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Dear Mr. Kurian:

Subject: Results of the AMFI Mutual Fund Compliance Workshop
“Meeting our Professional Responsibilities” December 4-5, 1997

At the request of the Association of Mutual Funds in India (“AMFI”), Price
Waterhouse LLP (PW) presented a workshop on Mutual Fund Compliance —
“Meeting Our Professional Responsibilities,” on December 4-5, 1997. This
workshop was designed and delivered under the USAID-sponsored Financial
Institutions Reform and Expansion (FIRE) project to provide a broad compliance
framework for issues related to mutual funds in India. To that end, CEOs, managing
directors, COOs and compliance officers from asset management companies
(AMCs) were invited to participate in the workshop. The workshop’s further
purpose was to facilitate the implementation of the AMFI Compliance Manual and
to ensure industry compliance with the Securities Exchange Board of India’s 1996
Mutual Fund Regulations.

In total, 53 representatives of 26 AMCs, including 14 CEOs / MDs, attended the
workshop’s opening ceremonies and keynote address, and participated in a
moderated case discussion highlighting key compliance issues. The balance of the
workshop was attended by 34 professionals, mostly serving as the compliance
officers of their respective AMCs.

The workshop was delivered by a host of industry consultants and practitioners.
Among the presenters and panelists from the local industry were:

Mr. K. N. Vaidyanathan, Morgan Stanley Growth Fund
Mr. S.V. Prasad, JM Mutual Fund

Mr. L. Vedanarayanan, JM Mutual Fund

Mr. P.C. Singh, Morgan Stanley Growth Fund

Mr. P. Ghosh, PW India

Mr. Ajai Kaul, Alliance Mutual Fund
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e Mr. S. Haribhakti, Haribhakti & Co.

Also serving as presenters were Ms. Anjali Kamat of Price Waterhouse - New
York’s Regulatory Compliance Practice and PW FIRE Project consultants Lewis
Mendelson, R.N.K. Prasad, Sandhya Bhate, and Mariann Kurtz. The workshop also
benefited by the participation of Mr. Pratip Kar of SEBI who represented the
interests of the regulator.

Feedback from workshop participants (both formal and informal) was very positive.
Nearly all participants were satisfied with the workshop and all found it relevant to
their work. Results of written evaluations completed by the participants including
recommendations for potential, future workshops are included in the enclosed report.
If you have any questions, please do not hesitate to contact me at (022) 496-3599.
Thank you.

Sincerely yours,

WV M

W.DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS



TABLE OF CONTENTS

1. RESULTS FROM THE AMFI MUTUAL FUND
COMPLIANCE WORKSHOP
1.1 Workshop Participants ............cooviiiiiiiiiiiin e
1.2 Workshop Content and Materials ..........c.cooveiiiiiieiiiiiiiiieena
1.3 Trainers

........................................................

..............................................................................

..................................................................

1.5 Recommendations for future training programs ...............ocevveveenenennn
1.5.1 Provide workshops to areas of compliance/ regulations
that are vague or require further clarification ......................ooeeee.
1.5.2 Create working groups of compliance officers and SEBI officers ......
1.5.3 Provide training to truStees .. .....c.vuuerreneueiinaeriirneeaenenanenann.
1.5.4 Provide and package materials to facilitate onward
training within AMOCS .....c.oiiii e

Appendix A: Attendees
Appendix B: Agenda and Course Materials

Appendix C: Results of the Participants Evaluations



Workshop: AMFI Mutual Fund Compliance Workshop :‘ December 4 -5, 1997

1. RESULTS FROM THE AMFI MUTUAL FUND COMPLIANCE
WORKSHOP
“Meeting our Professional Responsibilities”

The Price Waterhouse FIRE Project in conjunction with AMFI sponsored a two-day training
workshop on Mutual Fund Compliance entitled “Meeting our Professional Responsibilities.”
The workshop was delivered on December 4th and 5th at the Taj Mahal Hotel in Mumbai.

The overarching objective of the workshop was to provide a broad compliance framework for
issues related to mutual funds in India. Specific objectives of the workshop were to promote
and facilitate the implementation of the AMFI Compliance Manual, ensuring industry
compliance with SEBI’s Mutual Fund Regulations of 1996.

1.1 Workshop Participants

The workshop was organized in two parts, the first provided an overview of compliance and
its importance to industry growth, and the second focused in greater detail on the role of the
compliance officer and specific compliance issues. Given the two-part structure of the
workshop, chief executive officers, managing directors, chief operating officers, and
compliance officers from asset management companies were invited to participate. In total,
53 representatives from 26 AMCs, including 14 CEOs / MDs, attended the workshop’s
opening ceremonies and keynote address, and participated in a moderated case discussion
highlighting key compliance issues. The balance of the workshop was attended by 34
professionals, mostly serving as the compliance officers of their respective AMCs (please see
Appendix A for a list of participants).

1.2 Workshop Content and Materials

The workshop was implemented through a variety of training methodologies including
presentations by industry leaders and consultants, panel discussions by industry practitioners,
and a moderated case study was used to highlight and facilitate debate around key
compliance issues. The main topics of the workshop included:

Compliance as the Foundation to Industry Growth
Case Study on Critical Compliance Issues

The Role of the Compliance Officer

Investment Management and Compliance Issues
Scheme Launch and Investor Services

e Preparing for an Inspection

Each participant received a binder of course materials which were also displayed on screen
during formal presentations. These materials along with summary points of speeches or
panelists’ remarks are enclosed in Appendix B to this report. In addition, each participant
received a copy of the AMFI Compliance Manual and the AMFI Code-of Ethics.

1.3 Trainers

The workshop was delivered by a host of industry consultants and practitioners: Opening
remarks were given by Mr. Dennis Grubb and Mr. Lew Mendelson of the PW FIRE Project
and Mr. A. P. Kurian, Chairman of AMFI. Mr. Pratip Karr of SEBI delivered the keynote
address. .Among the presenters and panelists from the local industry were:

Price Waterhouse FIRE Prdject Page 1



Workshop: AMFI Mutual Fund Compliance Workshop December 4 -5, 1997

Mr. K. N. Vaidyanathan, Morgan Stanley Growth Fund
Mr. S.V. Prasad, JM Mutual Fund

Mr. L. Vedanarayanan, JM Mutual Fund

. P.C. Singh, Morgan Stanley Growth Fund

Mr. P. Ghosh, PW India

Mr. Ajai Kaul, Alliance Mutual Fund

Mr. S. Haribhakti, Haribhakti & Co.

=

Also serving as presenters were Ms. Anjali Kamat of Price Waterhouse - New York’s

Regulatory Compliance Practice and PW FIRE Project consultants R.N.K. Prasad, Sandhya
Bhate, and Mariann Kurtz.

1.4 Evaluations Results

Each participant who completed both days of the workshop was asked to complete an
evaluation at the conclusion of the workshop. Thirty-three responses were received and the
results have been tabulated and summarized in Appendix C. Overall, the participants were
satisfied (96%) with the workshop and all (100%) found the objectives of the workshop to be
relevant to their roles and responsibilities.

Several participants also commented on how the workshop helped them understand the
importance of the compliance function and gain-an deeper knowledge as to the role and
responsibilities of the compliance officer. “Compliance as a serious business is a new trend
and helps us to think more clearly and schedule accordingly,” wrote one participant. Others
stated, “It [the workshop] will help me to develop my role and responsibility in the
organization and improve the system.” “It definitely has helped us to make a better team of
compliance and not just sign off all documents without proper evidence of documentation.”

Topics which were noted as most helpful to participants include the Role of the Compliance
Officer, Scheme Launch and Investor Services, and Compliance as the Foundation for
Industry Growth. Topics deemed least effective in assisting participants in understanding the
subject matter also include Scheme Launch and Investor Services and Investment
Management. This result (the same session being noted as most helpful and least effective at
the same time) illustrates that there is a wide range of experience and knowledge among the
compliance officers. The respondents further echoed this finding by requesting additional
training workshops with time allowed for detailed discussions of key compliance topics and
more access to SEBI officers in order to discuss areas of regulation which remain ambiguous.

1.5 Recommendations for future training programs

As noted above, participants made a strong call for additional training programs. Their

recommendations for additional programs may be summarized in four categories:

- Provide workshops to address areas of compliance/regulations that are vague or require
further clarification.

- Create working groups of compliance officers and SEBI officers

- Provide training to trustees

* Provide and package materials to facilitate onward training within AMCs

1.5.1 Provide workshops to address areas of compliance/regulations that are vague or require

further clarification.

Price Waterhouse FIRE Project Page 2




Workshop: AMFI Mutual Fund Compliance Workshop December 4 -3, 1997

One of the participants said it best, “Compliance as a serious business is a new trend. . .”
Compliance officers as well as AMC managers are still internalizing the SEBI regulations
and need both SEBI support and access to clarifications, rulings, etc. to best ensure
compliance. To that end, participants afe looking to SEBI and AMFI to structure and
provide additional training programs. [n order to be most responsive to this need, AMFI
should poll AMC managers and compliance officers to determine which topics or areas of
regulation in particular should be addressed. Further insights into common problem areas
related to compliance may be found in the results from the FIRE Project sponsored
Workshop on Mutual Fund Inspections delivered for SEBI inspection staff and external
chartered accountants serving as inspectors.

1.5.2. Create working groups of compliance officers and SEBI officers

Noting the valuable contribution made by Mr. Pratip Kar during the past workshop,
participants have asked for more participation and partnership with SEBI in future
workshops. Participants have suggested the formation of working groups to dissect, discuss
and analyze practical compliance problems. Further it is hoped that through such working
groups better understanding of regulations may be accomplished which will result in
standardized procedures and ultimately better compliance. Participants also liked the case
discussion and requested additional case studies to be included in future workshops as fodder
for the working groups.

1.5.3. Provide training to trustees

Participants of the workshop quickly noted the need for trustees to take a more active role in
oversight and compliance issues. Unfortunately, participants noted that the relationship
between compliance officers and trustees is often a weak or little used link. They also
reported that the role of the compliance officer often is not fully understood and therefore
afforded limited power and scope within the AMC. To address these concerns, participants
have made two suggestions:

a) AMFI should draft a letter clarifying and standardizing the basic roles and responsibilities
of the compliance officer. This letter should be shared with all officers of the AMC and the
Trustees.

b) A separate training workshop should be prepared for trustees and include a discussion of
compliance. FIRE Project consultants currently are discussing such a workshop with officers
of AMFI and SEBI. A useful way to facilitate discussion of compliance issues and
procedures would be to invite a presentation by a representative panel of AMC officers and
compliance officers during the workshop.

1.5.4. Provide and package materials to facilitate onward training within AMCs

Participants of the workshop were anxious to share training materials and hold discussions
with their colleagues. To facilitate onward training within AMCs, AMFI should formalize its
training outreach programs and provide materials in both hard and soft copies to workshop
participants. To the extent available, the FIRE Project will provide electronic versions of
presentation materials to AMFI for further distribution. A further step in this process would
be to identify a team of trainers within the industry who may be called upon to train others.
Using a train-the-trainer approach, the FIRE Project could potentially make available a series
of additional seminars which could then be replicated by local trainers.

Price Waterhouse FIRE Project Page 3
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Workshop on Mutual Fund Compliance

December 4 - 5, 1997

Participani List

Sr. No. | Name of the AMC Participant

1 20th Century Asset Mgmt. Corp. Ltd. Mr. Anup Somani

2 20th Century Asset Mgmt. Corp. Ltd. Mr. V.R. Deshpande
3 20th Century Asset Mgmt. Corp. Ltd. Mr. Vijay Kumar

4 Alliance Capital Asset Mgmt. India Pvt. Ltd. Mr. Ajai Kaul

5 Apple Asset Management Ltd. Mr. Shailesh K. Parekh
6 Apple Asset Management Ltd. Mr. C.Y. Rane

7 Birla Capital International AMC Ltd. Ms. Rekha Kapoor

8 Birla Capital International AMC Ltd. Ms. Sharmila Pallod
9 BOB Asset Management Co. Ltd. . Mr. V.H. Bhatia

10 BOB Asset Management Co. Ltd. Mr. M.D. Modi

11 BOB Asset Management Co. Ltd. Mr. A.A. Gandhi

12 BOB Asset Management Co. Ltd. Mr. Yash Kulshrestha
13 BOB Asset Management Co. Ltd. Mr. Himanshu Shah
14 BOI Asset Management Co. Ltd. Mr. M.M.S. Babu

15 BOI Asset Management Co. Ltd. | Mr. K.N. Khanna

16 Canbank Investment Management Services Ltd. Mr. U.R. Rao

17 Canbank Investment Management Services Ltd. Mr. K.V. Hegde

18 Cholamandalam Cazenove Asset Management Co. Ltd. Mr. D. Ravishankar
19 Cholamandalam Cazenove Asset Management Co. Ltd Ms. P. Sujatha

20 DSP Merrill Lynch Asset Mgmt. (I) Ltd. Mr. M. Lakshman Kumar
21 GIC Asset Management Co. Ltd. Mr. A.R. Prabhu

22 GIC Asset Management Co. Ltd. Mr. T. Rajgopalan

23 ICICI Asset Management Co. Ltd. Mr. S.C. Bhate

24 ICICI Asset Management Co. Ltd. Mr. Shrikant Dev

25 IDBI Investment Management Co. Ltd. Mr. Upesh Shah

26 IDBI Investment Management Co. Ltd. Mr. Shivprakasham
27 Ind Fund Management Ltd. Mr. K.M. Gopinath
28 Ind Fund Management Ltd. Mr. Y.G.V Shivraman




29 ITC Classic Threadneedle Co. Ltd. Mr. Igbal Jugari

30 J.M. Capital Management Ltd. Mr. R.S. Kini

31 J.M. Capital Management Ltd. Mr. S.V. Prasad

32 J.M. Capital Management Ltd. Mr. Neil D’Souza

33 Jardine Fleming India Asset Mgmt. Pvt. Ltd. Mr.Irwin D’Souza

34 Jeevan Beema Sahayog Asset Mgmt. Co. Ltd. Mr. Devesh Srivastava

35 Jeevan Beema Sahayog Asset Mgmt. Co. Ltd Ms. Jyoti Ruprel

36 Jeevan Beema Sahayog Asset Mgmt. Co. Ltd Ms. Shubhangi Naik

37 Morgan Stanley Asset Mgmt. India Pvt. Ltd. Mr. Chetan Jain

38 Morgan Stanley Asset Mgmt. India Pvt. Ltd. Mr. K.N. Vaidyanathan

39 PNB Asset Management Co. Ltd. Mr. R.K. Rehani

40 PNB Asset Management Co. Ltd. Mr. S.K. Agarwal

41 Reliance Capital Asset Management Co. Ltd. Ms. Nita Mehta

42 Reliance Capital Asset Management Co. Ltd. Mr. Piyush Surana

43 Reliance Capital Asset Management Co. Ltd. Mr. Amit Prahladaka

44 SBI Funds Management Ltd. Ms. Chaya Pisupati

45 SBI Funds Management Ltd. Mr. Niamatuilah

46 Shriram Asset Management Co. Ltd. Ms. Smita B. Biwalkar

47 Sun F&C Asset Mgmt. (I) Ltd. Mr. Yezdi Khariwal
-48 Tata Asset Management Ltd. Mr. Hormuz A. Bulsara

49 Tata Asset Management Ltd. Mr. Parvez Pochkhanawala

50 Tata Asset Management Ltd. Mr. K.N. Atmaramani

51 Templeton Asset Mgmt. (India) Pvt. Ltd. Mr. Vijay C. Advani

52 Templeton Asset Mgmt. {India) Pvt. Ltd. Mr. Rajesh Radhakrishnan

53 Unit Trust of India Mr. S.K. Munda
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AMFI Mutual Fund Compliance Workshop
Thursday, December 4, 1997 - Friday, December 5. 1997

Program Objectives: The general purpose of this workshop is to prgvide a broad compliance framework for issues
retated to mutual funds in India. The specific objectives of the workshop are to promote and facilitate the
implementation of the AMFI Compliance Manual, ensuring industry compliance with SEBI’s Mutual Fund
Regulations, 1996. Sessions 1 to 3 of the workshop target AMC CEOs, COOs and Compliance Officers. Session 4
to 6 are geared towards Compliance Officers.

"Meeting Our Professional Responsibilities"

AMFIT Mutual Fund Compliance Workshop: December 4 - 5, 1997

DAY 1: THURSDAY. DECEMBER 4, 1997
9:30-10:00am Registration
10:00-10:30am Opening Ceremonies °

Welcome: Mr. W. Dennis Gr_ubb, PW FIRE Project

The Compliance Workshop: Mr. A.P. Kurian, Chairman, AMFI
Overview of the Compliance Workshop

Overview: Mr. L. Mendelson, PW FIRE Project

10:30-11:30pm Session 1. Compliance as the Foundation for Industry Growth
Keynote Address: Mr. Pratip Kar, Executive Director, SEBI
Panel: Mr. K. N. Vaidyanathan, Morgan Stanley Growth Fund
Mr. L. Mendelson, PW FIRE Project
Mr. S.V. Prasad, JM Mutual Fund )
Objective: To emphasize integrity and fairness in the industry as a spur to
sustained growth and development.

11:30 - 11:45am BREAK

11:45 - 12:45pm Session 2. Case Study: The Rockford Mutual Fund
Discussion Facilitator: Ms. Maryann Kurtz, PW
Case Study Moderators: Mr. Pratip Kar, Executive Director, SEBI
Mr. L. Mendelson, PW FIRE Project
Objective: To involve participants in a discussion of critical compliance
issues that affect the success of their funds.

a\ COMPTRG6.DOC ! . 12/2/97 5:11 PM
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AMFI Mutual Fund Compliance Workshop
Thursday, December 4. 1997 - Friday. December 5, 1997

DAY 1: THURSDAY, DECEMBER 4, 1997 continued

12:45 - 1:00pm Session 3. The Role of the Compliance Officer

Speaker: Ms. S. Bhate, PW FIRE Project
Objective: To highlight the importance of the compliance function and to
define the responsibilities and functions of the Compliance Department.

1:00 - 2:00pm LUNCH

2:00 - 3:15pm Session 4. Investment Management
Speakers: Ms. S. Bhate, PW FIRE Project
Mr. L. Vedanarayanan, JM Mutual Fund
Mr. P.C. Singh, Morgan Stanley Growth Fund
Mr. P. Ghosh, PW India
Objective: To highlight compliance issues and monitoring
requirements related to investment management activities.
e Portfolio decision-making process
Brokerage issues (trade allocation)
Custodial issues
Affiliated transactions
Management of multiple accounts
Review of schemes and investments
Periodic disclosure
Fair valuation procedures
Internal Controls

3:15-3:30 pm: - BREAK

3:30 - 4:45pm Session 4 cont.. Investment Management cont.

4:45 - 5:00pm CLOSING REMARKS

a\ COMPTRG6.DOC 2 12/2/97 5:11 PM
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AMFI Mutual Fund Compliance Workshop

Thursday, December 4, 1997 - Friday, December 5. 1997

DAY 2: FRIDAY, DECEMBER §, 1997

9:30-10:00am

10:00-11:15am

11:15-11:30am

11:30 - 12:45pm

12:45 - 1:00pm:

1:00 - 2:00pm

a:\ COMPTRG6.DOC

Tea, Coffee

Session 5. Scheme Launch and Investor Services

Speakers: Mr. Ajai Kaul, Alliance Mutual Fund

Mr. R.N.K. Prasad, PW FIRE Project

Objective: To discuss the compliance issues and monitoring
requirements related to the launch of schemes and investor services.
e Review of offer documents
o Transfer agent issues
s Customer complaints

BREAK

Session 6. Preparing for an Inspection

Speakers: Ms. A. Kamat, PW, New York

Mr. S. Haribhakti, Haribhakti & Co

Objective: To discuss the steps a mutual fund should take in preparing
for an inspection and to provide examples of deficiencies noted in
regulatory examinations.
o The regulatory inspection process
¢ Corrective actions for identified deficiencies

CLOSING REMARKS

LUNCH

3 12/2/97 5:11 PM



Session 1

Compliance as the Foundation for Industry
Growth



Highlights of the remarks made by— Mr. Pratip Kar, Executive Director, SEBI:

Mr. Kar expressed how pleased he was that a Compliance Workshop was being
conducted. He stated that this was the first time such a workshop was being
conducted and it should beneficial for the industry as a whole.

SEBI would be reviewing very carefully the reports that mutual funds send to SEBI
confirming compliance with existing regulations. As the inspectors conduct their
inspections, any inaccuracies in the reports submitted to SEBI would be viewed with
great concern.

SEBI was committed to promoting public trust and confidence in the marketplace.
Trust was a key element in the long term growth of the industry. Sponsors should
not be deriving any benefits for themselves or their affiliated companies by getting
involved in fund launches. The goal was to promote long term investing rather than
short term trading.

SEBI was placing high responsibility on the in-house compliance function. This
function was the first line of defense and adequate power should be given so that
compliance could report directly to top management.

Key areas for inspections include affiliated transactions and related backoffice
procedures. Merely completing compliance reports were not enough - what was
needed was a commitment by the firm to monitor these areas.



Highlights of remarks made by Mr. K. N. Vaidvanathan, Vice President, Morgan
Stanley Growth Fund:

Mr. Vaidyanathan discussed the compliance expectations of an AMC. He stated that
compliance should be an on-going process and not restricted to just a particular point
in time.

The basic issues addressed were fairness to investors, best execution, fair valuation
and Chinese walls.

An investment advisor is often confronted with conflict of interest situations. These
could arise as a result of managing different schemes, if the advisor was part of a
conglomerate - then the conflict between all clients. These types of conflict could be
handled either by regulation or by self-discipline or by a combination of both. A firm
needed to clearly define its policy, laying out exactly how it was going to manage its
clients, and then follow this policy. The underlying objective should be to treat
clients fairly and equitably.

The firm's employee trading policy should be clearly laid down and communicated to
all employees. In addition, the allocation of costs between clients should be in
accordance with procedures approved by the board and should be fair to all accounts.

Highlights of remarks made by Mr. S.V. Prasad, CEQ, JM Mutual Fund:

It is important to promote a culture of compliance. There are always conflicts that
arise and a firm needs to have systems and controls in place to ensure appropriate
resolution of these conflicts.

At JM, senior management as well as the trustees were committed to ensuring
adequate compliance controls were in place to provide independent feedback. They
had created a two-tiered compliance structure: there was a compliance person at the
AMC level to assess compliance with regulations as well as a compliance officer at
the trustee level to ensure compliance of all entities - such as AMC, the broker-dealer,
the investment banking activities etc. - and reporting directly to the trustees. The
compliance person at the AMC level reported to the compliance officer at the trustee
level.

Compliance should be used as a unique selling point (USP).

Compliance should not just be top-down - it should also be bottom-up. Management
should be supportive but even the person at the lowest rung of the ladder should
recognize that there is a compliance concern when looking at an issue. Also, one
should acknowledge a mistake and ensure that it does not happen again rather than
trying to cover up an issue. ’



DISCLOSURE: THE MOST EFFECTIVE AND EASIEST WAY TO MAINTAIN

COMPLIANCE

BALANCE THE NEED FOR DISCLOSURE TO BE USER FRIENDLY

1.

AGAINST USING DISCLOSURE TO PROTECT USERS

The Offer Document: Inform investors

“What investors request time and time again is a fund prospectus that they can
read, in language they can understand, in a form they can follow.” Arthur J.
Levitt, Chairman, U.S. Securities and Exchange Commission

provide adequate, accurate, timely information, fairly presented about the
mutual fund and its schemes

use a standardized format and terms (internally and industry-wide)
make it understandable, easy to read, well written, well-organized
focused on important issues—effectively disclose the scheme’s features

performance -standardized measurement -standardized time periods
portfolio structure (portion equities/bonds)

securities holdings (periodic disclosure)

expenses (expense ratios)

portfolio turnover rate

rollovers -- policy and cost implications

[eIR IR IR IR e IR e

background and experience of key personnel

expectations meaningful, not illusory:
guarantees and resources backing them
policy on repurchase and reissue of closed end units and its impact on
market price

14



2. Compliance Functions
“Sunlight is the best disinfectant. * Justice Louis D. Brandeis. U.S. Sup.Ct.

Define what the fund will or will not do:

o fundamental policies

e investment strategy :

o diversification policy and exposure limits
e expense allocations

e policy on affiliated transactions

Describe what the fund, its AMC and key staff have done:

o affiliated transactions (in terrorum effect)

e adjudicated violations of securities law or regs

» status of guarantees, procedures for assuring that guarantees will be met

o whether AMC will trade against the box, policy on cancellation -- pricing on
reissue

-

RECENTLY SURFACED SENSITIVE ISSUES

TRADE ALLOCATIONS --JARDINE FLEMING (HONG KONG)

INVESTMENT OBJECTIVES AND
VALUATION OF PORTFOLIO SECURITIES -
MORGAN GRENFELL/DEUTCHE BANK

TRADE ALLOCATIONS — Put the client first,

Rogue trader would buy portfolio securities and wait a few days before allocating them
among various clients.

If 1t turned out that it was profitable, he’d allocate to his own account or to J& F’s
flagship mutual fund. If it lost money , it would be allocated to another public fund.

1993 —J&F’s Management learned of this practice
1995—Regulator learned of practice

Result: British and HK Regulators fined J&F equivalent of several million dollars
J&F trying to regain its reputation by instituting a strong compliance program.

09



INVESTMENT OBJECTIVES AND PRICING PORTFOLIO SECURITIES

Manager invested a large proportion of the scheme’s assets in unlisted shares of a little-
known high tech company

Shares were improperly valued and violated the scheme’s investment objective.
When the stock price tumbled, the fund’s adviser was left to make up for the loss.



The SEC is able to handle its broad mandate with a small
staff by regulating, to a large extent, through a public-private
partnership. The Commission takes responsibility for the "big
picture" areas,-[(5]- while much of the direct, day-to-day
regulation of securities market participants is done by firms
themselves-[6)- and by private membership organizations (self=
regulatory organizations or SROs), undex SEC oversight.-({7]-
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dppropr:iation for £Y 1996, frer mancatory Lacreases
1n pay and related personnel seneflis, IR remainger 2%
*he increase in the Commission's authorized Iundin

would be availaple for sucn projects as 22GA

modernization and Llizigation support. Addizional
information regarding ¢ the Commission's 1997
authorization request is set forth in the attacned
appendix.
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Role of the ZET

The U.S. securities markets are wicdely regardeg as tne
deepest, most "liguid, and fairest markets in the worla. Thevy
serve the needs of almost 13,000 public corporations,-{3]-
raising capital to support new Lnaustries, finance operatlons,
create jobs, fund research and development, &and support I wth
for the future. In 1995 alone, over $800 billion of corporate
securities were sold in our markets. Capital was raised directly
from both institutional investors (including mucual funds and
pension funds) and private individuals. One in three American
households participates in the U.S. securities markects, diresczly
or through mutual funcs.-{4]- Thus, the U.S. securities markets
serve not only as a powerful engine for capital formation but
also as an important wvehicle for savings and investments DYy Uu.s.
citizens.

The Commission plays a vital role in preserving the
and integrity of chese markers. Sincs its creation in 19
Commission has been charged with protscting investors and
maintaining fair and orderly markets. is Zirst and Zorsmost a
law enforcement agency. It fulfills its statutory mancats by
policing fraud in the securities markecs as a whole, regquiring
full disclosure by ssuefs of securitiles, overseelnc fole
regulation of the nation's securities markets, and dire
regulating the investment company and investhent advise
industries. 3y protacIing market integrity, th SEC's regulatory
and enforcement programs foster the continued sSuccess of the U.S.
capital markets.
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The SEC is able co handle its broad mandate witnh a small
staff by regulating, =0 a large asxtent, through a public-privacs
parznership. The Commission takes responsibilicy Icr zhe "big
picturse! areas,-i3]- wnile nmuch of the direct, day-to-day
requlation of securities market participants is done Dy Zirms
zhemselves~[6]~ and by crivate membership organizations (seli-
requlatory organizations or SROs), under SEC oversighc.-(7]-
————————— FOOTNOTES —-—==~—===—

-{3]- This figur does not include che <coughly S,000
registered Lnvestment ccmpanlies (representing oOver
23,000 separate gortfolics) that also raise capital in
the U.5. marxers

-4 - In 1995 alones, investors bought nearly S$120 pillicn
worth of funds that invest primarily in U.S. STOCKS.
Sse Investment Company Instituce Press Release 96-02
(Jan 25, 1396) . Tunds cthact invest oprimarily in
Amer:zan sStocks. na over 3..37 =-illion in assets 3t
vear-=na .995. See Ld.

-isy- These .ncluce core regqulations concerning frau@r
finarncial responsitilizy oI securitles firms, z-ne
sl2arance anc secTlament process, 4anc marxer STIruUSTire.
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Uncer the .e”e*ax sec:

-i5] - urizles -aws' r~system of self-
regulacion, senior perscnrei it securiiies iirms may ©e
sanciicnead 1f they fail =0 sugervise .neLr employees 3o
gnsure Cl4ct they comply with the law in Inewrs =rading
and other activities. Thus, firms themselves are the
first line of reqgulation anc enforcemenc. !

-{71- Under the Exchange Acz, SROS must register with the
Commission- and obtain Commission approval of theirs
rules. and market par=icipants must ceccme mempers 0%
nhe SRCs tirdugn wnich  they Qo bus:iaess. 3RCs are
responsible for =monizsring thne aczivities of 380

(conc.nued. . .,

m-mmmowsmsemsss—ee———~ QEGINNING OF PAGE $4 -——-cmmmmmmmeememm e

This requlatory approach is markealy =:fferent

Irsm zhe approach
taken by other federal 'egulators, ana aliows zh C

SEZ == With
rsee aynamic
trillion.-(8]-

The key to making self-requiaticn work effactively is SEC
ove*siqht. CommLSSLQn Qversignt nelps =2 =2nsurs znat the SROsS
exercise their power responsibly: =:=ne SEC wnscects 3SROs and
performs targeted ove:slth 2xaminactions of their bdroker-dealsr
members to determine whether zhe 35RCs are in fzco effec**veig
supervising the financial conditisn znc Susiness sractices oL
their members. The SEC also austc approve . ancd may amenal! 3RO
rules as consistent Witk Tie public iateresc.

Thus, the systcem Zor regqulaging zne J.3. securitises markerts
is one ¢f shared regulation tetween -=e 357 znd -ne Laguscy
This cooperaticon means that informea LndusTIV CACTICIDANCS can
contripbute their =xperzise and unigue serspective in escablisning
and enror__.q ST&NAards Inat SroTact Ihe Lavescing public anc
sromote the Zairness of :ne J.3. anarkers; -ne 3IZ2,. for oos sarz.
&3n concentrat2 LTS atIantion on Aoni cr.ng tnhe 3RCs, 3Issurlng
Iinancial responsibility, overseeing =ne marxets generallvy,
rarmirina full disclosurae. ang nrav 14ing sSTrong 2nforcament.

»* T = ,
Mutual fung 2Xaminations. o5 December 1995, rha
T TTTTTTTTTTIT OO 2EGINNING OF BAGE $8 cmemmmmoooo

Commission anncu"c

canel =s spu the Iormation of 3 Suniic-pnrivacs
brﬂcraé ta ﬁ:;e aqency's aucual Sund examinac-on
Co;5 - The SEC, . =ShSULtation wizh shne lavestmens

MPENY Instizuze, asceq several Zistinguismeq memmors
O Ihe mutual Fun CrimooeRl eroers
C . o VSs oeRC Sommunity Iz Asiz raview -na

e y . e 4 “Z I2view In2
STmlssion's new, nec 72C lmplamentes, mucual fuac
2Xaminacionr manual . Panel members wil) fiela tast
[Tl abat] - N b - fm- aa2l c2sc
port-ons of the manual an =1€Ls own Juncs ana will then
Qrovicde £h Commission WlIn Zneir finaings ana

bl - - - - -— 2

suggestions.



Improving Olsclosure Reguiremencs N
Through i2s work wizh

the Task force, he Acvisory Commizies
and other .Ln.itciatives, Zzhe

Commission has sougnt =5 simpliZiy ang
streamline its disclosure requiremencs. This 1S an LmDOC=3ncs s
task: Cthe Commission recagnizes -hat camoliance :

disclosure requirements of the federal se&":::;es Laws can

involve considerable expense. 3uc disclosure simplificacson 1150
calls for a careful balancing of .nterests, secause cisciasure S

the cornerstone of the requlacory scneme astaolisnec n -ne

federal securizies acis. Uacer zhe ‘eceral securi--es .aws, I-e
U.3. securirtles markets ares open

wntegrisy Ls safegquarcec,

<“iZh Ih

13 all cscmoanies. Marken
7QC Jy barriag csmpanies Irocm

zamo Irzm Lssuing

segcuriiles 1n INe RmArket, bDut 2y reguiring sompanies to sisclicse
Thne LnIormation Tnac LavesIsrs neec in orzer 1o maxe laforcmec

invastmenc decisions.-{3]-
In order to recucges

the costs, wnile rserailnilng tne cenetflis,
of the disclosure-orilentea feceral securizies regulatsry scneme,
tne SEC in recent years nas launcheqg several 2£53rz5 2o simciiiy
and streamline cisclosures. The Commission 7as sale =arsooular
attenticn €O lmDroving the userulness of tne .nfsrmac.sn racerved
by investors (by encsuraging, among stner =hings. “ziain Zaginsa”
disclesures) warile at Ihe same <:me minimicinag sna }ecu;aczfy
czsts anc burdens imposea on Lssuers. ’ ’

Profils Drospectus. In zne iavescment ssmcany arsa, e SEC
has worxed wLlTn INne LAYesStmenrt comoany LnQustsy And SCaCo
secursciss rsgulacors I cevelas he ~zncsoc Af a4 "srofile
sroscectus. ” The Xey =lementc of e :::f;ie :::s:eé::s Ls 2
s..:.nca*:i:sd, sporz~Zorn summary In c.ac::moaﬁLeS- mmg fuila
lengTn SrosSpectus ana LS cesignea =o enaple mucual unc LnvesTors
o Defler uUncerstand WAAat Inev are 2uving. Pilsc "srafilas”
cdeveloped By 2ignt Iunc Jroups havesbeen availaclas 2o .nvescors
since august L, 1983. Iniz:ial investor reacsicn nas oeen very
gositive.

Improved disciosures Jy aufual Ungs.  Towarz tne same 20,
the Commission in July 1333 zrocoseq wmproves zisciosucs
requirremencs fOr money marxet funcas “he proposec stancarcs are
aesigned =0 simelify money marxer func prospecsuses ssnsicericly,
making tnem less c¢astly 12 prapare ana allowing invescors Io

focus on & shorT cocument (four "o six pages)' that <sncains In
most essential informaticn apout the func. fn acdisz:ion, :tne
e TOOTHOTES ——mmmmme
-{2]- Anile compliance wlta zhe securiiies gisclosure
requirements may Lnvolve costs to  Lssuers. Lz LS
i1mperIant o  Zear .n mina  that :Ne sSriacnole of full
aisclosure  prsotects  ine fairness, .ntacgrizy, ana
ultimacely Ine suczess cf scur markess --  anc thac
issuers always nava the cnoica Of wWnecner or not I3 39
joffe] tne pullillc markers f¢r cagpizal, anc wherher 3r NGl
T2 suzject  Inemselves o tne cisclesurs  reguizements
) that apply o gunlicly sracec zompaniss A cisclaosurce
TegLlne, marecves, .s less incrusive han 4 regulazcoy
scheme lJasea< oo e ZLrecT I2gulacLcon 34 zecuorllies
.ssuers.
B Rttt mSeeo—= SESIUNING TF SAGE $1) cmemcmmmmmee S
Jommissicn L Marsn 1328 lssuec for zumliis somment i oIsAcecs
se2l23a5e@ LIL5CUSSLOT INS WaAvsE Ln WwALSS LnvesIment sSomsany cLSA
21SClosure CAan Ze LMOIOVEeC 35 tnaT LAveSSars Sercar Lmcerstanc
mme fLSK3 fresent2d 2v funcs
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SesLts ng LavesTmenI 3acviZer examinacLcn .
srsgram. When zni3z 3taff-Ls .n slace ane fulily

srawrnec, tne 3ZC w1ll ze apcle =2 snorcen ZIne
examinaclion cycle Z2gr agvisers wlInh discretlLon 3sver
client Zunds o one examination every Ilve years

The examinaczon staff has inc-eased the extent I wnilch
1t coorcinaces Laspection eflorts with stace secuzLsL9s
requlators. SE¢ examination staff conduct specraiized -
adviser inspection training programs for state
examiners with follow-up joint inspections with tne
' trainees from the states.
In June 1995, zhe Commission and =he Office of the
Comptzoller cf zhe Currency (CCC) agreed on a Iramework
for concucting jolnc 2xaminacions OCf bank-relaced
muctual funds ana invescment aavisers. de 2xpecl Al
arrangement with the CCT =0 serve as a mocel Ior fucere
~t
discussions with octnes Sanking regulacdis.
Sraff from zne Ofiice of Compllance lnscecI.ons an?
fcaminations recently Segan £Inguciing ;ecq:aanca:
sweep examifatlons of Zinancual ;;anne:sﬂon 3 1OL?~_A
masis WLECN STate segursiIles 2xaminers. Sdaiwng -Qf:a*"
rne SEC plans 2 czncuct at .2ast 2ignT sSuch ]Oi~:~n
sweeos eacnt year Ln varicus LoC2Lions sn-cugnhoul Ing
countIy .
In May 1995, =ne SET an tgzc Xingzoa's e
TAoresTment Managementc F v Org3anlI3Cish =n-=-77
an uncerscancing o Iac ine snaring 2L e -1
informacicn, CSOCErEiLCon Ln LnSTeCIIInS, anc :C:;:J -
recdr-s generacad n Ine Jversignt It ZT2SsS-0QrCer
invescment management 2CILTLIY A s;m;;ir i as
uncersTancaling was I2acnes WLIn INE Zeng Xeng cesiiiL--F
anc Futures Commaissicen W Jcnccer L3%E.
. Zonclizsion
The Commission Ls a small agency that nas a large ana
r1tally lmpor*ant “oo: oversigac of the worla's largestT anc mostT
dynamic securities markecs. Witk mocdest resourzes, We Proctact
invesTors ana gromote tne fairness, scapilizy, ang capizal-
raising potential of tne markecs Ihat fuel tne U.3. eccnemy.
The Commissicn i1s also an agency zThat takes very serzously
the direczive o "reinvent” government. ThIgugn Ine iniz.ac.ves

»haae
descTibea in thilis tTestimony, we 1ave Iaken ilmporTant stens toward
requcing bursaucracy, streamlining requlacory csguisements anc
eliminating unnecessary zTurzens. We have done SO, INICUGROUL.
wLlEN The wLnout of Znhe .agusIzy w~e regulace, working 1n 4 suslic-
grivate parInersn:ig.
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Case Study: The Rockford Mutual Fund



CASE STUDY
Rockford Mutual Fund: A Problem of Non-Compliance

Introduction’

On the morning of January 15, 1997, a throbbing headache threatened to worsen Dr. Albert Stone’s already
dark mood. Dr. Stone was formerly one of Boulderia’s most renowned brain surgeons, with an even
greater reputation as a missionary medical practitioner the last ten years of his medical career. His
outstanding public service eamed him an offer upon early retirement in 1995 to serve as a senior trustee of
Rockford Mutual Fund, one of Boulderia’s largest and, at one time, most promising investment funds.
Rockford was best known for its highly advertised and seemingly successful Stoneridge Growth Scheme.

Today, Dr. Stone was fielding phone calls from angry investors. The Rockford fund had come under
intense scrutiny by Boulderia’s Public Securities Commission (PSC) following a routine compliance
review. The review revealed several irregularities and “severe deficiencies” in Rockford’s operations. As a
result, the PSC publicly announced that administrative sanctions would be imposed on the fund.

Investors in the Stoneridge scheme were confused and frightened by the PSC’s actions. Dr. Stone himself
was puzzled about how the current circumstances came about and wondered how to respond to the
nquiries of an influential investor who was also a personal friend of his. Among his friend’s questions:
Were the infractions noted by the PSC valid? If so, how would Rockford insure the security of the
Stoneridge scheme to its investors? And how would Rockford and its Asset Management Company and
Trustee remedy the fund’s now public wrong-doings? Dr. Stone knew these were the same questions faced
by his Trust Company. He pondered how to correct any dangerous practices, limit the sanctions, minimize
personal liability and maintain credibility with investors.

Background on Rockford Mutual Fund

Boulderia had a fairly large capital market, with total market capitalization of $30 billion by January 1997.
The country had three major exchanges located in the cities of Concretia, Cragmont, and Rocktown. The
number of funds trading on the various exchanges numbered around 50, but less than five funds (including
Rockford) accounted for over 75% of the trading and volume on the exchanges.

Created in January 1995, Rockford Mutual Fund was one of the country’s first and largest mutual funds.
The force behind the fund was one of Boulderia’s more highly respected philanthropists, Preston Sands. He
was widely known throughout Boulderia for his establishment of organizations such as Children First, the
Wildlife Support Fund, and the National Education Council.

The Rockford Group was made up of the following entities:
» Rockford Capital Markets, Ltd. (‘Rockford Cap™): the fund’s sponsor. Rockford Cap was a holding
company established in 1993 with interests in investment banking, broker-dealer services, a pricing

' The case was written by Price Waterhouse LLP, and is intended to serve as a basis for class discussion, rather
than to illustrate either effective or ineffective handling of an administrative situation. Names and positions have
been fictionalized for the purpose of case writing. This case study was undertaken in cooperation with the
Financial Institutions Reforms and Expansion project, funded by theﬁUnitcd States Agency for International
Development (USAID). Further use or reproduction of this case study is forbidden without permission from USA/D
and Price WaterhouSe LLP.
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organization for portfolio valuations, and several collective investment vehicles investing in both liquid
and non-liquid assets. Among its interests were two brokerage houses: Pebble Securities and Docks &
Fisher.

» Rockford Asset Management Company (AMC): responsible for floating and managing the fund’s
various schemes. .

» Stone Trust Company: the trustee responsible for raising money from the public through the sale of
units in one or more funds for investing in securities. It also oversaw all the entities employed such as
the asset management company, custodian, registrars, and transfer agents.

In addition, Granite Ltd. was contracted to serve as the fund’s independent custodian responsible for
holding the fund’s assets.

In August 1996, Rockford launched a fifteen year closed-end scheme, the Stoneridge Growth Scheme,
aimed at achieving long-term growth through investment in growth stocks. The scheme was to be managed
by the newly created Rockford AMC, and overseen by the trustee, Stone Trust Company. The scheme’s
launch appeared successful, raising $40 million, of which $30 million was invested by various corporate
entities and $10 mullion by individual investors.

PSC Compliance Review

In December 1996, the PSC initiated a routine compliance inspection of Rockford Mutual Fund. The PSC
inspection team was also accompanied by an independent auditor, Flint Chartered Accountants. The PSC’s
report, released in January 1997, identified several issues:

e Back-to-back transactions. Of the $40 million invested in Stoneridge, over 35% of the total
investment in the scheme originated with the Rockford Group, either directly from Rockford Cap or
indirectly from other Rockford Group companies. In addition, a review of the scheme’s shareholder
registry indicated that a large number of its corporate investors were also the same companies in which
the scheme was investing. Furthermore, transaction records indicated that more than 40% of the
Stoneridge’s corpus was invested in bonds rather than growth stocks.

¢ Lack of independent portfolio valuation. Rockford AMC failed to produce a paper trail or give any
indication that an independent broker-dealer valuation of the fund’s portfolio had been conducted since
the establishment of the fund.

e Lack of arms-length dealings. Instead of Rockford AMC managing the fund and maintaining its
accounts, all checks and deeds were 1ssued from and received at the office of Pebbie Securities, a
broker-dealer office providing services to Rockford Cap. These items were usually prepared by Mr.
Cliff Gravel, who was Pebble Securities’ proprietor, Rockford AMC’s compliance officer and the
cousin of Preston Sands.

e Use of affiliated brokers. The Stoneridge Growth Scheme had invested $25 million through two
broker-dealers whose offices were at Rockford House, the same address as Rockford Cap. The two
brokers were:

e Pebble Securities (proprictor: Cliff Gravel), Member Cragmont Stock Exchange which
received 50 % of the scheme’s business;
e Docks & Fisher, Member Concretia Stock Exchange. -

Price Waterhouse LLP 2
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¢ Lack of best price and execution. According to PSC regulations, the broker-dealer must seek the best
price and execution on shares for its clients. Rockford Mutual Fund demonstrated a high portfolio
turnover ratio in comparison to other funds in its category. Furthermore, the Stoneridge Growth
Scheme paid the broker-dealers commissions that were higher than the value of the shares it or its
custodian, Granite Ltd., received. Pebble Securities was paid $300,000 more than the total purchases
contracted for or delivered.

o Failure to supervise the activities of the fund’s custodian. PSC regulations required that fund
transactions in and delivery of securities be routed through a custodian. Rockford Mutual Fund’s
transactions, however, were being handled directly by Pebble Securities instead of Granite Ltd.
Without physical receipt or actual delivery of shares, Granite Ltd. recorded entries for the purchase and
sale of securities by the fund solely by verbal communication from the AMC. Furthermore, during a
walk-through tour of Rockford Cap'’s offices, a PSC officer stumbled upon several open boxes which
contained securities certificates of companies within Stoneridge’s portfolio. The officer also found on
top of one of the boxes a receipt contracting an armored car service to deliver the boxes to Rockford
Cap’s corporate vault.

+ Indications of affiliated transactions. Rockford Mutual Fund recently invested $10 million in the
newly-established Quarry Mills, equal to 51% of the company’s outstanding shares This company was
founded by Andrew Sands, the brother of Preston Sands.

« Indications of front running. According to trading records obtained by the PSC, Preston Sands
placed an order for shares in Quarry Mills through the brokerage firm, Docks & Fisher. Prior to
placing the order for the fund, Preston Sands ordered Docks & Fisher to purchase 100 shares in the
company for his own personal account. The day following the company’s IPO, stock prices soared

10% but then shortly thereafter settled down to half of what was the initial price by the following week.
MTr. Preston managed to sell his shares prior to the stock price drop.

Rockford AMC’s Explanation

In January 1997, Rockford AMC was asked to respond to the PSC’s report. Rockford AMC believed that
the PSC had misunderstood the workings of the Fund and that the findings were misconstrued. The AMC
claimed that the discrepancies reflected technical errors, and by the AMC’s view were considered
insignificant and not in violation of any material provisions or PSC regulations.

The AMC explained that certain violations such as not maintaining an arm’s length relationship with
associates were attributed to the convenience in sharing of operational premises. Furthermore, the AMC
used Rockford Cap’s brokers because they were well-known in the market, and their principals were well
known to the AMC’s management. Finally, checks issued by Cliff Gravel were described as
“administrative” only, since the investment decisions were taken by the investment committee comprising
the senior executives.

In response to other findings, the AMC claimed that it invested in affiliated corporations due to their high
giovﬂh potential within an environment that offered Rockford limited investment opportunities. The high
portfolio turnover was reflected in the fact that Rockford had to take the investment opportunities as they
turncd up. The high brokerage commissions were deemed well-deserved by the broker-dealers because of
their excellent service.

Price Waterhouse LLP ’ » 3



Regarding the front running issue, the AMC cxplained that it did not have the financial means to pay Mr.
Preston adequately, and therefore incorporated his ability to purchase stock in companies invested by
Rockford as part of his compensation package. Lastly, Rockford was in the middle of contractual disputes
with Granite Ltd., and clarified that it would serve as its wn custodian of the securities until the
contractual matter was settled.

PSC Action

The PSC did not accept Rockford AMC’s explanations. The PSC felt the results of its investigation made it
imperative to impose administrative sanctions on the Rockford Group. In deliberating what sanctions to
impose, the PSC contemplated how far to go to separate Rockford Cap and Rockford AMC, knowing that
it did not want the sanctions to negatively effect the fund’s unitholders. It was also considering whether or
not to write a public report on its findings.

Rockford Trust Company’s Response to PSC

Dr. Stone, along with Preston Sands, were now debating the appropriate response to the PSC. Their main
concern was limiting the potential sanctions against the fund and maintaining investor confidence. They
had to ponder what actions Rockford should take.

Issues to consider:

e What should have been the role of each member of the Rockford Group (i.e, the sponsor, AMC,
trustee) and the custodian to prevent the violations identified by the PSC?

e What should be the compliance officer’s relationship to the fund, AMC and trustee? What should the
compliance officer have done to prevent the wrong-doings?

e  What should be the role of the auditor, Flint Chartered Accountants?

«  What sanctions and other corrective actions should the PSC impose to prevent similar abuses in the
future?

Price Waterhouse LLP 4



Session 3

Role of a Compliance Officer



Role of a Compliance Officer:

=> Reporting Structure

=> Responsibilities

Reporting Structure

» The Compliance Officer (CO) should present
reports directly to the trustees

» The CO may, alternatively, report to the Legal
Department/Legal Counsel of an AMC

* The CO would typically be an employee of the
AMC with “dotted-line” (indirect) reporting to
senior management of the AMC and direct
reporting to either the Legal Department or the
trustees.



‘Considerations in designing the
reporting structure:

= Trustees have the ultimate responsibility of safeguarding
the interests of the shareholders

= There should be a direct avenue for informing trustees of
deficiencies and concerns identified by the CO

= The daily operations of the fund are handled by the AMC .
and the CO’s main interactions are with the AMC staff and
management

= Routine administrative matters concerning the CO would
be handled by the AMC or its Legal Department

CO’s experience and qualifications

» the CO position is a senior: position
« requires integrity and high ethical standards

» ability to interface with all levels of the
AMC

* internal/ external/ compliance/ regulatory
auditing experience; or
» Company Secretary/ legal background



Responsibilities

« AMC’s responsibilities

» CO’s responsibilities

AMC’s R.esponsibilities

» Promoting a culture of compliance

« Ensuring that each employee is informed of
the compliance requirements related to their
function

« Ensuring an adequate supervisory review
structure



AMC’s Responsibilities cont.

* Full support to all independent review
functions including compliance reviews

» Facilitate CO access to all relevant
information

» Prompt action to deficiencies identified

» Responsiveness to compliance concerns
noted

 Business decisions and compliance risk

Compliance Officer’s
Responsibilities

» Evaluation of the risks associated with
various operations and activities of the
AMC

— regulatory risk
— operational/business risk

~ investor perception



Compliance Officer’s
Responsibilities cont.

» Assigning compliance resources to identified risk
areas:

— determining if there is already an independent review
function performed for these areas (compliance vs.
internal audit vs. external audit)

— designing a compliance control program/ calendar
(review of schemes, adherence to the Code of Ethics,
transaction processing, regulatory reporting)

— preventive vs. corrective compliance monitoring

CO’s Responsibilities cont.

» Conducting compliance reviews
— sampling
— limitations of certifications
* Discussing results with departmental and AMC senior
management to ensure complete information was obtained
prior to drafting the compliance report

» Forwarding compliance reports to trustees/ legal
department
— routine quarterly reports
~ ad hoc reports
— other reports



CO’s Responsibilities cont.

+ Following up on corrective action planned or taken by the
affected department
— seriousness of the violation

— timing of follow up: immediate, end of month, quarter or by next
review

» Dissemination of compliance developments or changes in -

regulations to affected departments

» Ensuring timely and adequate responses to investor
grievances
— direct responses by the CO
— direct responses by the AMC
— monitoring of responses by the transfer agent

Issues related to CO functions

 segregation of duties

— portfolio/ backshop or accounting/ custodial/
compliance

— consultation prior to execution - independence
issue

« compliance perspective vs. accounting/
financial statements outlook

» adequate staffing



Issues related to CO functions

cont.

» workpapers
— documentation of work performed
— supervisory review
— continuity
— training tool
— concerns: limiting regulatory access

« professional judgement, CO’s liability

The Role of the Compliance
| Officer:

“The Compliance Officer is in the
business of keeping YOU in
business.”
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immediate tangible benefics; ang, 31s sucn, Lt is noht naturally
high on the priority list for rescurze 3llocation. MNewvercheless,
public trust and <confidence is a criticai component of any
lsuccessrul securities market operaticn in my view, &0 compliance
should be provided with sufficient resources to be effective
Certainly, any compliance 2fficer must =xercise vigilance in
monitoring conduct. A compliance officer must be e2specially
alert for "red flags" that suggest guesticnable conductz. The
best early warning systems, as far as [ can tell, 4re automated
exception reports and, most importantly, customer complaints. &
compliance officer that fails to take adegquate steps to responad
to these red flags risks a wvisit frem the ZTommission's Divisizcn

of Enforcement. Unfortunately,
personnel are ordinarily the las
then there usually has already ©
firm and 1ts customers.

III. Compliance Procedures

No doubt yeou heard this morning how to develop effective

compliance procedures. Except for Section 13(f' of the
Securities Exchange Act cIf 1934 ("Exchange Act™) and Section 204A

of the Investment Advisers Act of 1940, there are no federal
securities law requirements of which I am aware that imposes z

duty to adopt compliance orocanwas -{1] Reasonable vrocedures,
nowever, can be an affirmative defense to a failu¥e to supervise
action. Further, good compliancs proc
int

. adures make excellent
business sense as they protect zh egrity of the firm. Just
as important as developing compliance procedures is the need to

revisit them periocdically to determine their effecriveness.
Procedures that are not adequate‘y monitored and updated are
little better than having no prccedures at all. '

As I indicated, there is a federal securities law
requirement contained iIn Secticn 15(f) and Section 204A to adopt
compliance procedures; however, these provisions address the
misuse of material nonpublic information only. These sections
require that broker-dealers and investment advisers establish,
mainctain, and enforce written pclicies and procedures reasonatly
designed to prevent the misuse oI materizl nonpublic information
by such broker-dealer, investment adviser, or any person
associated with them. Of course, these regquirements were a par=t
of the Insider Trading and Securities Fraud Enforcement Act of
1988.

b

The Commission brought its first

e ement case under
~hese sections late last year against Ga

arc
celli & Ccmpany and GAMCC
Investors, Inc.-[2}- This case arose out of trading in Lynch
Corgporation securitles by the defendant <ompanies The policies,
'r“caf‘ures, and gpractices in place at -he defendan:z firms did no=
%d ately taxe 1nCo acgount the srecial circumstances presentad
ol : Eelli's role 3s chalirman oI the zoard of direczors and
ol cutive orficer |"CEC"' of Lynch and his roles as de
'fa £ investment oIficer of Gacelll & Cempany and GAMCC.
Mol mmission's view, the pclicies in clace ware not
=3 vodesigned, 1n view SF mne defanzanz's ocverall cusiness,
-3 2 Thne misuese oI materlal, ncngusllc infcrmation
l tZZS of Lynch, "Gacelll was 1noa
o nCnCuCZllS LnIZZrmani apcuT L
nI cesults 2 : Z 7
Z2 iay T : et
s releasss 1nd Doarz meen:
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written procedures In place, and ccmpilan
'rule was not consistenc.

The defendants were ordered o cease and desist Srom further
violations of Sections 15(f) and 2C4A and were fined $50,000. In
.addltlon, they undertook to implement changes recommended by an
independent consultant, who woula provide zhe Commission with

follow up reports.
Failure to Supervise Liabilicty

While failure to implement reasonable procedures to prevent
rhe misuse of material, nOﬂDUbLlC infcormation is an actionable
of fense, the failure o adopt yrccedu:es to address other types
of misconduct is not necessarily a wiolation. Yer, as I
mentioned earlier, adopting reasonacle crocedures is an
affirmative defense to & charge of failure to supervise under
Exchange Act Section 15(b) {(4) (E). Although the subject of’
failure to supervise lends itself easily to a long discussion; I

lan to touch upon only the area that I believe is of greatest
Ipnterest to this audience ... and that is failure to supervise
liability for legal and compliance personnel.

of the Exchange Act. Section 15(b) (4) (E) authorizes the
homm1551on to impose sanctions against a broker-dealer if the
firm has "failed reasonably to supervise, with a view to
lorevem:lng violations [of the federal securities kaws], another

' In 1964, Congress enacted what are now Sections 15(b) (4) and

berson who commits such a violation, if such other person is
subject to his supervision." It is interesting to note that this
statutory provision refers to "preventing violations of the
orovisions of ... statutes, rules, and regulations ..." The word

l"order" does not appear on this list, which has given rise to
some intriguing discussions at the Commission.

)(E) by reference and author' zes the Commission to impose
sanCtlons for deficient supervision on individuals associated
with broker-dealers. Unfortunately, the legislative history
lbenind these prov1510ns provides little guidance as to what was

llnter\dec by the phrase "subject to his supervision.’ This has
led to a great deal of uncertainty as o who can be a supervisor
within the meaning of the failure to supervise liability
lorows:.ons of the Exchange Act.

I Sec 15(b) (6) of the Exchange Act incorporates Section

Typically, & finding of liability involves two distinct

consideraticns: (1) whether the person was the supervisor of z
erson who violated the federal securities laws and (2) whether
~he person cgerformed *Dasonab‘y in discharging his or her
supervisory responsibilicies. Both cf these guestions ordinarily
2ntail a Iact speciiic inquiry, especially in the case of "non-
_ine" personnel, such as most legal and compliance personnel,
«nere the concept of sugervisory responsitilizy is far less
zeveloped than in the case of "line supervisors."”

l Taking ility consideration first, as the case
law demcns r o determine when a gerson has
cer formed arging supervisory responsibilities
~han LT ls 4 Terson 1s 3 supervisor. There
2157 3 L2 TLNZS lnvelving cTompliance or non-
_ine sucer era <he Zommission declined =c <incg
“rat Tne C naslily
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cn nat failed to supervise a
J z

surveillance and compllance e a
c 7 ind made unhautherized

lreQLSterec representat.ve wno

trades L1n customer accsunts.-i3] he Tcmmission found that
Trujillo's conduct, ﬂL-uougn not exemplary, was reasonable in

'that he had taken dillgent efforts %o infcrm the bkranch manager

of the need to discipline the employee. The opinion took no
position as to whether Trujillo was a supervisor of the rep in

question.

Another example s "Arzhur James Huff", in which the
Commission divided over whether Huff, a compliance officer, was a
supervisor.-{4}~- Chairman Breeden and I found that although Huf?Z
may have been a supervisor, he did no: act unreasonably in view
of the limited scope of dutles he was 3Iiven by the firm

The more difficu‘“ issue unresolved by "Huff" was wh
compliance officers are considered <o ke supervisors of a non-
line employee. A segment of the securities industry apparently

continues to question whether compliance officers should ever be

deemed supervisors within the meaning of Exchange Act Section
I15(b) (4) (E) when they are not a line supervisor of the emcloyee

who committed the violation. Although this debate does continue,
I think it is fair to say that the present Commission does not
view itself as being barred from charging compliance officers
with liability for failing to supervise, even when the cecmpliance
officer is not a line supervisor of the smplovee in question.

So, when i1s a compliance officer a supervisor? The test is
lnecessarilv a facts and circumstanceses determination. As such,
there is no bright-line standard, rather guidance must be glesaned
from Commission decisicns and orders.

Three fairly recent Commission proceedings do shed some
light on the subject. in the "Gary W. Chambers" case, the
Commission found that Chambers had :a;_eg reascnably to supervise
in failing to discharge his responsibility to ensure that his
firm "adopted and maintained adequate*y supervisory and
compliance policies and preocedures.”- 5]~ Although the firm
compliance manual vested him with designi ng procedures, he :ailﬂd
tc do so. The Commission order ident:fisd other factors as we.l
suggesting that Chambers assumed supervisory responsibility fcr
the persons commititing the violations, Including nis role in
reviewing transactions, his failure to disccver misconduct of the
persons at a previous employer, and his knowledge that there was
nc one else supervising the persons.

u

In the 1992 case c¢f "First Albany Corporation", the firm's
chnief compliance officer was alsc the general counsel and had the
responsikbility to implement compliance procedures and enforce the
firm's trading restrictions.-{6j- This compliance person had the
cower "Zo take discipiinary action against a registered
l:ep:esencat;ve whe violated Iirm policy by removing commissions
and imposing small fines.” The mmiss: concluded that a
vinlation occurred wnhen the Zcmpl was alerted =o a
sonlaticn and faliled =©o determine ‘branch office
'Lns:;:uted corrective measuras.
The most impeortant Jommissicn sroce=ding 1n the area in my
yiew, nowever, was the lommission repars under 3ection 21lar ot
l:he Zxcnange ACT cConcarning the acticns 2f Ccnald Feuerstein, the -
chief _egal officer oFf Saicmon 2rothers. Of zourse, the
Tommission Jid Zharge Jonn Meriwetner, Thomas Strauss, and Jonn
CornSriend with fallure T2 surarvise Faul Morer, a3 Salcmen trader
l supmiziea Zalse il T o the Treasu ecar-ment The Ial:3=
oL ds ime T3 o The 3tTenTicn TIoThe TIC maragement
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Hopefully,
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Ithose employed in this
elcome some certainty in the area.

W

the Commission would not waver from utilizin

uthority in this area
appropriate, but would
manner. I see nothing
failure to supervise actions against
ersonnel on a routine basis.

. Wrap Fee Accounts
r
elieve that the members of this audien

v
|

future Commission actions
supervise area involving legal and compliance personnel
larify how the Feuerstein standard will be applied.
sector of the secur

Tt
it

Before concluding my remarks today, I
iefly the primary legal issue surrounding wrap accounts.

te

will

know that
ities industry would

is my fervent hope that

g its enforcement

in the failure

LR

™

when the facts and circumstances are

do so in a balanced and responsible

to be gained from a policy of insticuting
legal and compliance

-

would like to discuss
I

1ce should be on the

ookout for Tommission anicrcement activity which may be
orthcoming in this area. I know that you have already heard a
rogram about wrap accounts this morning and about the potential
for troubling conflicts of interest that may appear in the
dministration of these accounts.

i For a leng time, the Commission has been concerned that some
have cbliterated the admittedly Zuzzy line that exists between a
legitimate wrap fee program that does not need tc be registered

End a wrap account program that pools investment capital and

elects securitlies for the gcol as a whole. The latter may be no
different Ifrcm a2 mutual fund and may need o be registered Lif
nere ars mcre Zhan 100 participants. <F zcurse, in wrag fse

Erog:ams, clients matched Wit a particular pertiolio manager

fren receive supstantlally =he same sacur.tlies advice and =<he:ir
acccounts a2iten hold <“he same or substantially zhe same
securLtles. If tne investors dc nct recain individual ownershic

I;f tne SecuriTies in Thelr 1IISunt3 Anc 30 Aot receivae
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inagividualized treatment, the program probably sheculd tce

S an lnvestment company because 1t wouid be 4n "issuer"
rr

a
primarily engaged in investing and tracing in securities.

years ago with an enforcement acticn against an investment
adviser and a broker~dealer who operated a program similar to a
wrap fee program.-(8]- While the program involved in that actis
was advertised as offering personalized advice, the Commission
found that the adviser invested client funds in a virtually
uniform manner.

As you heard this morning, fifteen years ago the Commissi
proposed Investment Ccmpany Ac:t Rule 3a-4 to provide some clar
in the area. This proposed rule would have ovo"ided a safe
harpor for programs satisiying the requirements of the rule.
Although the rule was never adopted, the DlVlSlOn 0of Investmentc
Management has issued more than twenty no-action letters using,
in part, the standards contained in the propcsed rule.

‘ . . . ) ) ¢
l The first Commission foray in this area was more than :twenty

I I understand that some wrap fee sponsors have taken a
mechanical approach to providing individualized treatment to
clients. I am of the view that quarterly mass mailings and
perfunctory annual check-ups are insufficient, by themselves, to

demonstrate that clients are receiving investment advice tailored
to their individual needs. A lack of diversity among client
accounts suggests to me that clients are not receiving a
lmeaningful opportunity to exclude particular securities frcm
their accounts. In my opinion, this opportunity to exclude
certain securities is one of the most telling differences petwesen
Ia wrap fee program and a mutual fund.

Apparsntly, the Division of Investment Management's long-
anticipated release more clearly delineating the line betweern a
legitimate wrap fee program and an unregistered investment

'company is expected to be considered by the Commission shortly.
I have been somewhat frustrated by the length of time necessary
to bring this project to Commission consideration, but I have
Irecently been assured .that the release is just around the corner.

Therefore, I do advise vou to remain alert for potential
Commission action in this area.

VI. Conclusion

In its enforcement program, the Commission has attempted to

e tough and aggressive on the one hand and fair and reasonable
the other. That is a difficult balance to maintain,

espec ially in the failure to supervise area involving legal and

compliance personnel where the facts and circumstances so often

control. I zan assure you that the Commission strives to "do th
right thing" in its enforcement program, and in the almost Five
years chat I have been cn the Commission, I generally have tesn
roud of the resulc.

o
I My carc

ing a 1s to consider whether you
the authority, resources Lo carry out your
ilarce IuncTicn z ney are cricical to the
ss oI vour emplover Sriner, LT may be worth rewvisizing
Wwrap Zee programs o ensurs zhat they provide the necessary
tduallized cllent <reatment <o zuallify as a legitimate wWrap
afelobaicted
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WHY COMPLIANCE MATTERS
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FIRM POLICIES & PROCEDURES |



WHY COMPLIANCE MATTERS

* FIRM FRANCHISE

+ HELPS AVOID LEGAL ACTION - CIVIL
AND CRIMINAL |

« HELPS AVOID DISCIPLINARY
ACTIONS BY REGULATORS

« HELPS AVOID UNENFORCEABLE
TRANSACTIONS




THE REGULATORY
FRAMEWORK

 Lead Regulator - Securities and Exchange
- Board of India (‘'SEBI”)

« Key Regulations:
—SEBI Act, 1992
—SEBI (Mutual Funds) Regulations

* Trust Deed, Investment Management
Agreement and Offer document




BEST EXECUTION

+ INVESTMENT RESTRICTIONS:
— Regulatory restrictions
— Client guidelines/ Investment objectives

— Restricted List/ Watch List .
« BEST PRICE (Price variance):

— Trades outside the high/ low prices for the day

« COMMISSION (Brokerage variance):

— Trades in excess of negotiated commissions



BEST EXECUTION

* AFFILIATED TRADING
RESTRICTIONS:
— Proprietary - with client consent
— Agency - best execution
— Agency cross - NO
— Underwriting

* PRIVATE PLACEMENTS:

— Adequate documentation



BEST EXECUTION

« BUSINESS DISTRIBUTION
* RISK MANAGEMENT:

— Tolerance limits for brokers

— Suspension of brokers (Distribution/ Risk)

— Procedures for trades with brokers on restricted
l1st

A
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FAIRNESS TO CLIENTS

_+ PRE-TRADE ALLOCATION
- AVERAGE PRICING
* CANCEL/ CORRECTS:

— duty of utmost care

— no loss to client

— no allocation to another account
- — costs to be borne by AMC



FAIRNESS TO CLIENTS

« EXECUTION ACROSS SCHEMES/
FUNDS:
— Fair allocation (Buy/ Sell)

— Holding across funds/ schemes

* CROSS SALES
e PROPRIETARY TRADES



FAIRNESS TO CLIENTS

« DISCLOSURES

— Transparency
- — Accuracy
— Timely
» REPORTS
— {0 Trustees
— to Unitholders
—t0 SEBI



FIRM POLICIES

~+ CODE OF CONDUCT
« CHINESE WALLS

— fund management/ operations

— affiliates

« EMPLOYEE TRADES:

— pre-approvals
— blackout periods
— holding period
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Objective:

» To highlight compliance issues and
monitoring requirements related to’
investment management activities

Compliance Framework

» Regulations
 Internal Policies and Procedures
 Fund/ Scheme Restrictions



‘Regulatory Environment

« SEBI regulations

+ the Companies Act of 1956
» the Indian Trust Act

* RBIrules

* Other laws, rules and regulations

SEBI Regulations

(Mutual Funds) Regulations, 1996
» (Portfolio Managers) Rules and Regulations, 1993

» (Stock Brokers and Sub-Brokers) Rules and Regulations,
1992

» (Registrars to an issue and share transfer agents) Rules and
Regulations, 1993

» Prohibition of Fraudulent and Unfair Trading Practices
relating to Securities Markets

» Other SEBI Regulations
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SEBI (Mutual Funds)
Regulations, 1996

Adoption by the Board of Trustees of:
» Compliance Manual

« Code of Conduct/ Ethics

» Advertising Guidelines

» Valuation Guidelines

Other Procedures:

Examples of procedures typically approved by the Board of
Trustees:

» brokerage allocation; trade allocation
» diversification; interfund transactions

« money market fund valuation; repurchase transaction
guidelines

 securities lending, counterparty credit review standards

b7
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Compliance Control Program

— Identification of all Compliance Requirements -

— Assignment of Independent Review Functions
— Design and Implementation of Audit Programs
— Consideration: Preventive or Corrective

Cbmpliance Areas:

» Trade allocations
— fairness to all accounts
— documentation of the process

— pro-rata, random or other process

» Portfolio decision-making process

b



Compliance Areas cont.:

» Management of multiple accounts
» Custodial issues - reconciliation
» Review of contracts

Compliance Areas cont.:

Trading System - access, interface, ad-hoc
reports

Review of schemes

Pricing procedures

Fair valuation procedures



Compliance Areas cont.:

» Code of Ethics compliance

— personal transactions
— affiliated transactions

— other considerations

Session 4

[2e
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DatedSeptember 3. 1997

Ref No.PR 100/97
SUBJECT : .SEBIBOARD MEETING ... oot eerene
'EXT

PRIMARY MARKET DEPARTMENT :

1. On 1eceiving recommendation from RBI, the entrv norms and the
norms for free pricing shall not be applicable to the private sector
banks and the local area banks which have been granted license to set
up banks by the Reserve Bank of India. :



-2

With a view to facilitate fund raising by infrastructure projects which
hiave long gestation periods and catities like Municipal Corporations
which can only raise funds through debt instruments, SEBI had
aliowed that such debt instruments will be allowed to be listed on the
Stock Exchanges without the pre-existing requirement of the equity
being listed first.  Doubts, however, were expressed rcgarding the
listing of instruments convertible into equity such as PCDs, FCDs or
OCDs, etc. It has been decided that the corporates with infrastructure
projects and Municipal Corporations shall bc exempted from the
requirement of Rule 19(2b) of Securities (Contract) Regulation Rules.
to enable such companies/corporations, to make a public offer and list
its pure debt iastruments as well as debt instruments fully or partly
cenvertible 1nto equity without the pre-existing requirement of prior
Listing of its equity subject to thc condition that sucn instruments
carry an invesunent grade rating and are fully secured irrespective of
the marturity of the instruments and in case of debt instruments fully
or partly convertiblc into equity, the cquily issued prior to the issue of
debt shall be listed only at the time when the equity arsing on
conversion of such convertible instruments get listed.

The Board considered the proposal of Book building to the extent of
100% and has decided that an issuer shall have option to make an
issuc through Book building route upto 100% of its offer, provided
the issue size 1s Rs.100.00 crores or more. llowever. the present
stipulation of priority for such small investors wil! continue.

The SEBT Board considered the draft regulations for credit raung
agencies and decided to set up a committee comsisting of
representatives from Reserve Bank of India, Credit Rating agencies.
Institute of Chartcred Accountants of India, SEBI and also from
amongst the corporatcs.  This comumittee will examine the draft
reguiations preparcd by SEBI and shall make its recommendations for

sutzable modifications to the SEBI Board.
.3
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a.

i.3‘
The SEBT Board approved the following changes in the SEBI
(Merchant Bankers) Rules & Regulations, 1992 .

Only body corporatcs shall be allowed to function as Merchant
Bankers.

That the multiple categories of merchant bankers shall be aholished
and there shall be only one entity viz. Merchant Banker. The
Mcrchant Bankers presendy functioning as Merchant Bankers
Category II, III and IV shall be given an option to either upgrade
themsclves as the Merchant Banker (presemtly Merchant Banker
Catcgory I) or seek separatc registrations as Underwriter or Portfolio
Manager under the respective regulations or at the end of their present
period of registration, their registration shall lapse. In other words,
with the implemcntation of this decision, fresh registrations to
Merchant Bankers in Category 1I, IIl and [V shall be discontinued.

Presently, the Merchant Banker Category [, in addinon to issue
management is also allowed to undertake underwriting and portfolio
management activities. With the revised proposals. while the
Merchant Banker will continue to perform underwriting activity, 1t
shall have to scck separate registration to function as a Portfolio
Manager under thec SEBI (Portfolio Manager) Rules & Regulatiens.

19G3..

It has been decided that Merchant Bankers shall be promibued {rom
carrying on fund bascd activities other than those related exclusively
to the capital market. In effect. therefore, the activities undertaken by
NBICs such as accepting deposits. leasing, bill discounting. etc
would not be allowed to be undertaken by a merchant banker. The
exisiing NBFCs pertorming merchant banking activities will be given
suitable time to restructure thetr activities.



MUTUAL FUNDS:

The Bourd of SEB! noted the positive impact of the revised Mutual Fund
Regulations, 1996 on the Mutual Funds, particularly in the areas of
disclosure in the offer documents, disclosures of fundamental attributcs of
schemes, and greater clanty in the disclosure of invesiment objective,
weekly/daily disclosures of NAVs and standardization of compuiation of
NAYVs.

The Board also reviewed thc various monthly. quarterly. half yearly and
annual reporting formats introduced by SEBI for strengthening monitoring,
compliance and strengtherung of internal systems by Mutual Funds. These
reporting would facilitate an understanding of the operations of the Mutual
Fund and throw up early warning signals in this regard.

The Board also approved the following amendments to the SEBI (Mutual
Funds) Regulations, 1996:

l. A Muwal Fund shall not make any investments in any un-listed
securities of associate/group companies of the sponsor;

N

A Mutual Fund shall not make any investment in privately placed

securities issued by associate/group companies of the sponsored;

3. The aggregate investrnent of a Mutal Fund in the listed and/or to be
listed securities of group companies of the sponsor shall not exceed 25%

of the net assets of all schemes of the fund;

4. AMCs would be required to disclose in the offer document maximum
investments proposcd o be made by the Scheme in rhe securities of the
group comparies of the sponsor and also aggregate investment made by
all schemes n the group companies.

o)

/\S&
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. The AMCs shall have 1o submit quarterly report to the trustees gi\'in.g

details about the transaclions in the securities of the group companies
during the quartcr and the trustees could have to make specific
comments in its haif ycarly reports to SEBI on those investments.

The “Group™ for this purpose would have the same meaning as provided
in the Monopolics and Restrictive Trade Practices Act. 1969.

. An AMC cannot can not purchase or se}l securities through a Broker

who is an associate of a sponsor beyond 5% of the gross business of the
Mutial Fund which will be monitored on a quarterly average than on a
daily basis.

AMC shall not in a quarter purchase or scll securiues for any of the
schemes through any broker beyond 5% of the aggregate business of the
securities in a quarter, unless the AMC records the justification for
exceeding the limit and reports such cases to the Trustees on a quarterly
basis. )

To hclp trustees piay their role jn a2 more effective manner, the
independent trustces shall constitute 2/3 of the Board.

10.Inclusion of abridged prospcctus will now be circulated along with all

application forms which will now have key information and be available
to all investors. The full portfolio disclosure in the Annual Reports will
now be mandatory. The fundamental attributes of 4 scheme have now
been detined to include. type of a scheme, investment objcctive, terms of
issue and will not be changed without the approval of the unit holders.

}1.Conversion of closcd ended scheme into open ended scheme, and roll-

over of a closcd ended scheme, shall not require approval of unit holders
provided that all unit holders who express their copsent in writing and
the unit holders who do not opt for the roll over or has not expressed
written consent shall be allowed to redeem their holdings in tull at NAV
based price.

.6
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; .
12.The nonuas of valuation of money market instruments have been further

standard, this will facilitate MBF.

13.Greater clarity in the expense structure, by including certain expenses as
allowabie recurang expenditure with the existing limit in the regulator.

14.The auditors will now be required to comment on the compliance of the
Regulations and investors gnevances and redressal of Mutual Funds.

The other decision taken by the SEBI Board was that the regulation which
specify the eligibility criteria for grant of initial registration/renewal 10
intermediaries would be amended. The concept of “fit and proper’ person
would be introduced as an eligibility critena in the regulations.

e
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SAMPLE COMPLIANCE REVIEW PROCEDURES.

1. FUND PORTFOLIO INVESTMENT ACTIVITES.

A. Investment Decisions

1.

Review each fund's prospectus and verify that disclosure is consistent with actual
practice.

a. Where do investment ideas originate?

b. Who selects the individual securities to be purchased or sold?

c. Who authorises the actual securities transactions?

d. Who recommends and decides broader investment policies?

e. What investment information or materials is provided to the fund’s frustees?

2. Review checklists prepared by portfolio manager for prior 12 months.

-

2.

If the fund utilizes a sub-advisor , review contracts/agreements and note any

discrepancies.

1.

2.

~
2.

4.

Transactions in Portfolic Securities

List all trading personnel that execute orders for the fund’s portfolio.

Identify all supervisors.

Describe the process used to select broker-dealers and any arrangements (written and

unwritten) for the following purposes:

a. Sales of fund’s shares , including all direct and indirect promotional efforts.

b. Advisory, research services , computer hardware and software , and any other
services provided.

c. Review brokerage allocation disclosures.

d. Any other arrangements (e.g. , directed brokerage or payment for order flow).
Review brokerage allocation reports prepared by trading department.

a. Select a sampling of order tickets and compare to the brokerage allocation report.

(1) Is all required information contained on the order ticket?

b. Obtain list of broker-dealers who sell the fund’s shares and compare to the
brokerage allocation report.

¢. Discuss any discrepancies, inconsistencies or other unusual findings.

Obtain fron MIS a download of the fund’s securities transaction for the most recent 12

months and review for the following:

a. Crossing transactions between fund portfolios/affiliates

(1) Were the transactions properly reported to the fund’s trustees?

b. Transactions involving affiliated broker-dealer/advisors.

¢. Transactions between the fund and any officer . director or employee.

d. Transactions between the fund and the “unknown “ broker-dealer.

e. Transactions in illiquid securities , private placements and restricted securities .

f. Transactions that donot appear to be consistent with “best execution”.

(1) Review the cents per share cost of the fund’s agency trades.
g. Transactions involving IPOs , securities held for a very short time or not consistent

hy
b



SAMPLE COMPLIANCE REVIEW PROCEDURES continued

with fund'’s investment objectives.
h. Transactions during the weeks prior to the fund’s fiscal quarter-end.
i. Transactions in securities that were in chapter 11 reorganisation (Obtain Creditor’s
Committee Report from Legal Department).
5. Review the current portfolio turnover for each quarter and the year (obtain appropriate
reports from Fund Accounting).
a. Is it consistent with the fund’s investment objectives?
b. Has there been a significant increase/decrease in portfolio turnover rate ?
6. Review process utilized by Trading Department to communicate transaction
information to bank custodian and fund accounting department.
a. Are only authorized personnel , as provided in letter to bank custodian, providing
settlement instructions? -
b. Are original signatures provided to bank on every instruction?

C.  Fund Accounting Review

1. Compare downloaded trading blotter and brokerage allocation reports.

2. Review policy for handling trade errors and general ledger account established to record such
transactions.

D. Portfolio Pricing Review

1. Review the pricing reports maintained in Fund Accounting for compliance with Pricing

Procedures.
a. Have the Market Value Impact on NAV Report, and Pricing Exception Report,
been initialled by the portfolio manager and retrned to Fund Accounting each day?

b. Do the reports show any unusual pricing problems ?

c. Do the manual over-rides of the pricing service prices have adequate documentation?
(1) Are the reason codes identified ?
(2)If not over-ride , but price is unchanged greater than 7 days, is there documentation

that price waas reviewed and verified as correct?
2. Review Pricing Control Report in Fund Accounting
a. Are all reports being returned timely?
b.Are all reports being returned signed ?



SAMPLE COMPLIANCE REVIEW PROCEDURES.

II. INSIDER TRADING . CODE OF ETHICS AND PERSONAL SECURITIES
TRANSACTIONS.

A. Request a copy of the “Code of Ethics” and the list of access, non- access and NASD
registered employees from Human Resources.
1. By sampling , confirm that each access employee’s personnel file contains a signed
acknowledgement form, evidencing receipt of the Code of Ethics
B. Review for compliance with current Code of Ethics
1. Obtain transaction log from trading department and securities transaction request
forms from Director of Research
a. Is there an approved securities transaction request form for each trade listed on the
transaction log?
b. Are there any transactions by employees in violation of Code of Ethics?
(1) Purchased or sold within 5 days of a fund’s transaction?
(2) Purchased or sold within 15 days of a written buy or sell recommendation ?
(3) Purchased or sold while securities were actively contemplated for fund?
(4) Purchased IPOs , including municipal securities?
(5) Purchased equity securities of any broker -dealer that is effecting or in the
position to effect brokerage transactions for a Fund?
(6) Purchase securities of any corporation of which 10% or more of the outstanding
shares are held aggregated in portfolios managed by the adviser?

C. Obtain a list of the companies held by the funds that underwent Chapter 11 bankruptcy
reorganization
1. Were there any securities transactions by the fund subsequent to Chapter 11
reorganisation?
2. Did any employee (e.g. , the portfolio manager/research analyst ) transact in
securities that became bankrupt?
D. Review the record of consultations of the Director of Research.
1. Were there any transactions prohibited?
2. Were any exceptions to the Code of Ethics granted?
3. Were any transactions reported to the Board of Directors?

E. Review the Legal Department’s monthly audit/reconciliation of employee’s personal
transactions.
1. Were they filed timely?
2. Were there any repetitive problems?
a. Employee failed to report transactions.
b. Employee failed to get prior approval for transaction.
F. Review the duplicate broker-dealer confirms and monthly statements
1. Does any employee have an account at a brokerage firm with whom the employee also
conducts business on behalf of the funds?
2. Are ther transactions on the broker-dealer statement that are not reported?



VALUATION OF SECURITIES

d What is Value

v Defined as the quoted market price for securities for
which market quotations are readily available, or an
estimate of value (fair value) as determined in good
faith by the board of trustees for other securities

. What is Fair Value

v Fair value of a security is the estimate of the amount
the owner of the security expects to receive for it in
a current sale, though the owner may not intend to
sell them.

Page 61 Financial Institutions Reforms and Expansion (FIRE) Project l“'



VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

(Continued)

C] Securities Valuéd “In Good Faith”

v Board Responsibility

* To the extent necessary, the board may appoint
persons to assist them in the determination of
such value, and to make the actual calculations
pursuant to the board’s direction. Frequently,
the board will delegate responsibility for fair
valuation to a “valuation committee” composed of
several board members and staff of the
investment adviser |

N

Page 75 Financial Institutions Reforms and Expansion (FIRE) Project l“'




VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

| (Continued)
. Securities Valued “In Good Faith”

v Board Responsibility

* However, the board must review and approve the
appropriateness of the fair valuation procedures
and must also review and.approve the actual
valuations in order to satisfy themselves that the
valuations are fair.

Page 76 Financial Institutions Reforms and Expansion (FIRE) Project l“'




VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

(Continued)

[ Securities Valued “In Good Faith”
v Board Responsibility

* SEC staff generic comment letters reiterated the
board’s responsibility to establish policies and
procedures for the valuation of securities for
which market quotations are not readily
available. Any deviation from the established
policies should be disclosed in the footnotes to the
financial statements.

Page 77 Financial Institutions Reforms and Expansion (FIRE) Project l“'
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VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

(Continued)

d Securities Valued “In Good Faith”
v Board Responsibility

* The information used by the board (or a
valuation committee) in determining fair value,
together with, to the extent possible, judgment
factors considered in reaching a valuation should
be documented and the supporting data retained
for the inspection of the fund’s independent
accountant.

<’ Page 78 Financial Institutions Reforms and Expansion (FIRE) Project l“'



VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

(Continued)

I Securities Valued “In Good Faith”
v Fair Valuation Procedures
* Acceptable Valuation Methods:
* Multiple of Earnings

* Discount from market of similar fr eely
traded security

* Yield to Maturity

e Combination of these and other
methods

P Page 80  Financial Institutions Reforms and Expansion (FIRE) Project l“'



VALUATION POLICIES AND
FRAMEWORK IN THE U.S.

(Continued)

Q Securities Valued “In Good Faith”

v Fair Valuation Procedures

* Specific Factors Affecting Valuation

Type of sccurity
Issuer’s financial statements
Cost at date of purchase

Size of holding

Discount from market value of unrestricted securities of the same class
at time of purchase

Special reports prepared by analysts
Information as to any transactions or offers with respect to the security
[Existence of merger proposals or tender offers

Price and extent of public trading in similar securities of the issuer or
comparable companies |

Page 81

Financial Institutions Reforms and Expansion (FIRE) Project l“l



ADDITIONAL MATTERS
RELATING TO VALUATION

QI Documentation of Valuation
v Written Quotes
v IFair valuation
‘s Documentation of policies

* Documentation of methodology
* [factors considered
e Authorization and approval
* Validation

Page 99  Financial Institutions Reforms and Expansion (FIRE) Project '”'



ROLE OF VALUATION
COMMITTEES

1 Established by the board
v Membership
* Investment adviser
* Independent board members
* Specialists
4 Regular scheduled meetings and/or special meetings
Il Matters that may be addressed |
v Valuation for securities with no in(lei)endent pricing source
v Review of valuation policies and methodologics

v Determination of reliability of market quotes for thinly traded
securities

v Review of liquidity policies
v Review of fund’s portfolio of illiquid securitics

1 Minutes of the meeting

Page 100 Financial Institutions Reforms and Expansion (FIRE) Project “
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Mutual Funds: SEC Adjusted Its Oversight in Response to Rapid Industry
Growth (Letter Report, GAO/GGD-97-67) .
GAQ reviewed the Securities and Exchange Commission's (SEC) regulation
and oversight of open-end investment companies, focusing on how SEC has
responded to rapid industry growth in carrying out, its mutual fund
oversight through inspections, disclosure review, *and other regulatory
activities.

MAIN PCINTS
GAO noted that: (l) SEC has increased its inspection staffing and
adjusted the focus of its inspections to keep up with the rapid growth
in the mutual fund industry; (2) since fiscal year (FY} 1990, SEC has
more thanr doubled the number availiable to do mutual fund inspections;
{3) SEC used the increased staff to expand the scope of its inspections
to focus primarily on the activities of families of funds, called fund
complexes, that may present high risks to investors; (4) it also
expanded its coverage of investment advisers, and SEC inspectors spent
more time on each mutual fund inspection; (5) as a result, the number of
mutual fund inspections completed each year has remained relatively
constant; (6) SEC still met its current goal of inspecting fund .
complexes at least once every 5 years, and most had been inspected more
than once since FY 1992; (7) as inspections became more comprehensive,
the number of deficiencies that inspectors found increased each year,
but few deficiencies were serious enough to be considered for potential
enforcement action; (8) SEC reported that the mutual fund industry had
generally been free of major scandal for the last 2 decades; (9) SEC
selectively reviews mutual funds' disclosure documents; (10) a large
part of the growth in the mutual fund industry has been in adding new
funds to already existing fund complexes; (l11) as a result, although
each new mutual fund must submit disclosure documents, these documents
often contain discleosures that are very similar”to those of other funds
within the same complex; (12) SEC officials told GAO that, by
selectively reviewing these documents, they have been able to review all
new or materially different disclosures, despite an almost 8-percent
increase in the number of documents that SEC has received since FY 1994
and despite a relatively constant staffing level in this function over
the same period; (13) SEC's other regulatory activities relating to
mutual funds include: (a) granting exemptions from various provisions in
mutual fund laws and regulations, (b) developing and modifying rules to
implement these provisions, and (c) providing the industry, Congress,
and other government agencies with SEC interpretations of mutual fund
laws and regulations; (14) these activities have allowed the mutual fund
industry to change dramatically in size and scope without substantially .
amending existing laws; (15) SEC staff devoted to these regulatory acti~
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The Honorable John D. Dingell
Ranking Minority Member
Committee on Commerce

House of Representatives

This report discusses our self-initiated review of the Securities and
Exchange Commission's (SEC) regulation and oversjght of investment
companies. We initiated this review because rapid growth in open-end
investment companies, commonly known as mutual funds, had the
potential to outstrip SEC's ability to properly oversee the
industry.\l In our September 1995 report on bank mutual funds, we
noted that S5EC had obtained additional staff to oversee mutual Zunds,
put <hat con-inued industry expansion could creat= new challenges for
SGEC in meet>.ng its oversight responsibilities.\2 ‘ur objective for
this review was to determine how SEC has responded to this rapid
industry growth in carrying out its mutual fund oversight through
inspections, disclosure review, and other regqgulatory activities. We
are sending this report to you because it pertains to matters under
your jurisdiction.

\l The term "open-end"” refers to the fact that shareholders may
redeem shares issued by the mutual fund on any day on which the fund
is open for business. Other types of investment companies include
closed-end funds, unit investment trusts, separate accounts of
insurance companies issuing variable annuities, and business
development companies. The distinguishing feature between closed-end
and. open-end funds is that closed-end fund shares are not redeemable.
Instead, closed-end fund shares are generally traded on one of the
major stock exchanges or in the over- the-counter market. As used in
this report, the term "mutual funds" refers to open-end investment
companies.

\2 Bank Mutual Funds: Sales Practices and Regulatory Issues
(GAO/GGD-95-210, Sept. 27, 1995).

RESULTS IN BRIEF
———————————————————————————————————————————————————————————— Letter :1

SEC has increased its inspection staffing and adjusted the focus of
its inspections in response to the rapid growth in the mutual fund
industry. Since fiscal year 1990, SEC has more than doubled the
number of its staff available to do mutual fund inspections. SEC
used the increased-staff to expand the scope of its inspections to
focus primarily on the activities of families of funds, called fund
complexes, that may present high risks to investors. It also
expanded i1ts coverage of investment advisers, and SEC inspectors
spent more time on each mutual fund inspection. As a result, the
numpber of mutual fund inspections completed each year has remained
relatively constant. SEC still met its current goal of inspecting
fund complexes at least once every 5 years, and most had been
inspected more than once since fiscal year 1992. As inspections
became more comprehensive, the number of deficiencies that inspectors
found increased each year, but few deficiencies were considered -
serious enough to be referred for potential enforcement action. SEC
reported that the mutual fund industry had generally been free of
major scandal for the last 2 decades.

SEC selectively reviews mutual funds' disclosure documents. A large
part of the growth in the mutual fund industry has been in adding new
funds to already existing fund complexes. As a result, although each
new mutual fund must submit disclosure documents, these documents

often contain disclosures that are very similar to those of other
funds within the sahe complex. SEC officials told us that, by
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funds within the same complex. SEC officials told us that, by
selectively reviewing these documents, they have been able to review
all new or materially different disclosures, despite an almost .
8-percent increase in the number of documents that SEC has received
since fiscal year 1994 and despite a relatively constant staffing
level in this function over +<he same period.

SEC's other regulatory activities relating to mutual funds include
{1) granting exemptions from various provisions in mutual fund laws
and regulations, (2) developing and modifying rules to implement
these provisions, and (3) providing the industry, Congress, and other
Jovernment agencies with SEC interpretations of mutual fund laws and .

regulations. These activities have allowed the mutual fund industry
o change dramatically in size and scope without substantially
amending existing laws. SEC staff devoted to these regulatory

activities increased nearly 45 percent from fiscal years 1990 to
1993. However, by 1996, this staffing had declined 14 percent from
its peak in 1993. Nonetheless, SEC reduced its backlog of pending
applications for exemptions in 1996. SEC officials said that the
National Securities Market Improvement Act of 1996 (P.L. 104-29%90)
will increase their rulemaking workload by about 30 percent through
1997, and that this increased worklocad may delay progress on other
rulemaking initiatives.

BACKGROUND

Lower returns on alternative investments and a rapidly rising stock
market have contributed to mutual funds becoming an increasingly
popular and important investment vehicle. Assets managed by mutual
funds have more than tripled since the end of fiIscal year 1990 from
about $1 trillion to nearly $3.2 trillion by June 1996, exceeding
insured commercial bank deposits, which totaled about $2.6 trillion
in June 1996. As of April 1996, an estimated 63 million indiwviduals,
making up about 37 million households, owned mutual funds. At that
time, these fund-owning households represented 37 percent of all U.S.
households, which was up from 31 percent in mid-1994. Much of this
growth-in mutual fund ownership has been attributed to investors
buying mutual funds to save for retirement.

SEC regulates and supervises the operations of all mutual funds under
four federal securities laws: the Investment Company Act of 12940
(Investment Company Act), the Investment Advisers Act of 1940
(Investment Advisers Act), the Securities Act of 1933 (1933 Act), and
the Securities Exchange Act of 1934 (1934 Act). Of these four acts,
only the Investment Company Act was written specifically to regulate
the formation and operation of mutual funds. The Investment Company
Act requires mutual funds to register with SEC and subjects their
activities to SEC regulation. The act also imposes detailed
requirements on the operation and structure of mutual funds.\3 The
core objectives of the act are to (1) ensure that investors receive
adequate, accurate information about the mutual fund; (2) protect the
physical integrity of the fund's assets; (3) prohibit abusive forms
of self-dealing; (4) prevent the issuance of securities that have
inequitable or discriminatory provisions; and (S) ensure the fair
valuation of investor purchases and redemptions.

The other three acts regulate mutual fund activity in various ways.
The Investment Advisers Act requires mutual funds' advisers to
register with SEC; imposes reporting requirements on those registered
investment advisers; and prohibits the advisers from engaging in
fraudulent, deceptive, or manipulative practices.\4 The 1933 Act
requires that mutual fund shares offered to the public be registered
with SEC. In addition, SEC has adopted rules under this act and the
Investment Company ACt -hat require extensive disclosures in a mutual
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Investment Company Act that require extensive disclosures in a mutual
fund's prospectus. The 1933 Act also regulates mutual fund
advertising. The 1934 Act, among other things, regulates how mutual
funds are sold. This act reguires that persons distributing mutual
fund shares or executing purchase or sale transactions in mutual fund
shares be registered with SEC as securities broker-dealers.\5

Broker-dealers who sell mutual funds are regulated and examined by
both SEC and the National Association of Securities Dealers (NASD).
NASD, which is subject to SEC's oversight, was established pursuant
to the 1934 Act as a self-requlatory organization for brokerage
firms, including those firms rthat engage in mutual fund distribution.
SEC and NASD regulate broker-=zalers by periodically examining
broker-dealer operations on-sit2 and investigating customer
complaints. WASD has also established specific rules of conduct for
its members that, among other things, provide standards for
advertising and sales literature, including filing requirements,
review procedures, approval and recordkeeping obligations, and
general standards. In addition, NASD tests individuals to certify
their qualifications as registered representatives\6 and has primary
responsibility for regulating advertising and sales literature used
to solicit and sell mutual funds to investors.

On October 11, 1996, the National Securities Market Improvement Act
of 1996 (1996 Act) was signed into law. This legislation represented
the most significant overhaul of the securities regulatory structure
in decades. Among other things, the 1996 Act divided responsibility
for regulation of the financial markets between the federal and state
governments. The 1996 Act amended the Investment Company Act to
promote more efficient management of mutual funds, protect investors,
and provide more effective and less burdensome regulation. The
amendments, in effect, made the regulation of mutual fund disclosures
and advertising the exclusive province of the federal government by
preempting state securities registration, merit review, and
prospectus disclosure regquirements for investment companies. In
connection with investment company offerings, states (1) can continue
to require companies to file, with the state, documents they file
with SEC and can charge fees for such filings; and (2) will retain
jurisdiction over fraud and deceit and unlawful broker-dealer conduct
under applicable state law. The 1996 Act also amended the Investment
Advisers Act, including provisions that divided responsibility for
regulation of investment advisers between the states and SEC.

SEC's oversight focuses on protecting mutual fund investors by
minimizing the risk to investors from fraud, mismanagement, conflicts
of interest, and misleading or incomplete disclosure. SEC oversees
mutual funds primafrily through (1) performing on-site inspections of
mutual funds' compliance with federal securities laws; (2) reviewing
disclosure documents that mutual funds are required to file with SEC;
and (3) engaging in other regulatory activities, such as rulemaking,
responding to requests for exemptions from applicable federal
securities laws, and providing interpretations of those laws. In
addition, although not discussed in this report, SEC's enforcement
program is responsible for investigating and prosecuting violations
of securities laws related to mutual funds.

In the early 1990s, SEC considered its oversight of the investment
management industry, including mutual funds, to be severely
understaffed. SEC attributed its staffing shortage to the explcsive
growth in the industry since 1983; the industry's use of increasingly
complex products, such as derivatives, which may be difficult both to
value and trade during falling markets;\7

and the use of more complex organizational structures. Believing
that inadequate staffing threatened its ability o protect investors,
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SEC reallocated positions from its other regulatory programs to
investment management oversight and obtained additional positions
through congressional appropriations. Of SEC's six major regulatory
programs, its investment management program was the second smallest
in fiscal year 1990, comprising about 12 percent of SEC's total
authorized positions.\8 By fiscal year 1996, the investment
management program had become SEC's second largest regulatory
progtram, comprising almost 20 percent of SEC's total authorized
positions.

-3 The Invesrment Company Act's regquirements include rules on the
composition and =2lection of boards of directors, disclosure of
investment obljectives and policies, and approval of investment
advisory and underwriting contracts. The act alsc imposes
limitations on transactions with affiliates, defines permissible
capital structures and custodial arrangements, regquires reports to
shareholders, and requires maintenance of records.

\4 Banks are exempt from the registration requirements of the
Investment Advisers Act when their employees directly sell mutual
funds.

\5 Broker-dealers combine the functions of brokers and dealers.
Brokers are agents who handle public orders to buy and sell
securities. Dealers are principals who buy and sell stocks and bonds
for their own accounts and at their own risk.

l \6 A registered representative is a person who 1s associated with a
broker-dealer and who must acquire a background in the securities
business and pass relevant qualifications examinations that are

I administered for the industry by NASD. The broker-dealer must
register with SEC and be a member of a self-regulatory organization,
such as NASD or a stock exchange.

\7 Derivatives are financial products whose value is determined from
an underlying reference rate, index, or asset. The underlying
includes stocks, bonds, commodities, interest rates, foreign currency
exchange rates, and indexes that reflect the collective value of
various financial products.

\8 In addition to Investment Management Regulation, SEC's five other
major regulatory programs are the following: Prevention and
Suppression of Fraud, Full Disclosure, Supervision and Regulation of
Securities Markets, Program Direction, and Legal and Economic
Services.

OBJECTIVE, SCOPE, "AND
METHODOLOGY

Qur objective was to determine how SEC has responded to the rapid
grewth in mutual funds in carrying out three parts of its mutual fund
oversight--inspections, review of disclosure documents, and other -
regulatory activities. To determine the requirements for SEC's
oversight, we reviewed applicable securities laws; SEC rules and
regulations implementing these laws; and relevant testimony,
commentary, and studies, including a 1992 SEC study on the regulation
of investment companies.\3

To determine how SEC carries out these responsibilities, we (1)
reviewed agency documents that described SEC's mutual fund oversight
activitles, 1ncluding relevant mission statements, policies and
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procedures, training materials, staffing data, budget estimates, and
annual reports, and (2) interviewed SEC officials. We also reviewed
workload and performance data for these oversight activities,
including the number and results of inspections completed during
fiscal years 1992 through 1996, the number and type of disclosure
documents SEC received and reviewed during fiscal years 1994 through
1996, and the number of applications for exemptions and requests for
no-action and interpretive letters that SEC processed during fiscal
years 1994 through 1996. We were unable to include and compare data
for all disclosure documents from previous fiscal years because of
changes in how SEC counted the filings received.

To determine how frequently SEC has inspected mutual funis, we
compared the inspections completea petween fiscal years 1492 and 1996
with a list of fund complexes SEC prepared for its field offices to
use 1n scheduling their fiscal year 1996 inspections. We
judgmentally selected for this analysis 5 of the 10 SEC field offices
that inspect investment companies. We selected the four field
offices--New York, Chicago, Boston, and Philadelphia-~that are
responsible for inspecting the largest number of mutual funds, and
one field office--Fort Worth--that is responsible for inspecting a
smaller number of mutual funds. To obtain more information on how
SEC conducts and documents mutual fund inspections, we interviewed
SEC officials from the New York, Boston, and Philadelphia field
offices and reviewed selected inspection reports and workpaper files
at those locations.

We did our work between March 1996 and March 1997 at SEC in
Washington, D.C., and at SEC field offices in New York, Boston, and
Philadelphia. We did our work in accordance with generally accepted
government auditing standards. SEC officials provided written
comments on a draft of this report, which are reprinted in appendix
I. Our evaluation of these comments is presented on page 29.

\9 Protecting Investors: A Half Century of Investment Company
Regulation, Division of Investment Management, United States
Securities and Exchange Commission, May 1992.

INCREASED STAFFING BENEFITED
THE SEC INSPECTION PROGRAM
----- T T T e e e e e e —mm - — e m— =~ L@t ter

Periodic, on-site inspections are the cornerstone of SEC's oversight
of mutual funds. Increasing its inspection staff during the 1990s
allowed SEC to broaden its inspection objectives. Although SEC

frequently changed its objectives, it met its goal of inspecting fund
complexes at least once every 5 years, and most of the complexes were

inspected about cnce every 3 years. Despite SEC's increase in
staffing, the total number of yearly investment company inspections

did not increase because SEC used the staffing increase to expand its

coverage of investment advisers and because inspectors spent more
time on each investment company inspection. The total number of
deficiencies that inspectors found increased each year. The
inspectors referred an average of about 5 percent of these
deficiencies to SEC's Division of Enforcement for potential
enforcement action.

ON-SITE INSPECTIONS ARE THE
CORNERSTONE OF SEC OVERSIGHT
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SEC's inspections are meant to enhance investor protection because
they provide a direct check of mutual funds' compliance with the.
securities laws, including the accuracy of disclosures made to
investors. Rather than inspecting individual mutual funds, SEC's
inspections primarily focus on fund complexes, which are generally
groups of mutual funds--sometimes called fund families--that are
associgted with common advisers or underwriters. In most cases,
investdrs can, with a telephone call, switch between individual funds
within the same fund complex and change their investment strategies.
Fund complexes can be large. For example, as of June 1996, the
Fidelity fund complex, which was the largest complex, consisted of
over 200 funds and more than $400 billion in assets.

The growth in the number of fund complexes has not been as great 4s
the growth in‘the number of individual mutual funds because many
existing fund complexes have expanded their complement of individual
funds to attract and serve diverse market segments. According to
data provided by SEC, between December 1991 and June 1996, the number
of individual mutual funds grew by about 75 percent, from 3,427 funds
to 5,996 funds. In comparison, the number of fund complexes grew by
40 percent, from 578 complexes in December 1991 to 812 complexes in
June 1996.\10 As of June 1996, the 50 largest fund complexes
accounted for about 74 percent of total complex assets.

Before May 1985, SEC's Division of Investment Management (Division of
IM) was responsible for conducting and coordinating inspections of
mutual funds as well as disclosure reviews and regulation. 1In an
effort to enhance its overall inspection efforts and promote a more
effective use of its inspection resources, SEC created the Office of
Compliance Inspections and Examinations (OCIE), which began operating
on May 1, 1995, to consolidate its inspection programs for entities
over which it had regulatory authority. These entities include
investment companies, investment advisers, broker-dealers, and
self-regulatory organizations.\11 '

OCIE conducts inspections to (1) evaluate mutual funds' compliance
with securities laws and regulations, (2) determine if funds are
operating in accordance with disclosures made to investors, and (3)
assess the effectiveness of funds' internal control systems.
Inspections of mutual funds and their related investment advisers are
carried out primarily by staff in 10 of SEC's 11 field offices.\12 If
a mutual fund's principal investment adviser is located outside of
the United States, responsibility for inspecting that fund is
assigned to headquarters, rather than a field office. Although OCIE
provides detailed inspection manuals and general guidance on
selecting mutual funds for inspection, the 3EC field offices have
primary responsibility for selecting which mutual funds to inspect in
accordance with those guidelines.

The separation of the inspection function from the Division of IM has

caused the Investment Company Institute (ICI), the national trade
association of the mutual fund industry, some concern about the
potential for inconsistent oversight of mutual funds. ICI officials

told us that separating the staff members who write and interpret the
law from those who inspect companies for compliance with the law
creates the potential for differences in how the laws are interpreted -
and applied. SEC officials agreed that this potential exists but
told us that staff members in the Division of IM and OCIE have worked
well together since the oversight functions were separated, and that
both units have made an effort to maintain ongoing communication.
However, the SEC officials also said that the current good working
relationship between the two units is largely because the staff
members in OCIE who oversee mutual fund inspections are essentially
the same people who were responsible for doing these inspections in

the Division of IM before OCIE's creation. SEC officials said they
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intend for these two units to work well together regardless of who
the individuals "are in each unit. However, according to some 3EC
officials, as personnel changes occur in the future--in either the
Division of IM or OCIE--maintaining good communications and
consistent oversight of mutual funds may become more difficult.

SEC generally does two types of inspections: routine and for cause.
Routine inspections result primarily from thé passage of time, but
they are done more frequently if (1) the inspection staff believes
that a fund or its agents are engaged in risky activities or (2) the
fund has a history of significant problems. Inspection staff do
for--cause inspections when, for example, specific facts come to =“heir
attantion that suggest something may be wreng at -: fund. Most
inspections are routine. Inspections either can be announced in
advance or cah be done on a surprise basis. According to SEC, the
first inspection of a fund and its service agents usually is done on
a surprise basis. Generally, for-cause inspections are also done on
a surprise basis or with short notice. However, for most SEC
inspections, inspectors notify the fund several weeks in advance of
the starting date for on-~site work.

Before going on-site to the offices of the fund complex, inspectors
are to obtain and review information from the complex about its
structure and operations and prepare an inspection plan. When they
arrive on-site, inspectors typically will meet with senior management
and do a walk-through of the offices. The inspectors will then begin
reviewing documents and interviewing other fund personnel as
necessary. During the on-site inspection, inspectors are to look for
patterns of activity and evidence that (1) the fund complex and its
agents are conducting their activities in compliance with the
securities laws, (2) potential conflicts of interest are being
identified and resolved to the benefit of shareHolders, (3)
operations are being conducted consistent with disclosures made to
shareholders, and (4) internal control systems seem to be effective.
Inspectors are usually on-site for 1 or 2 weeks, but they could be
on-site for up to 2 months when inspecting very large fund complexes.
Inspectors also usually review the activities of mutual funds'
advisers concurrent with their inspection of the fund complex. After
inspectors complete on-site work, they generally spend additional
time in the SEC field offices preparing the inspection report and
completing any follow-up work.

SEC inspectors also collect compliance-related data and investigate
particular industry-related issues. For example, early in fiscal
year 1995, SEC was interested in obtaining information on the types
of controls that were in place to address personal trading by fund
personnel. At that time, SEC directed the inspection staff to obtain
information on the content of funds' codes of ethics during their
inspections. The Investment Company Act permits fund personnel to
engage in persoconal trading in securities that are held or are to be
bought by a fund, as long as the investment activities are not
fraudulent, manipulative, or abusive. However, conflicts of interest
berween fund personnel and shareholders can arise, for example,
whenever fund personnel with access to information about securities
and potential fund transactions buy and sell securities for their
personal accounts. To address conflicts of interest, the act
requires mutual funds--as well as their investment advisers and
principal underwriters--to adopt a code of ethics designed to prevent
abusive personal trading. SEC found that most funds inspected
appeared to have the controls necessary to identify abusive trading
practices by fund perscnnel after the trading occurred.

More recently, SEC directed its inspection staff to do inspections
that target "soft-dollar” payments among investment companies,
investment advisers, and broker-dealers. A provision in the 1934 Act

~
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allows advisers to receive soft-dollar payments for directing
transactions to a specific broker for execution. These payments_are
typically in the form of investment research services. SEC officials
told us that they were examining whether advisers are using the
soft-dollar payments for expenses that are unrelated to research,
such as salaries. Such uses of soft-dollar payments would constitute
a conflict of interest that, if not disclosed, would violate the
Investient Advisers Act.

V10 SEC includes open-end funds, closed-end funds, separate accounts
~f lnsurance companies, or some combination of these in .ts
definition of fund complexes. 3EC also considers singie or
stand-alone féinds to be fund complexes. According to SEC, only a
small number of stand-alone funds remain.

\1l Responsibility for inspecting these entities previously was
divided between SEC's Division of Market Regulation and Division of
IM.

\12 One SEC field office does not have investment company inspection
staff.

INCREASES IN INSPECTION

STAFFING ALLOWED SEC TO

BROADEN ITS INSPECTION

OBJECTIVES
—————————————————————————————————————————————————————————— Letter :4.2

SEC allocated most of the increase in its investment management
industry oversight staffing during fiscal years 1990 through 1996 to
doing investment company and investment adviser inspections. During
this period, SEC frequently changed the objectives of its investment
company inspection program in an effort to more efficiently use these
resources. Although many of these changes were in response to
industry growth, SEC broadened its inspection objectives in fiscal
year 1995 primarily because of the increase it had attained in
inspection staffing.

As shown in table 1, SEC's inspection staff years grew by 154 percent
during fiscal year 1990 through fiscal year 1996, with about 53
percent of that growth occurring during fiscal year 1993 through
fiscal year 1996.

Table 1
SEC Inspection Staff Years, Fiscal Years

1990-96
Fiscal year Number of staff years
19980 114
1991 137
1992 148
1993 189
1394 216
1995 262
1996 290
Percentage change, 1990-96 . 1549
Percentage change, 1993-96 53%
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Source: SEC.. :

SEC devoted more staff to its inspection program to increase both the
scope and frequency of mutual fund inspections. SEC reported that
its inspections of mutual funds are particularly important because
SEC, rather than a self-regulatory organization, 1s responsible for
providing first-line oversight of the investment management industry.
An OCIE official told us that SEC's inspection program now has enough
staff for examining existing investment companies.

With the availability of additional inspection staff, SEC changed its
inspection objectives during the 1990s. During fiscal years 1991
through 1993, S5SEC's inspection objective was to attain the greatest
dollar coverage with the limited number of inspection staff years
available. With this in mind, SEC directed its inspection staff to
concentrate on inspecting the 100 largest fund complexes and all
money market funds. SEC also directed its inspection staff to
inspect small and medium-sized fund complexes, if time was available
after this objective was achieved. SEC reported that the inspections
completed during these fiscal years were limited in scope, focusing
mainly on whether fund activities were consistent with the
information disclosed to investors and whether funds accurately
valued their shares. SEC also reported that some activities, such as
fund marketing and shareholder services, were rarely scrutinized.

SEC revised its inspection objectives for fiscal .year 1994 because a
large number of small and medium-sized fund complexes had never been
examined and others had not been examined for several years. Because
of the focus during fiscal years 1991 through 1993 on inspecting
large fund complexes and all money market funds, inspectors had only
been able to inspect about 200 small and medium-=sized fund complexes.
SEC estimated that about 350 fund complexes had not been inspected
since 1990, and that many, especially those fund complexes connected
with banks, had been formed after 1990 and had never been inspected.
Consequently, for its fiscal year 1994 inspection program, SEC
headquarters directed the field offices to inspect all small and
medium-sized fund complexes that had not been inspected since 1990
and all new fund complexes formed during that year. Again, except
for fund complexes that had never been inspected, inspections were to
be limited in scope, with an emphasis on portfolio management
activities.

Reflecting the increase in inspection staffing as well as the
significantly increased use of mutual funds by American investors,
SEC broadened its inspection objectives for fiscal year 1995.
Inspection staff were to begin doing comprehensive inspections of all

fund complexes. These comprehensive inspections were to include all
fund activities and cover all funds in a complex, not just certain
types of funds as had been the case before 1985. In addition,

inspection staff were to inspect the 50 largest complexes on a 2-year
cycle and inspect all other complexes on a 4-year cycle.

Responding to suggestions from field office staff members, SEC
revised its inspection cbjectives for fiscal year 1996.

Specifically, instead of reviewing the activities of all funds within
a complex on a set schedule, SEC officials decided that a more
efficient use of inspection staff would be to focus on those
activities and ccmplexes that presented higher risks 2o investors.
Using the following criteria, SEC field offices were to select for
inspection those fund complexes with (1) a history of compliance
problems, (2) a sudden increase in the number of investor complaints,
{3) an appearance on one of the Division of IM's "watch lists,"\13
(4) a report of processing problems, and (5) length of time since
last inspected. While the field offices were given discretion in
selecting fund complexes for inspection, SEC instructed zhem o
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examine all fund complexes at least once every 5 years. An SEC
official told us that a 5-year inspection cycle was chosen on the
basis of feedback from field office staff members and expe€rience with
varying inspection cycles over the years. Together, these factors
indicated that a maximum of 5 years between inspections allowed for
the most cost-effective use of SEC's inspection staff. The official
also said that S years is the most time allowed between inspections
put that Lf inspectors considered a fund complex to present a greater
risk of having problems, it would be inspected more frequently.

SEC did not change its inspection program objectives for fiscal year
1997. However, SEC deferred routine inspections through the end of
March 1997, wnile the field offices focused exclusively on doing the
fieldwork for the soft-dollar study. An SEC official told us that
for-cause inspections took precedence over the soft- dollar study
during this period. The official said that although using the
inspection staff to do the soft-dollar study would likely result in
fewer inspections being completed during fiscal year 1997, this would
not prevent SEC from meeting its overall goal of inspecting fund
complexes at least once every 5 years.

\13 The Division of IM develops several watch lists for particular
types of funds on the basis of characteristics that may indicate the
need for additional scrutiny by the Division of IM and OCIE.

DESPITE CHANGING OBJECTIVES,
SEC INSPECTED MOST FUND
COMPLEXES

—————————————————————————————————————————————————————————— Letter :4

As SEC changed its objectives between the ends of fiscal years 1990
and 1996, its field offices changed their inspection plans to meet
these objectives. Instead of focusing on the results of these
changing annual objectives, we determined the extent to which SEC
inspected the total number of fund complexes existing during this
period.

To assess SEC's inspection coverage, we analyzed data on completed
inspections for 5 of the 10 SEC field offices responsible for
inspecting fund complexes.\14 These 5 field offices, which included
the 4 offices with the largest number of complexes to inspect, were
responsible for inspecting 547 of the 757 fund complexes (about 72
percent) in SEC's database as of the beginning of fiscal year
1996.\15 '

As indicated in table 2, our analysis showed that between the
beginning of fiscal year 1992 and the end of fiscal year 1996, these
5 field offices completed inspections of 493 of the 519 fund
complexes (about 95 percent) for which they were responsible.\16
Table 2 also displays the last year in which these 493 fund complexes
had been inspected. For example, of the 168 fund complexes that the
New York field office was responsible for inspecting, 4 were last
inspected in fiscal year 1992. The data show that the 5 field
offices last inspected 408 of the 519 fund complexes (about 79
percent) between the beginning of fiscal year 1994 and the end of
fiscal year 1996.

Table 2

Inspections of Fund Complexes by Year
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Last Inspected for Five SEC Field

Offices, Fiscal Years 1992-96
Fund
complexes at
end of ; Total fund
Field fiscal year complexes
office 1996 1992 1993 1994 1995 1996 inspected
Boston 82 0 19 16 25 18 78
Chicag 159 0 14 36 43 57 150
o]
Fort 30 0 8 3 10 3 29
Worth i
New 168 4 26 44 63 23 160
York
Philad 80 3 11 23 22 17 76
elphia
Total 519 7 78 122 163 123 493
Percen -- 1% 15% 24% 31% 24% 95%
tage
Note: Although some fund complexes were inspected more than once

during these 5 fiscal years, the data shown for each fiscal year
reflect only the last year they were inspected. Therefore, the total
shown for the number of fund complexes inspected is not the total
number of inspections completed by these five field offices during
these fiscal years.

Source: GAQO analysis.

We also found that the five field offices, on average, inspected fund
complexes more frequently than every 5 years. For example, these
offices inspected about 52 percent of the 519 fund complexes for
which they were responsible more than once since the start of fiscal
year 1992 and inspected each of the top 50 complexes about 3 times.

\14 Completed inspections included both limited scope and
comprehensive inspections. )

\15 Of the 547 fund complexes, 460 (about 84 percent) included mutual
funds. Some of these fund complexes were first established after
fiscal year 1992.

\16 We eliminated 6 fund complexes determined to be inactive and
another 22 complexes that were not inspected by these field offices
because they were the responsibility of another field office.

NUMBER OF INVESTMENT COMPANY
INSPECTIONS HAS NOT
INCREASED

Letter :4.4

The increase in the number of SEC inspectors has not led to an
increase in the number of investment company inspections completed
each year. This total remained relatively constant, with the
inspection staff averaging about 320 inspections a year since fiscal
vear 1992.\17 According to an SEC official, the number of investment
company linspections has not increased because SEC has used the
increase in inspection staffing to expand its coverage of investment

-
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advisers. Also, inspectors spent more time on each investment
company inspection due to (1) a need to train newly hired inspectors,
(2) a change in how inspectors appreoached mutual fund inspections,
and (3) a change in how inspectors inspected fund administrators.

Generally, inspectors are to be cross-trained to inspect both
%nvestment companies and investment advisers. Of the 10 field
offices that do investment company and investment adviser
inspections, an SEC official said that only 2 field offices do not
extensively cross-train their inspectors to do both types of
inspections. Because the same pool of inspectors inspect both
investment companies and investment advisers, there 1s an ongoing
“rade-off in the number of investment company and investment adviser
inspections completed. Therefore, although the number of investment
company inspeltions done each year since fiscal year 1992 has
remained relatively constant, averaging about 320 a year (see table
3), the number of investment adviser inspections completed has
increased from 614 in fiscal year 1992 to 1,446 in fiscal year 1996.
The 1996 Act transfers to the states regulatory responsibility for
investment advisers that manage less than $25 million in assets, and
SEC expects the number of investment adviser inspections completed in
fiscal year 1997 to decrease partly because of the transition. SEC
has projected that it will increase investment adviser inspections 13
percent in fiscal year 1998.

Since fiscal year 1992, the average time SEC inspectors spent on each
investment company inspection more than doubled, from about 164 hours
in fiscal year 1992 to about 376 hours in fiscal year 1996. A&n SEC
official attributed the increase in inspection time primarily to the
use of senior inspectors to provide on-the-job training for the large
number of new inspectors that were hired beginning in fiscal year
1994. The official said that it took longer to complete inspections
because the new inspectors were inexperienced and were still being
trained during fiscal years 1995 and 1996. During fiscal year 1997,
SEC expects senior inspectors to continue devoting considerable time
to on-the-job training of the 38 new inspectors hired during 1996.
SEC reported that, by the end of fiscal year 1897, all inspectors

_hired since fiscal year 1994 will have received classroom and
on-the-job training and are expected to be able to function as fully
gualified investment company and investment adviser examiners.
Although all new inspectors are to be fully trained, SEC is not
planning to increase the number of fund complexes inspected beyond
320 during fiscal year 1998. At that level, fund complexes would be
inspected at an average frequency of once every 3.1 years. SEC
reported that this inspection frequency, combined with more frequent
inspections of fund complexes that present above average risk
factors, provides adequate inspection oversight of mutual funds. An
SEC official said that inspecting fund complexes any more frequently
would not be an efficient use of inspection staff.

Another reason for the increase in time spent on each inspection was
a change in SEC's approach to mutual fund inspections. Before fiscal
year 1994, SEC primarily did limited-scope inspections of the 100
largest fund complexes and all money market mutual funds. In fiscal
year 1995, SEC directed its inspectors to do comprehensive
inspections of all fund types. SEC reported that these inspections
required more time to complete because inspectors were to review all
activities of funds in the complex. In fiscal years 1996 and 1997,
SEC directed its inspectors to use a risk-based approach to doing
inspections. These inspections required inspectors to focus on fund
activities that presented higher risks to investors. As a result,
each inspection is customized, to some extent, according to the types
of activities of each fund complex. Areas in which these risk-based
inspections may focus include portfolio management, such as brokerage
commissions and prigcipal trades; ~sales practices; internal controls;
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classification, diversification, and appropriateness of investments;
and personal securities transactions, including funds' code of
ethics.

SEC inspections of fund administrators also contributed to the
increase in inspection time. Administrators perform many of a fund's
key functions such as keeping the fund's books and records, filing
the necessary reports with SEC, helping the fund establish and
maintain compliance procedures and internal controls, and calculating
the fund's net asset value.\18 Some administrators perform these
functions for several fund complexes, which different SEC field
offices may be responsible for inspecting. Before fiscal year 1995,
inspectors assessed the adequacy and appropriateness of services <hat
administrators provided to funds as a part »f their inspection of the
fund complex.’ As a result, inspections of administrators usually
focused on only a limited number of funds and did not always consider
all of the key functions. In fiscal year 1995, SEC began conducting
more comprehensive inspections of administrators that served more
than one fund complex. The inspections were to provide an adequate
test of all administrator systems used in serving multiple mutual

funds. These inspections involved larger inspection teams and, on
average, took more time to perform than an inspection of a fund
complex. For example, during fiscal years 1995 and 1996, inspectors

spent an average of nearly 750 hours on each of the 28 inspections of
administrators that served more than one fund complex.

\17 The total number of inspections completed each year includes, in
addition to fund complexes, inspections of administrators, business
development companies, sponsors of unit investment trusts, and
insurance company sponsors of variable insurance products. Of the
1,613 inspections completed from the end of fiscal year 1892 to the
end of fiscal year 1996, 120 were inspections of these entities.

\18 Net asset value is the daily share price of a mutual fund. It is
based on the market value of assets held by the fund, less
liabilities, divided by the number of.outstanding fund shares.

MORE DEFICIENCIES WERE

FOUND, BUT FEW WERE REFERRED

FOR ENFORCEMENT ACTION
———————————————————————————————————————————— im—————m—————ww—- T etter :4.

During fiscal years 1993 through 1996, the number of deficiencies
that SEC inspectors found increased steadily. In fiscal year 1993,
inspectors found 1,281 deficiencies; in fiscal year 1996, the
inspectors found 4,713 deficiencies. To some extent, this increase
reflects the changes in the scope of SEC's inspections from primarily
doing annual, limited scope inspections of the 100 largest fund
complexes and all money market funds to inspecting complexes on the
basis of the risks they pose as well as the length of time since last
inspected. Another reason for the increase in the number of
deficiencies was a change in SEC's system for reporting deficiencies
after fiscal year 1993. Specifically, instead of reporting each
deficiency identified at a fund complex as one violation, inspectors
were to begin reporting any systemic deficiencies as having been
found in each individual fund within the complex. For example, 1f a
systemic pricing problem was identified at a fund complex that had
six funds, the inspector would report that six deficiencies, not one,
had been identified.

When inspectors find that a fund complex has failed to comply with
the securities laws, the deficiency may relate to any of a broad

-
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range of issues, from recordkeeping to misrepresentations or other
sales practice abuses. According to SEC, if the deficiencies found
are serious, such as when investor funds or securities are at risk,
the inspectors may refer the matter to the Division of Enforcement,
which would decide whether to pursue an investigation and possible
enforcement action. If deficiencies are not referred to the Division
of Enforcement, SEC sends a letter to the fund complex identifying
all the deficiencies inspectors found and requiring that they be
corrected. SEC requests that the fund complex respond to the
deficiency letter within 30 days by informing SEC of what the complex
has done or plans to do to correct the problems identified. If no
deficiencies are found, no further action is taken.

GEC reported in 1994 that the mutual fund industry had generally been
free of major “scandal for the last 2 decades.\19 As shown in table 3,
during fiscal years 1992 through 1996, SEC referred deficiencies to
the Division of Enforcement in about 5 percent of the investment
company inspections. SEC addressed the majority of these
deficiencies by sending deficiency letters to the fund complexes.

Table 3

Disposition of Investment Company
Inspections, Fiscal Years 1992-96

Disposit Total for
ion 1992 1993 1994 1995 1996 1992-96
Deficien 235 240 244 261 254 1,234
cy (74) (73) (78) (75) (82) (77}
letters
Enforcem 14 8 21 23 14 80
ent (4) (2) (7) (7) (5) (5)
referra
1ls
No 65 74 37 53 37 266
action (21) (23) (12) (15) (12) (17}
Other 2 6 11 11 3 33
(1) (2) (4) (3} (1) (2}
Total 316 . 328 313 348 308 1,613
(100) (100) {100) (100) (100) (100)
Note 1: In addition to dispositions of fund complex inspections,

investment company inspections also include inspections of
administrators, business development companies, sponsors of unit
investment trusts, and insurance company sponsors of variable
insurance products. Of the 1,613 inspections completed between
fiscal years 1992 and 1996, 120 were inspections of these entities.

Note 2: Percent totals may not add to 100 due to rounding.
Source: SEC. -

Among the reasons SEC officials cited for inspections not producing
more enforcement referrals were that (1) the Investment Company Act
imposes detailed, substantive requirements on the structure and
operations of mutual funds; (2) frequent inspections by SEC
inspectors instill discipline in funds' operations; (3) the industr
Jenerally supports strong regulation and strict compliance with the
securities laws; (4) a self-regulatory organization, NASD, separately
reviews funds' sales literature; and (5) market conditions have
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generally been favorable as the industry has grown. An SEC official
also said that because violations of the Investment Company Act
typically do not involve fraud or investor losses, these violations
gJenerally are not remedied through enforcement actions. However, the
official noted that, although many of the violations were
"trechnical, " they are still violations of the act that need to be
remedied, especially before the viclations become a major problem
that could cause investor losses. é

19 Personal Invéstment Activities of Investment Company Personnel,
Report of the Divisi~-n of IM, SEC, CZ:p: 15994.
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SEC SELECTIVELY REVIEWED
DISCLOSURE DOCUMENTS
———————————————————————————————————————————————————————————— Letter :5

SEC's responsibility for ensuring that mutual funds comply with
applicable disclosure reguirements has become particularly important
because of the increasing number of mutual fund investors. Many of
these investors may be investing for the first time and may not be
sophisticated in legal or financial matters. SEC's disclosure review
staffing level has remained relatively constant during fiscal years
1990 through 1996. However, despite receiving an increased number of
documents to review since 1994, SEC officials said that by
selectively reviewing mutual funds' disclosure documents, staff
members have been able to review all new or materially different
disclosures.

SEC's disclosure review process is intended to &nsure that (1)
disclosure documents filed by mutual funds are complete, (2) all
proposed activities are legal, and (3) information contained in the
filings is not misleading to investors. Disclosure documents filed
by mutual funds include initial registration statements, amendments
to registration statements, proxy statements, and periodic reports.
Initial registration statements have three parts: (1) a prospectus,
which must be provided to every fund investor and includes
information about a fund's investment objectives and policies,
investment risks, and all fees and expenses; (2) a statement of
additional information, which contains more detailed information on
all aspects of the fund and must be provided upon request to fund
investors; and (3) other information required to be in the .
registration statement, including copies of a fund's contracts with
its various service providers. Amendments to registration statements
are filed whenever important information in a mutual fund's original,
effective registration statement has changed. Mutual funds are also
required to annually file amendments updating their financial
information. Most of the disclosure documents that SEC receives are
amendments. Proxy statements are to be filed when a mutual fund is
considering an event that requires shareholder approval before taking
action, such as changing its investment policies and objectives or
merging with another fund. Periodic reports primarily contain
statistical data about a mutual fund, such as the fund's assets,
expenses, portfolio turnover, and type of investments. -
it

All disclosure documents filed by mutual funds are subject to review

and comment by staff in SEC's Division of IM. However, to focus on
those filings that are most in need of review, Division of IM staff.
members selectively review the disclosure documents SEC receives. In

fiscal year 1996, SEC received a total of about 30,000 disclosure
documents from all types of investment companies, including mutual
funds, which was an almost 8-percent increase since fiscal year 1994.
SEC officials told us that completely reviewing all of zhese

~
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documents is not necessary because many of them contain repetitive
information. The officials also said that a complete review would be
an inefficient use of SEC's limited resources. Instead, SEC's
disclosure review process is intended to ensure that SEC's review
focuses on new information in disclosure documents as well as filings
that contalin material changes.\20

”EC procedures specify that routine filings, presenting no novel
questions of law, need not be targeted for review. For example, many
initial registration statements filed by mutual funds that are
members of the same fund complex are similar to previous filings by
other funds in the complex. That is, even though certain funds in a
complex may have diIZferent investment opisctives and techniques,
rheir prospectuses often contain similar disclosure information
regarding othér aspects of the funds' operations, such as procedures
for share purchase and redemption and the descriptions of the
investment adviser, underwriters, transfer agent, and officers and
directors. In these instances, the funds' initial registration
statements often include disclosures from previous filings that had
already been subject to SEC review and comment. Because SEC
considers that rev1ew1ng these disclosures again would be redundant, -
it focuses its review on more substantive information in the filing
by identifying what information is new. SEC officials said that fund
counsel generally initiate requests for selective review and indicate
to SEC which parts of the filing have already been reviewed. SEC's
disclosure review staff can also identify situations in which a
selective review can be done and are to alert fund counsel to that
option.

SEC also selectively reviews amendments to registration statements so
that only material changes routinely undergo staff review. Similar
to initial registration statements, many matters in an amendment may
already have been considered by staff members in proce551ng other
filings by that fund. To focus SEC's disclosure review on
significant changes,.mutual fund counsel represent to SEC whether
changes contained in an amendment are considered material.

Amendments that contain only nonmaterial changes may become
automatlcally effective without SEC review.\21

Examples of nonmaterial changes include bringing a fund's financial
statements up-to-date, changing the fund's phone numbers, and
increasing the number. or amount of securities proposed to be offered.
According to SEC officials, most amendments filed by registered
mutual funds contain nonmaterial changes and, therefore, are not
routinely reviewed. In contrast, they said that amendments
containing material changes are routinely reviewed with a focus on
the disclosures that have changed.

Proxy statements and periodic reports also undergo a targeted review
by SEC. Specifically, proxy statements covering nonroutine matters,
such as a merger, are targeted for review; although more routine
proxies, such as the standard approval of a mutual fund's auditors,
are not. Of the periodic reports received, SEC only reviews the
attachment to the second of two semiannual reports that most mutual
funds file every year. The attachment is the fund auditor's report
on the mutual fund's internal controls.

Table 4 shows SEC's coverage of investment company disclosure
documents for fiscal years 1994 through 1996. \22 During this period,
SEC devoted an average of 44 staff years to reviewing these
documents. Although the total percentage of disclosure documents
reviewed over these years averaged about 31 percent, the breakdown of
documents reviewed indicates that SEC dedicated its disclosure staff
to reviewing those documents most likely to have new or materially
different information. For example, the data show that SEC reviewed

8
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a high percentage of initial registration and proxy statements each
year, reflecting the greater possibility that these filings would

Furthermore, SEC
reviewed at least 93 percent of the initial registration statements
filed by mutual funds for each of these years. In contrast,
reported that its staff members reviewed between 12 and 15 percent of
the amendments SEC received each year, reflecting the high number of
these filings that would contain nonmaterial changes.

contain new or materially different information.

Table 4

SEC Coverage of Investment Company

~
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SEC

‘ Disclosure Documents, Fiscal Years 1994-
96
{fiscal year)

Disclosure document 19594 1995 1996

Initial registration statements

Filed 2,570 2,321 2,410

Reviewed\a 1,605 1,570 1,800

Percentage reviewed 62% 68% 75%

Initial mutual fund registration statements

Filed 1,040 819 811

Reviewed §60 755 761

Percentage reviewed 93% 93% 94%

Amendments

Filed 16,388 15,258 16,864
* Reviewed 2,008 1,859 2,494

Percentage reviewed ' 12% 12% 15%

Proxy statements

Filed 624 711 750

Reviewed 579 595 669

Percentage reviewed 93% 84% 89%

Periodic reports

Filed 8,300 9,500 10,000

Reviewed 4,150 4,750 5,000

Percentage reviewed 50¢% 50% 50%

Total disclosure documents\b

Filed 27,882 28,060 30,024

Reviewed 8,342 8,774 9,96x

Percentage reviewed 30% 31% 33%

\a The number of initial registration statements reviewed includes

those submitted by open-end (mutual funds), closed-end, and unit .

investment trust portfolios.

\b The total number of disclosure documents filed and reviewed

includes the initial registration statements, amendments, Proxy

statements, and periodic repcrts. The number of initial mutual fund
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‘registration statements filed and reviewed is included as a subset of
the initial registration statements.

Source: SEC.

SEC officials told us that, because they already review the most
important disclosures, additional staffing would not necessarily be
nsed to increase the number of filings reviewed each vyear. Instead,
rhe officials said they could use more resources to help them in
related disclosure activities, such as helping mutual funds improve
and simplify prospectus language and performing long-range strategic
JAannlng However, SEC officials also said that a current rulemaking

roject could substantially affect, at least for the short term,
JLC s ability to maintain adequate review coverage of disclosure
documents. Specifically, the proposed rule would substantially
revise the registration form and prospectus requirements for mutual
funds. During the initial implementation period of the proposed
rule, SEC does not plan to use its selective review procedures for
initial registration statements or amendments because it would need
to ensure that mutual funds are complying with the new disclosure
requirements.\23

\20 Material changes include disclosures that are significantly
different from those disclosures previously made by the investment
company in its most recent filing of the same kind.

\21 Rule 485(b) {17 CFR230.485] permits amendments filed by
registered mutual funds that contain enumerated routine or
nonmaterial changes to become automatically effactive on the date the
amendments are filed with SEC or on a later date, designated by the
fund, that does not exceed 30 days after the date on which the
amendment was filed. '

\22 We were unable to include and compare data for all disclosure
documents from previous fiscal years because of changes in how SEC
counted the filings received.

\23 The selective review procedures would still be applicable in some
instances. For example, after SEC reviews a fund's revised
registration form, all funds within the same complex can request a
selective review of subsequent filings using the revised form.

SEC'S OTHER REGULATORY
ACTIVITIES ENABLED THE INDUSTRY
TO EVOLVE WITHOUT MAJOR
LEGISLATIVE CHANGES

———————————————————————————————————————————————————————————— Letter :6

SEC's Division of IM is also responsible for other regulatory
activities, which include responding to requests for exemptions from
the requirements of the Investment Company Act, rulemaking, and
providing interpretatiocns of applicable laws and rules through

issuing interpretive and "no-action” letters.\24 -

According to SEC officials, these activities are a primary way of
allowing the industry to grow and change while continuing to protect
investors. During fiscal years 1990 through 1993, staff years for
these regulatory activities grew by nearly 45 percent. However, from
the end of fiscal year 1993 to the end of fiscal year 1996, staffing
decreased by almost 14 percent. SEC officials said that this
staffing decrease occurred largely because staff members often pursue
opportunities created by rapid-growth in the investment management
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industry. They also said that additienal staff could heip them keep
pace with industry developments and be more proactive in identifying
and reacting to industry changes.

\24 A no-action letter is a request from investment companies and
investment advisers that SEC staff feact to a particular set of
circumstances or facts as outlined in the letter by indicating
whether the Division of IM would recommend taking an enforcement
action if those circumstances were to occur.

EXEMPTIVE ORDERS ENABLE SEC

TO ADAPT ITS REGULATION TO

INDUSTRY CHANGES
—————————————————————————————————————————————————————————— Letter :6.

The Investment Company Act and the Investment Advisers Act allow SEC
to issue orders granting exemptions from one or more provisions of
these acts, or from rules issued by SEC under these acts. Congress
gave SEC this authority to prevent the acts from being unduly
restrictive. To grant an exemption, SEC must find that the exemption
is necessary or appropriate in the public interest, is consistent
with investor protection, and is fairly intended by the policy and
provisions of the act. The exemptive order permits the applicant to
engage in the activity described in the application that would
otherwise be prohibited by the act. Exemptive orders apply only to
the applicant. However, if the exemption appears to have general
applicability, such as when a number of similar requests for
exemptive relief are made, SEC may decide to adopt a rule granting

. exemptions to all funds that can meet the condifions.

According to SEC officials, SEC's authority to grant exemptions from
various provisions of the Investment Company Act and the Investment
Advisers Act has enabled it to adapt its regulation of investment
companies so that SEC is both receptive to new innovations and able
to keep pace with the general evolution of the investment management
industry. For example, in the 1970s, SEC first allowed trading of
money market mutual funds through exemptive orders. These funds used
specialized pricing methods that were not contemplated by the
Investment Company Act. Also, SEC recently adopted a rule, following
the issuance of numerous exemptive orders, that allows mutual funds
to sell multiple classes of shares with different fee structures. In
the 57 years since the Investment Company Act was enacted, it has
been amended significantly only twice--in 1970 and again in 1996.

In a 1992 study of investment company regulation,\25 SEC reported
that many responses to its 1990 request for comments on reforming
investment company regulation contained complaints that the process
for obtaining an exemptive order took too long. In 1995, SEC's
Office of Inspector General (0OIG) studied the exemptive order
process, giving particular attention to its timeliness. The 0OIG
found that, although the process was essentially sound, many outside
attorneys were still dissatisfied with how long SEC took to process
exemptive applications when novel or complex issues were involved.
The OIG made several recommendations to improve the process,
including a recommendation that, for applications with these types of
issues, the Division of IM modify its guideline requiring initial
comments on all applications within 45 days.\26 .

Although the Division of IM's response to the OIG's report agreed to
adopt most of the recommendations, it did not agree that changing
this existing 45-day guideline for novel or complex applications
would shorten the amount of time spent reviewing those applications. |
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The Division's response explained that these applications generally
take longer to review because of the potential effect significant
changes to policy may have on the industry and investors.
Nonetheless, in its response, the Division agreed to monitor the
progress of complex applications more closely and continue to strive
to meet its 45-day initial comment periocd for all applications.

Aiccording to SEC data on all exemptive applications processed during
fiscal years 1994 through 1996, SEC processed about 10 percent more
applications in fiscal year 1996 than it processed in the preceding 2
fiscal years. Although SEC reduced its backlog of pending
applications during fiscal year 1996, at the end »f that fiscal year,
the number =3I applications not acted on within 4% days had more than
doubled from the end of fiscal year 1995. According to an SEC
official, the'latter increase was due to a loss of staff near the end
of fiscal year 1996.

\25 Protecting Investors: A Half Century of Investment Company
Regulation, Division of Investment Management, United States
Securities and Exchange Commission, May 1992.

\26 To prevent a disproportionate amount of staff time from being
spent on routine applications, in part to increase production as well
as process applications within the 45-day time frame, the OIG
suggested that the Division of IM either provide a different
timetable for complex applications or set appropriate due dates for
complex, individual applications.

SEC SHAPES MUTUAL FUND )

REGULATICN THROUGH

RULEMAKING :
—————————————————————————————————————————————————————————— Letter :6.2

SEC issues rules and regulations that implement the provisions of the
securities laws. Through rulemaking, SEC develops rules relating to

(1) the disclosure requirements that are applicable to investment

companies and investment advisers and (2) the Investment Company ACt
and the Investment Advisers Act. Rulemaking involves constantly
reviewing how well the various rules that SEC has adopted are
working. SEC often consults with industry representatives and others
affected by the various rules and reviews their suggestions to modify
rules. For example, an SEC official told us that, in its efforts to
develop rule changes regarding fund disclosure requirements, SEC (1)
sponsored focus groups with fund investors, (2) reviewed
industry-sponsored surveys on investors' views of fund disclosures,
and (3) encouraged comments from individual investors on ways to
improve mutual funds' risk disclosure in April 1995. Of about 3,700
comment letters SEC received, about 3,600 were from individuals.

When SEC rulemaking staff find that a particular rule does not appear
to be achieving its objective or is burdensome in relation to its
benefits, the staff members are to present the problem to SEC
Commissicners, who then may consider modifying the rule. SEC gives .
advance public notice of proposals to adopt new or amended rules and
allows time for interested members of the public to comment on the
proposals. At the conclusion of the comment period, staff members
are to analyze the comments. and prepare a summary of their analysis
for the Commissioners to consider when determining whether any
modifications to existing rules are warranted. Proposals approved by
the Commissioners take effect as final rules, uysually within a
specific time after publication in the Federal Register.
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In addition, if SEC receives several very similar requests for an
exemption from a particular provision, it may consider promulgating a
rule to codify the exemption. To determine if an exemptive rule is
needed, the rulemaking staff are to consider whether the exemption
should also be applicable to other entities. As previously
discussed, money market funds were first allowed to trade through a
series of exemptive orders beginning in the 1970s. These orders were
later codified into a rule. Accordind to SEC, the exemptions granted
and the subsequent rulemaking were critical to the evolution and
success of money market funds.

In recent years, much of the Division of IM's disclosure-oriented
rulemaking has focused on improving mutual fund prospectuses. Ffor
example, two major rule proposals focused on making prospectuses more
understandablé to investors. The first rule proposal would update
and streamline the full prospectus that mutual funds are required to
provide investors. It also would improve the risk disclosures
required to be made in the prospectus. The second rule proposal
would allow investors to purchase shares of mutual funds solely on
the basis of information contained in a summary prospectus called a
"fund profile.”\27 The fund profile provides a summary of the
essential informaticn about a mutual fund by addressing nine items in
a question-and-answer format. On March 10, 1997, SEC published these
proposed rules in the Federal Register.

A number of rulemaking efforts regarding the Investment Company Act
and the Investment Advisers Act were under way in the Division of IM
at the time of our review. Many of these efforts were mandated by
various provisions in the 1996 Act. For example, the 1996 Act
initially required SEC to issue rules by April 9, 1997, that (1)
separate the regulation of investment advisers between the states and
SEC based on asset size and (2) exempt certain private investment
companies from SEC regulation. Congress subsequently amended the
1996 Act to provide a 90-day extension of the April 9 deadline for
separating investment adviser regulation. However, the rule
exempting certain private investment companies from SEC regulation
was effective April 9.

The 1996 Act also gave SEC additional authority in several areas that
will require other rulemaking. For example, the 1996 Act (1) gave
SEC additional rulemaking authority to define certain fund names as
materially deceptive or misleading, (2) expanded SEC's authority to
require funds to keep books and records, and (3) allowed SEC to
require investment companies to file information more frequently than
quarterly to keep information in investment companies' registration
statements current., According to an SEC official, several of SEC's
ongoing rulemaking efforts, such as proposed rules on persocnal
trading, the use of foreign custodians, and limits on purchasing
securities from an affiliated underwriter, have been delayed because
SEC's first priority is to complete the implementing rules for the
1996 Act. On March 10, 1997, SEC published its proposed rule on fund
names in the Federal Register.

SEC officdials told us that SEC's rulemaking function has been
affected in the past by high staff turnover and, as a result, SEC has
had more inexperienced staff in the rulemaking area than it desired.
In addition, the Director of the Division of IM estimated that the
1996 Act is likely to increase the division's workload by about 30
percent in 1997.

\27 The fund profile is a summary of the long-form prospectus. SEC
intended that the fund profile provide investors an easy-to-read
summary of essential information about the fund, including the fund's
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investment objectives, risks, and fees. Although investors can buy
shares after reading only the fund profile, the profile must disclose
that investors have the option to request a full prospectus before
making an investment decision. Funds are required to provide
investors the full prospectus when the funds confirm investors’
purchases. SEC ‘has had a pilot program that permitted funds to use a
fund profile since July 31, 1995.

SEC PROVIDES INFORMAL VIEWS

AND INTERPRETATIONS OF

SECURITIES LAWS
—————————————————————————————————————————————————————————— Letter :6.

Through issuifg no-action and interpretive letters, SEC staff members
in the Division of IM provide investment companies, investment
advisers, Congress, and other government agencies with their informal
views and interpretations about how the federal securities laws apply
to proposed transactions that appear to raise compliance issues.
These letters, which are available to the public, represent the views
of SEC officials who are responsible for administering the laws on a
daily basis. SEC officials told us that the letters are an effective
method of providing information about how the securities laws are
likely to be interpreted and applied.

SEC issues no-action letters in response to requests for its staff
members' views on whether they would recommend enforcement action if
the particular facts and circumstances outlined in the request were
to occur. No-action letters do not make rulings on whether the
particular circumstances are legal or illegal--the letters only state
whether the Division of IM staff would or would_ not recommend an
enforcement action to the Commission under those specific
circumstances. Consequently, unlike exemptive orders, no-action
letters do not shield the requester from any liability that may
otherwise result if the circumstances outlined in the request were to
occur. In addition, SEC has reported that positions in no-action
letters are subject to reconsideration and should not be regarded as
precedents binding SEC.

An SEC official teold us that no-action letters promote voluntary
compliance with the securities laws because the letters inform not
only the requester but others as well about the likely legality of a
particular proposed transaction. For example, Division of IM staff
provided no-action assurances to a mutual fund that wanted to include
in its prospectus performance information relating to another fund
that its portfolio, manager had previously managed. The staff's
no-action assurances were based on specific representations made in
the request (1) that during the portfolio manager's tenure in
managing the other fund, no other person had played a significant
part in achieving that fund's performance and (2) that the
performance information would not be presented in the prospectus in a
misleading manner, nor would that information impede investors'
understanding of required prospectus information.

SEC issues interpretive letters in response to reguests for its
staffs' views on whether the requester has interpreted and applied a
particular statute or rule correctly to a particular set of facts or
circumstances. According to an SEC official, interpretive letters
differ from no-action letters because, rather than simply stating it
would not recommend an enforcement action, the Division of IM agrees
that the statute or rule in question permits the proposed
transaction. Again, SEC officials view interpretive letters as a
means of informing the investment management industry about how the
laws are actually being applied.
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While the Investment Company Act requires that SEC respond to
requests for exemptions, responding to requests for no-action and
interpretive letters is a discretionary role that SEC has had in
place for several decades. According to SEC data, the Division of IM
responded to 2,643 requests for no-action and interpretive advice
during fiscal years 1993 through 1996. Although the number of
no-action and interpretive responses increased each fiscal year
during 1993 through 1995--620, 674, and 747, respectively--the number
decreased to 602, or about 19 percent, in fiscal year 1996. SEC
reported that this decline was a result of its staff having spent
time during fiscal year 1996 providing technical assistance to
Congress on a number of provisizons of the 1996 Act and other
legislation.

.

CONCLUSIONS
———————————————————————————————————————————————————————————— Letter :7

SEC has responded to the challenges presented by the growth in the
mutual fund industry through increasing its inspection staffing and
adjusting the focus of its oversight activities. The effects of
these responses cannot be separated from other factors, such as the
requirements of the Investment Company Act, industry support for
strict compliance with securities laws, and favorable market
conditions, that may have contributed to the industry remaining
generally free of major scandal. However, the continued
proliferation in the number and type of funds offered, the industry's
use of increasingly complex products that may be difficult both to
value and to trade during falling markets, and the increased reliance
by millions of Americans on mutual funds as a source of retirement
income make it imperative that SEC's efforts to_ protect mutual fund
investors against abuse continue to be a priority.

AGENCY COMMENTS AND OUR
EVALUATION

We requested comments on a draft of this report from the Chairman,

_SEC. In response, the Chairman stated that the contents of our

report provide a detailed and accurate description of SEC's program
for inspecting and regulating mutual funds. He also expressed
concern that, i1f the industry continues to grow at its current pace,
SEC will need additional resources to meet its oversight
responsibilities.

We agree that industry growth can influence the resources needed to
oversee the industry. However, in determining the extent to which an
increase in resources would be the most effective response to rapid
industry growth, SEC may also be guided by the results it achieves
from the program goals and performance measurements that it is
developing pursuant to the Government Performance and Results Act of
1993 (GPRA). In July 1993, Congress passed GPRA to improve the
efficiency and effectiveness of federal programs by establishing a
system to set goals for program performance and to measure results.

GPRA directed all federal agencies, including SEC, to develop by -
September 1997 long-range strategic goals and the measures they will
use to gauge their progress toward achieving these gocals. GPRA

requires that agencies report annually to the President and to
Congress on their performance and progress toward meeting their
goals. These annual reports are intended to be used by Congress and
SEC to assess what SEC is accomplishing with its mutual fund
oversight resources and whether additional resources are needed.

11/25/97 12:21 PM
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We are sending copies of this report to the SEC Chairman and other
interested parties upon request. This report was prepared under the
direction of Michael A. Burnett, Assistant Director, Financial
Institutions and Markets Issues. Major contributors to this report
are listed in appendix II. Please contact me on (202) 512-8678 if
you have any questions concerning this report.

Jean Gleason Stromberg
Director, Financial Institutions and
Markets Issues

v

(See figure in printed edition.)Appendix I
COMMENTS FROM THE SECURITIES AND
EXCHANGE COMMISSION

Letter

MAJOR CONTRIBUTORS TC THIS REPORT

Appendix II

GENERAL GOVERNMENT DIVISION,
WASHINGTON, D.C.

Michael A. Burnett, Assistant Director
Frank J. Philippi, Assignment Manager
Suzanne Bright, Evaluator-in-Charge
Darleen A. Wall, Evaluator

*%+ End of document. ***
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"Mutgal Fund Regulation:

Developments At Home and Abroad”
Remarks 3y

Isaac C. Hunt, Jr., Commissicner,
U.S. Securities and Exchange Commission

8th Annual Seminar on the Globallisation of Mutual Funds
Sponsors: The International Bar Association” and
the Investment Company Instituts
Bermuda

May 5, 1997

1

I2J
o
o

1

United States:

The legislation was designed iminate duplicative
as regu

T2 and federal securici

n 0

1)

b

Taderal law now preempts state blue-sky regulation of
erTtain securities, sucn as securitles listed on national
xchanges, shares issued by mutual funds, and some private
iacement cfierings

. 3taces, ho the authori stigate
nd oring en: ns with res croxer-—
ealer's Irau ceitful acti connection
it th= sal= ilties.

- Tederal law al3o Now preempts state law reguirsments in
ne arez of proker-dealsr ragulaticon nhat impcsaed Iinancia
esconsibilizy anca reccordkeeping regulrements. Simply put

M rorer-dealers ars n¢ Lang Shbjec: o differing state nec
ico-al and ook & ra2ccrds regulrements
Legrslaztic
e der

h

.

3

3

ot

ry 3

1o

Yo
(e
9]
3
o1
'
[§]
3

boos

3

(D 1
L3

wo (D

i

ot

3

'l

r

t

i

MO I 2

| : BEST AVAILABLE COFY

-

hitp:/'www.sec.gov/news:speechesispch 1 56.txt

112197 3:24 PM

s~
o



|

l\\ w.sec.govinews/speechesispch 1561t http:/. wwiw sec.govinews, speeches, speh156.1x1

Zxchange AcCT. -

Furthermore, the new legislation amended several
zpvisions of the Investment Ccmpany Act and the Advisers
<
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Fund of Funds restrictions were
arrangements are now permitted Ior
same fund complex.

elated These
unds that are within the
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The law also gives funds greater flexibility in their

.
ladvertis ing.

The SEC has expanded recordkeeping authorizy with
respect to mutual fund operaticns

l Furthermore, there is a new Investment Company Act
exemption for privately offered investment funds that sell
their shares solely to sophisticated investors -- who are
referred to as "qualified purchasers.” The investors would

lbe limited to individuals who own at least $5 million in
investments, or institutions which manage at least $25
million.

I The bill also divides federal and state authority for
investment adviser regulation. This division i1s based on
the amount of &ssets under management. The SEC.is presently

lconsidering rules to implement these provisions.
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:l the United States:
l The SEC is trying to minimize prospectus disclosure

about technical, legal and operational matters that are
lcommon to all mutual funds.

We want to focus prospectus disclosure on essential
information abcut a particular fund that would assist
ner to invest in that fund.
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Since 1988 when the first joint inspection of a U.S.
registered adviser was conducted with regqulators from
another country, inspections nave peen conducted of 42
investment advisers and one investment company locatad

outside the U.S.

The joint inspections wers conducted in the Zcollowing
countries: Argentina, Brazil, Chile, England, iqng Keng,
Mexico and Scotland. The Commission staff has conducted
inspections of advisers located in 3raz:il, England and Hong
Xong on mecre fthan one occasion. :

Staff from IMRO and the CVN in Brazil have been %o the
to conduct joint inspections of several jointly
te

red advisers and one mutual fund.

[\
[0

-
4]

o
-
O wn

A majority of the 42 advisers inspected serve either as
the primary or a sub-adviser to a U.S. registered mutual
fund. Their role in the Zund iInvestment management Drocess
ranges from producing a list oI recommended securities which
is sent to the primary adviser locatea in the U.5. -- to
making the final decisions concerning what securities a Zund
should purchase or sell and entering the orders for the fund
with virtually no oversight by & U.3. based adviser.

[
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he ability to cenduct jcint inspections and share
inspection information is extremely ilmportant because of the
srganizaticnal structure <f multi-national investment
l-:-.dviscry firms. These IZIirms usually nave subsidiaries or
>ffices located in many co ries and nave created holding
Iompany strucTtures wnich ¢ g facilitzate a variety of
zousive investment schemes. Conducting inspections Country
l:'_v' SCUnTry WLTAOUT & sharing oI infcocrmation mignht well
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RUSS-INVEST was founded in 1992 and was licensed by the
Russian government as a voucher investment fund, a type of
antity created as part of Russia's privatization process.
The Fund sold its shares to Russian investors in exchange
for Russian privatization wvouchers or casn, and 1 invested
in the stock of Russian companles and Russian jovernment

ecurities.

-

On June 8, 1995, the Fund placed a half-page
advertisement in The New York Times. The ad identified RUSS-
TNVEST as Russia's largest voucher investment fund, with $35

l;illion in claimed share wvalue. The ad sclicited readers to
call the Fund for additional information or to fax orders to
buy and sell its shares. It also supplied telephone numobers
in Russia and the United States for readers to use to
espond. ’
ativ
na

]

- In the next month, the SEC instituted an administr
roceeding against RUSS-INVES We took the position
~he Fund had made & public offering of securities in the
Jnited States but did not register the offering with the

[f:ommission or register itself as an investment company. In

T
s

cf

~
T.
fe
is

settled action, the Fund consented to an SEC order o
ease and desist from further violations of the registration
provisions.
Z@hiclusion
As you can see, at home and abroad, the SEC 1is
steadfastly continuing its mission to protsct investors.
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Scheme Launch and Invéstor Services
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THE DEFINTIVE REGULATION

REGULATION 18 (4)
Trustees to ensure before the launch of any scheme... :

¥ Systems m place
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v Key personnel Auditors, Compliance Offlcer, Reglstrars

appointed
v Compllance manual and mternal controls

¥ Norms for empanelment of brokers and marketlng agents,{{g
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Explain ybursélf cilearly;;i'l, do 'n(jt be ambiguous
Define and m'anage ex'pecta’tiéns -

Share information
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Define roles and procedures clearly

Do not speculate and hypothesize about pefrforr'nance
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 THE OFFER DOCUMENT

v What is the Fund’s goal ?

— What are you trymg to do with my money?
¥ How do you plan to achieve this goal?

— Where are you gomg to lnvest my money?
¥ Am I liable to lose money?

— What are the risks of investing in this fund?
¥ What am I paying for the privilége ?

. — Loads, fees and expenses. |

¥ Why should I buy this ?

- Who should buy this ?
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PRESENTING INFORMATION? |

| THE KEY ISSUE IS STANDARDISATION

¥ Presenting performance |nformat|on

- Net returns not gross

- Annuallsed returns not cumulative

7}
‘.Vf"
%]
e
p=S
N
=
I
e}
r\
m
9]
S
3
<

- Annualised returns since mceptnon
— Do not annualise periods less than a year

~ Relative to what ? Do not change the index.




 THE CHANGING ROLE OF THETRANS‘Feﬁ?AGENT

v SIPS AND SWPS

v Swntchlng opt|ons
A 54EA and 54EB plans .
v Consolidated account statements

-
n
\*

N
N
=
b
[r)
r~
m
®)
o]
)
<

v Traller fees
¥ Telephone redemption
|E TRANSFER AGENT IS A KEY ALLY OF
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TRANSFER AGENT - YOUR KEY ALLY

‘Investor servicing begins and ends with the Transfer Agent

¥ Operating policies and procedures
— Consider creating'an operations handbook

- Put MIS in bIaCe. Follow through on it.
— Reconciliation of the fund accounting records wuth con
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the shareholder records
~ Investor complaints redressal and response

CHNOLOGY, THE KEY TO SUPERIOR INVES

OR SERVICING
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' ARE YOU READY FOR TRAILER FEES

v Trailers - A technology 'c":ihaullenge
- What happens |f you change the traller?
- What happens if the investor comes through another broker?
— What happens if you have two schemes with swrtching options

but different brokerage schedules?

v CDSLs
- Is your system capable of aging transactions?

— What are you redemption rules, LIFO or FIFO?




v Posmonlng your fund

- Does your sales team know the pitch? Do your dlStl’lbUtOl‘S'?

¥ What tralnlng have youprowded them?

- New features, procedures and polrcy

v Sales materlal Who has approved it?
- Performance information
~ Tax benefits

co '
o

~ Is the distributor in turn preparing. sales material? ':
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MUTUAL FUND
COMPLIANCE

SCHEME LAUNCH
AND

INVESTOR SERVICES

A e b feps, rttant b 10
PW.FIRE Projoct ¢ 7717 SRt s vststns 112

SCOPE OF OPERATIONAL
RISK

m PROCEDURAL LAPSES
m TECHNOLOGY FAILURE
m HUMAN ERROR

m DISASTER
mDELIBERATE ATTACKS
m STRUCTURAL ISSUES

. PWFIRE Project

MONITOR OPERATIONAL RISK
MANAGEMENT PROCESS

m ACCOUNTABILITY OF THE LINE
MANAGEMENT

m ROLE OF INTERNAL AUDIT/
EXTERNAL AUDIT AND
REGULATORY INSPECTIONS

m TRUSTEE REPORTING SYSTEMS

PW FIRF "ot

ROLE OF COMPLIANCE

COMPLIANCE IS RISK
MANAGEMENT. KEEPING
THE AMC IN BUSINESS IS THE
JOB OF COMPLIANCE
OFFICER

W FIRE Prmect 2

“ ESTABLISH OPERATIONAL RISK
MANAGEMENT PROCESS

m DEFINED REPORTING LINES-AND
ROLES AND RESPONSIBILITIES

m [INFRASTRUCTURE

m STRUCTURED INFORMATION FLOWS
B PROACTIVE CONTROL PROGRAMS

m TRAINING

PW FIRE Project 3

PRODUCT AND PROSPECTUS

w Product Specification And Internal Approvals
m Unique features of the Product

¥ Operational Concerns

# [nvestment Management Concerns

¥ Accounting and Valuation Concerns

m Prospectus to be signed off by Compliance
Ofticer

PW FIRE Proect
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OFFER DOCUMENT - ISSUES IN
DUE DILIGENCE

m Supporting Documentation

m Adequate disclosures

m No Misleading Statements

M Adequate explanations on the unique features
| Vetting by the Legal Counsel

W Documentation of Trustee’s Approval

m Filing with SEBI

PW FIRE Prgect

PRE LAUNCH - ISSUES FOR
COMPLIANCE

N Appointment of Marketing Associates &

Design of Marketing/Issue Materials

 Authorization for appointment of marketing
associates/agents and accompanying
procedures::

% Trustees liability for agent’s actions and mis-

leading statements by agents
% Compliance review and approvals

PW FIRE Prjext 9

REVIEW OF R&T AGENTS

Compliance Officer to conduct periodic

review of operating procedures at R & T
and AMC to ensure that these are being

conducted in a Satisfactory manner and

report to the Board

~

"W FIRF Prajout it

PRE LAUNCH - ISSUES FOR.
COMPLIANCE

m Appointment of Custodian, Registrar & Share
Transfer Agent and Bankers
4 Documentation of Board approvals
4 [egal vetting of agreements

4 Adoption of Standard Operating Procedures
for initial offer. continuous offer and after
sales service

= Finalisation of Instructions to Bankers and
Operational guidelines to R&T

PW/FIRE Project 3

» PRE LAUNCH - ISSUES FOR

COMPLIANCE

® Design of Forms for pre issue and post issue

investor services

4 Compliance Review
4 RTA Review

PW.FIRE Projest 0

R & T AGENT - [SSUES FOR REVIEW

W Segregation of Duties

w Authorization, Approval And Access
Controls

® Cash control procedures

®m Pre-signed [nstrument control

® [ndemnity [nsurance

| [ssue of Units to Non-residents - FX
procedures

PW FIRE Projext 12
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R&T AGENT - ISSUES FOR REVIEW

m Treatment of Applications that do not meet the
limits set within the prospectus

® Arithmetical and Accounting Controls

m Systems capability to handle the data from
Investors

m Qutstation Cheques acceptance

4 System controls not to allow for redemption
for a certain period

% effect on Fund valuation & cost to the Fund
PW FIRE Project 13

REVIEW OF SOP WITH CUSTODIAN

Compliance Officer to conduct periodic
review of operating procedures at Custodian
and AMC to ensure that these are being

conducted in a Satisfactory manner

PW FIRE Prvject [}

ADVERTISING AND UNIT HOLDER
COMMUNICATIONS

All Advertisements and Share Holder
Communications must be cleared by the
Compliance Officer

W HRE Prosect ”

R&T AGENT - ISSUES FOR REVIEW

= Disaster Recovery Plan

4 Systems Backup, Data Recovery And Re-entry
& AMCs access to base data and systems

% Insurance

4 Cost of recovery and re-entry of data

PW FIRE Project 14

“CUSTODIAN - ISSUES FOR REVIEW

m Adoption of Standard Operating Procedures

% Data/Instructions Flow and Money Transfer
Arrangements’

& Physical segregation of assets
% Corporate Action Follow up
# Periodic Reconciliation of assets
m Vaults location and Access controls

®m Disaster Recovery And Insurance

PW FIRE Pmyject : 14

ADVERTISEMENTS

m ...“includes every form of advertising,
whether in a publication, by display of
notices, signs, labels or by means of
circulars, catalogues or other documents, by
an exhibition of pictures or photographic
films. by way of sound broadcasting or
television or in any other manner”

"W FIRF Prect i



SALES LITERATURE

= ...“may contain only information, the substance

of which is included in the Funds’ current
advertisements...” Sales Materials should have
the effect of resulting in sales of units

% connot be misleading
# preceded or followed by “advertisements™
% transmitted like an “advertisement”

PWFIRE Prgect It}

MISLEADING
COMMUNICATIONS

m Factors that could be considered in judging

misleading:communications

* overall contextin which a statement is made
$audience to which communications is addressed
clarity of communications

Sfootnotes

PW. FIRE Project u

MEDIA RELATIONS AND
COMPLIANCE

AMCs seek to penerate positive press coverage of their
strengths

CEOs and Fund Managers are increasingly tapped for their
perspective on variety of issues

Each Fund Complex is increasingly subjected to greater
scrutiny

Performance and Third Party Ranking

Communications carry comparisons and forecasts

~

PW FIRE Prosect hal

SALES MATERIALS

m Factors to be considered in determining
“misleading sales materials™:

% absence of explanations

% portrayal of past performance which imply that

past results would be repeated in future

4 discussion of benefits without a discussion of
limitations or risks

# exaggerated or insubstantial claims

PWFIRE Projoct

- MEDIA RELATIONS AND

COMPLIANCE

® ROLE OF COMPLIANCE OFFICER TO ENSURE
COMPLIANCE WITH REGULATIONS

& Ensure that the:AMC has necessary guidelines in:force

& Ensure that the AMC has a designated official (s} for
Media Relations

% Route Press Interviews through Media Relations
Official

PW.FiRE Praject

PERFORMANCE ADVERTISING -
COMPLIANCE

=’ Uniform of time periods
= Clarity of chart or table used

m Standardized Formulae for Performance
Measurements

®m Adequacy of information and relevance of
illustrations if any

B Fees and Expenses

PW FIRE Protect

[



A SUGGESTED OPERATING WORKFLOW
FOR ADVERTISING COMPLIANCE

# “Compliance Review Form™ to accompany advertising
material

® Problems and Changes to be noted on the Review Form

& Retain a copy of the material before it is sent to Marketing
Department

= Printed copies to be forwarded to Complacence
department

m Notify Compliance when material is canceled. on hold or
if changes made

= Compare printed material to the copy approved

m Ensure a copy of the advertisement is filed with SEBI
PW FIRE Prnpect s

INVESTOR SERVICES -
ISSUES FOR COMPLIANCE

m Regulatory Compliance
% Aging Reports
% Exception Reports
% Litigation

PW FIRE Prject 7

INVESTOR SERVICES -
ISSUES FOR COMPLIANCE

® Prospectus Compliance
4 SOP to address routing and proper recording
of investor complaints and service requests
& Set in motion a good MIS including ageging
reports
4 Periodical inspection to ensure adherence and
quality control

m Standardization of communications

PW FIRE Pmyect 26



Suggested
Enhancements

: to the Profile

Prospectus

Growth & Income Fund

Profile
Prospectus

Growth & Income is a stock fund whose voal is to seek
hich retal return through 4 combination or current

income and capital appreciation.

May 1, 1996
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Essentiul Questions
Every Investor

Should Ask

What is the Fund's Goal?
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Suggested
Enhancements
to the Profile’
Prospectus

Additional and specific
disclosure of the
fund's investment
strategies

Statement that
“You can lase maney by
investing in the fund.”

Risks af gverail
portfaiio
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Total fund operating expenses ¢ LTTY%
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6. How Has the Fund Performed?
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7. Who is the Fund's Investiment Manager? |
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Comparison of 1,5
and 10-year perform-
ance to an index
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Name and information
describing the fur_\d‘s
portfolio manager
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9. How Oa | Sell Shares? -

You may redeem il oo portion o senn shares cnany Easiess oy Boarieen

reqquest, telephone o wire transicr

10. How Are Distributiops Made and Taxed?
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11. What Services are Available?

XYZ Company provides @ wide vancty of services, meiading 24-hoar el
pRON service providing intormation amd assistance. pertodic statements and
reports, regular investment plans, and free exchanges among XYZ tunds. XYZ

Company reserves the richt to modity or wirthdraw the exchanee prividese.

1 Main Street, Yourtown, USA 00000

XYZ Growth & Income
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Session 6

Preparing for an Inspection



Highlights of the remarks made by Mr. S. Haribhakti, Haribhakti & Co.:

Relevant factors that d SEBI inspector would consider in the review of a mutual fund
include the following:

During an inspection. ensure that the mutual fund has created an environment wherein
the broad promises made to investors has been kept.

Prior inspection deficiencies should be followed up on. Ensure the deficiencies have
been corrected and that controls have been put in place to ensure that deficiencies do
not recur.

Review items include: concentration of investors, concentration of investments,
choice of broker/dealers, broker/dealer performance measurements, management and

market practice, there should be no attempt at speculation - this is a serious issue with
SEBI.

Review inter-scheme transfers - the transaction should be in keeping with the purpose
of each scheme. .
The role of the AMC should be reviewed as well as the way it relates to the Board of
Trustees.

The portfolio valuation procedure should be reviewed - this includes both debt as well
as equities.

Review special regulations and compliance with these.

Review situations that can have an overall impact on the interests of the investor:
back to back transactions and support group companies.

Compliance officers should ensure that every aspect of SEBI regulations has been
complied with and documented. Ensure that the compliance manual practices are
actually implemented.

The intent of the inspection is not to find faults but to provide assurance of
compliance.

Suggestions on making inspections more effective: there should be a SEBI
Inspection Manual. training session for all firms to ensure standardization and post-
inspection evaluation of inspectors.



HOW TO PREPARE

FOR A REGULATORY
INSPECTION

Price Haterhouse

Why is it Important to Prepare for a
Regulatory Inspection

= Regulation is becoming serious
business

~ misconduct noted can result
in serious penalties

+ Credibility and Reputation of
the firm and industry at stake

— loss of public trust and
confidence

— loss of business
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How to Prepare for a Regulatory Inspection

Planning-the key to success - .% -'
» Problems cannot be solved just (

before an inspection

> Firm must look at operations and 77
controls on an ongoing basis -
» Controls help you detect and ~

resolve an issue before the
regulator does

+ A firm with good internal
procedures is ready for an “any
day” SEBI Inspection

The First Day of a Regulatory Inspection

-+ Express intent to cooperate

» Designate point person whose responsibility is to facilitate the
inspection process

» Find out agenda of inspection
— anticipated length of inspection
— any specific materials to be gathered
— any specific areas of focus

» Find out persons the inspectors need to interview in order to schedule
appointments

* Request a Closing interview to discuss any potential deficiencies the
regulator has found :



How to Facilitate a Regulatory Inspection

Promptness and Cooperation ‘

*  Quick completion of the
examination is beneficial for you
as well as for the regulator

= Give the inspectors what they
need as promptly as is feasible

How to Facilitate a Regulatory Inspection

Control

. o®o

* Keep control over the inspection ® @
process

prior to their arrival

+ Organize materials for the regulator @ ‘

+ Designate a point person

— to facilitate the inspection
— to ensure that the regulator has all
facts relating to an issue

— to review all materials being
presented to the regulator for
accuracy

— to minimize miscommunication



Advocacy

How to Facilitate a Regulatory Inspection

Cooperate fully with the
regulator

Inform the regulator how
seriously your firm takes
compliance and about controis
and procedures you have in
place

Maintain a dialogue with the
regulator through out the
inspection process

How to Facilitate a Regulatory Inspection

"React and Resolve

Acknowledge and resolve
deficiencies noted during the
inspection process

Ensure that all prior deficiencies
have been adequately addressed
How to tackle serious deficiencies

noted as a result of an internal
control review

W



Upon Conclusion of a Regulatory Inspection

Closing Interview
— Resolution of minor deficiencies on the spot
Deficiency Letter

— Clarify practices on deficiencies that appear to be cited as a result
of miscommunication

— Prompt Correction of deficiencies noted
— Communicate to the Regulator how deficiencies were corrected

- Enhance control systems in place to ensure that deficiencies that
occurred do not reoccur

Internal Controls

Compliance starts with good internal controls or compliance systems

The objective is to have policies and procedures in place within your
firm that are reasonably designed to prevent, detect and minimize
potential deficiencies or problems

Policies are not enough, the firm must have an oversight function to
ensure that policies are being compiied with

Oversight to be conducted by an “independent” person with
appropriate qualifications

Checklist for areas of review
Internal Audit conducting “Internal Mock Inspections™

L3



+ Specified Responsibilities and

« The Issue of Limited Resources

“The man wearing too many hats”

+ Segregation of functions is

imperative in a control system
with good checks and balances

[

Portfolio Management

Trading

Operations

Compliance

Accountability

Segregation of Functions and Responsibilities
in a Mutual Fund




Characteristics of an Effective Internal
Control Environment

Document all functions of the firm’s operations and underlying systems
with written procedures that reflect the structure, functions and
character of the organization

Detail all functions of the firm to reflect the particular risk attributes of
each function, with special emphasis on the functions perceived to pose
greater risk to the fund, e.g., compliance with diversification and
concentration requirements

Attach specific responsibility and accountability to positions for
performing functions and overseeing functions

Conduct internal reviews to ensure that actual activities are in
compliance with established procedures

Characteristics of an Effective Internal
Control Environment

Document problems noted between practices and established
procedures

— Prompt correction of practices that do not follow procedures

— Appropriate sanctions applied to persons responsible for the
problem

Periodic check of one’s control system to ensure that controls adequate
in light of the current structure and functions of your organization
Train all employees in the purpose and function of control systems in
place
Top Management must recognize the importance of the control system
and communicate its importance throughout the organization

Periodic Evaluation of the control system and its effectiveness by an
outside entity



Areas of Concern for a Mutual Fund

Role of the Board of Trustees

Materials presented to the Board of Trustees
Responsibility of Independent Trustees

Review and Approval of the Advisory Agreement
Review of Transactions with Affiliates

Review of Valuation procedures

Review of personal securities trades

Customer Complaints and their Resolution

Areas of Concern for a Mutual Fund

Transactions with Affiliates

Trades in securities where an affiliate is the underwriter
Cross trades between schemes of a mutual fund
Trades between schemes and affiliated persons

Use of an affiliated broker ‘ ’



Areas Of Concern for a Mutual Fund

Composition of Mutual Fund Scheme Portfolios

Review of objectives of the fund schemes as described in the offering
document

Ensure that portfolio managers review objectives, restrictions and
disclosures made in the offering document

Do the investments meet the objectives described?

Diversification issues-monitoring the 5% and 10% diversification
requirement ‘

Investors vs. Investments in portfolio

Areas of Concern for a Mutual Fund

Trading Issues

Selection of Brokers to execute trades with
Approved Broker list

Best price and execution

Portfolio turnover (Churning)

Trade errors

Personal trading




Areas of Concern for a Mutual Fund

Valuation of Mutual Fund Scheme Portfolios

* Pricing of illiquid securities-trustee review of such valuation
* Independent portfolio valuation
= NAV calculation

— Expenses incurred by the fund

Areas of Concern for a Mutual Fund

Personal Trading

« Reporting of personal trades-are all trades reported?

* Internal policy on personal trading

= Who is responsible for review of personal trades

« Resolution of contlicts arising out of personal trading
« Avoidance of front running, scalping, etc.

0N



Areas of Concern for a Mutual Fund

Advertising and Performance

Disclosures must be accurate and representative of practices
Disclosure on Investment Strategy and Risks

Disclosure on Fees and Expenses

Disclosure on the type of scheme, e.g., “diversified”, etc.
Performance numbers and the calculation of such numbers

Maintenance of Books and Records

Proper documentation is key to
running an effective business

Good documentation unlocks
doors to the past

1



B

Conclusion
«  Make
*  Monitor
» Maintain

effective compliance systems and
records to be ready for an “any
day” regulatory inspection.




LORI RICHXARDS

""The 8EC’s Exam Program for Iavestlent Advisars:
A Mors Targetsd Approach’ : '

"Address to the Advisors’ Educaticn Group, Iac.
Ccnferenca cun Compliance Issues Affecting
Investzaent Advisors of Discretionary Accounts
June 14, 1996

Good Afternoon. I'm glad to be here to discuss the SEC’'s
exaninatlon program, particularly our inspections of investzent
advisers. I was amused to learn from the brochure for lastc
year‘’s program, that one of the discussion topics was actually
called "How to Survive an SEC Examination." Wnile I xnow =nhat
regulatory examinations can sometimes be stressful, I don’/t think
we’ve ever had any injuries or fatalities. The best rsassurznce

I can give you is that, you may not enjey it, but ycu «will
definitely live through it.

One thing you should all already know, 1ls that the sccoe,
the nature, the depth and the outcome of the examination
-- all things which contribute %o the relative pain of the exan
experience -- depend not on our examiners, but on you. The zZostT
important variable in the whole process is entirely in yocur hands
-- your own books and rescords and compliance systems, zaintained,
updated and implemented every day of the year, not suddenly
thought of in the days before the SEC examiners arrive.

I Xnow that the thoug§%>of a visit from our examiners in
itself stimulates good compliance practices. This effact is
intended -- when Congress gave the Commission the authority <o
conduct exams of investzent advisers in 1960, the Senate Report
stated that '"the prospect of an unannounced visit of a Government
inspector is an effective stimulus for honesty and bockkeeping
veracity." I’d summit that there are lots of other, betier,
reasons to maintain absolute integrity and compliance, includin
the delicate franchise advisers maintain with their clients, but
whatever contributes to the mctivation, the result is what’s
important.

I‘d like to updata you on some of the changes to the exan
prcgran over the last year, and since this program was last hgld,
particularly the new variable scope of our exams. I’d a}so like
o describe thae new salaction procaess wa usa to dacide who to
exanine, which is particularly relavant to this group, and
finally, I’ll describe some of tha compliance issues and problems
we‘re seeing with advisors. Firast, an overview of the new
office. As you know, last spring Chairman Lavitt created the _
Office of Compliancs Inspections and Examinatiocns to consoli@aue
all of tha- SEC’s examination activities. Through cur staff in
headquarters and in the eleven regional and district offices

Oo-=7




thrcoughout the country, we exazine investzent advisers,
investzent companies, transfer agents, broker-dealers and self-
regulatory organizations.

Along with the creation of the new cffice came a =zandate to
take a fresh look at our process and priorities for examining
investzent advisers, and all of the entities we inspeczt. a=cn
the other griorities of the Qffice, we're:

-

increasing training for our examiners;

. creating more cross-disciplinary exanination teams <o
examine multi-registered entities;

. doing all we can to ensure consistency in the apprcach
and in the dispositicn of exams; and

. focusing our resources on £irms and on the areas within
firms that need our attention the most.
I think we have and we are making substantial progress towards
modernizing the exam progran.

During the last year or so, we’ve been extremely busy
evaluating the program, and we’ve made some changes. Generally,
I think our guiding philoscphy is that we need to maximize our
resources by ensuring that we’re targeting our examinations to
have the greatest possible effect. As a result, exams are
increasingly becoming "risk-based," that 1s, our examiners are
focusing on the registrants within the industry that need our
attention the most, and also, in each exam we do, our examiners
are focusing on the particllar areas of the registrant’s
operations that deserve our attention the most. This is a shift
for us, away from conducting cyclical, comprehensive examinations
of every part of the adviser’s operation, towards a more focused
review in, perhaps, a nandful of areas. We think that examiners
should spend nore time on the critical issues, and less time on
the rcutine issues.

What are the critical issues and what are the routine
issues? Well, they aren’t the same for all registrants.
£xaniners’ focus will vary, depending on the type of registrant
they are examining. Generally, examiners will spend more time on
the areas of the adviser‘’s operations where deficiencies or
violations have been noted in tha past, areas of importance to
the adviser, and areas where internal controls appear to be weak,
and areas whera clients appear to be most expcsad to potential
conflicts of interest. If wae have a saensa that the adviser has a
strong control environment and is finding and correcting problems
icsel?Z, the scope of our exam should raflect that. The more
cenfidenca examiners have in a registrant’s own complianca and
internal control system, the znore they can waive routine



examinaticon procedures. In essence this is an effort to arcly,
in the field, the Commission’s frequent adzcnition that
compliance professionals are the industry’s "f£irst line of
defense" against fraud and abuse. So, derending on these

factors, the exam could be very narrow and focused in scope, or
quite inclusive and broad.

wnhy have we changed the sccope ¢f our exams? I think therse
are three reascns why Lt makes sense t3 do so.

Tirst, and most practically: Given the size of the
incustry, with over 22,000 registered advisers, compare
the relative size of our exam staff, we need to zake etz
use of our resources.

Second: We ought to recognize the development within tne
industry of institutionalized compliance systems. Many
advisers have professional, state-of-the-art internal
compliance systems that are accorded a high degree of
institutional support in terms of resources and stafl.
Conversely, other money =managers are still running on a
shcestring and seem to be complying with the law day-to-dav.
Oour exams ought to take these variables into account, and we
ought to try to encourage good internal compliance systezms.

Finally: I think that our resources are best utilized in
finding fraud and serious compliance lapses. That means
focusing our attention on true risk areas and firms.

, Modifying our exams, from a one-size~fits-all approach to a
variable scope approach is part of the shift towards what we call
"smart exams." In implemenfation, this is how it works =-- once
the registrant is selected for examination, the examiner starts
preparing for the exam. Advance preparation is essential for
effective field work. Advance preparation includes ressarch in
SRO records and other automated data libraries, review of the
registrant’s filings with the Commission, review of any customer
ccmplaints received .by the Commission, raview of past inspection
history and reports, and formulation of the problem areas likely
to be found. I nota for our mutual benefit, that registrants can
often help speed tha examination and eliminate any :
aisunderstandings by quickly providing the stafZ with the
decuments they request, which include copies of tha most current
reports and other matarials that explain theilr practices or place
them in an appropriata context.

The scope of an aexamination is then datermined by &two
variables: what tha staff knows about an entity before they
tegin; and what they learn whilae the examination is 1n progress.
An examination team could plan to cover only a limited area, and
then rapidly expand the scope of their review as they discover
problems. Similarly, thay could plan a comprehensive

09
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gain increasing confidence in the entity’s internal controls. In
other words, the scope ©of an exaninaticen s nighly variable, and
largely depends on the examiners’ professional judgzent of =zhe

advisers’ own internal controls.

exauinat'on, and then waive in-depth -estinq procedures as they

The areas which might ke reviewed include: £filings and
reports; Form ADV, brochure disclosure and delivery; ccniracts;
custody; bcoks and records; f£inancial condition; internal
controls; advisory services; need for reglstratlen under ctner
securities laws; ~portfolio management; prohicited transactlons;
linited partnerships; transacticns with affiliates; brokerage and

execution; wrap fee programs; marketing and perforzance
calculations; compensation and client fees; client referrals;
litigation and the catch-all, any other anomalies or issues that
the examiners wish to resolve.

While we‘ve not yet fully implemented this customized or
"smart exam' approach, we expectT to do so within the coming year.

As I zenticned, in addition to changing the scope of our
exams, we’‘ve also made some changes in how we go about selecting
advisers to examine, the second aspect ¢f the "smart exan"

approach. Rather than using a purely cyclical approach, where
advisers are inspected on a regular schedule despite whether they
need it zmore or less often than the cycle would require, we’ve

overlaid other considerations onto our cycle. As I mentioned ac
the outset, our goal is to focus our attention on the firms which
need i1t the most -- which we define as those firms presenting the
most risk %o investors. The question we pose 1is, "If all went
awry with this adviser, how much damage could it do to
investors?" N

It is important to note that an examination based on risk
ctors i1s not necessarily for cause. The staff may have no
dication of viclations or other problems at the registrant.
istead, the selection factors are intended to highlight
rcumstances or activities that produce risk, not necessarily
olations. Our first large scale application of a risk factors
proach has been with respect to investment advisers.

m<nHr<rn

As vou know, in terms of sheer numbers, the investzment
adviser comnunity has rapidly outgrown the Cozmission’s
examination rescurces. This led to a lengthening examination
cycle until in 1995, it had grown to more than twenty years, an
absurdly long time between exams. Actually, this "cycle® really
zmeant nao exam at all for most registrants. Using a risk factors
approach,” wa‘ve been able to cut that cycle in half for advisers
deemed to possess certain factors indicating higher risk.

The single nost important criteria in determinlnq risk and
therefore priority of examination for advisers is agcess O
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client monev. Advisers with discretionary autharity over
investzents, or custedy of assets, or, quite sizply, large
amounts of money under zanagement, posa the greatest risk tso
investors. Of course, having discretion or custody‘or large
amounts of money under management is perfectly appropriate, and
most investzment advisers accomplish all three with complete
safety far their clients. Nonetheless, risk of%ten accczpanies
discretionary authority, or access to large azounts of zcney.
approximately 9,000 registered investament advisers fall inca =his
nigher risk category.

To ensure better examination coversight for these advisers,

we‘ve divided our inspection program into two parts. Advisers .o
the higher risk category are now the responsibility of h
regional offices. The regional offices will usually conduct

inspections of advisers with discretion, custedy, ‘or non-
discretionary management of $100 million or more. By focusing
resources on this group, all of these advisers are exanined, cn
average, once every eight to ten vears, significantly =zcre often
than the previous twenty year cycle.

In addition, earlier this year, the Commission allocated
additional agency resources to our adviser exam program. With
the new staff being made available, we hope to resduce the
examination cycle for higher risk advisers to once every five
vears. Thus, through an application of risk factors when
selecting registrants, and additional support within the agency,
the examination cycle for higher risk advisers will be reduced t2
one quarter of its previous length. .

Of course, focusing resources on areas of higher risk zeans
that there will be fewer resources available for areas of lower
risk. The 13,000 registered advisers who do not qualify for the
higher risk category are now being inspected in joint sweep
examinations conducted with state securities regqulators. WwWe’ve
conducted 8 such joint sweeps so far, and expect to conduct many
more through the remainder of 1996 and in 1%997. Through this
program, the lower®risk advisers will be examined, on average,
approximately onca every forty years, or for cause when
appropriate. I nota that there is currently legislation pgndinq
in the Senata, thae Securities Investment Promotion Act, wh;ch
would call for States to assume a primary role for regulating
these advisers, and the SEC supports that concspt.

We think that this new system for examining advisers
represents an appropriata weighting of rasources tgwards
providing protaction for thosa investors who need it most.

If you’ra an investmaent advisar, it’s important for you to
Know that risk-based selection will not raplaca cyclical
exanminationa. Rather, thoughtful application of risk factors
will assist examiners in detarmining whather a registrant should

~
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be examined nore frequently than allowed by the cycle. Outside
examination cycles still exist, and as noted, cur cycle for
discretionary zmanagers wlll e 5 vears.
* * *
So, everyone in this rcem falls within =Zhe "nigher =zisk"
categery, and 1s likely <o see our examiners zmuch more ofzan zThan

in the past.

what will determine whether a higher risk adviser is
examined more often than every five years? Lots of factors,
including: <¢the size of the adviser; and the number of client
the adviser’s business; %he length of time the adviser has Cte
registered; the adviser‘s prior examination history and resul
its disciplinary history; its customer complaints; its affill
persons; 1ts advertising and performance claims; and inforaoat
obtained from other regulators, including, ameong others, SROs
state securities resgulators.

I‘'d like to focus for a mninute on just one of those facTors:
the adviser‘s advertising and verformance claims. I don‘t need
to tell you how important it is to ensure that advertising and
performance figures are accurate and not misleading. You’‘re
already well-aware of that, 1it’s required by law. There are some
advisers out there though, who I think deserve to nave <their
performance claims verified by us, particularly advisers who _
clain to have generated large short-term profits for clients that

are substantially in excess of thelr peer group. These-are the
advisers that are winning frequently in selection contests, and
are rapidly growing their mpney under management. Perforzance

claims are, as you know, one of the most important criteria used
by clients in selecting a money manager. With so much riding on
performance, there are great temptations to shade the truth in
calculating the numbers. Not only is this not fair to clients
or toc the other money managers, it‘s not legal.

So, beginning this summer, we’/ll be conducting examinations
of some of the more successful money managers to focus on their
performance claims. I hope that we’ll find nothing out of order
in these exams, and I’1ll consider them a success whether we do oOr
we don‘t. think that this is an area that deserves our
atcention. Of course, all advisers havae always been subject o
our examinations and to a review of their performance
calculaticns. In the past, howevar, we examined advisers through
a process of random salection among the 22,000 ragistered
advisers. Now, the winningest advisers will be specifically
targeted for examination, and in addition, we’ll be paying alot
mora attention to vearifying performancs claims in avery examn we
do. We’ll also be working closely with the NASD to ensure that
autual fund advaertising claims are gcrutinized carefully.
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- I’d like %3 turn %o some of the other ZCplc areas we’re
focusing on in our adviser exans.

Under tha broad rubric of "trading practices," #x
several areas that the staff is paying particular at=
this vyear. .

We continue =o look at allocation of =rades azeng adwviscry
clients, and whether allccation decisions seen falr, or
cenefiting certain clients or accounts. Relatedly, we’r
looking at allecation of bunched orders. BZased “n a re
action letter, advisers are now able to include proprie
accounts in bunched crders under certain conditions. T
generally, has no prcblem with an adviser Bunching order
However, because of the potential for unfair allocaticns of
Eunched trades, the staff will usually take a close lcok at an

adviser’s bunching procedures and practices.

~

We’re also looking at how much individualized treatment an
adviser is providing, and looking at whether the common and
similar management of a large number of szmall accounts is reall
an investment company. To gain economies of scale, advisers of
small accounts may nake the services provided to all
participating clients as similar as possible, including the
investzent advice. Once a client’s assets area assigned to a
particular investzent ocbjective, the composition of one client’s
account will then be very similar or identical to every ather
client with that same objective. In these circumstances, the
staff is likely to ask some questions to evaluate whether these
accounts are, in fact, being managed like an investment ccmpany.

< .
We’re also looking closely at soft-dollar arrangements, and

have found that advisers sometimes forget that ccmmissions and
mark-up dollars belong to clients and not the adviser. Because
the adviser has control over soft dollars and over disclosure of
Soft dollar practices, we’re seeing problems when advisars use

Y

‘this money for their own benefit. The staff continues to take 2

hard lock ‘at soft dollar expenditures.

We’‘re also looking at principal transactions, and making
sure that the adviser obtains client consent before completing
tle transaction. Recently, we found one adviser who execgtEd
over 8,000 orders for advisory clients on a principal basis or by
crossing clients’ orders with orders of other brokerage
customers, without notice to and consent of the clients, and
contrary to the adviser’s disclosure in its ADV. This adviser
had lots of other problems too, and provided a real-life answer
Lo the question I described earlier, which examiners always ask,
"I everything went awry with this adviser, how much harm could
it do to clients?®
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inally, we’Ce always looking for perscpnal =rading cznfliz=s

e e -

"l

.0f interest, not just among portfolio zanagers of zutual funds as
you =zight assunme from recent press reports. Conflicts of

interest in personal trading by advisers of discreticnary
accounts are just as possible, and are teing reviewed just as
carefully.

If you’ve neoticed a theme here, it’s thaz, consistent witzh
the risk-pased approach to examinations that I’ve described, all
these things, perforzmance advertising, trade allocations,

individualized treatment to clients, principal trades, sof:
dollars, personal trading, are all areas eizther where there have
been problems or enforcement actions in the past or where, if
problems did occur, they could have a seariocus izpact on clients.

So, I’ve given you all the critical information here about
our exams of investment advisers -- who are we going %o examine?
when will we examine you? and what will we be looking for when we
examine you? I can’t think you’d have any questions at all after
all this information. I’1ll come full circle though by saving
that all these things, the scove, the nature, the depth and the
outceome of the exam will depend on you and your hope‘ully
excellent, compliance systems.

Thank you.

=\

* The SEC, as a mattar of policy, disclaims responsibility for
any privata publication or statement by any of its employees.
The views expressed herein are those of the author and do not
necessarily raflect tha views of the Commission or the staff of
the Commission.
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Appendix C:

Results of the Participants' Evaluations from the
AMFI Mutual Fund Compliance Workshop

December 4 - 5, 1997

Mumbai, India



Total Responses: 33

. Seminar on “Mutual Fund Compliance”
December 4 - 5, 1997

Participant Evaluation: Results

Question Category/ Category/ Category/ Percentage
Percentage of Percentage of of Respondents
Respondents Respondents
1. | Overall, to what extent | Very Satisfied Satisfied Not Satisfied
are you satisfied with | 67 27 6
the workshop you
have just completed?

This workshop has given an overall view of the industry as such and the areas of concern were
highlighted .

The workshop highlighted the role of compliance officer, his responsibilities towards compliance with
regulations in a very satisfied manner

The workshop have been addressing practical issues/problems that are common to the industry and
suggest solutions

Some more solutions to problems which occur in the Indian context would have made the workshop
more useful '

Scope of subjects is very vast as compared to the time allotted

The programme was very good especially the inaugural session and case study session where a top
person from the regulator was present

Very well presented

Detailed discussion is required on topics like periodical reports sent to trustees, SEBI & standardisatio
of the same

Scheme launch, investor services and preparing for SEBI inspection was weil covered and made
interesting

Well conducted, topics chosen with care, covering all matters relating to compliance and clearing
doubts in attendees minds

Topics chosen were very well conducted and discussed completely and effectively

The discussion was more of a theoretical nature, rather than specific on practical experiences
Compliance problems encountered by Compliance Officers should be discussed among participants
Much more in detail could have been covered

=




3 2.
Comments:

To what extent were Very Relevant Somewhat Relevant Not Relevant
the objectives of this 82 18 0

workshop relevant to
your role and
responsibilities?

|

It gives great help and knowledge about the importance and role of a Compliance Officer

As NAV supervisor, [ have to take care to see that all SEBI Guidelines are complied with so the
objectives were very relevant to my role & responsibilities

This workshop has cleared the role and responsibilities of a Compliance Officer

The notes & material need to be studied in detail and applied to real-life situations. Probably, after this
exercise, a clearer picture will emerge.

Compliance 3s a serious business is a new trend and helps us to think more clearly and schedule
accordingly

It wiil help me to develop my role & responsibilities in the organisation and improve the system

It has helped me in understanding my role as an assistant to Compliance Officer of the Trust

It threw a lot of light on the areas and the responsibilities the Compliance Officer should look into. The
objectives and areas covered were very relevant to my responsibilities.

As [ am involved also involved in deciding of the issues for compliance, the objectives of this
workshop were relevant in suggesting certain issues which we had not yet covered

Investor services is of paramount importance and the experience was done keeping in mind the
investors interest in mind. Compliance regarding accurate & timely services to investors were the main
objectives pertaining to my responsibility. .
[ suppose it is only after this workshop that the onus & responsibility lying on the shoulder of
Compliance Officer has been highlighted not only to the Compliance Officers, but also the other

employees, CEOs & SEBI. This would provoke thought among CEOs to give more powers & authority
to Compliance Review Team.

!
|
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To what extent were To a great extent Somewhat Not at all
these objectives met? : | 70 27 3

3.
Comments:
-

[t definitely has helped us to make a better team of compliance and not just sign off all documents
without proper evidence of documentation

The objectives have been met to great extent by way of hammering the seriousness involved in
compliance in respect of all areas which have significant impact on unithoiders

Expected more guidance in performing my role - a practical approach to the responsibility with the
available Indian setup

After attending the seminar and listening to the participants and fellow members, I know my
responsibilities very clearly and how to go around ensuring those objectives

To a great extent I have understood and would try to bring these to the notice of the Compliance
Officer .

To meet this objective fully, the importance of compliance should be fully informed at the highest level
In making me realize the great importance of my role and an internal need to educate myself & enhance
my learning :

Doubits relating to SEBI Guidelines were cleared & the tdlk by Mr. Pradip Kar, Mr. Vaidyanathan &
Mr. S.V. Prasad was very informative

Which of the following discussion topics were most helpful in assisting you to better
understand the subject matter, and why?

Topic Number of Acknowledgments
a) Session 1 : Compliance as the Foundation for Industry 7
b) Session 2 : Case Study 4
c) Session 3 : The Role of the Compliance Officer 9
d) Session 4 : Investment Management 0
e) Session 5 : Scheme Launch and Investor Services 8
1) Session 6 : Preparing for an Inspection 3

Which discussion topics were least effective in assisting you to understand the subject matter,
and why?

Topic Number of Acknowledgments
a) Session 1 : Compliance as the Foundation for Industry 3
b) Session 2 : Case Study 3
c) Session 3 : The Role of the Compliance Officer 1
d) Session 4 : Investment Management 4
e) Session 5 : Scheme Launch and Investor Services 6
13)] Session 6 : Preparing for an Inspection 2

v m
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Any additional comments on the workshops? C

A detailed Compliance checklist/procedure on each and every aspect of Indian MF/Asset
Managerﬁent activities will go a long way in avoiding repetition of efforts at the individual
company level

Workshop was very well conducted and has done proper justice to all areas related to compliance
*Was very well conducted, the speakers chosen were the best in the industry & hence provided
valuable advice on the subject

It would be appreciated if there is extensive training offered to the compliance officer regarding
how the role can be met effectively rather than weigh he/she down by putting-down the
responsibilities. The way to achieve the purpose may only be the training either by AMFI or SEBI
Certain topics such as money laundering, taxation issues should be involved in future workshops
Workshop should be conducted in at least two batches so if certain dates are not convenient to a
Compliance Officer he/she can attend another batch

The general view or for that matter my view is that the workshop devoted on all its areas and
emphasized that the Compliance Officer is in cation on all the areas under the sun of the fund.
From a practical point of view, this is a difficult task to achieve. Probably, it may take some time
before the industry takes it shape to accept the Compliance Officer’s functions as indispensable.
This seminar points many roles of the Compliance Officer which have not been coded in SEBI
Regulations by comparing with International standards, expectations and practice. This may be
concentrated on Indian climate .

[t is better that the AMFI to write a letter to the members clarifying the role and responsibilities of
the Compliance Officer. Freedom, power and the protection that is to be given to the Compliance
Officer is to be clarified by the AMFI/SEBI to discharge the duties faithfully and meaningfuily
There is a lot of ambiguity in regulations. There may be different interpretations of different
regulations. As such there should be Advance Ruling Committee in SEBI to avoid non
compliance detected at a future date.

It is told that Compliance Officer is in the business of keeping you in business. But at the same
time his/her reporting should be taken in the right perspective. It is as such suggested that
Compliance Report should aiso be signed by CEO, Chairman of Board & Sponsor.

Should invite questions on the actual problems/debatable sections of the functions and try and
arrive at a common industry practice which may keep the regulations and reconsider any/some of
the existing regulations.

An excellent opportunity to understand compliance as the foundation for industry.

More than Compliance Officers, I suppose SEBI & AMFI should make it heard to the CEOs that
proper authority & powers are given to Compliance Officers. Hence such workshops in future
should give such messages to CEQOs.




What additional comments/ suggestions do you have for on-going workshops and training and
development programs related to Mutual Funds?

. More workshops of this kind should be organized

Maybe we should have such meets on exchange holidays to ensure better preparations &
minimum disruptions of our office responsibilities

. SEBI representatives at a high level should be available throughout the sessions

"There couid be a workshop/seminar on the role of the trustees to coax the existing trustees into
playing a more active role

A sort of workshop/seminar where issues which are ambiguous are sorted out and a consensus on
how they shall be treated by all the funds. '

. The importance of compliance needs to be explained to operations personnel also.
. A few more people from SEBI should be called to speak next time

Certain.provisions in the regulations are vague. A separate workshop or meeting should be
organized to clarify these issues.

. We need more case studies, in depth analysis of compliance vis-a-vis critical areas like fund

accounting through illustrations with numbers.

. There should be more seminars in the future to upd'ate the Indian Mutual Fund industry about the

development takes place in United States and other countries in the world.

. There should be interface workshop of Compliance Officers with SEBI Officers at operating level

to appraise them/clarify practical problems & brainstorm solutions & also standardize such
procedures arrived at.

Please arrange to supply/send copies of transparencies/material presented by way of projection, so
that the contents are properly disseminated down the line by the participants in their organization




