administrator delegates the 
gathering of the information and coordination 
with outside legal counsel to the manager of 
the Finance Department or the compliance 
officer. The designated manager separates the 
requirements, obtains the information required 
from the recordkeeping agent and the appli
cable departments within HAM, and furnishes 
such information to outside legal counsel. 

(d) The funds'-N-SARs are reviewed by the manager 
of finance who is responsible for checking the 
financial information included therein and 
copies of the N-SARs are sent to the inde
pendent accountants to check the other 
financial information included therein. 

2. Once the finance manager approves the N-SAR 
it is received by the Chief Administrator 
and sent to outside legal counsel who is 
responsible for filing with the SEC. 
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Comments/Recommendations 

Control design is considered ade
quate. 

Control design is considered ade
quate. 



Control Objective 

C. Refistration Statement - Form 
N- A 

What procedures are designed to 
provide reasonable assurance that: 

1. The financial information 
included in Form N-IA 1S 
consistent with the annual 
financial statements and/or the 
hooks and records of the fund. 

Control Procedures 

1. Sec the procedures fur the preparation of 
financial information in Form N-IA under the 
section of this report entitled "Compliance 
with the Securities Act of 1933." 
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Comments/Recommendations 

Control design is considered ade
quate. 
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D.l. VARIABLE INVESTMENT PROGRAM 

OVERVIEW 
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E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 
AND RuTToN vIp FUND 

OVERVIEW 

INVESTMENT PRODUCTS: 

Hutton VIP Separate Account Of 

E.F. Hutton Life Insurance Company ("Separate Account") 

Hutton VIP Fund ("VIP Fund") 

The Separate Account is a unit investment trust registered 

with the SEC as an investment company under the 1940 Act 

which issues variable annuity contracts of E.F.Hutton Life 

Insurance Company which are registered as securities under 

the 1933 Act. All assets of the Separate Account, which has 

three subaccounts ("variable accounts"), are invested 

("poured over") in shares of the VIP Fund, a management 

investment company organized in series form (three 

operational series at the time of the review) which is also 

registered under the 1940 Act. The shares of the respective 

series of VIP Fund are registered under the 1933 Act and are 

sold exclusively to the Separate Account. The variable 

annuity contracts are sold exclusively by licensed insurance 

agents of E.F. Hutton Life Insurance Company who are 

registered representatives of E.F. Hutton & Company Inc. 

The Variable Accounts of the Separate Account invest in the 

following Hutton VIP Fund series: 

Money Market Series (Variable Account I) - invests in a 
variety of money market instruments. 

Equity Series (Variable Account II) - invests in common 
stock or securities convertible into or exchangeable for 
common stocks. 
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Bond and Income Series (Variable Account III) - 'invests in 
bonds and other income producing securities. 

CONTROL SYSTEM - KEY PARTICIPANTS: 

Separate Account: 

E.F. Hutton & Company Inc. ("E.F. Hutton") is the 

distributor of the Separate Account contract~. 

E.F. Hutton Life Insurance Company ("Hutton Life") is the 

sponsor and the custodian of the securities of the Separate 
Account. Hutton Life is responsible for matters relating to 

external and internal financial reporting. Operating 
expenses of the Separa~e Account are paid by Hutton Life. 

Hutton Life is reimbursed by the Separate Account for 
operating expenses up to the prescribed limitation. 

Officers of Hutton Life are responsible for approving all 

operating expenses of the Separate Account. Additionally, 

Hutton Life is responsible for monitoring compliance with 

expense limitation requirements. Other expenses of the 

Separate Account, such as mortality, expense and contract 

maintenance charges are processed by the DST Annuity System. 

Investors Fiduciary Trust Company ("IFTC") is the record

keeping agent for the Separate Account. IFTC performs the 

daily accounting and the calculation of accumulation unit 

values for each variable account of the Separate Account. 

IFTC has a service agreement with DST Systems, Inc. ("DST") 

whereby DST provides data processing services to Hutton 

Life. All contractowner's records are maintained on the DST 

Annuity System. 
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Hutton VIP Fund: 

Hutton Asset Management Division' of E. F. Hutton C'HAM") 

serves as the investment advisor to the VIP Fund. HAM 

portfolio managers are responsible for all investment 

decisions for the VIP Fund Series. The HAM Compliance 

Department is responsible for monitoring the VIP Fund's 

investment compliance with the applicable prospectus and 

regulated investment company requirements. 

Hutton Life is responsible for matters relating to e'xternal 

and internal financial reporting. 

IFTC is the transfer agent, dividend disbursement agent and 

recordkeeping agent for the VIP Fund. IFTC, as record

keeping agent, performs the daily accounting and the 

calculation of net asset value per share for each series. 

HAM portfolio management informs IFTC of executed securities 

transactions, and Hutton Life provides IFTC with relevant 

information and authorizations regarding VIP Fund expenses, 

periodic dividends and distributions and other matters. 

First Interstate Bank of California ("FIB") serves as the 

custodian to the VIP Fund pursuant to a custodian agreement. 

FIB maintains all securities positions either independently 

or through a subcustodian agreement with Chase Manhattan 

Bank, N.A. ("Chase Manhattan"). Additionally, FIB maintains 

bank accounts, disburses checks for the payment of fund 

expenses and performs other custodial functions for the 

series, including the collection of investment income. 
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CONTROL SYSTEM - KEY TRANSACTION CYCLES: 

Contractowner transactions 

Separate Account 

As previously mentioned, variable annuity contracts of 

Hutton Life may be purchased only through licensed insurance 

agents of Hutton Life who are registered representatives of 

E.F. Hutton. Initial premium payments are transmitted by 
the agents ("Account Executives,II) either by wire or mail to 

the Annuity Receipt Processing Department of Hutton Life 
("ARp") at its Annuity Service Office. Initial premium 

payments may be in the form of contractowner checks, E.F. 

Hutton branch checks or debit advices to the prospective 

contractowner's brokerage account. 

All initial premium payments require a completed application 

in "good form." Contracts become effective upon entry of 

purchase information by Hutton Life's Annuity Department 

("AD") into the DST Annuity System. This occurs for wire 

orders on the day after the date of receipt of the initial 

payment by Hutton Life at its Annuity Service Office. For 

mail orders, contracts become effective on the second day 

after date of receipt. Subsequent premium payments can be 

made either directly to Hutton Life or to the Account 

Executive. Subsequent premium payments are priced at the 
accumulation unit value next determined following receipt of 

the premium payment at Hutton Life's Annuity Service Office. 

Contractowners may redeem units by_submitting prescribed 

request forms to AD which designates the requested action 

(e.g. full or partial withdrawal). All redemption and 

withdrawals are reviewed by AD supervisors. Preparation and 
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mailing of checks for redemption and withdrawals are per

formed by Hutton Life's Accounting Department. Death claim 

benefits are payable only upon receipt of proof of death by 

Hutton Life's Claims Department. All death claim benefits 

are reviewed by Hutton Life's Actuarial Department and 

Claims Department supervisors. Accounting Department 

prepares death claim benefit payments. Such payments are 

mailed by the Claims Department. 

Transfers, which represent exchanges from one variable ac

count to another, are processed only upon receipt by AD of 

written request from the contractowners. Transfers are 

priced as a redemption from the existing variable account 

and a purchase in the requested variable account at the unit 

value next determined after receipt of the request. Account 

maintenance changes, except assignments and changes in bene

ficiaries, are made by AD upon receipt of written notice 

from the contractowner. Assignments and changes in bene

ficiaries are processed by Hutton Life's Title Processing 

Department upon receipt of written notice from the 

contractowner. 

Hutton VIP Fund 

As previously mentioned, the Hutton VIP Fund has one share

holder, the Separate Account. Based upon the purchases, 

redemptions/withdrawals, death benefits and exchanges of 

units in the Separate Account, a net purchase or redemption 

of capital shares in the underlying VIP Fund series is made. 

IFTC records transactions in the series' capital shares 

based upon information produced for the Separate Account by 

the DST Annuity System. 
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Portfolio transactions 

Portfolio transactions of the Separate Account are limited 

to purchases or redemptions of VIP Fund shares. The port-. . 
folio of the Separate Account (e.g., shares of the VIP Fund) 

are maintained in book entry form. 

~or the VIP Fund, portfolio transactions are under the 

control of the Investment Advisor, HAM. Daily, IFTC advises 

HAM portfolio management of cash available for investment; 

portfolio managers also maintain records of cash avail
ability. HAM portfolio managers and traders telecopy 

authorized trade tickets to IFTC for executed portfolio 

transactions for recording in the funds' records. IFTC 

telecopies such trade tickets to FIB to authorize the 

receipt and delivery of securities. FIB effects book entry 

securities transactions and provides instructions to Chase 

Manhattan for trade settlements. IFTC follows up with HAM 

portfolio management and FIB to resolve any failed transac

tion settlements. 

Calculation of accumulation unit values and net asset 

values per share 

The calculation of accumulation unit values for the Separate 

Account are calculated manually by IFTC daily and entered 

into the Annuity System. The net asset values per share for 

the VIP Fund are calculated systematically by the DST 

Portfolio Accounting System and reviewed by IFTC personnel 

daily. An independent "third party" review of the DST 

Annuity System is performed annually. No material weak

nesses were disclosed as a result of the 1985 "third party" 
review. 
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Financial reporting 

Financial reporting to contractowners and the SEC is the 

responsibility of Hutton Life. In addressing the financial 

reporting requirements, Hutton Life is assisted by the 

outside legal counsel and the independent accountants of the 

Separate Account and VIP Fund. 

CONTROL SYSTEM - PRINCIPAL CONTROLS: 

The principal controls surrounding the operations of the 

Separate Account and the VIP Fund can be categorized into 

data processing controls and manual controls. A brief 

overview of the principal controls by category follow: 

Data processing controls - The primary data processing 

systems used by the Separate Account and the VIP Fund are 

the Annuity System and the Portfolio Accounting System which 

are maintained at DST. The systems contain application 

processing controls, such as password and terminal restric

tions and edit, validation and reasonableness tests. 

Additionally the systems produce exception reports for 

users. These processing controls enhance the control 

environment surrounding Separate Account and VIP Fund 

transaction processing. Of particular relevance to this 

review, both systems are subject to a "third party" review 

annually. Additionally, the general ("environmental") 

controls surrounding DST are reviewed annually. The results 

of the reviews conducted during 1985 disclosed no m~terial 

weaknesses. 

Manual controls - Hutton Life and the agents of the Separate 

Account and the VIP Fund have manual controls which comple

ment the data processing controls previously mentioned. In 

II D-8 



particular, these controls include balancing procedures, 
access restrictions, physical security and segregation of 

duties. Additionally, supervisory involvement is prevalent 

through the operations of the Separate Account and the VIP 

Fund. 

The above E.F. Hutton and Hutton Life departments and agents 

serve to form a broad control environment for the Separate 

Account and VIP Fund. The involvement of these various 

groups provides a complex control environment but also pro
vides a measure of control through the interaction of the 

personnel involved. 
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D.2. VARIABLE INVESTMENT PROGRAM 

CONTROL OBJECTIVES AND PROCEDURES 
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D.Z. a. VIP SEPARATE ACCOUNT 

CONTROL OBJECTIVES AND PROCEDURES 
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D.2. a.l) SEPARATE ACCOUNT 

CONTRACTOWNER TRANSACTIONS 
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Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Initial orders (wire or mail) are 
sriced not later than two business 

ays after receipt in good form at 
Hutton Life's Annuity Service 
Office. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 

CONTRACTOWN~:R TRANSACTIONS 

PURCHASES 

Control' Procedures 

l.(a) Purchase orders, applications and 
checks or wire orders are time 
and date stamped upon receipt. 
During processing, AD reviews 
date stamp to check timeliness of 
order processing. 

(b) Checks received are restrictively 
endorsed by ARP and deposited 
daily into an E.F. Hutton bank 
account. 

(c) AD balances daily the number of 
applications/orders processed and 
total premiums with ARP records 
generated by Hutton Life's VTIO 
system. Any out-of-balance situ
ations are investigated. 

(d) ARP reconciles VTlO system pre
miums to the checks deposited on 
the date of receipt. 

(e) Accounting Department reconciles 
VTlO system premiums to cash 
transferred from E.F.Hutton for 
wire and mail orders. 

It 0-13 

Comments/Recommendations 

1-1 Controls would be strengthened if 
(1) applications and written re
quests were separated from the 
accompanying checks by the Work 
Distribution Center and forwarded 
directly to AD, (2) the checks 
continued to be sent to ARP and (3) 
the daily reconciliation between AD 
and ARP continued to be performed. 

1-2 See Recommendation No. 4 in the 
Letter in this report. 

1-3 See Recommendation No. 8 in the 
Letter in this report. 



Control Objectives 

2. 

Control Procedures 

l.(f) Contracts become effective upon 
entry of purchase information by 
AD into the DST Annuity System 
which occurs for wire orders on 
the receipt day +1 and for mail 
orders on the receipt day +2. AD 
halances the number of applica
tions/orders processed and total 
premiums to the DST Annuity 
System. Out-of-halance situations 
are investigated. 

(g) A "hold" suspense file is pre
pared and reviewed daily for all 
initial premium payments which 
have incomplete applications. 

(h) Incomplete applications are 
resolved through direct communi
cation with the Account Execu
tive. 

2.(a) Initial premium payments are 
edited and balanced by fund 
series through the VTIO system. 

(h) Upon entry of information into 
the OST Annuity System, confirma
tions are produced from the 
System and matched to the appli
cation by a subgroup within AD 
who is independent of the pro
cessor of the application. 
Confirmations are sent to the 
contractowners and Account 
Executives. 

(c) AD assembles policies and mails 
the policies to the Account 
Executive for delivery to the 
contractowners. 
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Comments/Recommendations 

Control design is considered adequate; 
however, as previously noted, the proce
dures for the processing of check re
ceipts should be modified. 



3. 

Control Objectives 

Subseguent premium payments (wire 
or mall) are priced at the accumu
lation unit value next determined 
following receipt of the premium 
payment at Hutton Life's Annuity 
Service office. 

4. Subse 

series 

Control Procedures 

2.(d) Procedures provide for the ini
tial purchase payment to be 
accompanied or followed by an 
executed application for the 
contract. Item 07 on on the 
contract requires the applicant 
to designate how each payment 
should be allocated among the 
fixed account and/or the three 
variahle accounts. nesignation 
in Item 07 is reviewed by An. 

3.(a) Purchase orders, remittance 
advices and checks or wire orders 
are time and date stamped upon 
receipt. During processing, AD 
reviews the date stamp to check 
timeliness of order processing. 

(b) Checks received are restrictively 
endorsed by ARP and deposited 
daily into an E.F.Hutton bank 
account. ARP reconciles the 
information prepared by AD to the 
checks deposited on the dat~ of 
receipt. 

(c) Daily, AD balances the number of 
purchase orders and total pre
miums from the DST Annuity System 
with ARP records. 

(d) Accounting department reconciles 
An/ARP reconciliation information 
to the cash transferred from E.F. 
Hutton. 

4.(a) Subsequent premium payments are 
edited and balanced by fund 
series by AD through the nST 
Annuity System. 

(b) Confirmations are prepared using 
the nST Annuity System, matched 
by AD to remittance advices and 
mailed to the contractowners and 
the Account Executives. 
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Comments/Recommendations 

Control design is considered adequate; 
however, as previously noted, the proce
dures for the processing of check re
ceipts should be modified. 

Control design is considered adequate. 



Control Objectives 

5. 

6. 

7. in states 

Control Procedures 

5.(a) Daily, the Accounting Department 
reconciles total premium payments 
by fund series processed by the 
DST Annuity System to net monies 
transferred to VIP Fund's First 
Interstate Bank custodian ac
counts. 

(b) IFTC accounting personnel recon
cile all Separate Account cash 
activity daily, including amounts 
received for the purchase of 
annuity contracts as recorded on 
the DST Annuity System. 

(c) IFTC accounting personnel recon
cile each VIP Fund custody cash 
bank account daily, including the 
monies received for annuity con
tract purchases. 

6.(a) AD reviews applications to check 
that minimum and maximum purchase 
requirements are met. 

(b) Requests are made by wire to 
Account Executives to resolve 
instances of noncompliance. 

7.(a) Hutton Life maintains a current 
database of registered agents. 
AD matches information on appli
cations with the file to deter
mine whether the agent licensing 
requirements and state approvals 
have been met. Any discrepancies 
that result are recorded on a 
"hold" suspense file for follow
up. 

(b) The "holel" suspense file is pre
pared and reviewed daily for all 
initial premium payments which 
require follow-up. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 



Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Redemetions and withdrawals (death 
benefLts, annuitLzation anrl other 
redemptions and withdrawals) are 
effected at the accumulation unit 
value next determined after receipt 
of apgropriate information in "good 
form. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 

CONTRACTOWNER TRANSACTIONS 

REDEMPTIONS AND WITHDRAWALS 

Control Procedures 

l.(a) Hutton Life requires that the 
contractowner{s) complete and 
submit various forms for the 
order to be processed, including 
in particular, Form 7616/1283 
"Annuity Owner Service Request" 
which desigDates what action, 
full or partial withdrawal/ 
termination, the contractowner 
requests. 

(b) An executed request form accom
panied by the appropriate tax 
forms (e.g., W-9, Section 1035 
(a) exchange forms, etc.), if 
necessary, and/or contract are 
required to process a 
redemption/withdrawal. 

(c) The application of the accumula
tion unit value is performed 
systematically and consistently 
for all redemptions and with
drawals by the DST Annuity 
System. 

(d) The System will cause all 
redemption/withdrawal 
transactions to he effected 
within the required time frame, 
if necessary information is 
entered properly by AD: 

(e) Transactions are confirmed to the 
contractowner/beneficiary and the 
Account Executive. 

II 0-17 

Comments/Recommendations 

Control design is considered adequate. 



Control Objectives 

2. Redemptions and withdrawals are 
accurately recorded in the 
contractowner's account. 

(a) Death Benefits 

Control Procedures 

1. (f) A manual "pending" file is main
tained for all redemption and 
withdrawal requests not processed 
because of incomplete informa
tion. AO supervisors review the 
file daily to resolve any pending 
requests. 

2.(a) (1) Oeath benefits are payable 
only upon receipt of proof of 
death by the Claims Depart
ment. 

(2) All death claim benefits are 
reviewed by the Actuarial 
Department and Claims Depart
ment supervisors for pro
priety. 

(3) Levels of approval exist for 
check requests depending upon 

. the dollar amount of payment 
for death benefits. 

(4) Upon approval by Claims De
partment supervisors, check 
requests are forwarded to the 
Accounting Department for 
preparation of checks. Checks 
are returned to Claims Depart
ment for mailing. 

(5) Edit and validation checks 
exist in the OST Annuity 
System. Exceptions are in
vestigated by AD personnel. 

(6) The Accounting Department 
reconciles daily redemptions 
and withdrawals from the DST 
Annuity System to redemptions 
from the VIP Fund and Separate 
Account. 
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Comments/Recommendations 

2-1 Death claim benefit payment checks 
on variable annuity contracts 
should be prepared and mailed by a 
department other than the Claims 
Department. 



Control Objectives 

(b) Annuitization and other redemp
tions and withdrawals 

3. The correct contingent deferred 
sales charge is imposed on redemp
tions and withdrawals. 

Control Procedures 

2.(b) (1) A signature guarantee is re
quired for all redemptions or 
withdrawals if the amount 
exceeds $10,000. 

(2) For full withdrawals and 
annutization, the actual 
contract or an affidavit of 
loss must be signed by the 
contractowner and be presented 
to Hutton Life. 

(3) AD prepares an accounting 
worksheet listing all redemp
tions and withdrawals which 
must he approved by AD super
visors prior to processing on 
the DST Annuity System. Dur
ing this process AD super
visors review for compliance 
with signature guarantee and 
other contract requirements. 

(4) Confirmations generated by the 
DST Annuity System are matched 
to the accounting worksheet. 

(5) Edit and validation checks 
exist in the DST Annuity Sys
tem. Exceptions are invest
igated by AD personnel. 

(6) Daily, the Accounting Depart
ment reconciles redemptions 
and withdrawals from the DST 
Annuity System to redemptions 
from the VIP Fund and Separate 
Account. 

3. Contingent sales charges are cal
culated manually by AD on a 
"disbursement request worksheet" 
which is reviewed by AD supervisors 
before proce'ssing. 
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Comments/Recommendations 

2-2 Hutton Life should develop a plan 
to limit access by AD personnel to 
variable annuity master file 
information maintained on the DST 
Annuity System. 

Control design is considered adequate; 
however, Hutton Life officials advised 
during the period January 29, 1985 
through September 30, 1985, the contin
gent deferred sales charge was incor
rectly calculated on withdrawals from 
variable accounts for 24 contracts. 
They also advised that by April 11, 
1986, all affected contractowners were 
reimbursed. 



Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Contractowner transfer re uests 
W1re or maL are processe on a 

timely basis. 

2. All transfers are accurately 
recorded in the contractowner 
accounts. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 

CONTRACTOWNER TRANSACTIONS 

TRANSFERS AND ACCOUNT MAINTENANCE 

Control Procedures 

l.(a) Transfers are input via a special 
transaction code and result in 
redemptions from an existing 
account and purchases in the 
requested account. Application 
of the accumulation unit value is 
performed by the DST Annuity 
System. 

(b) Transfers are confirmed to the 
contractowners and Account Execu
tives. 

2.(a) Transfer requests are recorded hy 
AD in a manual transfer log. 
Confirmations prepared hy the DST 
Annuity System are agreed by AD 
to the transfer log to check the 
processing of the transfer. 

(b) Edit and validation checks are 
performed hy the DST Annuity 
System. Exceptions are inves
tigated by AD personnel. 

(c) Daily, the Accounting Department 
reconciles aggregate transfers 
recorded in the OST Annuity 
System to aggregate transfers 
reflected in the VIP Fund and 
Separate Account. 

(d) IFTC accounting personnel recon
cile all Separate Account cash 
activity daily, including aggre
gate transfers of annuity 
contracts as recorded on the DST 
Annuity System. 
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Comments/Recommendations 

Control design is considered 
adequate; however, see 
Recommendation No. 5 in the Letter 
in this report. 

Control design is considered adequate. 



3. 

Control Objectives 

No ~ontin~ent deferred sales charge 
is Lmpose on transfers among 
series. 

4. Adequate records are maintained on 
contractowner accounts. 

5. Maintenance changes to shareholder 
accounts are properly authorized. 

Control Procedures 

(e) IFTC accounting personnel 
reconcile each VIP Fund custody 
cash bank account daily, 
including aggregate transfers 
reflected in the VIP fund. 

3.(a) The special transaction code used 
to input transfers, prevents the 
assessment of the contingent 
deferred sales charge. 

(b) Transfers are confirmed to the 
contractowners and the Account 
Execut i ves . 

4.(a) Hutton Life maintains 
contractowner accounts through 
use of the OST Annuity System. 

(b) Daily, transaction logs for 
purchases, transfers and 
redemptions and withdrawals are 
generated by the OST Annuity 
System. These logs are 
reconciled by Hutton Life's 
Accounting Department to the 
manual records prepared by AD for 
the Separate Account. 

(c) Quarterly statements are provided 
to contractowners. 

5.(a) Standard request forms signed by 
the contractowner are submitted 
for'maintenance changes. 

(0) Request forms are received by AD 
or Title Processing Department. 
Supervisors review maintenance 
changes before processing. 
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Comments/Recommendations 

Control design is considered adequate. 

4-1 Hutton Life should establish 
procedures for the review of 
exception processing reports by 
supervisory personnel. 

5-1 See recommendation 2-2 in the 
Contractowner Transactions -
Redemptions and'Withdrawals 
section. Such a plan should 
include Title Processing Department 
personnel. 

5-2 A plan should be developed to 
confirm to contractowners, changes 
in addresses to both the old and 
new addresses. 



Control Objectives 

6. Maintenance changes to contract
owner accounts are processed on a 
timely basis. 

7. Fees and expenses borne by the 
Separate Account are monitored for 
compliance with prospectus dis
closures. 

Control Procedures 

5.(c) Confirmations are sent to the 
contractowners and Account Execu
tives for any changes which are 
of a financial nature. 

6. AD and Title Processing Department 
supervisors monitor workflow to 
check reasonableness of timely 
processing of maintenance changes. 

7.(a) All disbursements for fees and 
expenses of the Separate Account 
must be approved by a Hutton Life 
officer prior to payment. 

(b) Disbursements for fees and ex
penses are paid by Hutton Life. 
Hutton Life is subsequently reim
bursed by the Separate Account. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 



D.2. a.2) VIP SEPARATE ACCOUNT 

CALCULATION OF ACCUMULATION UNIT VALUES (AUVs) 
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Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. The accumulation unit value com
putation is properly rev~ewed and 
approved. 

2. Mortality and expense risk charges 
are ~roperly computed and charged 
to t e Separate Account. 

3. 

4. 

Operating expenses are ~roperl! 
computed, charged to an paid or 
by the Separate Account. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SF:PARATE ACCOUNT 

CALCULATION OF ACCUMULATION UNIT VALUES (AUVs) 

Control Procedures 

1. IFTC accounting personnel calculate 
the AIJV daily in accordance with 
the formula specified in the Sepa
rate Account prospectus. The cal
culation is reviewed by a second 
IFTC accountant and entered into 
the DST Annuity System by IFTC for 
contract pricing. 

2. The computation of mortality and 
expense risk charges and allocntion 
to the Separate Account are per
formed systematically by the DST 
Annuity System. 

3.{a) Operating expenses of the Sepa
rate Account are approved by 
officers of Hutton Life prior to 
payment. 

(b) Operating expenses are paid hy 
Hutton Life which is reimbursed 
through redemption of accumlation 
units. 

(c) Copies of the approved invoices 
together with a copy of the check 
issued for payment are maintained 
by the Accounting Department of 
Hutton Life. 

4. The expenses of the Separate Ac
count are accrued by IFTC and re
viewed monthly by the Hutton Life 
Accounting Department. The review 
performed by the Accounting Depart
ment includes reviewing actual 
expenses incurred to determine that 
the accrual at the maximum level 
continues to be appropriate. 

II D-24 

Comments/Recommendations 

1-1 Accumulation unit values should be 
monitored for unusual fluctuntions 
daily by the Hutton Life Accounting 
Department personnel. 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 



5. 

6. 

Control Objectives 

AnnuRI contract maintenance chaagl' 
is pr~~Ec..!ly computed lind charge. 

Continyent deferred sales charge is 
proper t computed and charged on 
any ful or partial withdrawal/re
demption. 

Control Procedures 

5.(a) The annual contract maintenance 
charge (at the time of the review 
$10) is charged on a pro rata 
basis for contracts created 
during the calendar year and 
applied prospectively in full for 
each contract existing on 
December 11. The charge is made 
systematically by the DST Annuity 
System. 

6. 

(b) In order to pay the charge, suf
ficient accumulation units are 
redeemed (i.e., sold) with pro
ceeds payable to Hutton Life. 

(c) Processing and valuation are 
accomplished systematically 
through the DST Annuity System 
and tested in the same manner as 
any other withdrawal/redemption 
and reported to contractowners 
and the Account Executives. 

All withdrawals and redemptions are 
processed by AD. AD determines if 
the contingent deferred sales 
charge is applicable. If appli
cable, AD personnel compute the 
contingent deferred sales charge on 
a "disbursement request worksheet" 
which is reviewed and approved hy 
an AD supervisor before processing. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate; 
however, Hutton Life officials advised 
during the period January 29, 19R5 
through September 30, 19R5, the con
tingent deferred sales charge was 
incorrectly calculated on withdrawals 
from variable accounts for 24 contracts. 
They also advised that by April 11, 
198h, all affected contractowners were 
reimbursed. 



D.2. 8.3) VIP SEPARATE ACCOUNT 

FINANCIAL REPORTING 
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Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Post-effective amendments to the 
registration statement of the 
Separate Account which meet the 
ap~licable re9uirements of the 
£e eral secur1ties laws are filed 
promptly and made effective 1n 
accordance with Section 24. 

2. Prospective contractowners are 
provided a copy of the currently 
effective prospectus of the 
separate Account. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 

FINANCIAL REPORTING 

Control Procedures 

1. Officers of Hutton Life. with 
assistance provided hy outside 
legal counsel and the independent 
accountants for the Separate 
Account. prepare at least annually 
post-effective amendments to the 
registration statement which are 
filed with the SEC by such counsel. 
These filings follow an annual 
regulatory compliance calendar for 
the Separate Account which lists 
target dates for required or 
appropriate regulatory actions. 
The calendar is prepared by an 
officer of Hutton Life and reviewed 
by legal counsel for the Separate 
Account. Responsibility at Hutton 
Life is vested primarily in one 
officer. 

2.(a) Every individual prospective 
applicant/owner and joint appli
cant/owner and proposed annuitant 
and joint annuitant. i[ other 
than the owner. must execute an 
application for the variable 
annuity contract which includes a 
signed acknowledgement that "Re
ceipt is acknowledged of the 
curr.ent prospectus for E.F. 
Hutton Life Insurance Company 
Individual Flexible Premium 
Deferred Annuity and Variable 
Accumulation Contract." The con
tract will not be issued by AD 
without receipt hy Hutton Life of 
a properly executed application. 
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Comments/Recommendations 

1-1 Hutton Life should adopt a plan to 
consolidate and enhance procedural 
manuals which clearly and currently 
document the flow of transRctions 
and ~xternal filing requirements 
for the Separate Account. 

2-1 Procedures should he reviewed to 
check that current prospectuses are 
provided to purchasers of Hutton 
Life's variable annuity contracts. 



Control Objectives 

3. Existing contractowners are pro
vided a copy of the currently ef
fective prospectus of the Separate 
Account. 

4. 

Separate 

5. Contractowners are provided a semi
annual financial/performance re
port. 

6. Contractowners are provided an 
annual financial/eerformance report 
(including financLal statements 
with a report of independent 
accountants). 

Control Procedures 

(b) Instructions for sale provided to 
the registered 'representative/ 
agent (Form 8026/1083-85), "How 
to Sell VIP" instruct the agent 
to provide the current prospec
tuses fo~ both the Separate 
Account and the VIP Fund. 

3. Hutton Life mails a copy of the 
current prospectus for the Separate 
Account and the VIP Fund to every 
existing contractholder whenever 
post-effective amendments to the 
registration statements become 
effective, at least annually. 

4. Quarterly, every existing contract
owner and Account Executive is 
mailed a statement of account in 
confirmation format which states 
the current value{s) of the con
tract{s). The statement is gener
ated by the DST Annuity System and 
processed by AD which oversees the 
mailing of the statements to 
contractowners. 

5. Every existing contractowner is 
mailed a semiannual report of the 
VIP Fund. Through discussions with 
outside legal counsel for the 
Separate Account, Hutton Life has 
determined that semiannual reports 
on the Separate Account are not 
required by Rule 30d-2. Accord
ingly, no semiannual reports on the 
Separate Account have been provided 
to contractowners. 

6. Every existing contractowner is 
mailed an annual report of the 
Separate Account which includes 
financial statements with a report 
of independent accountants. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate; 
however, the report of Independent 
Accountants does not fully comply with 
Rule 30{e). 



Control Objectives 

7. The financial statement~ included 
Tilt11\.! annual and semi-annual 
r'~i)Q:ts irlCTuae all d1sclosures 
~equl~~~y Section 30 and 
R~gu ",tum S-x. 

Control Procedures 

7. Hutton Life consults with its 
i.ndel'cndent accountants for the 
Annual Rcport to determine that all 
di.sclnSI\r(·s required by Section 30 
and Rp.gulntlQn S-X are included in 
the fin~nci"l statements of the VIP 
Separate Account. 
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Comments/Recommendations 

See Recommendation No. 12 in the Letter 
in this report. 



0.2. a.4) VIP SEPARATE ACCOUNT 

COMPLIANCE AND OTHER SEC REQUIREMENTS 
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Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Proxy statements and/or other dis
closure notices re~arding voting 
rights are rrovide to contract
owners and iled with the SEC on a 
timely basis and in accordance with 
arPlicable disclosure requirements 
o Section 20. 

2. Accurate confirmations of purchase 
and/or redemption/withdrawal trans
actions are provided to contract
owners on a timely basis. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP SEPARATE ACCOUNT 

COMPLIANCE AND OTHER SEC REQUIREMENTS 

Control Procedures 

1. Hutton Life prepares a voting list 
from the DST Annuity System 
containing names, addresses and 
other voting information of all 
existing contractowners as of the 
record date. The proxy statement 
of the VIP Fund together with a 
voting instruction/proxy card is 
mailed from the nST Annuity System 
Service Center to every 
contractowner of the Separate 
Account. 

2.(a) Every purchase, redemption or 
transfer transaction which causes 
a change in the AUs credited to a 
contractowner's account is re
corded on the DST Annuity System. 

(b) On the day after the transaction 
is recorded onto the DST Annuity 
System, the OST Annuity generates 
a confirmation which is mailed by 
Hutton Life to the affected 
contractowner and Account 
Executive. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 



Control Objectives 

3. 
ma1.nta 
31a-1, 

Control Procedures 

3.(a)Pursuant to contracts entered into 
in August 1983 between Hutton Life 
on behalf of the Separate Account 
and DST and IFTC, IFTC has, as 
recordkeeping agent for Hutton 
Life, agreed to prepare and 
maintain the required accounting 
and related records. IFTC has also 
agreed to prepare and maintain all 
the books and records required by 
Section 31 and the rules 
thereunder. 

(b) The IFTC accounting manual covers 
these rules. The records prepared 
and maintained hy IFTC are designed 
to facilitate compliance. 
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Comments/Recommendations 

Control design is considered adequate. 



D.2. b.l) VIP -FUND 

PORTFOLIO TRANSACTIONS 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Portfolio transactions are 
authorized by appropriate 
personnel. 

2. Details of executed and cancelled 
transactions are accurately 
recorded by traders. 

3. All transactions executed are 
accurately and completely commu
nicated to the recordkeepinf 
agent by the investment adv ser. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

PORTFOLIO TRANSACTIONS 

TRADE INITIATION AND RECORDING 

Control Procedures 

1. Hutton Asset Mana~ement (HAM) makes all in
vestment decisions for the VIP Fund. HAM 
portfolio managers and traders in New York 
execute trades and document details of trans
actions on trade tickets which are approved in 
writing by the responsible portfolio manager. 
In the absence of the portfolio manager, a 
designated officer of HAM will approve the 
transaction. Employees of IFTC have been 
instructed not to accept trade tickets which 
are not properly authorized. 

2.(a) Portfolio managers and traders confirm details 
of transactions with contra parties by phone 
or through the Depository Trust Company 10 
System prior to execution. 

(b) Portfolio managers ilnd traders maintain their 
own records of secllI"ities positions and peri
odically agree amounts to n!ports received 
from 1FTC. 

3.(a) HAM telecopies the trade tickets to IFTC for 
recording of securities transactions. Trade 
tickets for money market instruments are tele
copied on trade date; all others on day fol
lowing trade date. 

(b) For all securities except U.S. Government 
securities, control totals of the number or 
amount of trades for the day are used by HAM 
and IFTC. U.S. Government securities transac
tions are confirmed individually. 

(c) HAM personnel compare trade tickets to trans
actions recorded by [FTC on the day following 
trade date for money market instruments and on 
the second day following trade date for all 
uther securities. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considererl 
adequate. 

3-1 Control design is consirlered 
adequate; however, HAM should 
develop and implement pro
cedures to identify and report 
to IFTC any securities tendered 
so that th~y may be recorded on 
the appropriate dates. 



Control Objectives 

4. The recordkeepin~ agent 
accurately recor saIl Kortfolio 
transactions no later t an the 
business day following trade 
date. 

5. Investment restrictions set forth 
in frospectuses are complied with 
inc uding those with respect to: 

Types of investments 
Industry limitations 
Individual issuers 

Control Procedures 

4.(a) IFTC accountants enter portfolio transactions 
into the Portfolio Accounting System based on 
trade tickets received from HAM. The system 
requires the entry of a security CUSIP number 
and all key fields for each transaction and 
performs extensions and other calculations. 
Transactions are recorded in investment 
related files in an lion-line, real-time" mode. 

(b) Debt maturities are irlentified hy the system 
on pending files which are reviewed by IFTC 
accountants and manually accepted for record
ing on maturity dates. 

(c) IFTC accountants batch purchase and sale trade 
tickets received from HAM each day and agree 
the control totals (including maturities noted 
at 4(b» to net postings in general ledger 
investment accounts. 

(d) See HAM procedures at 2.(b) above. 

5.(a) Portfolio managers have stated that they are 
knowledgeable of prospectus policies and 
restrictions as well as current portfolio 
positions. Portfolio managers approve all 
portfolio trades. 

(b) For certain funds, portfolio sumulary sheets 
are prepared which inrlicate prospectus invest
ment restrictions. 

(c) Every portfolio transaction is checkerl to a 
tailored compliance checklist of significant 
prospectus investment restrictions by the HAM 
Compliance Department. 

(d) The Compliance Officer is required to periodi
cally report to the Hoard of Directors the 
status of compliance with prospectus policies 
and restrictions. 
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Comments/Recommendations 

4-1 See recommendation to streng
then controls at 3-1 above. 

5-1 Summary listings of applicable 
requirements should he updat,~d 
or. developed, where applicahle, 
for use hy portfolio managers. 

5-2 Compliance Department check
lists should include all appli
cahle prospectus, 1940 Act, SEC 
and significant lRS 
requirements. 

5-3 All portfolio management ques
tions regarding compliance 
should initially be directed to 
and coordinated hy the HAM 
Compliance Officer. 



Control Objectives Control Procedures 

6. Portfolio transactions are in 6.(a) See procedures described at 5. above. 
complIance wIth rules and regula-
tions under the 1940 Act, includ-
ing: 

Portfolio diversification 
Transactions with affiliated 
persons 

7. Prospectus restrictions relating 
to repurchase ayreements are 
adhered to, inc udIng: 

(a) Creditworthiness of contra 
parties 

(b) Possession of collateral and 
adequacy of market value 

8. With respect to reverse 
repurchase agreements: 

(a) Agreements are entered into 
only with creditworthy 
parties. 

(b) Collateral delivered by the 
funds is not excessive. 

(b) Information regarding compliance is prepared 
by the Compliance Officer. 

7.(a) 1. The Board of Directors has adopted written 
procedures regarding repurchase agreements. 

2. HAM monitors the creditworthiness of contra 
parties and presently conducts transactions 
only with primary dealers. The listing of 
approved dealers is reviewed by the Board 
of Directors annually. 

3. HAM advises that the funds deal only with 
primary repo dealers. 

(b) 1. The funds have written agreements with all 
of their contra parties. 

(b) 2. Sub-custodian procedures provide for 
amounts to be paid only a~ainst receipt of 
collateral. 

3. Portfolio manacers and traders ascertain 
the adequacy of collateral upon entering 
into the transaction. 

8.(a) See procedures described at 7.(a) above. 

(b) the custodian and sub-custodian deliver 
securities only against payment in accordance 
with their contracts. 
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Comments/Recommendations 

6-1 See recommendations under 5. 
above. 

7-1 HAM should continue efforts to 
have all dealers sign a recently 
revised repo agreement and en
sure all agreements properly 
perfect a security interest in 
collateral received. 

7-2 HAM should consider establishing 
limits for outstanding repur
chase agreements with individual 
contra parties. 

7-3 See Recommendation No. 10 in 
the LetFer in this report. 

8-1 See recommendation 7-1 above. 

8-2 HAM shoulrl establish procedures 
to check that the market value 
of collateral delivered for 
reverse repurchase agreements 
is not excessive. 



Control Objectives 

(c) Agreements are entered into 
only when investments with a 
more favorable interest rate 
are available. 

(d) Sufficient cash or liquid 
assets are maintained in a 
segregated account to cover 
the amount of obligations. 

9. With resaect to when-issued and 
delayed elivery securities: 

(a) Transactions are appropri
ately identified and reported 
to IFTC. 

(b) Sufficient cash and liquid 
assets are maintained in a 
segregated account to cover 
the related liability. 

Control Procedures 

(c) Portfolio managers are charged with responsi
bility to enter into reverse repos only when 
proceeds-may be invested at a higher rate. 

(d) Portfolio managers and traders identify col
lateral to be held in a segregated account by 
the custodian and ascertain that the initial 
market value segregated is in excess of the 
related liability. 

9.(a) Portfolio managers and traders identify such 
transactions on trade tickets telecopied to 
IFTC. 

(b) Portfolio managers and traders identify col
lateral to be held in a segregated account by 
the custodian and check that the value of 
such assets is sufficient. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

9-1 HAM should establish 
procedures to determine the 
adequacy of the value of 
segregated assets underlying 
such liabilities throughout 
the period such commitments 
are outstanding. 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Deliveries and receipts of 
securities

fi 
includine those 

effected t rou~h boo entry 
procedures, an related cash 
movements are based upon 
appropriate authorization. 

2. Securities are delivered only 
upon receipt of patment, and 
payment is made on y upon receipt 
of securities. 

3. Differences on transaction 
settlements are promptly 
identified and resolved. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

PORTFOLIO TRANSACTIONS 

TRAf)E SETTLEMENT 

Control Procedures 

l.(a) IFTC telecopies trade tickets received from 
HAM to First Interstate which serve as autho
rizations to receive and deliver securities 
for payment. 

(b) First Interstate receives or delivers securi
ties or provides settlement instructions to 
Chase Manhattan, the sub-custodian, hased on 
the HAM trade tickets received through IFTC. 
First Interstate and sub-custodian personnel 
are instructed to agree securities settling to 
appropriate authorizations and to report any 
discrepancies to lFTC for follow-up. 

(c) IFTC accountants a~ree actual movements of 
cash and securities reflected on daily First 
Interstate cash and activity statements to 
pending securities settlements and money 
market transactions recorded on the Portfolio 
Accounting System. 

2.(a) First Interstate has estahlished procedures·to 
receive and deliver cash and securities only 
in exchange for amounts authorized by HAM. 

(b) The sub-custodian has established procedures 
to receive and deliver cash and securities 
only in exchange for amounts authorized by 
First Interstate. 

(c) See description of procedures at l(b) above. 

3.(a) The Portfolio Accounting System automatically 
creates a pending settlement record for each 
securities transaction recorded, except for 
transactions with same day settlement, such as 
money market transactions. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

4. Fails are promptly investigated 
Bnd resolved. 

Control Procedures 

(b) IFTC accountants agree Bctual settlements 
reflected on daily bank statements to pending 
settlement records and follow-up on differ
ences noted. Settlement records for the 
series must be cleared manually on the system. 

(c) In recording cash transactions and reversing 
receivables and payables for securities trans
actions, IFTC accountants identify settlement 
differences. IFTC accountants and supervisors 
are responsible to resolve differences with 
First Interstate and HAM. 

4.(a) Fails are identified by IFTC and custodian 
procedures described at 1. and 3. ahove. IFTC 
accountants and supervisors are responsible to 
contact HAM portfolio managers or trade~s and 
First Inte~state to ~esolve fails. 

(b) Upon notification o( fails from IFTC or 
brokers, HAM portfolio traders investigate 
fails and follow up until resolved. 
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Comments/Recommendations 

Control design is considered 
adequate. 



D.2. b.2) VIP FUND 

CASH/ACCOUNTS PAYABLE/EXPENSES 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

A. Cash 

1. Cash disbursements and 
receipts are su~ject to 
appropriate aut orization and 
review. 

2. 'Recorded cash disbursements/ 
receipts re~resent a~gregate 
aayments an collectlons 
uring the period and are 

properlt a~plied in reduction 
of paha Ie receivable balances 
or ot er appropriate accounts. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

CASH/ACCOUNTS PAYABLE/EXPENSES 

CASH 

Control Procedures 

l.(a) The custodian agreements with First Interstate 
specify the levels of authorization required 
for various cash activities. First Interstate 
maintains listings of authorized signatories. 

(b) Cash disbursements and receipts in connection 
with securities transactions are authorized as 
described at 1. under the Trade Initiation and 
Recording section. 

(c) Cash disbursements for expenses are made by 
First Interstate after receiving written 
authorization from Hutton Life. 

(d) First Interstate has established procedures to 
control transfers of monies into or out of the 
series custody bank accounts. Such control 
procedures include the requirement that all 
transfers be approved by authorized signers. 

2.(a) IFTC bank account reconciliation procedures 
(see description at 3. below) require that all 
cash receipts and disbursements are accounted 
for and recorded. 

(b) IFTC procedures for reviewing and recording 
trade settlements (see description at 3. under 
Trade Settlement section above) require that 
associated cash is recorded and applied to 
trade payable/receivable balances. 

(c) IFTC procedures for recording receipt of in
terest and dividends (see description at 3. 
under Income Recording and Collection section 
above) require that such amounts are recorded 
and applied to the appropriate receivable 
balances. 
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Comments/Recommendations 

Control design is consirlered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

3. Bank reconciliations and 
related procedures are ade
quate to assure that activity 
and balances reElected in bank 
statements have been properly 
recorded. 

4. Cash transactions and require
ments are ro erl monitored 
to ~rov1 e assurance t at cash 
ob11fations can be met and 
ort olio mana ers are aware 

or 1nvest-

Control Procedures 

(d) Procedures for the authorization of disburse
ments for expenses (see description at 1. 
under Accounts Payable and Expenses section) 
provide for the proper recording of such 
amounts. Authorizations prepared by Hutton 
Life personnel indicate the applicable series. 

3.(a) IFTC has estahlished procedures for accoun
tants to reconcile bank statements for each 
fund daily. Accountants are required to ac
count for all cash activity, as described at 
2. above, and reconcile ending hank halances 
to general ledgers. Bank reconciliations are 
approved by supervisory personnel. 

(b) Hutton Life personnel reconcile cash balances 
reported by First Interstate to those recorded 
by IFTC for the series. 

4.(a) IFTC prepares a daily cash availability work
sheet for each fund. All activity affecting 
cash balances is considered, including con
tract owner transactions and securities trade 
settlements and maturities. Every morning 
IFTC reports each fund's cash available for 
investment to HAM portfolio management. 

(b) Cash flow projections are furnished to HAM 
short-term portfolio managers continuously 
throughout the day until the final cash 
worksheet is prepared no later than 12:30 p.m. 
New York City time. 

(c) HAM portfolio managers and traders maintain 
their own records of cash available for in
vestment and compare their balances to those 
reported by IFTC for reasonableness. 

(d) Actual cash transactions are authorized and 
reviewed by procedures described at 1. and 2. 
above. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Exaenses are pro~erly authorized 
an borne by eac series in ac
cordance with current agreements 
and the prospectus. 

2. General expenses are properly 
allocated among the series. 

3. Expenses are properly accrued for 
in the daily calculation of net 
asset value per share. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

CASH/ACCOUNTS PAYABLE/EXPENSES 

ACCOUNTS PAYABLE AND EXPENSES 

Control Procedures 

1. Hutton Life reviews and approves expense in
voices and other charges for the series. 
Personnel responsible for reviewing nnd/or 
approving expenses have informed us that they 
are knowledgeable of prospectus and service 
agreement requirements. 

2.(a) Hutton Life identifies expenses relating to 
individual series and general expenses to be 
allocated among the series, such as directors' 
fees, accounting and legal expenses. Hutton 
Life determines the allocation of general 
expenses in accordance with prospectus guide
lines. 

(b) IFTC records the allocation of general ex
penses to the series as authorized by Hutton 
Life. 

3.(a) Hutton Life develops an expense budget and 
accrual rates for each series and provides 
IFTC with authorizations indicating the amount 
of expense to be accrued daily. Since the 
expenses of the VIP Separate Account and VIP 
Fund have exceeded their combined expense 
limitAtion guaranteed by Hutton Life, Hutton 
Life has instructed IFTC to accrue expenses 
for the VIP Fund only up to its share of the 
limitAt ion. 

(b) Hutton Life reviews actual and budgeted 
expenses monthly to ascertain whether it is 
still Appropriate to accrue expenses up to the 
expense limitation. 

(c) IFTC reviews the reasonableness of daily ex
pense accruals as part of the daily analysis 
of the change in net asset value per share or 
yield (see description at 5."below). 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

4. Expense limitations pursuant to 
state securities re~ulations are 
monitored and compiled with 
appropriately. 

5. Investment advisor~ fees are 
eroperly calculate and recorded 
in accordance wlth current 
advisory agreements and prospec
tus disclosure. 

Control Procedures 

4.(a) See Hutton Life procedures described at 3(a) 
and (b) above. 

(b) IFTC personnel monitor compliance with appli
cable expense limitations, as required, to 
properly reflect net a~set value per share. 

5.(a) Hutton Life is responsible for providing IFTC 
with current advisory fee rates as specified 
in current advisory agreements and prospec
tuses. 

(h) IFTC fund Accounting personnel enter current 
advisory fee rates into the Portfolio Account
ing System, except ~or The Money Market 
Series, since the investment adviser volun
tarily agreed to waive such fees. The system 
automatically calculates the advisory fees 
based on daily net assets and accrues such 
amounts. 

(c) Hutton Life personnel review fund advisory 
fees f?r reasonableness on a monthly hasis. 

(d) See description of IFTC NAV calculation review 
procedures at 5.(h) under Fund Accounting and 
Calculation of Net Asset Value Per Share 
section helow. 
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Comments/Recommendations 

Control design is considered 
adequate. 

5-1 Control design is considered 
adequate; however, Hutton Life 
personnel should check IFTC's 
calculations of advisory fees 
on a quarterly basis and as of 
the effective dates of any rate 
changes. 



D.2. b.3) VIP FUND 

FUND ACCOUNTING AND CALCULATION OF 

NET ASSET VALUE PER SHARE 
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Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Journal entries and other 
accountin9 in~ut are appro~ri
ately reVLewe and approve . 

2. All assets and liabilities of the 
series are reflected in the com
putation of net asset value on a 
timely basis. 

o Assets and liabilities used in 
net asset value computations 
agree with underlying ledger 
balances. 

o Subsidiary ledgers and 
journals are in agreement 
with related general ledger 
accounts. 

o Inclusion of all securities 
positions in the net asset 
value computation. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

FIIND ACCOUNTING AND CALCULATION OF 
NET ASSET VALUE PER SHARE 

Control Procedures 

l.(a) Investment transactions nre authorized and 
recorded transactions are reviewed by IFTC 
and HAM personnel as described under Trade 
Initiation and Recording. 

(b) The Portfolio Accounting System automatically 
sets up journal entries to record trade set
tlements, maturities, dividends, etc.; how
ever, IFTC accountants must enter an 
"acceptance" into the system prior to actual 
recording. Accrual of interest is automati
cally recorded by the system. 

(c) IFTC has established procedures for fund 
administrators to file manually prepared 
support for all miscellaneous journal entries 
in posting books which are reviewed by super
visors. 

2.(a) The computation of net asset value is per
formed by the system for each series at the 
end of the day. IFTC fund administrators are 
instructed to check all portfolio trades, 
journal entries and other system updates are 
entered prior to the pricing of the portfolio 
(see 3. below) and calculation of NAV. 

(b) Since the DST Portfolio Accounting System 
calculates net asset value per share, the 
current general ledger balances are used in 
the computations. 

(c) Transactions recorded by IFTC are recorded in 
an "on-line, real-time" mode by the system and 
investment related files are updated at the 
same time. This helps to check subsidiary 
ledgers and journals are in agreement with 
general ledger accounts. 
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Comments/Recommendations 

Control design is considered 
adequate. 

2-1 Control design is considered 
adequate; however, see recom
mendations at 3. below. 



Control Objectives 

3. Securities are properly valued. 

o Valuations are in accordance 
with policies set forth in 
prospectuses. 

o Significant or unusual 
changes in market prices 
are investigated. 

Control Procedures 

(d) The system highlights out-of-balance condi
tions (including differences between subsidi
ary and general ledgers) on various reports. 
IFTC accountants investigate such conditions. 

(e) Procedures described under the Trade Initia
tion and Recording section and those above 
provide for all securities positions to be 
recorded and investment subsidiary ledgers to 
be in agreement with the general ledger. 

3.(a) HAM is responsible for advising IFTC of fund 
securities pricing policies as set forth in 
prospectus and any changes thereto. 

(b) IFTC obtains market prices for securities, as 
specified in prospectuses, through system 
interface with an outside pricing service 
(Quotron), except for corporate bond and U.S. 
Government securities where prices are sup
plied by HAM. 

(c) Market prices for corporate bonds and U.s. 
Government securities are obtained by HAM 
portfolio management from brokers and market 
makers for use by IFTC. 

(d) IFTC accountants review market prices for 
reasonableness by reviewing a pricing strati
fication report which indicates significant 
changes in prices and omitted prices. Accoun
tants are instructed to investigate signifi
cant changes and omitted prices immediately 
which are also reviewed by supervisors. The 
change in each series total portfolio market 
value is also reviewed for reasonableness as 
part of the daily analysis of the change in 
net asset value per share. 

(e) The HAM long-term taxable bond portfolio 
management group reviews IFTC 
securities valuations for reasonableness. 
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Comments/Recommendations 

3-1 Adjustments to securities valu
ations and any pricing errors 
'should be evaluated by HAM 
Finance Tlepartment personnel, 
giving consideration to the 
requirements of Rule 2a-4. The 
disposition should be docu
mented in writing by Compliance 
Department personnel and ap
proved by management. 

3-2 HAM should establish procedures 
to check securities prices 
obtained by IFTC to an indepen
dent source on a test basis. 

3-3 For The Equity Series, the HAM 
portfolio managers or traders 
should adhere to established 
procedures and review securi
ties valuations performed by 
IFTC. 



Control Objectives 

4. 

5. The net asset value per share 
computation 1S properly rev1ewed 
and approved. 

6. 

Control Procedures 

4.{a) IFTC accountants record the net purchase or 
redemption of capital stock (in dollars) by 
the VIP Separate Account (sole shareholder) 
daily on the Portfolio Accounting System for 
each series. Shareholder activity is obtained 
from reports generated by the DST Annuity 
System based on annuity contract transactions 
entered by Hutton Life. The quantity of capi
tal shares purchased or redeemed is computed 
by IFTC based on the series' net asset value 
per share for the applicable trade date. 

(b) IFTC accountants' reconcile the capital stock 
transactions to the monies received by the 
custodian for such transactions daily. 

(c) IFTC accountants agree outstanding shares 
recorded for each series to the corresponding 
Separate Account memo account for shares 
owned. 

5.(a) IFTC accountants investigate significant 
changes in securities prices as described at 
3.(d) above. Supervisors review dispositions. 

(b) IFTC requires that an analysis of the change 
in net asset value per share, or yield for The 
Money Market Series, be prepared each day and 
approved by supervisors prior to the issuance 
of series prices. These analyses are per
formed by completion of the standard IFTC Net 
Asset Rollforward schedules for equity or bond 
funds and money market funds. The Rollforward 
schedules isolate the components of the change 
in net assets from the beginning to the end of 
the day. 

6.(a) The HAM Compliance Oepartment checks invest
ments made by money market funds for compli
ance with Rule 2a-7 of the 1940 Act and 
certain procedures adopted by the Board of 
Directors. 
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Comments/Recommendations 

Control design is considered 
adequate. 

5-1 Control design is considered 
adequate with respect to proce
dures performed by IFTC; how
ever, Hutton Life should review 
the Net Asset Rollforward 
schedules and calculations of 
net asset value per share for 
each series on a monthly basis. 

6-1 See Recommendation No. 11 in 
the Letter in this report. 



Control Objectives 

7. Books and records are maintained 
in accordance with Rules 31a-l, 
31a-2 and. 31a-3 under the 1940 
Act. 

Control Procedures 

7.(a) The VIP Fund's recordkeeping agreement affixes 
responsibility with IFTC for the proper main
tenance of accounting and related records. 
The recordkeeping agreement also provides for 
the VIP Fund's ownership of and accessibility 
to such records. 

(b) The IFTC accounting manual includes these 
rules and the records appear suitably designed 
to facilitate compliance. 
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Comments/Recommendations 

Control design is considered 
adequate. 



D.Z. b.4) VIP FUND 

FINANCIAL REPORTING 

II D-54 



Control Objectives 

What procedures are designed to provide 
reasonable assurance that: 

1. Post-effective amendments to the 
registration statement of Hutton 
VIP Fund which meet the a licable 

2. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

FINANCIAL REPORTING 

Control Procedures 

1. Officers of Hutton Life and the VIP 
Fund with assistance provided by 
counsel for the VIP Fund prepare at 
least annually post-effective 
amendments to the registration 
statement which are reviewed by the 
independent accountants, are filed 
with the SEC by such legal counsel. 
These filings follow an annual 
regulatory compliance calendar for 
the Hutton VIP Fund which lists 
target dates for all required or 
appropriate regulatory actions. 
The calendar is prepared by an 
officer of Hutton Life and the VIP 
Fund and reviewed by counsel for 
the VIP Fund. 

Comments/Recommendations 

1-1 Hutton Life should adopt a plan to 
consolidate and enhance procedural 
manuals which clearly and currently 
document the flow of transactions 
and external filing requirements 
for the VIP Fund. 

2. Officers of Hutton Life and the VIP Control design is considered adequate. 
Fund with assistance provided by 
outside legal counsel prepare at 
least annually, post-effective 
amendments to the registration 
statements which are reviewed by 
the independent accountant for the 
VIP Fund and filed with the SEC by 
outside legal counsel. These 
reviews and filings follow an 
annual regulatory compliance 
calendar for the Separate Account 
and Fund which lists target dates 
for all 'required or appropriate 
regulatory actions. The calendar 
is prepared by a Hutton Life 
officer and reviewed by such 
counsel. That Hutton Life officer, 
with the assistance of such 
counsel. assumes primary 
responsibility for meeting the 
targets stated on the calendar. 
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Control Objectives 

3. Copies of periodic reports to con
tractowners are filed with the SEC 
promptlx· 

4. 

5. Subsequent purchasers/existing 
contractowners are sent a coPX of 
the current IX effective prospectus 
oE the Hutton VIP Fund. 

Control Procedures Comments/Recommendations 

3. Through coordination between an Control design is considered adequate. 
officer ·of Hutton Life and the VIP 
Fund and outside legal counsel, all 
required filings are submitted by 
outside legal counsel to the SEC. 
Outside counsel and Hutton Life 
maintain files of all such filings. 

4.(a) ~very individual prospective 
applicant/owner and joint appli
cant/owner and proposed annuitant 
and joint annuitant if other than 
the owner must execute an appli
cation for the variable annuity 
contract which includes a signed 
acknowledgement that "Receipt is 
acknowledged of the current pro-
spectus for E.F. Hutton Life 
Insurance Company Individual 
Flexible Premium Deferred Annuity 
and Variable Accumulation Con-
tract." The contract will not be 
issued by AD without receipt by 
Hutton Life of a properly exe-
cuted application. 

(b) Instructions for sale provided to 
the registered representativel 
agent (Form 8026/1083-85), "How 
to Sell VIP," instruct the agent 
to provide the current prospec
tuses for both the VIP Separate 
Account and the VIP Fund. 

4-1 Procedures should be reviewed to 
check that current prospectuses are 
provided to purchasers of Hutton 
Life's variable annuity contracts. 

5. Hutton Life mails a copy of the Control design is considered adequate. 
current prospectus for the VIP Fund 
to every existing contractholder 
whenever the post-effective 
amendment to the registration. 
statements becomes effective, i.e., 
at least annually. 



Control Objectives 

6. Contractowners are sent a semi
annual financial/performance 
report. 

7. Contractowners are sent an annual 
finahcial/performance report (in
cludin financial statements with a 

epen ent accountants 

Control Procedures 

6. Every existing contractowner is 
mailed a semiannual report of the 
VIP Fund. 

7. Every existing contractowner is 
mailed an annual report of the VIP 
Fund which includes financial 
statements with a report of inde
pendent accountants. 

8. The financial statements included in 8. 
the annual and semi-annual reports 
include all disclosures required by 
Section 30 and Regulation S-X. 

Hutton Life consults with its 
independent accountants for the 
Annual Report to determine that all 
disclosures required by Section 30 
and Regulation s-x are included in 
the financial statements of the VIP 
Fund. 
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Comments/KecommenaaC10ns 

Control design is considered adequate. 

Control design is considered adequate; 
however, the report of Independent 
Accontants does not fully comply with 
Rule 30(e). 

8-1 See Recommendation No. 12 in the 
Letter in this report .. 



D.2. b.5) VIP FUND 

COMPLIANCE AND OTHER SEC REQUIREMENTS 
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Control Objectives 

What procedures are designed to provide 
reasonable assuran'ce that: 

1. 

o 

2. Proxy statements and/or other dis
closure notices re~ardin~ votin~ 
ri~hts are erovide to s arehol ers 
an filed w1th the SEC on a timel~ 
basis and in accordance with a p!11-
cable disclosure requirements 0 

Section. 20. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

COMPLIANCE AND OTHER SEC REQUIREMENTS 

Control Procedures 

l.(a) Outside legal counsel for the VIP 
Fund is assigned responsibility 
by Hutton Life for filing reports 
with the SEC on time. 

(b) Officers of Hutton Life and VIP 
Fund together with such counsel 
and the independent accountants 
for the VIP Fund revise and 
update existing disclosure 
materials and with the assistance 
of such counsel, file with the 
SEC. 

(c) Through coordination between a 
Hutton Life officer and such 
counsel, required filings are 
submitted by such counsel to the 
SEC. Such counsel and Hutton 
Life maintain files of such 
fil ings. 

2. Hutton l.ife prepares 11 voting list 
from the DST Annuity System 
containing names, addresses and 
other voting information of all 
existing contractowners as of the 
record date. The proxy statement 
of the VIP Fund to&ether with a 
voting instruction/proxy card is 
mailed from the DST Annuity Service 
Center to every contractowner of 
the Separate Account. The proxy 
card which states that it must be 
signed hy the contractowner to be 
valid acknowledges receipt of 
Notice of the Annual Meeting and 
the Proxy Statement of the VIP 
Fund. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 



3. 

4. 

5. 

6. 

Control Objectives 

Confirmations of purchase and/or 
redemption/withdrawal transactions 
are provided to shareholders on 
a timely basis. 

Books and records are prepared and 
maintained as required b, Section 
31 and Rules 31a-l, 31a- and 
31a-3. 

Net asset values of each series are 
trorerlt comsuted on a current 

as s,nclu ing in particular, as 
applicable, com~liance with Rules 
2a-4, 2a-1 and 2c-1. 

Operating expenses are pro~erly, 
aPeroved, comcuted, charge to and 
pa1d for hy t e approhriate series 
and in accordance wit prostectus 
disclosures and statement 0 

additional information. 

Control Procedures 

3. Hutton Life, on behalf of the 
Separate Account, receives a daily 
detailed listing of every share 
transaction for the VIP Fund. 

4.(a) Pursuant to their contracts with 
the Fund, the custodian (FIB) and 
the recordkeeping agent (IFTC) 
have undertaken to prepare and 
maintain, to the extent 
applicable to the activities of 
each, the books and records 
required by Section 31 and the 
rules thereunder. 

5. 

(b) The IFTC accounting manual covers 
these rules. The records 
prepared and maintained by IFTC 
are designed to facilitate 
compliance. 

Pursuant to its recordkeeping 
agency agreement with the VIP Fund, 
IFTC is responsible for computing 
the net asset values on a daily 
basis. See description of 
procedures under the Fund 
Accounting and Calculation uf Net 
Asset Value Per Share sectiun. 

6.(a) IF'TC, in computing the daily net 
asset value ~)r each serius 
accrues for ongoing 01H'rat Lng 
expenses, primarily tlw 
investment advisory fees. 

(b) OffLcers of the VIP Fund rev Lew 
and approve payments and ~utho
rize the custodian to make 
payments. 

(c) Allocations of charges and/or 
payments are made by IFTC, as 
instructed by the funds officers. 

(d) The Accounting Department at 
Hutton Life compares monthly the 
actual expenses paid to amounts 
accrued by IFTC to determine 
compliance with expenses 
limitations. 

II 0-60 

Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 



7. 

8. 

9. 

Control Objectives 

The Board of Directors is proKerly 
constituted in accordance wit 
Section 10. 

The acquisition of securities 
during the existence of an under
writing syndicate is in accordance 
wt.th Rule 10£-3. 

The acquisition of securities 
issued~y persons engaged in 
securities related bus1nesses is in 
accordance with Rule 12d3-1. 

7. 

8. 

9. 

Control Procedures 

Outside legal counsel for the VIP 
Fund is requested by Hutton Life to 
monitor this requirement. Also all 
contractowners of VIP Separate 
Account are sent a Proxy Statement 
of the fund which discloses whether 
any director/ nominee is an 
"interested person" of the fund and 
whether the fund has the requisite 
percentage of disinterested 
directors. 

The Board of Directors receives a 
compliance memorandum setting forth 
the requirements of Rule 10f-3 and 
a report of all portfolio transac
tions executed by HAM on behalf of 
the fund, including a listing from 
the HAM portfolio manager of any 
transactions during the period 
reported which may be subject to 
Rule 10f-3. The fund's president 
reports quarterly to the Board of 
Directors on compliance with the 
requirements in a compliance 
memorandum and the Board reviews 
the applicable procedures at least 
annually. 

The Board of Directors is sent a 
compliance memorandum setting forth 
the requirements of Section 
l2(d)(3) and Rule l2(d)3-l. The 
Board is sent a periodic report of 
all portfolio transactions executed 
by HAM on behalf of the fund, 
including a report of any which may 
be subject to the rule and stating 
whether such were in compliance 
with the rule. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 



Control Objectives 

11. The principal underwriting contract 
for the fund has been properly and 
time!y at~roved in accordance with 
Sectl.on • 

12. Transactions between the fund and 
certain affiliated persons have 
been executed in accordance with 
Section 11 and Rule 11a-6 and/or 
11a-1. 

13. Transactions between the fund and 
. its affiliated broker-dealer have 
been effected in accordance with 
Section 11(e) and Rule 11e-l. 

Control Procedures 

10. The investment advisory contract is 
presented to contractholde~s for 
their approval at the annual 
meeting of the fund and is also 
voted upon by the directors as 
required by Section 15. 

11. The contract is reapproved by the 
Board of Directors as required by 
Section 15. 

l2.(a) The Board of Directors are sent a 
compliance memorandum prepared by 
HAM setting forth the procedures 
adopted pursuant to Rule l7a-7 so 
that purchase and sale transac
tions between the Fund and 
certain persons are in accordance 
with the Rule. 

(b) Procedures require that the HAM 
trader(s) provide a report to the 
fund president monthly of all 
purchases or sales subject to the 
rule. The president reports 
quarterly to the Board. The 
Board reviews the procedures 
annually. 

13. The Board is sent a compliance 
memorandum setting forth the 
procedures adopted pursuant tu Rule 
l7e-l regarding determining the 
fairness and reasonableness of 
commissions paid to an affiliated 
broker. HAM manager(s) report tu 
the fund's president quarterly, any 
transactions subjec~ to the rule 
and the president presents such 
transactions in reports tu the 
Board quarterly. The Board is 
supplied a report of all portfolio 
transactions for the fund. The 
Board reviews the l7e-l procedures 
annually. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 

Control design is considered adequate. 



Control Objectives 

14. The Fund's custodian arrangements 
are in accordance with Section 
17(£) and Rules 17£-3, 17£-4 and 
17£- 5. 

15. The fund is in compliance with the 
bonding requirements o£ Section 
I7(g) and Rule 17g-I. 

16. The fund has a code of ethici in 
complfance with Section 17(j) and 
Rule 7j-1. 

Control Procedures 

l4.(a) The Fund has an effective cus
todian contract with FIB dated 
April 30, 1985. 

(b) An officer of the VIP Fund and 
Hutton Life with assistance from 
the outside legal counsel for the 
VIP Fund, determine annually that 
FIB meets the requirements of 
Sections 17 and 26(a). 

(c) The custodian contract provides 
for participation in a securities 
depository pursuant to Rule 
l7f-4. 

(d) The Fund does not maintain cus
tody of its assets outside the 
u.S. as all assets are required 
to be maintained by FIB, the sub
custodian (Chase Manhattan) or 
pursuant to Rule l7f-4. 

(e) The custodian contract does au
thorize demand deposit accounts 
for each series of the Fund, but 
does not specifically provide for 
monies to be swept by the 
custodian into an uninsured 
master trust account. 

15. The Board of Directors annually 
consider and approve a fidelity 
bond in the appropriate form and 
amount as required by Section l7(g) 
and Rule l7(g)-1. In considering 
and approving the annual review, 
the Board of Directors determines 
the adequacy of the fidelity bond. 

16. The Board of Directors has adopted 
for the fund a code of ethics as 
has the Investment Adviser. The 
code provides for quarterly report
ing by HAM, the fund direc'tors and 
the fund officers which are 
reviewed by the president and 
presented to the Board of Directors 
at its meetings. 
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Comments/Recommendations 

14-1 See Recommendation No. 13 in the 
Letter in this report. 

Control design is considered adequate. 

Control design is considered adequate. 



Control Objectives 

17. The fund is in accordance with the 
capital structure and senior 
security ~rovisions of Section 18 
and Rule 8f-2. 

18. The fund is in accordance with the 
capital ,ain aayment frovisions of 
Section 9 an Rules 9a-1 and 
199-1. 

Control Procedures 

l7.(a) Outside legal counsel for the VIP 
Fund is assigned responsibility 
by Hutton Life for monitoring 
these requirements. 

(b) Every contractowner receives 
annually a Proxy Statement and 
voting card for the VIP Fund 
which is mailed from the DST 
Annuity Service Center. 

(c) The Fund's procedures, set forth 
in its contracts with FIB and 
IFTC, require accounting of 
transactions on an individual 
series basis and the allocation 
of operating expenses to the 
particular series involved. Each 
series separately maintains 
records and separately compu~es 
net asset values. 

(d) All payments of expenses are 
authorized by a fund officer who 
is responsible for appropriate 
allocation of expenses affecting 
the fund as a whole; for example, 
allocated pro rata based on net 
assets. 

(e) The Investment Advisory Agreement 
is separately voted on at the 
fund's annual meeting by each 
contractowner. 

18. The Board of Directors approve the 
declaration and payment of divid
ends and/or capital gains for each 
series separately. IFTC maintains 
a record of all such dividend and 
capital gains payments which are 
not paid in cash to the sole share
holder, but automatically re
invested in additional shares of 
each series. Hutton Life is 
notified by IFTC of all transac
tions affecting the VIP Fund. 
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Comments/Recommendations 

Control design is considered adequate. 

Control design i~ considered adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Securities are held by an inde
pendent custodian; personnel 
responsible for custOda-of 
securities are indepen ent of 
accountinf functions or other 
incompati Ie duties. 

2. Assets held are properly segre
gated. Securities are periodi
cally counted or compared to 
amounts held in a central 
depository account. 

3. Securities are ,appropriatelfi 
registered in the name of t e 
fund or appropriate nominee. 

4. Statements of holdin,s are 
periodically reconci ed to the 
accounting records. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

PORTFOLIO TRANSACTIONS 

SAFEKEEPING 

Control Procedures 

1. All securities are held under a VIP Fund 
custody agreement with First Interstate, an 
independent bank. Physical securities and 
book entry positions in central depositories 
(Depository Trust Company and Federal Reserve) 
are maintained by both First Interstate and 
Chase Manhattan (under a sub-custodian agree
ment with First Interstate). First Interstate 
and Chase Manhattan personnel responsible for 
custody of securities have no fund accounting 
responsibilities. 

2. Securities positions nre maintained by the 
custodian and sub-custodian in separate 
accounts for the fund. Physical securities 
are segregated for the fund. The custodian 
and sub-custodian have established procedures 
to periodically count securities h~ld physi
cally and to reconcile positions maintained by 
book entry. 

3. Securities are usually maintained by book 
entry in Central Depositories (OTC and Federal 
Reserve), if eligible. Other securities are 
usually registered in a custodian or sub
custodian nominee name. 

4.(a) IFTC has established procedures to reconcile 
statements of holdings prepared by First 
Interstate to the fund accounting records 
each month. Reconciliations are performed 
for each fund and all positions recorded on 
the fund's records are reconciled. Recon
ciliations are reviewed and approved by IFTC 
supervisors. 

(b) Hutton Life personnel reconcile securities 
balances reported by First Interstate to 
those recorded by IFTC for ~he series. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

What procedures are designed to 
provide reasonable assurance that 
the funds do not suffer economic 
loss or loss of cash availability 
for investment from: 

1. Failed securities transactions. 

2. Uncollected or partiall~ 
corr,ected income as ofay 
following payable date. 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

PORTFOLIO TRANSACTIONS 

CREDIT-ON FAILED SECURITIES TRANSACTIONS 
AND UNCOLLECTED INCOME 

Control Procedures 

l.(a) The daily cash availability amounts reported 
by IFTC include all trades that should settle 
for the day. 

(b) The HAM short-term portfolio manager attempts 
to invest all available cash reported at least 
on an overnight basis. The custodian has the 
res·ponsibility of identifying additional cash 
credit balances resulting from failed 
securities purchase transactions and gives the 
series credit on their custodian fees. (At 
the time of the review it is not certain 
whether credits may be carried over to the 
next year.) 

2.(a) For interest on corporate bonds and federal 
funds instruments, the custoClian generally 
gives cash availability to the series on the 
day following payable date although funds earn 
interest at FIB as of payable date. Cash 
availability for interest on other securities 
and for dividends is given on the second day 
following receipt although funds earn interest 
at FIB as of payable date. 
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Comments/Recommendations 

1-1 Hutton Life shoulrl review 
procedures with First 
Interstate to ascertain that 
all fail cash credit balances 
are identifieCl on a timely 
basis and earn the appropriate 
fail rate. 

2-1 See recommendation for the 
follow-up of past due interest 
income for the control objec
tive 3. under the Income 
Recording and Collection 
section. 



Control Objectives Control Procedures Comments/Recommendations 

4. Bond discounts and premiums are 
properly amortized. 

5. Realized gains and losses are 
properly computed and classified. 

(b) Amounts not received on payment dates are 
automatically moved by the system to past due 
receivable general ledger accounts and are 
recorded on past due income reports. 

(c) IFTC has established procedures for accoun
tants to investigate and resolve discrepancies 
and amounts not received with First 
Interstate. 

(d) The HAM equity group receives IFTC reports on 
dividends receivable and follows up with IFTC 
on past due amounts. 

4.(a) The Portfolio Accounting System automatically 
calculates and records the amortization of 
discounts and premiums on bonds to maturity 
based on data entered for securities acquisi
tions. 

(b) Information regarding original issue discount, 
market discount and other items requiring 
special tax treatment is manually accumulated 
by IFTC personnel under the supervision of a 
VIP Fund officer. 

5.(a) When securities dispositions are recorded by 
IFTC accountants, the Portfolio Accounting 
System automatically selects the securities 
lots sold based on a programmed me~hud, unless 
specifically identified by the portfolio man
ager. The system also calculates the realized 
gain or loss and classification as less than 3 
months, 3-6 months or over 6 months. 

(b) IFTC accountants review the reasonableness of 
recorded gains and losses determined by the 
system daily as part of the review of net 
asset value per share. 
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4-1 Control design is considered 
adequate for financial report
ing purposes; however, see 
recommendations 1-1 and 1-3 
under Compliance with Federal 
and State Income Tax Regula
tions. 

Control design is considered 
adequate. 



Control Objectives 

Control Objectives 

What procedures are designed to 
provide reasonable assurance that: 

1. Dividend declarations and other 
coreorate actions are properly 
monltored and recorded. 

2. Interest income is croeerly 
accrued on a daily aS1S. 

3. Ap~rQpriate follow-up procedures 
ex st with ressect to past-due 
receivables an with respect to 
discresancies between amounts 
accrue and amounts received. 

Control Procedures 

E.F. HUTTON & COMPANY INC. 

HUTTON VIP FUND 

PORTFOLIO TRANSACTIONS 

INCOME RECORDING AND COLLECTION 

Control Procedures 

l.(a) The DST Portfolio Accounting System automati
cally identifies (through an interface with 
outside services) cash dividends and corporate 
actions (e.g., stock splits and stock divi
dends) and sets up entries to record such 
items. IFTC accountants review dividends and 
corporate actions identified hy the system and 
"accept" entries for recording. IFTC accoun
tants review The Wall Street Journal and 
Standard & Poor's dividend reports to identify 
any dividends or corporate actions not 
reported by the outside service. 

(b) IFTC accountants are instructed to consult 
supervisors for recording of secuiities cost 
adjustments for corporate actions. 

(c) IFTC accountants review significant securities 
market price fluctuations to identify divi
dends and corporate actions as part of their 
daily review of securities valuations. 

(d) Designated HAM trader assistants review divi
dends recorded hy IFTC for the series. 

2.(a) The Portfolio Accounting System automatically 
accrues interest income on deht instruments 
based on datu entered when recording securi
ties purchases. 

(b) Interest accruals in the aggregate are 
reviewed as part of the daily analysis of the 
change in net asset value per share or yield. 

3.(a) IFTC accountants record the receipt of in
terest and dividends as shown on daily hank 
statements. Differences between amounts ac
crued and received arc identified by IFTC 
accountants in reversing receivahles. 
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Comments/Recommendations 

Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

3-1 Control design is considereci 
adequate; however, control 
could he enhanced hy having 
designateci HAM personnel review 
IFTC reports of past clue in
terest income on a monthly 
basis. 
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E. UNIT INVESTMENT TRUSTS 
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E.}. UNIT INVESTMENT TRUSTS 

OVERVIEW 



E.F. HUTTON & COMPANY INC. 

UNIT INVESTMENT TRUST 

OVERVIEW 

INVESTMENT PRODUCTS: 

E.F. Hutton & Company Inc. has sponsored over 300 unit 

investment trusts (UITs). The following December, 1985 
information was provided: 

Number of Total Assets 
Series ($ Millions) 

Tax exempt 224 $2,688 

Equities, corporate debt and 
U.S. Governments series 74 1,495 

Put series 14 251 

312 $4.434 

The UITs are grouped in accordance with the nature of the 

securities in which they invest. The "put series" trusts 

provide that the seller of the securities agrees to repur

chase the securities from the trusts in an amount which will 

pr~tect the trusts against loss of principal and provide 

liquidity to satisfy redemptions, if needed. These trusts 

were invested either in tax exempt securities or preferred 
stocks at the time of the review. 

CONTROL SYSTEM - KEY PARTICIPANTS: 

The four organization charts which follow illustrate the 

process of the formation of the UITs and indicate the 
organizational units involved in that process. As can be 

seen in Charts 2-4, the tax exempt series of UITs is formed 

by E.F. Hutton's Public Finance group located in New York. 

The equities, corporate debt and U.S. Government series is 

formed by the Hutton Asset Management division in New York. 
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And, the "put series" is formed by E.F. Hutton Public 

Finance operations located in Philadelphia. The E.F. Hutton 

UIT Marketing unit determines that there is a market for the 

UIT product, initiates the creation of UITs other than the 

put series, distributes the UITs and maintains the secondary 

market for them. 

CONTROL SYSTEMS - PRINCIPAL CONTROLS: 

UITs are different from the other investment companies 

sponsored by E.F. Hutton in that Hutton's activities are 

concentrated in the formation of the trusts and the selec

tion of securities to be placed in the trusts. In accord

ance with their trust indenture agreements the trusts are 
formed and the assets are turned over to an independent 

trustee in exchange for units of ownership on the date of 

deposit. Thereafter, the trustee administers the affairs of 

the UIT and E.F. Hutton may perform portfolio supervisory 

and/or administrative services pursuant to the trust inden

ture agreement. 

Hutton is aided in its formation of the trusts by its out

side legal counsel. The trusts are audited on the day of 

deposit by the independent accountants of E.F. Hutton, and 

an independent evaluator evaluates the portfolio securities 

to determine the offering price of the units. The inde

pendent evaluator also provides prices subsequent to the day 

of deposit for the purpose of establishing values in the 

secondary market and for redeeming units. 
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E.F. Hutton E.F. Hutton 
Clients Account 

Executives 

E.F. HUTTON & COMPANY INC. 
UNIT INVESTMENT TRUSTS 

ORGANIZATION 

..---
E.F. Hutton 

U.I.T. -
Marketing Unit 

----
, 

..---

-
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Exhibit 1 

Public Finance 
. New York 

Tax Exempt Series f--
Unit 

Hutton Asset 
Management E.F. Hutton 

New York Funds 
Equities. Corporate Management 

Debt & (Cashiering) 
U.S. Government 

Unit 

Public Finance 
Philadelphia 

Put Series-Preferred -
and Tax-Exempt 

Unit 



I 
Outside 

legal Counsel 

I 
Trustee 

E.F. HUn-ON & COMPANY INC. 
UNIT INVE:;TMENT TRUSTS 

TAX-EXEMPT TRUSTS ADMINISTRATION 

Public Finance 
New York 

1st Vice President 

I 
Evaluators Independent 

Auditors 
U.S. Trust Company 
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EX:"'libi t 2 

I 
E.F. Hutton 

Staff 
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Exhibit 3 

E.F. HUTTON & COMPANY INC. 
UNIT IN".;ESTMENT TRUSTS 

EQUITIES, CORPORATE DEBT AND U.S. GOVERNMENT TRUSTS ADMINISTRATION 

Hutton Asset 
Management E.F. Hutton 

New York Research 

Vice President Department 

f I I I 
Outside Trustees Evaluators Independent E.F. Hutton Staff 

Legal Counsel Auditors 
- U.S. Trust (2) 

Company 
- Bank of New 

England 
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I I 
Outside Trustee & Collateral 

Legal Counsel Custodian 

U.S. Trust Company 

E.F. HUTTON & COMPANY INC. 
UNIT INVESTMENT TRUSTS 

PUT SERIES ADMINISTRATION 

Public Finance 
Philadelphia 

1st Vice-President 
Put Series -

Preferred Stocks 
Or Tax Exempts 

Evaluators 

IT ~-R 

~xhihit 4 

I I 
Independent E.F. Hutton 

Auditors Staff 

(2) 



E.2. UNIT INVESTMENT TRUSTS 

CONTROL OBJECTIVES AND PROCEDURES 

II E-9 



Contr~) Ohjectives 

What proc~dures are designed to 
provide reasonahle assurance that: 

1. Transactions are initiated oy 
authorizea-rndiviiluals anil are 
apprO-yea fix appropriate leveTS of 
E.F. Hutton management. 

2. The trustee selected ~uaLifies 
un~~c~~f tIe 1940 Act. 

(a) at the date of deposit 

(1-» thr1m g!'out the lilTs life 
~c c. 

I':.F. HUTTON & COMPANY INC. 

UNIT INV~:STMF:NT TRUST ADMINISTRATION 

ANALYSIS OF CONTROL OBJF:CTIVES AND PROCEDtffiF:S 

Control Procedures 

l.(a) The UIT Marketing unit's officer in charp,e 
(OIC) initiates the creAtion of HITs other 
than "put" series. 

(b) The "put" series OIC of administration initi
ates the creation of these UITs after a source 
of securities is identified and has agreed to 
pa'rt ic ipate. 

(c) The Ole of administration for the tax-exempt 
series and the Ole of administration, equi
ties, corporate deht and U.S. Governments 
assemhle and administer the series initiated 
hy the Ole of the UlT marketing unit. 

(d) The Ole of the lilT Marketine unit administers 
the distrihution of the "put" series. 

(e) E.F. Hutton Fund Management (cashiering) agree 
and arrange letters of credit financing for 
the deposit. 

2.(s) Trustees (U.S. Trust Company of New York and 
Bank of New England) meet the requirements of 
Section 26 of the lQ40 Act at date of deposit. 

(h) The financial statements of each trust are 
examined hy independent auditors in connection 
with an annual updating of the trusts' 
registration statements. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 



Control Objectives 

3. Investment securities ~ositions 
arcilccurately recorde and 
vn-rued; adp~unte records are 
~'iTrit~~~,!p(ra~~ropriate 
~t.>po~~" arc lSSl!~. 

(n) at the date of deposit 

(b) ~~tf!r the d~r:..e o[ deposi.t 

4. Unitholders' positions are accu
~~tery-recordedi adequate records 
~re maintalned and appropriate 
reports are lssued. 

5. F..F. Hutton expenses of Srovidi~ 
p[r~tolio supervisory an ad-
m nlstrative serv[ces are 
~rom~tly and accurate~ecordpd; 
1l(Jl:;Cjllate records nre iii/:ITi1"ta ine~ 
~r!<!:r'~£.r...~~P- r rnf(!rej)ortSlt-r~':-
sue •. 

Control Procedures 

1.(a} 1. E.F. Hutton's administrative staffs for the 
trusts and the independent evaluator value 
portfolio securities at the date of 
deposit. Such evaluation is subject to 
audit by indeppndent auditors for the 
trusts. 

(b) 

4. 

5. 

2. nescriptions of the portfolio securities 
descriptions and insurance covering payment 
of interest and principal on portfolio 
securities, if applicable, are agreed to 
prospectus for the municipal securities in 
the trusts by the applicable Hutton 
administrative staff. The portfolio 
securities are subject to audit by the 
independent auditors of the trust at date 
of deposit. 

3. Securities gains/losses of E.F. Hutton on 
the delivery of the portfol io to the lilT 
are calculated by the applicable E.F. 
Hutton administrative staffs noted in the 
exhibit and disclosed in the prospectus. 

4. The prospectus diversification requirements 
are reviewed at the date of deposit hy the 
E.F. Hutton administrative staffs noted in 
the exhibit, outside legal counsel, the 
independent auditors, and the trustee. 

After the date of deposit, the evaluators 
provide daily valuation reports on trust 
holdings to the Trustees. The trustees 
review the portfolio and receive portfolio 
supervisory services from the E.F. Hutton 
adlninistrative staffs responsible for lilTs. 
Should action to change the portfolio be 
advisable, the trustee executes the trades. 

The trustees maintain the unitholders 
records and E.F. Hutton maintains within 
its customer accounts system information 
for those unitholders who are E.F. Hutton 
customers alw leave their securities in 
safekeeping with E.F. Hutton. 

The OIC administration for the tllx-exempt 
series develops expense data with the 
assistance of the Public Finance division's 
controller. No other procedures were 
noted. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 

Institute formal accounting 
procedures to support the allocation 
of expenses of E.F. Hutton for 
portfolio supervisory and 
administrative services rendered to 
the lilTs. 



Control Objectives 

R. S~bchapter M tax complia~ce is 
~r~_red and monitored on a 
t [me!:"l0asis. 

9. ~!deral income tax returns are 
p':l~epared find n'C~d t imelY-.---

(.,. 

Control Procedures 

The Trustee is responsible for providing 
ltr1itho1ders with lin annual accounting and 
tax i"r"cmation. 

7. (a) "ThO? various 1:.,. Hutton administrative 
~taffs working with outside legal counsel 
for the trusts prepare aild submit the SEC 
IlllnuAI fU ing on Form N-SAR within (,,0 days 
of Oecemhe r ) 1. 

8. 

9. 

(b) The lilT Marketing unit tracks secondary 
market activity to determine the need to 
maintain effective registration statements 
for each trust. 

(c) Outside legal counsel establishes and 
carries out the registration statement 
updating process with the E.F. Hutton 
administrative staffs and the independent 
auditors for the trusts. 

For equities, corporAte debt and U.S. 
Government UITs filing with the Internal 
Revenue Service as regulated investment 
companies, the Hutton Asset Management 
administrAtive staff performs the Suhchap
ter M diversification compliance tests. 

The trustees or the independent auditors 
prepAre the federal income tax returns. 
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Comments/Recommendations 

Control design is considered 
adequate. 

Control desLgn is considered 
adequate. 

Control design is considered 
adequate. 

Control design is considered 
adequate. 


